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1 

Section: State Tax 

North Carolina to Require Out of State Sellers to Collect and Remit 

Sales Taxes Beginning November 1, 2018 

Citation: North Carolina Directive SD-18-6, 8/7/18 

The North Carolina Department of Revenue issued Directive SD-18-6 that contains the state’s 

new directive requiring out of state sellers who meet certain de minimis requirement to collect 

and remit the state’s sales tax. 

The state will begin requiring the collection of sales taxes by out of state sellers who have total 

sales into the state of more than $100,000 in the previous or current tax year or have more than 

200 individual transactions in the same period.  The seller must begin collecting or remitting the 

sales tax by the later of: 

• November 1, 2018 or 

• 60 days after the seller meets the threshold for filing in the state. 

The state points out that it is a full member of the Streamlined Sales and Use Tax Agreement 

(SSUTA) and that taxpayers can register with all 24 states that are full members of SSUTA at 

https://www.sstregister.org/. The directive also provides that a seller may, instead, register 

directly with the state of North Carolina via the Department of Revenue’s portal. 

The directive also contains information on how sellers can obtain information on North 

Carolina sales tax matters including: 

• Taxability of various items 

• Tax administration policies 

• Taxing jurisdiction boundaries. 

Section: 199A 

Proposed Regulations Upon Which Taxpayers May Rely Issued on 199A 

Deduction 

Citation: REG-107892-18, 8/8/18 

The much anticipated proposed regulations on the IRC §199A deduction related to qualified 

business income have been released by the IRS ([REG-107892-18]).  The proposed regulations 

give the first official insight into how the IRS is planning to administer the new provisions 

found under IRC §199A. 

One key item of interest is found in the effective date discussion in the preamble to the 

proposed regulations.  From the preamble: 

However, taxpayers may rely on the rules set forth in proposed §§1.199A-1 through 1.199A-6, in 

their entirety, until the date a Treasury decision adopting these regulations as final regulations is 

published in the Federal Register. In addition, to prevent abuse of section 199A and the regulations 

https://files.nc.gov/ncdor/documents/files/sd-18-6_0.pdf
https://www.sstregister.org/
https://www.irs.gov/pub/irs-drop/reg-107892-18.pdf
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thereunder, the anti-abuse rules of proposed §§1.199A-2(c)(1)(iv), 1.199A-3(c)(2)(B), 1.199A-

5(c)(2), 1.199A-5(c)(3), 1.199A-5(d)(3), and 1.199A-6(d)(3)(v) are proposed to apply to taxable 

years ending after December 22, 2017, the date of enactment of the TCJA. Finally, the provisions of 

proposed §1.643-1, which prevent abuse of the Code generally through the use of trusts, are proposed to 

apply to taxable years ending after (the date of publication of the proposed regulations in the Federal 

Register). 

That paragraph means that, for now, taxpayers may rely on these rules despite the fact that they 

exist only in a proposed regulation.  There had bene some concern the IRS might issue these 

regulations without providing for a right to rely on the proposed regulations pending the 

issuance of the final regulations. 

Eight proposed regulations are issued under IRC §199A, along a single proposed regulation 

issued under IRC §1.643(f)-1 meant to address a technique some had suggested to taxpayers of 

forming multiple trusts to avoid the threshold amount limits that the IRS clearly means to shut 

down. 

The titles of the regulations are: 

• §1.199A-0 Table of Contents 

• §1.199A-1 Operational rules 

• §1.199A-2 Determination of W-2 Wages and unadjusted basis immediately after acquisition 

of qualified property 

• §1.199A-3 Qualified business income, qualified REIT dividends, and qualified PTP income 

• §1.199A-4 Aggregation 

• §199A-5 Specified service trades or businesses and the trade or business of performing 

services as an employee 

• §1.199A-6 Relevant passthrough entities (RPEs), publicly traded partnerships (PTPs), trusts, 

and estates 

• §1.643(f)-1 Treatment of Multiple Trusts 

Operational Rules 

The first proposed regulation (Proposed Reg. §1.199A-1) deals with what the IRS refers to as 

“operational issues”.  This regulation deals with the calculations to be performed, letting the 

expansion of the definition of terms take place in the other regulations under IRC §199A. 

Terms Used 

The regulations introduce some new acronyms to our tax vocabulary which advisers will need to 

be aware of to understand these regulations.  Proposed Reg. §1.199A-1(b) contains the 

following new acronyms: 

http://www.currentfederaltaxdevelopments.com/
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• QBI (Qualified Business Income): defined as “the net amount of qualified items of income, 

gain, deduction, and loss with respect to any trade or business as determined under the rules 

of §1.199A-3(b).”1 

• RPE (Relevant Passthrough Entity) which is defined as “a partnership (other than a PTP) 

or an S corporation that is owned, directly or indirectly by at least one individual, estate, or 

trust. A trust or estate is treated as an RPE to the extent it passes through QBI, W-2 wages, 

UBIA of qualified property, qualified REIT dividends, or qualified PTP income.”2 

• SSTB (Specified Service Trade or Business) is a “service trade or business as defined in 

§1.199A-5(b).”3 

• UBIA (Unadjusted Basis Immediately After Acquisition) refers to the unadjusted basis of 

qualified property immediately after its acquisition which is defined at Proposed Reg. 

§1.199A-2(c). 

Trade or Business (Including Self-Rentals) 

A key definition found in Proposed Reg. §1.199A-1(b) relates to what is a trade or business for 

purposes of Is4RC §199A.  That definition is key, because only income from a trade or business 

qualifies for this deduction.  The definition provides: 

Trade or business means a section 162 trade or business other than the trade or business of performing 

services as an employee. In addition, rental or licensing of tangible or intangible property (rental activity) 

that does not rise to the level of a section 162 trade or business is nevertheless treated as a trade or 

business for purposes of section 199A, if the property is rented or licensed to a trade or business which 

is commonly controlled under §1.199A-4(b)(1)(i) (regardless of whether the rental activity and the 

trade or business are otherwise eligible to be aggregated under §1.199A-4(b)(1)). 

The inclusion of rentals that do not rise to the level of a trade business as a trade or business if 

they are rented to a business that is commonly controlled is an important provision in these 

regulations.  As the IRS explains in the preamble: 

Solely for purposes of section 199A, the rental or licensing of tangible or intangible property to a related 

trade or business is treated as a trade or business if the rental or licensing and the other trade or 

business are commonly controlled under proposed §1.199A-4(b)(1)(i). It is not uncommon that for 

legal or other non-tax reasons taxpayers may segregate rental property from operating businesses. This 

rule allows taxpayers to aggregate their trades or businesses with the associated rental or intangible 

property under proposed §1.199A-4 if all of the requirements of proposed §1.199A-4 are met. In 

addition, this rule may prevent taxpayers from improperly allocating losses or deductions away from 

trades or businesses that generate income that is eligible for a section 199A deduction. 

                                                      

1 Proposed Reg. §1.199A-1(b)(4) 

2 Proposed Reg. §1.199A-1(b)(9) 

3 Proposed Reg. §1.199A-1(b)(10) 

4 Proposed Reg. §1.199A-1(b)(13) 
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The level of common control necessary to combine the rental with the other business activity is 

defined at Proposed Reg. §1.199A-4(b)(1)(i) as follows: 

The same person or group of persons, directly or indirectly, owns 50 percent or more of each trade or 

business to be aggregated, meaning in the case of such trades or businesses owned by an S corporation, 

50 percent or more of the issued and outstanding shares of the corporation, or, in the case of such trades 

or businesses owned by a partnership, 50 percent or more of the capital or profits in the partnership;… 

KAPLAN EXAMPLE 15 

Marc owns 100% of MW Manufacturing, Inc., an S corporation.  He holds an office building 

in a single member LLC in which he holds a 100% interest.  The building is leased to MW 

Manufacturing under a triple-net lease.  The rental does not rise to the level of a trade or 

business under the general provisions of IRC §162(a).  MW Manufacturing does carry on a 

trade or business under the general rules of IRC §162(a). 

Under the provisions of Proposed Reg. §1.199A-1(b)(13), the office building rental will be 

treated as a trade or business for purposes of IRC §199A, since it is being leased to a 

passthrough business that is under common control. 

***** 

Section 199A Deduction for Individuals with Taxable Income Below the Threshold 

Amounts 

The IRS begins the regulations by outlining the calculation without taking into account the 

issues related to SSTBs or the limitation based on W-2 wages and qualifying property by 

addressing taxpayers with income below the threshold amount.  Such taxpayers will not be 

impacted by either the SSTB rules or the limits based on W-2 wages and qualified property. 

The preamble describes these rules generally as follows: 

An individual with income attributable to one or more domestic trades or businesses, other than as a 

result of owning stock of a C corporation or engaging in the trade or business of being an employee, and 

with taxable income (before computing the section 199A deduction) at or below the threshold amount, 

is entitled to a section 199A deduction equal to the lesser of (i) 20 percent of the QBI (generally defined 

as the net amount of qualified items of income, gain, deduction, and loss with respect to a qualified 

trade or business of the taxpayer) from the individual’s trades or businesses plus 20 percent of the 

individual’s combined qualified REIT dividends and qualified PTP income or (ii) 20 percent of the 

excess (if any) of the individual’s taxable income over the individual’s net capital gain. Proposed 

§1.199A-1(c) contains guidance on calculating the amount of the deduction in these circumstances. If 

an individual’s combined QBI is negative or combined qualified REIT dividends and PTP income is 

less than zero, proposed §1.199A-1(c)(2) provides rules for the carryover of the losses. 

                                                      

5 In the text on the proposed regulations, we will identify examples not in the proposed 

regulations as “Kaplan Examples” while those examples taken from the regulations will be 

identified by citation to the proposed regulation in which they are found. 

http://www.currentfederaltaxdevelopments.com/
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The following examples illustrate the basic calculation of the §199A deduction under the rules 

of Proposed Reg. §1.199A-1(c)(1). 

EXAMPLE 1, REG. §1.199A-1(C)(3) 

A, an unmarried individual, owns and operates a computer repair shop as a sole 

proprietorship. The business generated $100,000 in net taxable income from operations in 

2018. A has no capital gains or losses. After allowable deductions not relating to the 

business, A’s total taxable income for 2018 is $81,000. The business’s QBI is $100,000, the 

net amount of its qualified items of income, gain, deduction, and loss. A’s section 199A 

deduction for 2018 is equal to $16,200, the lesser of 20% of A’s QBI from the business 

($100,000 x 20% = $20,000) and 20% of A’s total taxable income for the taxable year 

($81,000 x 20% = $16,200). 

EXAMPLE 2, REG. §1.199A-1(C)(3) 

Assume the same facts as in Example 1 of this paragraph (c)(3), except that A also has 

$7,000 in net capital gain for 2018 and that, after allowable deductions not relating to the 

business, A’s taxable income for 2018 is $74,000. A’s taxable income minus net capital gain 

is $67,000 ($74,000 - $7,000). A’s section 199A deduction is equal to $13,400, the lesser of 

20% of A’s QBI from the business ($100,000 x 20% = $20,000) and 20% of A’s total taxable 

income minus net capital gain for the taxable year ($67,000 x 20% = $13,400). 

EXAMPLE 3, REG. §1.199A-1(C)(3) 

B and C are married and file a joint individual income tax return. B earned $500,000 in 

wages as an employee of an unrelated company in 2018. C owns 100% of the shares of X, an 

S corporation that provides landscaping services. X generated $100,000 in net income from 

operations in 2018. X paid C $150,000 in wages in 2018. B and C have no capital gains or 

losses. After allowable deductions not related to X, B and C’s total taxable income for 2018 

is $270,000. B’s and C’s wages are not considered to be income from a trade or business for 

purposes of the section 199A deduction. Because X is an S corporation, its QBI is 

determined at the S corporation level. X’s QBI is $100,000, the net amount of its qualified 

items of income, gain, deduction, and loss. The wages paid by X to C are considered to be a 

qualified item of deduction for purposes of determining X’s QBI. The section 199A deduction 

with respect to X’s QBI is then determined by C, X’s sole shareholder, and is claimed on the 

joint return filed by B and C. B and C’s section 199A deduction is equal to $20,000, the 

lesser of 20% of C’s QBI from the business ($100,000 x 20% = $20,000) and 20% of B and 

C’s total taxable income for the taxable year ($270,000 x 20% = $54,000). 

EXAMPLE 3, REG. §1.199A-1(C)(3) 

Assume the same facts as in Example 3 of this paragraph (c)(3) except that B also earns 

$1,000 in qualified REIT dividends and $500 in qualified PTP income in 2018, increasing 

taxable income to $271,500. B and C’s section 199A deduction is equal to $20,300, the 

lesser of (i) 20% of C’s QBI from the business ($100,000 x 20% = $20,000) plus 20% of B’s 

combined qualified REIT dividends and qualified PTP income ($1500 x 20% = $300) and 

(ii) 20% of B and C’s total taxable for the taxable year ($271,500 x 20% = $54,300). 

***** 
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QBI Loss Carryover Rules 

If the total QBI is less than zero, loss carryover rules apply.  In such a case, the §199A 

deduction for the tax year is zero.   

The negative total QBI is treated as negative QBI from a separate trade or business in the 

following year.  Note that this does not impact the ability of the taxpayer to claim the loss in 

current year, nor will the taxpayer be to claim that loss as a reduction in taxable income for the 

following year.  Rather, it solely enters into the §199A deduction calculation in the following 

year.6 

Negative Combined Qualified REIT Dividends/Qualified Publicly Trade Partnership 

(PTP) Income 

A similar but separate loss carryover rules applies if the combined qualified REIT dividends and 

qualified PTP income is less than zero.  In that case, the regulations provide: 

If the combined amount of REIT dividends and qualified PTP income is less than zero, the portion of 

the individual’s section 199A deduction related to qualified REIT dividends and qualified PTP 

income is zero for the taxable year. The negative combined amount must be carried forward and used to 

offset the combined amount of REIT dividends and qualified PTP income in the succeeding taxable 

year of the individual for purposes of section 199A and this section. This carryover rule does not affect 

the deductibility of the loss for purposes of other provisions of the Code. 

Computation of §199A Deduction for Taxpayers with Taxable Income Above the 

Threshold Amount 

Things get more complicated once a taxpayer’s taxable income goes above the threshold 

amount.  In that case, both the rules phasing out and then eliminating the deduction for a 

business that is a specified service business comes into play and the rules for the limit based on 

W-2 wages and qualified property come into play. 

Proposed Reg. §1.199A-1(d) does not deal with defining what is a specified service trade or 

business or computing the W-2 wages and qualified property.  Those are covered in other 

regulations.  This regulation merely provides the calculation once it has been determined those 

limits will apply to the taxpayer. 

General Computation 

The reduced §199A deduction for a taxpayers’ trade or business when their income is above the 

threshold amount is referred to as the “QBI component”.7  These threshold amounts for 2018 

are $315,000 for taxpayers filing married filing joint and $157,500 for all others.8  These limits 

are phase-in over $100,000 for a married couple filing a joint return and $50,000 for all others.9 

                                                      

6 Proposed Reg. §1.199A-1(c)(2) 

7 Proposed Reg. §§1.199A-1(b)(5), 1.199A-1(d)(2) 

8 IRC §199A(e)(2) 

9 IRC §199A(b)(3) 

http://www.currentfederaltaxdevelopments.com/
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The proposed regulations lay out the following computations for a taxpayer with taxable income 

above the threshold amount: 

The section 199A deduction is determined for individuals with taxable income for the taxable year that 

exceeds the threshold amount by adding the QBI component and 20 percent of the combined amount of 

qualified REIT dividends and qualified PTP income (including the individual’s share of qualified 

REIT dividends and qualified PTP income from RPEs). That sum is then compared to 20 percent of 

the amount by which the individual’s taxable income exceeds net capital gain. The lesser of these two 

amounts is the individual’s section 199A deduction.10 

The preamble notes that “[a]ll of the rules relating to the REIT/PTP component of the section 

199A deduction applicable to individuals with taxable income at or below the threshold amount 

also apply to individuals with taxable income above the threshold amount.”  The differences all 

arise with the computation of QBI from trades or businesses of the taxpayer. 

SSTB Reduction Takes Place First 

The SSTB limitation is based solely on the taxpayer’s taxable income, which results in an 

“applicable percentage for such businesses, based on the percentage of the phase-out range of 

$50,000 or $100,000 has been used up by the taxpayer’s pre-§199A deduction taxable income.  

For instance, if a single taxpayer’s pre-§199A deduction taxable income exceeds the threshold 

amount for the year by $25,000, then the applicable percentage will be 50%. 

That percentage is then applied to all elements coming from the taxpayer’s SSTB trade or 

business that will then be used in further calculations of the QBI component.  As the regulation 

notes: 

SSTB exclusion. If the individual’s taxable income is within the phase-in range, then only the 

applicable percentage of QBI, W-2 wages, and UBIA of qualified property for each SSTB is taken 

into account for purposes of determining the individual’s section 199A deduction. If the individual’s 

taxable income exceeds the phase-in range, then none of the individual’s share of QBI, W-2 wages, or 

UBIA of qualified property attributable to an SSTB may be taken into account for purposes of 

determining the individual’s section 199A deduction.11 

Note that this means the SSTB limitation is the first limitation to be calculated when a taxpayer 

exceeds the threshold amount.  Once this reduction is applied, the deduction will still face 

potential limitations based on W-2 wages and UBIA of qualified property, though with those 

figures reduced before being used in the secondary computation. 

Aggregated Trade or Businesses Tested for W-2 wages and UBIA limits 

If a taxpayer aggregates trades or businesses under the rules provided in Proposed Reg. §1.199-

A-4, the aggregated amounts of QBI, W-2 wages and UBIA property are used for that business 

in applying the limitations.12 

                                                      

10 Proposed Reg. §1.199A-1(d)(1) 

11 Proposed Reg. §1.199A-1(d)(2)(i) 

12 Proposed Reg. §1.199A-1(d)(2)(ii) 
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EXAMPLE 7, PROPOSED REG. §1.199A-1(D)(4), BUSINESSES NOT AGGREGATED 

F, an unmarried individual, owns as a sole proprietor 100 percent of three trades or 

businesses, Business X, Business Y, and Business Z. None of the businesses hold qualified 

property. F does not aggregate the trades or businesses under §1.199A-4. For taxable year 

2018, Business X generates $1 million of QBI and pays $500,000 of W-2 wages with respect 

to the business. Business Y also generates $1 million of QBI but pays no wages. Business Z 

generates $2,000 of QBI and pays $500,000 of W-2 wages with respect to the business. F 

also has $750,000 of wage income from employment with an unrelated company. After 

allowable deductions unrelated to the businesses, F’s taxable income is $2,722,000. 

Because F’s taxable income is above the threshold amount, the QBI component of F’s 

section 199A deduction is subject to the W-2 wage and UBIA of qualified property 

limitations. These limitations must be applied on a business-by-business basis. None of the 

businesses hold qualified property, therefore only the 50% of W-2 wage limitation must be 

calculated. Because QBI from each business is positive, F applies the limitation by 

determining the lesser of 20% of QBI and 50% of W-2 wages for each business. For 

Business X, the lesser of 20% of QBI ($1,000,000 x 20 percent = $200,000) and 50% of 

Business X’s W-2 wages ($500,000 x 50% = $250,000) is $200,000. Business Y pays no W-2 

wages. The lesser of 20% of Business Y’s QBI ($1,000,000 x 20% = $200,000) and 50% of 

its W-2 wages (zero) is zero. For Business Z, the lesser of 20% of QBI ($2,000 x 20% = 

$400) and 50% of W-2 wages ($500,000 x 50% = $250,000) is $400. 

Next, F must then combine the amounts determined in paragraph (ii) of this example and 

compare that sum to 20% of F’s taxable income. The lesser of these two amounts equals F’s 

section 199A deduction. The total of the combined amounts in paragraph (ii) is $200,400 

($200,000 + 0 + 400). Twenty percent of F’s taxable income is $544,400 ($2,722,000 x 

20%).  

Thus, F’s section 199A deduction for 2018 is $200,400. 

EXAMPLE 8, PROPOSED REG. §1.199A-1(D)(4), BUSINESSES ARE AGGREGATED 

Assume the same facts as in Example 7 of this paragraph (d)(4), except that F aggregates 

Business X, Business Y, and Business Z under the rules of §1.199A-4. 

Because F’s taxable income is above the threshold amount, the QBI component of F’s 

section 199A deduction is subject to the W-2 wage and UBIA of qualified property 

limitations. Because the businesses are aggregated, these limitations are applied on an 

aggregated basis. None of the businesses holds qualified property, therefore only the W-2 

wage limitation must be calculated. F applies the limitation by determining the lesser of 20% 

of the QBI from the aggregated businesses, which is $400,400 ($2,002,000 x 20%) and 50% 

of W-2 wages from the aggregated businesses, which is $500,000 ($1,000,000 x 50%). F’s 

section 199A deduction is equal to the lesser of $400,400 and 20% of F’s taxable income 

($2,722,000 x 20% = $544,400).  

Thus, F’s section 199A deduction for 2018 is $400,400. 

http://www.currentfederaltaxdevelopments.com/
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EXAMPLE 9, PROPOSED REG. §1.199A-1(D)(4), NET LOSSES, BUSINESSES NOT 

AGGREGATED 

Assume the same facts as in Example 7 of this paragraph (d)(4), except that for taxable year 

2018, Business Z generates a loss that results in ($600,000) of negative QBI and pays 

$500,000 of W-2 wages. After allowable deductions unrelated to the businesses, F’s taxable 

income is $2,120,000. Because Business Z had negative QBI, F must offset the positive QBI 

from Business X and Business Y with the negative QBI from Business Z in proportion to the 

relative amounts of positive QBI from Business X and Business Y. Because Business X and 

Business Y produced the same amount of positive QBI, the negative QBI from Business Z is 

apportioned equally among Business X and Business Y. Therefore, the adjusted QBI for each 

of Business X and Business Y is $700,000 ($1 million plus 50% of the negative QBI of 

$600,000). The adjusted QBI in Business Z is $0, because its negative QBI has been fully 

apportioned to Business X and Business Y. 

Because F’s taxable income is above the threshold amount, the QBI component of F’s 

section 199A deduction is subject to the W-2 wage and UBIA of qualified property 

limitations. These limitations must be applied on a business-by-business basis. None of the 

businesses hold qualified property, therefore only the 50% of W-2 wage limitation must be 

calculated. For Business X, the lesser of 20% of QBI ($700,000 x 20% = $140,000) and 

50% of W-2 wages ($500,000 x 50% = $250,000) is $140,000. Business Y pays no W-2 

wages. The lesser of 20% of Business Y’s QBI ($700,000 x 20% = $140,000) and 50% of its 

W-2 wages (zero) is zero. 

F must combine the amounts determined in paragraph (ii) of this example and compare the 

sum to 20% of taxable income. F’s section 199A deduction equals the lesser of these two 

amounts. The combined amount from paragraph (ii) of this example is $140,000 ($140,000 

+ $0) and 20% of F’s taxable income is $424,000 ($2,120,000 x 20%). Thus, F’s section 

199A deduction for 2018 is $140,000. There is no carryover of any loss into the following 

taxable year for purposes of section 199A. 

EXAMPLE 10, PROPOSED REG. §1.199A-1(D)(4), NET LOSSES, BUSINESSES ARE 

AGGREGATED 

Assume the same facts as in Example 9 of this paragraph (d)(4), except that F aggregates 

Business X, Business Y, and Business Z under the rules of §1.199A-4. 

Because F’s taxable income is above the threshold amount, the QBI component of F’s 

section 199A deduction is subject to the W-2 wage and UBIA of qualified property 

limitations. Because the businesses are aggregated, these limitations are applied on an 

aggregated basis. None of the businesses holds qualified property, therefore only the W-2 

wage limitation must be calculated. F applies the limitation by determining the lesser of 20% 

of the QBI from the aggregated businesses ($1,400,000 x 20% = $280,000) and 50% of W-2 

wages from the aggregated businesses ($1,000,000 x 50% = $500,000), or $280,000. F’s 

section 199A deduction is equal to the lesser of $280,000 and 20% of F’s taxable income 

($2,120,000 x 20% = $424,000). Thus, F’s section 199A deduction for 2018 is $280,000. 

There is no carryover of any loss into the following taxable year for purposes of section 

199A. 

***** 
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Loss Carryover Rules for Taxpayers Over the Threshold Amount 

The loss carryover rules are changed a bit when the taxpayer has taxable income over the 

carryover amount.  The regulations require a netting of QBI before computing the limitation 

applying a portion of the loss to the QBI of each business with positive QBI: 

If an individual’s QBI from at least one trade or business is less than zero, the individual must offset 

the QBI attributable to each trade or business that produced net positive QBI with the QBI from each 

trade or business that produced net negative QBI in proportion to the relative amounts of net QBI in 

the trades or businesses with positive QBI. The adjusted QBI is then used in paragraph (d)(2)(iv) of 

this section.13 

If a loss carryover is triggered, the regulations also note that the W-2 wages and UBIA of 

qualified property form the loss business are not carried over to the subsequent year, nor are 

they taken into account for the current year limitation: 

The W-2 wages and UBIA of qualified property from the trades or businesses which produced net 

negative QBI are not taken into account for purposes of this paragraph (d) and are not carried over to 

the subsequent year. 

Once these offsets are taken care of, the carryover rule becomes much the same as that for 

taxpayers with taxable income not above the threshold amount: 

If an individual’s QBI from all trades or businesses combined is less than zero, the QBI component is 

zero for the taxable year. This negative amount is treated as negative QBI from a separate trade or 

business in the succeeding taxable year of the individual for purposes of section 199A and this section. 

This carryover rule does not affect the deductibility of the loss for purposes of other provisions of the 

Code. The W-2 wages and UBIA of qualified property from the trades or businesses which produced 

net negative QBI are not taken into account for purposes of this paragraph (d) and are not carried over 

to the subsequent year.14 

QBI Component Calculation 

Once the SSTB limitation has been applied and any loss have been netted, the calculation of the 

limitation based on W-2 wages and UBIA of qualified property from each trade or business 

takes place. 

The basic calculation is described in Proposed Reg. §1.199A-1(d)(4)(iv)(A): 

For each trade or business (including trades or businesses operated through RPEs) the individual must 

determine the lesser of— 

(1) 20 percent of the QBI for that trade or business; or 

(2) The greater of— 

(i) 50 percent of W-2 wages with respect to that trade or business, or 

                                                      

13 Proposed Reg. §1.199A-1(d)(2)(iii) 

14 Proposed Reg. §1.199A-1(d)(2)(iii)(B) 
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(ii) the sum of 25 percent of W-2 wages with respect to that trade or business plus 

2.5 percent of the UBIA of qualified property with respect to that trade or 

business. 

If a taxpayer has taxable income within the threshold percentage, that calculation is modified to 

reflect the fact that the W-2 wage/ UBIA of qualified property limitation is phased in.   

In that case, the QBI component for each business is 

• The amount that would be determined for a taxpayer with income below the threshold 

amount reduced by 

• The reduction amount computed under Proposed Reg. §1.199A-1(b)(8) 

The reduction amount is computed as followed: 

𝐸𝑥𝑐𝑒𝑠𝑠 𝐴𝑚𝑜𝑢𝑛𝑡 𝑥 
𝑇𝑎𝑥𝑎𝑏𝑙𝑒 𝐼𝑛𝑐𝑜𝑚𝑒 𝑂𝑣𝑒𝑟 𝑡ℎ𝑒 𝑇ℎ𝑟𝑒𝑠ℎ𝑜𝑙𝑑 𝐴𝑚𝑜𝑢𝑛𝑡

$50,000 𝑜𝑟 $100,000 𝑎𝑠 𝑎𝑝𝑝𝑟𝑜𝑝𝑟𝑖𝑎𝑡𝑒
 

The excess amount is the amount (if any) by which 20% of QBI for the business exceeds the 

greater of 

• 50% of W-2 wages or  

• 25% of W-2 wages plus 2.5% of the UBIA of qualified property.15  

The reduction amount is then applied to reduce the deduction from the amount that would 

have been allowed had the taxpayer’s taxable income been less than the applicable threshold 

amount. 

EXAMPLE 1, PROPOSED REG. §1.199A-1(D)(4) 

D, an unmarried individual, owns several parcels of land that D manages and which are 

leased to several suburban airports for parking lots. The business generated $1,000,000 of 

QBI in 2018. The business paid no wages and the property was not qualified property 

because it was not depreciable. After allowable deductions unrelated to the business, D’s 

total taxable income for 2018 is $980,000.  

Because D’s taxable income exceeds the applicable threshold amount, D’s section 199A 

deduction is subject to the W-2 wage and UBIA of qualified property limitations. D’s section 

199A deduction is limited to zero because the business paid no wages and held no qualified 

property. 

EXAMPLE 2, PROPOSED REG. §1.199A-1(D)(4) 

Assume the same facts as in Example 1 of this paragraph (d)(4), except that D developed the 

land parcels in 2019, expending a total of $10,000,000 to build parking structures on each 

of the parcels, all of which is depreciable.  

                                                      

15 Proposed Reg. §1.199A-1(b)(8) 
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During 2020, D leased the parking structures and the land to the suburban airports. D 

reports $4,000,000 of QBI for 2020. After allowable deductions unrelated to the business, 

D’s total taxable income for 2020 is $3,980,000.  

Because D’s taxable income is above the threshold amount, the QBI component of D’s 

section 199A deduction is subject to the W-2 wage and UBIA of qualified property 

limitations. Because the business has no W-2 wages, the QBI component of D’s section 199A 

deduction will be limited to the lesser of 20% of the business’s QBI or 2.5% of its UBIA of 

qualified property.  

Twenty percent of the $4,000,000 of QBI is $800,000. Two and one-half percent of the 

$10,000,000 UBIA of qualified property is $250,000. The QBI component of D’s section 

199A deduction is thus limited to $250,000. D’s section 199A deduction is equal to the lesser 

of (i) 20% of the QBI from the business as limited ($250,000) or (ii) 20% of D’s taxable 

income ($3,980,000 x 20% = $796,000).  

Therefore, D’s section 199A deduction for 2020 is $250,000. 

EXAMPLE 3, PROPOSED REG. §1.199A-1(D)(4) 

E, an unmarried individual, is a 30% owner of LLC, which is classified as a partnership for 

Federal income tax purposes.  

In 2018, the LLC has a single trade or business and reported QBI of $3,000,000. The LLC 

paid total W-2 wages of $1,000,000, and its total UBIA of qualified property is $100,000. E 

is allocated 30% of all items of the partnership.  

For the 2018 taxable year, E reports $900,000 of QBI from the LLC. After allowable 

deductions unrelated to LLC, E’s taxable income is $880,000. Because E’s taxable income is 

above the threshold amount, the QBI component of E’s section 199A deduction will be 

limited to the lesser of (i) 20% of E’s share of LLC’s QBI or (ii) the greater of the W-2 wage 

or UBIA of qualified property limitations.  

Twenty percent of E’s share of QBI of $900,000 is $180,000. The W-2 wage limitation 

equals 50% of E’s share of the LLC’s wages ($300,000) or $150,000. The UBIA of qualified 

property limitation equals $75,750, the sum of (i) 25% of E’s share of LLC’s wages 

($300,000) or $75,000 plus (ii) 2.5% of E’s share of UBIA of qualified property ($30,000) or 

$750.  

The greater of the limitation amounts ($150,000 and $75,750) is $150,000. The QBI 

component of E’s section 199A deduction is thus limited to $150,000, the lesser of (i) 20% of 

QBI ($180,000) and (ii) the greater of the limitations amounts ($150,000). E’s section 199A 

deduction is equal to the lesser of (i) 20% of the QBI from the business as limited ($150,000) 

or (ii) 20% of E’s taxable income ($880,000 x 20% = $176,000).  

Therefore, E’s section 199A deduction is $150,000 for 2018. 

EXAMPLE 5, PROPOSED REG. §1.199A-1(D)(4) PHASE-IN RANGE 

B and C are married and file a joint individual income tax return. B is a shareholder in M, 

an entity taxed as an S corporation for Federal income tax purposes that conducts a single 

trade or business. M holds no qualified property. B’s share of the M’s QBI is $300,000 in 
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2018. B’s share of the W-2 wages from M in 2018 is $40,000. C earns wage income from 

employment by an unrelated company. After allowable deductions unrelated to M, B and C’s 

taxable income for 2018 is $375,000. B and C are within the phase-in range because their 

taxable income exceeds the applicable threshold amount, $315,000, but does not exceed the 

threshold amount plus $100,000, or $415,000. Consequently, the QBI component of B and 

C’s section 199A deduction may be limited by the W-2 wage and UBIA of qualified property 

limitations but the limitations will be phased in. 

The UBIA of qualified property limitation amount is zero because M does not hold qualified 

property. B and C must apply the W-2 wage limitation by first determining 20% of B’s share 

of M’s QBI. Twenty percent of B’s share of M’s QBI of $300,000 is $60,000. Next, B and C 

must determine 50% of B’s share of M’s W-2 wages. Fifty percent of B’s share of M’s W-2 

wages of $40,000 is $20,000. Because 50% of B’s share of M’s W-2 wages ($20,000) is less 

than 20% of B’s share of M’s QBI ($60,000), B and C must determine the QBI component of 

their section 199A deduction by reducing 20% of B’s share of M’s QBI by the reduction 

amount. 

B and C are 60% through the phase-in range (that is, their taxable income exceeds the 

threshold amount by $60,000 and their phase-in range is $100,000). B and C must determine 

the excess amount, which is the excess of 20% of B’s share of M’s QBI, or $60,000, over 

50% of B’s share of M’s W-2 wages, or $20,000. Thus, the excess amount is $40,000. The 

reduction amount is equal to 60% of the excess amount, or $24,000. Thus, the QBI 

component of B and C’s section 199A deduction is equal to $36,000, 20% of B’s $300,000 

share M’s QBI (that is, $60,000), reduced by $24,000. B and C’s section 199A deduction is 

equal to the lesser of (i) 20% of the QBI from the business as limited ($36,000) or (ii) 20% 

of B and C’s taxable income ($375,000 x 20% = $75,000). Therefore, B and C’s section 

199A deduction is $36,000 for 2018. 

EXAMPLE 5, PROPOSED REG. §1.199A-1(D)(4) PHASE-IN RANGE WITH SSTB 

Assume the same facts as in Example 5, except that M was engaged in an SSTB. Because B 

and C are within the phase-in range, B must reduce the QBI and W-2 wages allocable to B 

from M to the applicable percentage of those items. B and C’s applicable percentage is 

100% reduced by the percentage equal to the ratio that their taxable income for the taxable 

year ($375,000) exceeds their threshold amount ($315,000), or $60,000, bears to $100,000. 

Their applicable percentage is 40%. The applicable percentage of B’s QBI is ($300,000 x 

40% =) $120,000, and the applicable percentage of B’s share of W-2 wages is ($40,000 x 

40% =) $16,000. These reduced numbers must then be used to determine how B’s section 

199A deduction is limited. 

B and C must apply the W-2 wage limitation by first determining 20% of B’s share of M’s 

QBI as limited by paragraph (i) of this example. Twenty percent of B’s share of M’s QBI of 

$120,000 is $24,000. Next, B and C must determine 50% of B’s share of M’s W-2 wages. 

Fifty percent of B’s share of M’s W-2 wages of $16,000 is $8,000. Because 50% of B’s share 

of M’s W-2 wages ($8,000) is less than 20% of B’s share of M’s QBI ($24,000), B and C’s 

must determine the QBI component of their section 199A deduction by reducing 20% of B’s 

share of M’s QBI by the reduction amount. 

B and C are 60% through the phase-in range (that is, their taxable income exceeds the 

threshold amount by $60,000 and their phase-in range is $100,000). B and C must determine 
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the excess amount, which is the excess of 20% of B’s share of M’s QBI, as adjusted in 

paragraph (i) of this example or $24,000, over 50% of B’s share of M’s W-2 wages, as 

adjusted in paragraph (i) of this example, or $8,000. Thus, the excess amount is $16,000. 

The reduction amount is equal to 60% of the excess amount or $9,600. Thus, the QBI 

component of B and C’s section 199A deduction is equal to $14,400, 20% of B’s share M’s 

QBI of $24,000, reduced by $9,600. B and C’s section 199A deduction is equal to the lesser 

of (i) 20% of the QBI from the business as limited ($14,400) or 20% of B’s and C’s taxable 

income ($375,000 x 20% = $75,000). Therefore, B and C’s section 199A deduction is 

$14,400 for 2018. 

***** 

Negative Combined Qualified REIT Dividend/Qualified PTP Income 

Consistent with the earlier discussion of dealing with negative combined qualified 

REIT/qualified PTP income, the IRS provides rules for dealing with this for a taxpayer over the 

threshold amount.  The provision is very similar to that found in the section of the regulations 

dealing with taxpayers with taxable income below the threshold amounts: 

If the combined amount of REIT dividends and qualified PTP income is less than zero, the portion of 

the individual’s section 199A deduction related to qualified REIT dividends and qualified PTP 

income is zero for the taxable year. The negative combined amount must be carried forward and used to 

offset the combined amount of REIT dividends/qualified PTP income in the succeeding taxable year of 

the individual for purposes of section 199A and this section. This carryover rule does not affect the 

deductibility of the loss for purposes of other provisions of the Code.16 

EXAMPLE 4, PROPOSED REG. §1.199A-1(D)(4) 

F, an unmarried individual, owns a 50% interest in Z, an S corporation for Federal income 

tax purposes that conducts a single trade or business.  

In 2018, Z reported QBI of $6,000,000. Z paid total W-2 wages of $2,000,000, and its total 

UBIA of qualified property is $200,000. For the 2018 taxable year, F reports $3,000,000 of 

QBI from Z. F is not an employee of Z and receives no wages or reasonable compensation 

from Z.  

After allowable deductions unrelated to Z and a deductible qualified net loss from a PTP of 

($10,000), F’s taxable income is $1,880,000. Because F’s taxable income is above the 

threshold amount, the QBI component of F’s section 199A deduction will be limited to the 

lesser of (i) 20% of F’s share of Z’s QBI or (ii) the greater of the W-2 wage and UBIA of 

qualified property limitations.  

Twenty percent of F’s share of QBI of $3,000,000 is $600,000. The W-2 wage limitation 

equals 50% of F’s share of Z’s W-2 wages ($1,000,000) or $500,000. The UBIA of qualified 

property limitation equals $252,500, the sum of (i) 25% of F’s share of Z’s W-2 wages 

                                                      

16 Proposed Reg. §1.199A-1(d)(3) 
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($1,000,000) or $250,000 plus (ii) 2.5% of E’s share of UBIA of qualified property 

($100,000) or $2,500.  

The greater of the limitation amounts ($500,000 and $252,500) is $500,000. The QBI 

component of F’s section 199A deduction is thus limited to $500,000, the lesser of (i) 20% of 

QBI ($600,000) and (ii) the greater of the limitations amounts ($500,000).  

F reported a qualified loss from a PTP and has no qualified REIT dividend. F does not net 

the ($10,000) loss against QBI. Instead, the portion of F’s section 199A deduction related to 

qualified REIT dividends and qualified PTP income is zero for 2018.  

F’s section is 199A deduction is equal to the lesser of (i) 20% of the QBI from the business 

as limited ($500,000) or (ii) 20% of F’s taxable income over net capital gain ($1,880,000 x 

20% = $376,000).  

Therefore, F’s section 199A deduction is $376,000 for 2018.  

F must also carry forward the $(10,000) qualified loss from a PTP to be netted against F’s 

qualified REIT dividends and qualified PTP income in the succeeding taxable year.3 

EXAMPLE 11, PROPOSED REG. §1.199A-1(D)(4), LOSS CARRYOVER TO 

FOLLOWING YEAR 

Assume the same facts as in Example 7 (see page 8) of this paragraph (d)(4), except that 

Business Z generates a loss that results in ($2,150,000) of negative QBI and pays $500,000 

of W-2 wages with respect to the business in 2018. Thus, F has a negative combined QBI of 

($150,000) when the QBI from all of the businesses are added together ($1 million plus $1 

million minus the loss of ($2,150,000)). Because F has a negative combined QBI for 2018, F 

has no section 199A deduction with respect to any trade or business for 2018. Instead, the 

negative combined QBI of ($150,000) carries forward and will be treated as negative QBI 

from a separate trade or business for purposes of computing the section 199A deduction in 

the next taxable year. None of the W-2 wages carry forward. However, for income tax 

purposes, the $150,000 loss may offset F’s $750,000 of wage income (assuming the loss is 

otherwise allowable under the Code). 

In taxable year 2019, Business X generates $200,000 of net QBI and pays $100,000 of W-2 

wages with respect to the business. Business Y generates $150,000 of net QBI but pays no 

wages. Business Z generates a loss that results in ($120,000) of negative QBI and pays $500 

of W-2 wages with respect to the business. F also has $750,000 of wage income from 

employment with an unrelated company. After allowable deductions unrelated to the 

businesses, F’s taxable income is $960,000. Pursuant to paragraph (d)(2)(iii)(B) of this 

section, the ($150,000) of negative QBI from 2018 is treated as arising in 2019 from a 

separate trade or business. Thus, F has overall net QBI of $80,000 when all trades or 

businesses are taken together ($200,000 plus $150,000 minus $120,000 minus the carryover 

loss of $150,000). Because Business Z had negative QBI and F also has a negative QBI 

carryover amount, F must offset the positive QBI from Business X and Business Y with the 

negative QBI from Business Z and the carryover amount in proportion to the relative 

amounts of positive QBI from Business X and Business Y. Because Business X produced 

57.14% of the total QBI from Business X and Business Y, 57.14% of the negative QBI from 

Business Z and the negative QBI carryforward must be apportioned to Business X, and the 
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remaining 42.86% allocated to Business Y. Therefore, the adjusted QBI in Business X is 

$45,722 ($200,000 minus 57.14% of the loss from Business Z ($68,568), minus 57.14% of 

the carryover loss ($85,710). The adjusted QBI in Business Y is $34,278 ($150,000, 

minus42.86% of the loss from Business Z ($51,432) minus one third of the carryover loss 

($64,290)). The adjusted QBI in Business Z is $0, because its negative QBI has been 

apportioned to Business X and Business Y. 

Because F’s taxable income is above the threshold amount, the QBI component of F’s 

section 199A deduction is subject to the W-2 wage and UBIA of qualified property 

limitations. These limitations must be applied on a business-by-business basis. None of the 

businesses hold qualified property, therefore only the 50% of W-2 wage limitation must be 

calculated. For Business X, 20% of QBI is $9,144 ($45,722 x 20%) and 50% of W-2 wages 

is $50,000 ($100,000 x 50%), so the lesser amount is $9,144. Business Y pays no W-2 wages. 

Twenty percent of Business Y’s QBI is $6,856 ($34,278 x 20%) and 50% of its W-2 wages 

(zero) is zero, so the lesser amount is zero. 

F must then compare the combined amounts determined in paragraph (iii) of this example to 

20% of F’s taxable income. The section 199A deduction equals the lesser of these amounts. 

F’s combined amount from paragraph (iii) of this example is $9,144 ($9,144 plus zero) and 

20% of F’s taxable income is $192,000 ($960,000 x 20%) Thus, F’s section 199A deduction 

for 2019 is $9,144. There is no carryover of any negative QBI into the following taxable 

year for purposes of section 199A. 

EXAMPLE 12, PROPOSED REG. §1.199A-1(D)(4), LOSS CARRYOVER TO 

FOLLOWING YEAR AND BUSINESSES AGGREGATED 

Assume the same facts as in Example 11 of this paragraph (d)(4), except that F aggregates 

Business X, Business Y, and Business Z under the rules of §1.199A-4. For 2018, F’s QBI 

from the aggregated trade or business is ($150,000). Because F has a combined negative 

QBI for 2018, F has no section 199A deduction with respect to any trade or business for 

2018. Instead, the negative combined QBI of ($150,000) carries forward and will be treated 

as negative QBI from a separate trade or business for purposes of computing the section 

199A deduction in the next taxable year. However, for income tax purposes, the $150,000 

loss may offset taxpayer’s $750,000 of wage income (assuming the loss is otherwise 

allowable under the Code). 

In taxable year 2019, F will have QBI of $230,000 and W-2 wages of $100,500 from the 

aggregated trade or business. F also has $750,000 of wage income from employment with 

an unrelated company. After allowable deductions unrelated to the businesses, F’s taxable 

income is $960,000. F must treat the negative QBI carryover loss ($150,000) from 2018 as a 

loss from a separate trade or business for purposes of section 199A. This loss will offset the 

positive QBI from the aggregated trade or business, resulting in an adjusted QBI of $80,000 

($230,000 - $150,000). 

Because F’s taxable income is above the threshold amount, the QBI component of F’s 

section 199A deduction is subject to the W-2 wage and UBIA of qualified property 

limitations. These limitations must be applied on a business-by-business basis. None of the 

businesses hold qualified property, therefore only the 50% of W-2 wage limitation must be 

calculated. For the aggregated trade or business, the lesser of 20% of QBI ($80,000 x 20% 

= $16,000) and 50% of W-2 wages ($100,500 x 50% = $50,250) is $16,000. F’s section 
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199A deduction equals the lesser of these amounts ($16,000) and 20% of F’s taxable income 

($960,000 x 20% = $192,000). Thus, F’s section 199A deduction for 2019 is $16,000. There 

is no carryover of any negative QBI into the following taxable year for purposes of section 

199A. 

***** 

Special Operational Rules 

The regulation has a series of miscellaneous provisions found at Proposed Reg. §1.199A-1(e). 

Effect of Deduction on Basis in Partnership or S Corporation 

The §199A deduction does not serve to reduce a taxpayer’s basis in either stock the taxpayer 

holds in an S corporation that generates the §199A deduction, nor the taxpayer’s interest in a 

partnership that similarly generates some or all of the taxpayer’s §199A deduction.17 

Self-Employment Tax and Net Investment Income Tax 

The §199A also does not serve to reduce a taxpayer’s self-employment income under IRC §1402 

nor the taxpayer’s net investment income under IRC §1411.18 

Income from Puerto Rico 

If all of the taxpayer’s QBI from sources within the Commonwealth of Puerto Rico are subject 

to income taxation under the U.S. IRC, then the term “United States” includes the 

Commonwealth of Puerto Rico. This is key, since §199A deduction is only available from 

income generated from sources in the United States.19 

Impact on the Alternative Minimum Tax 

In computing alternative minimum taxable income (AMTI), the §199A deduction for the 

taxable is not adjusted.  Thus, the same §199A deduction is used in computing regular taxable 

income and alternative minimum taxable even if the amount of business income is adjusted 

under the alternative minimum tax.  No adjustments made to the taxpayer’s regular taxable 

income in computing AMTI under IRC §§56-59 are taken into account to adjust the §199A 

deduction when computing AMTI.20 

Accuracy Related Penalty 

The regulations refer readers to §6662(d)(1)(C) for the special accuracy related penalty rule for 

underpayments that are related to §199A issues. 

                                                      

17 Proposed Reg. §1.199A-1(e)(1) 

18 Proposed Reg. §1.199A-1(e)(2) 

19 Proposed Reg. §1.199A-1(e)(3) 

20 Proposed Reg. §1.199A-1(e)(4) 
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IRC §6662(d)(1)(C) provides: 

(C) Special rule for taxpayers claiming section 199A deduction 

In the case of any taxpayer who claims the deduction allowed under section 199A for the taxable year, 

subparagraph (A) shall be applied by substituting “5 percent” for “10 percent” 

Normally the substantial understatement penalty is triggered when understatement exceeds the 

greater of $5,000 or 10% of the proper tax21, but for any understatement related to §199A that 

percentage is reduced to 5%, although there is no change in the $5,000 test. 

Reduction for Income Received from Cooperatives 

A reduction in the §199A deduction is triggered if a taxpayer receives qualified payments as a 

patron from a specified agricultural or horticultural cooperative.  The regulation, repeating the 

statutory language provides the following: 

In the case of any trade or business of a patron of a specified agricultural or horticultural cooperative, as 

defined in section 199A(g)(4), the amount of section 199A deduction determined under paragraphs (c) 

or (d) of this section with respect to such trade or business must be reduced by the lesser of: 

(i) Nine percent of the QBI with respect to such trade or business as is properly allocable to 

qualified payments received from such cooperative, or 

(ii) 50 percent of the W-2 wages with respect to such trade or business as are so allocable as 

determined under §1.199A-2. 

What is not provided in the proposed regulations are the rules that will apply to the cooperative, 

as well as rules to tie those cooperative rules to this reduction.   

The preamble to the proposed regulations provides the following information in this area: 

In the TCJA and the 2018 Act, Congress provided special rules for applying section 199A in the case 

of specified agricultural and horticultural cooperatives. The Treasury Department and the IRS continue 

to study this area and intend to issue separate proposed regulations describing rules for applying section 

199A to specified agricultural and horticultural cooperatives and their patrons later this year. As 

provided in section 199A(g)(6), such regulations will generally be based on the regulations applicable to 

cooperatives and their patrons under former section 199 (as in effect before its repeal). The Treasury 

Department and the IRS anticipate that the regulations will provide that section 199A(g) applies only 

to the patronage business of a relevant cooperative. The proposed regulations will also provide more 

information for taxpayers that must apply the reduction under section 199A(b)(7), which is a special 

rule with respect to income received from cooperatives. 

Effective Dates 

The regulation provides that it will be effective for tax years ending after the final version is 

published in the Federal Register.  However, taxpayers may rely on the rules in this regulation 

until such time as the final regulations are published in the Federal Register.22 

                                                      

21 IRC §6662(d)(1)(A) 

22 Proposed Reg. §1.199A-1(f)(1) 
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The regulation goes to address one peculiar problem found in these regulations—how do the 

provisions of IRC §199A apply to a fiscal year passthrough entity (or an RPE as the regulation 

refers to these entities), such as an S corporation with a fiscal year ending on November 30.  

The corporation’s year ending November 30, 2018 will have begun in 2017, while a calendar 

year shareholder will report the income in tax year that began on January 1, 2018.   

The problem is that the statute says these rules apply to tax years beginning on or after 

January 1, 2018.  What was not clear was which tax year would this test be applied to—that of 

the fiscal year passthrough entity or of the calendar year equity holder. 

The proposed regulations resolve this question by generally looking to the year of equity holder, 

providing: 

For purposes of determining QBI, W-2 wages, and UBIA of qualified property, if an individual 

receives any of these items from an RPE with a taxable year that begins before January 1, 2018 and 

ends after December 31, 2017, such items are treated as having been incurred by the individual during 

the individual’s taxable year in which or with which such RPE taxable year ends.  

W-2 Wages 

The IRS notes in the preamble that the agency has borrowed heavily from the W-2 wage rules 

under prior law §199 (the now repealed domestic production activity deduction) to create the 

rules for determining such wages under IRC §199A.  That seems to be reasonable step, as the 

W-2 limit is still being used to perform the same function as it did under old §199—to limit the 

deduction to the extent the business fails to pay sufficient W-2 wages to workers involved in the 

qualifying domestic business. 

The preamble notes: 

The W-2 wage rules of proposed §1.199A-2 generally follow the rules under former section 199. 

Section 199, which was repealed by the TCJA, provided for a deduction with respect to certain domestic 

production activities and contained a W-2 wage limitation similar to the one in section 199A. The 

legislative text of the W-2 wage limitation in section 199A is modeled on the text of former section 

199, and both taxpayers and the IRS have developed experience in applying those W-2 wage rules for 

over a decade. The regulations under former section 199 provided rules to determine W-2 wages, which 

provide a useful starting point in developing the W-2 wage rules under section 199A, including rules on 

the definition of W-2 wages, wages paid by persons other than the common-law employer, and methods 

for calculating W-2 wages. 

One key rule to note is the provision that requires an RPE to compute the amount of W-2 

wages for each trade or business.  If W-2 wages are presumed to be zero if not determined and 

reported for each trade or business.23 

                                                      

23 Proposed Reg. §1.199A-2(a)(2) 
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Determining W-2 Wages Allocable to a Trade or Business 

The regulations provide that a three-step process is used to compute W-2 wages allocated to a 

trade or business.  Those steps are: 

• Each individual or RPE must determine its total W-2 wages paid for the taxable year under 

rules found at Proposed Reg. §1.199A-2(b)(2); 

• Each individual or RPE must allocate its W-2 wages between or among one or more trades 

or businesses as provided in Proposed Reg. §1.199A-2(b)(3); and 

• Each individual or RPE must determine the amount of such wages with respect to each 

trade or business that are allocable to the QBI of the trade or business using rules found at 

Proposed Reg. §1.199A-2(b)(4).24 

Wages Defined 

Wages include payments described in IRC §6051(a)(3) (wages shown on the W-2 subject to 

income tax withholding) plus those described in IRC §6051(a)(8) (specified elective deferrals to 

retirement programs: employee contributions to §401(k) plans, compensation deferred under 

IRC §457 and elective Roth deferrals under §402A).25 

Employees for this purpose are limited to employees defined under: 

• IRC §3121(d)(1) – corporate officers and 

• IRC §3121(d)(2) – common law employees 

Including officers of an S corporation and employees of an RPE under common law.26 

That excludes from the classification as employee any statutory employees. 

Leased Employee/PEO Wages 

A key concern that some had voiced was whether wages paid by a PEO or employee leasing 

arrangement would count as wages for this purpose.  The preamble discusses this issue: 

The Treasury Department and the IRS have received comments concerning whether amounts paid to 

workers who receive Forms W-2 from third party payors (such as professional employer organizations, 

certified professional employer organizations, or agents under section 3504) that pay these wages to 

workers on behalf of their clients and report wages on Forms W-2, with the third party payor as the 

employer listed in Box c of the Forms W-2, may be included in the W-2 wages of the clients of third 

party payors. In order for wages reported on a Form W-2 to be included in the determination of W-2 

wages of a taxpayer, the Form W-2 must be for employment by the taxpayer. The regulations under 

former section 199, specifically §1.199-2(a)(2), addressed this issue, providing that, since employees of 

                                                      

24 Proposed Reg. §1.199A-2(b)(1) 

25 Proposed Reg. §1.119A-2(b)(2)(i) 

26 Proposed Reg. §1.119A-2(b)(2)(i) 
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the taxpayer are defined in the regulations as including only common law employees of the taxpayer and 

officers of a corporate taxpayer, taxpayers may take into account wages reported on Forms W-2 issued 

by other parties provided that the wages reported on the Forms W-2 were paid to employees of the 

taxpayer for employment by the taxpayer. 

Proposed §1.199A-2(b)(2)(ii) provides a rule for wages paid by a person other than the common law 

employer that is substantially similar to the rule in §1.199-2(a)(2). Specifically, the proposed 

regulations provide that, in determining W-2 wages, a person may take into account any W-2 wages 

paid by another person and reported by the other person on Forms W-2 with the other person as the 

employer listed in Box c of the Forms W-2, provided that the W-2 wages were paid to common law 

employees or officers of the person for employment by the person. In such cases, the person paying the W-

2 wages and reporting the W-2 wages on Forms W-2 is precluded from taking into account such wages 

for purposes of determining W-2 wages with respect to that person. Persons that pay and report W-2 

wages on behalf of or with respect to others can include certified professional employer organizations 

under section 7705, statutory employers under section 3401(d)(1), and agents under section 3504. 

Under this rule, persons who otherwise qualify for the deduction under section 199A are not limited in 

applying the deduction merely because they use a third party payor to pay and report wages to their 

employees. However, with respect to individuals who taxpayers assert are their common law employees 

for purposes of section 199A, taxpayers are reminded of their duty to file returns and apply the tax law 

on a consistent basis. 

The above rules are provided specifically in Proposed Reg. §1.199A-2(b)(2)(ii). 

Requirement That W-2s Be Filed with the Social Security Administration 

Failure to file Forms W-2 with the Social Security Administration within 60 days after the due 

date for the returns will bar the taxpayer from claiming such wages as W-2 wages for purposes 

of the §199A W-2 wage limitations.27 

Methods of Calculating W-2 Wages 

The proposed regulations provide that the IRS may provide for methods of computing taxable 

wages.28 

In Notice 2018-64 the IRS began this process by issuing a proposed Revenue Procedure that 

would provide for methods of computing W-2 wages for purposes of IRC §199A.  As part of 

that Notice, the IRS specifically asked for comments on how to deal with wages paid in the 

Commonwealth of Puerto Rico: 

In particular, the Treasury Department and the IRS request comments concerning the calculation of 

“W-2 wages” with respect to remuneration paid for services performed in Puerto Rico. Section 

199A(f)(1)(C)(ii) provides that in the case of a taxpayer with qualified business income from sources 

within the commonwealth of Puerto Rico, the determination of W-2 wages of such taxpayer shall be 

made without regard to any exclusion under section 3401(a)(8) for remuneration paid for services 

performed in the Commonwealth of Puerto Rico. Because bona fide residents of the Commonwealth of 

Puerto Rico are not subject to federal income tax and do not receive Forms W-2, the methods provided 

                                                      

27 Proposed Reg. §1.199A-2(b)(2)(iii) 

28 Proposed Reg. §1.199A-2(b)(2)(iv)(A) 

https://www.irs.gov/pub/irs-drop/n-18-64.pdf
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in the proposed revenue procedure will be difficult to apply with respect to employees who are residents of 

Puerto Rico. The Treasury Department and the IRS request comments concerning appropriate methods 

for calculating W-2 wages with respect to remuneration paid for services performed in Puerto Rico by 

bona fide residents of Puerto Rico. 

The Notice provides that until the final Revenue Procedure is published, taxpayers may rely on 

the proposed Revenue Procedure as follows: 

Until such time that the proposed revenue procedure is published in final form, taxpayers may use the 

methods described in the proposed revenue procedure in calculating W-2 wages, as defined in section 

199A(b)(4)(A), for purposes of determining the limitation in section 199A(b)(2) and the reduction in 

section 199A(b)(7). 

The proposed Revenue Procedure begins the Rules of Application in Section 3 with the 

following caution on wages that can and cannot be included in the calculation of §199A W-2 

wages: 

In calculating W-2 wages for a taxable year under the methods described in this revenue procedure, 

include only wages properly reported on Forms W-2 that meet the applicable rules of § 1.199A-2(b). 

Specifically, § 1.199A-2(b)(2)(i) provides that, except as provided in § 1.199A-2(b)(2)(iv)(C)(2) 

(concerning short taxable years that do not include December 31) and § 1.199A-2(b)(2)(iv)(D) 

(concerning remuneration for services performed in the Commonwealth of Puerto Rico), the Forms W-2, 

“Wage and Tax Statement,” or any subsequent form or document used in determining the amount of 

W-2 wages are those issued for the calendar year ending during the person's taxable year for wages paid 

to employees (or former employees) of the person for employment by the person. Section 1.199A-

2(b)(2)(i) also provides that, for purposes of § 1.199A-2, employees of the person are limited to 

employees of the person as defined in section 3121(d)(1) and (2) (that is, officers of a corporation and 

employees of the person under the common law rules). Therefore, Forms W-2 provided to statutory 

employees described in section 3121(d)(3) (that is, Forms W-2 in which the “Statutory Employee” 

box in Box 13 is checked) should not be included in calculating W-2 wages under any of the methods 

described in this revenue procedure. 

The Revenue Procedure at Section 3.02 warns that this Revenue Procedure’s determination of 

wages is solely for §199A purposes, and the procedure has no application in determining wages 

for other purposes such as for FICA taxation, FUTA taxation or payments subject to federal 

income tax withholding. 

After reciting the W-2 wages definition from the proposed regulations, in Section 4.02 the IRS 

providing a mapping of W-2 information to what is and is wages for IRC §199A purposes. 

.02 Correlation with Form W-2. Under the 2018 Forms W-2, the elective deferrals under section 

402(g)(3) and the amounts deferred under section 457 directly correlate to coded items reported in Box 

12 on Form W-2. Box 12, Code D is for elective deferrals to a section 401(k) cash or deferred 

arrangement plan (including a SIMPLE 401(k) arrangement); Box 12, Code E is for elective 

deferrals under a section 403(b) salary reduction agreement; Box 12, Code F is for elective deferrals 

under a section 408(k)(6) salary reduction Simplified Employee Pension (SEP); Box 12, Code G is 

for elective deferrals and employer contributions (including nonelective deferrals) to any governmental or 

nongovernmental section 457(b) deferred compensation plan; Box 12, Code S is for employee salary 

reduction contributions under a section 408(p) SIMPLE (simple retirement account); Box 12, Code 

AA is for designated Roth contributions (as defined in section 402A) under a section 401(k) plan; 

and Box 12, Code BB is for designated Roth contributions (as defined in section 402A) under a 
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section 403(b) salary reduction agreement. However, designated Roth contributions are also reported in 

Box 1, Wages, tips, other compensation and are subject to income tax withholding. 

The proposed Revenue Procedure provides three methods that can be used to compute W-2 

wages for §199A purposes.  They are: 

• Unmodified Box Method; 

• Modified Box 1 Method; and 

• Tracking Wages Method.29 

The methods are described below. For reference, here is a copy of 2018 Form W-2 that will be 

referred to in the proposed Revenue Procedure. 

 

                                                      

29 Notice 2018-64, Proposed Revenue Procedure Section 5 
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Unmodified Box Method 

The proposed Revenue Procedure defines the unmodified box method as follows: 

Under the unmodified box method, W-2 wages are calculated by taking, without modification, the 

lesser of — 

(A) The total entries in Box 1 of all Forms W-2 filed with SSA by the taxpayer with 

respect to employees of the taxpayer for employment by the taxpayer; or 

(B) The total entries in Box 5 of all Forms W-2 filed with SSA by the taxpayer with 

respect to employees of the taxpayer for employment by the taxpayer.30 

Box 1 is the box holding taxable wages, tips and compensation.  Box 5 represents the Medicare 

wages and tips. 

Modified Box 1 Method 

The second method described in the proposed Revenue Procedure is the modified box 1 

method. 

Under the Modified Box 1 method, the taxpayer makes modifications to the total entries in Box 1 of 

Forms W-2 filed with respect to employees of the taxpayer. W-2 wages under this method are calculated 

as follows — 

(A) Total the amounts in Box 1 of all Forms W-2 filed with SSA by the taxpayer with 

respect to employees of the taxpayer for employment by the taxpayer; 

(B) Subtract from the total in paragraph.02(A) of this section amounts included in Box 1 of 

Forms W-2 that are not wages for Federal income tax withholding purposes, including 

amounts that are treated as wages for purposes of income tax withholding under section 

3402(o) (for example, supplemental unemployment compensation benefits within the meaning 

of Rev. Rul. 90-72); and 

(C) Add to the amount obtained after paragraph.02(B) of this section the total of the 

amounts that are reported in Box 12 of Forms W-2 with respect to employees of the taxpayer 

for employment by the taxpayer and that are properly coded D, E, F, G, and S.31 

                                                      

30 Notice 2018-64, Proposed Revenue Procedure Section 5.01 

31 Notice 2018-64, Proposed Revenue Procedure Section 5.02 
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Tracking Wages Method 

The final method taxpayers would be able to choose from under the proposed Revenue 

Procedure is the tracking wages method.  The procedure describes that method as follows: 

Under the tracking wages method, the taxpayer actually tracks total wages subject to Federal income 

tax withholding and makes appropriate modifications. W-2 wages under this method are calculated as 

follows — 

(A) Total the amounts of wages subject to Federal income tax withholding that are paid to 

employees of the taxpayer for employment by the taxpayer and that are reported on Forms 

W-2 filed with SSA by the taxpayer for the calendar year; and 

(B) Add to the amount obtained after paragraph.03(B) of this section the total of the 

amounts that are reported in Box 12 of Forms W-2 with respect to employees of the taxpayer 

for employment by the taxpayer and that are properly coded D, E, F, G, and S.32 

Short Tax Years 

The Revenue Procedure describes special rules for a short tax year.  In Section 6.01 the 

proposed Revenue Procedure begins: 

.01 Special rule for taxpayers with a short taxable year. In the case of a taxpayer with a short taxable 

year, subject to the rules of application described in section 3 of this revenue procedure, the W-2 wages of 

the taxpayer for the short taxable year shall include only those wages paid during the short taxable year 

to employees of the taxpayer, only those elective deferrals (within the meaning of section 402(g)(3)) made 

during the short taxable year by employees of the taxpayer, and only compensation actually deferred 

under section 457 during the short taxable year with respect to employees of the taxpayer. See § 

1.199A-2(b)(2)(iv)(C) of the regulations. 

A taxpayer is required to use the tracking wages method for a short taxable year.  The method is 

applied in the following manner: 

.02 Method required for a short taxable year and modifications required in application of method. The 

W-2 wages of a taxpayer with a short taxable year shall be determined under the tracking wages 

method described in section 5.03 of this revenue procedure. In applying the tracking wages method in the 

case of a short taxable year, the taxpayer must apply the method as follows — 

(A) For purposes of section 5.03(A), the total amount of wages subject to Federal income 

tax withholding and reported on Form W-2 must include only those wages subject to Federal 

income tax withholding that are actually or constructively paid to employees during the short 

taxable year and reported on Form W-2 for the calendar year ending with or within that 

short taxable year (or, for a short taxable year that does not contain a calendar year ending 

with or within such short taxable year, wages subject to Federal income tax withholding that 

are actually or constructively paid to employees during the short taxable year and reported on 

Form W-2 for the calendar year containing such short taxable year); and 

                                                      

32 Notice 2018-64, Proposed Revenue Procedure Section 5.03 
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(B) For purposes of section 5.03(B), only the portion of the total amounts reported in Box 

12, Codes D, E, F, G, and S on Forms W-2, that are actually deferred or contributed 

during the short taxable year are included in W-2 wages. 

Acquisition or Disposition of a Trade or Business 

As part of §199A (at §199A(b)(5)), the IRS was directed to write special rules to deal with the 

acquisition or disposition of a trade or business of a taxpayers for purposes of applying the W-2 

wage limits. 

The preamble describes these rules, found at Proposed Reg. §1.199A-2(b)(2)(iv)(B)(1), as 

follows: 

Specifically, proposed §1.199A-2(b)(2)(iv)(B)(1) provides that, in the case of an acquisition or 

disposition of a trade or business, the major portion of a trade or business, or the major portion of a 

separate unit of a trade or business that causes more than one individual or entity to be an employer of 

the employees of the acquired or disposed of trade or business during the calendar year, the W-2 wages 

of the individual or entity for the calendar year of the acquisition or disposition are allocated between 

each individual or entity based on the period during which the employees of the acquired or disposed of 

trade or business were employed by the individual or entity, regardless of which permissible method is 

used for reporting predecessor and successor wages on Form W-2. For this purpose, the period of 

employment is determined consistently with the principles for determining whether an individual is an 

employee described in proposed §1.199A-2(b). 

An acquisition or disposition is defined to include “an incorporation, a formation, a liquidation, 

a reorganization, or a purchase or sale of assets.”  Thus, a tax free incorporation under §351 of 

an unincorporated entity would use these rules to divide the wages between the unincorporated 

entity (proprietorship or partnership) and the newly formed corporation. 

Wages Paid for Services in the Commonwealth of Puerto Rico 

As the proposed Revenue Procedure indicated, remuneration paid for services rendered in the 

Commonwealth of Puerto Rico pose special problems for calculating W-2 wages.  The 

proposed regulations provide the following procedures for calculation W-2 wages from Puerto 

Rico: 

In the case of an individual or RPE that conducts a trade or business in the Commonwealth of Puerto 

Rico, the determination of W-2 wages of such individual or RPE will be made without regard to any 

exclusion under section 3401(a)(8) for remuneration paid for services performed in the Commonwealth 

of Puerto Rico. The individual or RPE must maintain sufficient documentation (for example, Forms 

499R-2/W-2PR) to substantiate the amount of remuneration paid for services performed in the 

Commonwealth of Puerto Rico that is used in determining the W-2 wages of such individual or RPE 

with respect to any trade or business conducted in the Commonwealth of Puerto Rico. 

Allocation W-2 Wages to Specific Trade or Businesses 

One key difference between the treatment of W-2 wage for §199 and the treatment for §199A is 

that the §199A limitations based on W-2 wages are conducted on a business by business basis, 

thus the wages need to be allocated among the various trades and businesses of the taxpayer. 
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The regulations provide that the wages are to be divided up among the businesses in the manner 

prescribed for dividing all items under Proposed Reg. §1.199A-3(b)(5).  The method for 

dividing in that part of Proposed Reg. §1.199A-3(b)(5) reads as follows: 

If an individual or an RPE directly conducts multiple trades or businesses, and has items of QBI 

which are properly attributable to more than one trade or business, the individual or RPE must 

allocate those items among the several trades or businesses to which they are attributable using a 

reasonable method based on all the facts and circumstances. The individual or RPE may use a different 

reasonable method for different items of income, gain, deduction, and loss. The chosen reasonable method 

for each item must be consistently applied from one taxable year to another and must clearly reflect the 

income and expenses of each trade or business. The overall combination of methods must also be 

reasonable based on all facts and circumstances. The books and records maintained for a trade or 

business must be consistent with any allocations under this paragraph. 

Thus, a taxpayer has significant leeway in designing a system to allocate wages, but the 

requirement that it be “reasonable” will likely prevent the taxpayer from randomly changing the 

method for allocating W-2 wages from year to year. 

Allocation of Wages to QBI 

It’s not enough to allocate wages to a trade or business.  The ultimate taxpayer will need to 

identify the amount of those wages in the trade or business that enter into that equity holder’s 

calculation of QBI, requiring the RPE to report the proper division of wages. 

The regulations provide: 

(4) Allocation of wages to QBI. Once W-2 wages for each trade or business have been determined, each 

individual or RPE must identify the amount of W-2 wages properly allocable to QBI for each trade or 

business. W-2 wages are properly allocable to QBI if the associated wage expense is taken into account 

in computing QBI under §1.199A-3. In the case of an RPE, the wage expense must be allocated and 

reported to the partners or shareholders of the RPE as required by the Code, including subchapters K 

and S. The RPE must also identify and report the associated W-2 wages to its partners or 

shareholders.33 

Non-Duplication Rule 

The IRS also added a provision in the regulations that, regardless of the method used, under no 

circumstance can the same wages be counted as W-2 wages in two different tax years.34 

Non-Calendar Year RPE  

Consistent with the general rule for non-calendar year RPEs, for purposes of determining QBI, 

W-2 wages incurred in a taxable year beginning in 2017 and ending in 2018 are treated as being 

incurred in the equity holder’s taxable year during which the RPE’s tax year ends.35 

                                                      

33 Proposed Reg. §1.199A-2(b)(4) 

34 Proposed Reg. §1.199A-2(b)(5) 

35 Proposed Reg. §1.199A-2(f)(2)(ii) 
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Unadjusted Basis Immediately After Acquisition (UBIA) of Qualified 

Property 

Late in the process of passing the Tax Cuts and Jobs Act, Congress added a second test in 

addition to the 50% of W-2 wages test as an optional limit to be tested for the §199A deduction.  

Taxpayers can use 25% of W-2 wages plus 2.5% of the UBIA of qualified property. 

Proposed Reg. §1.199A-2(c) provides guidance on the determination of the UBIA of qualified 

property. 

Definition of Qualified Property 

The regulations provide the following definition of qualified property: 

The term qualified property means, with respect to any trade or business of an individual or RPE for a 

taxable year, tangible property of a character subject to the allowance for depreciation under section 

167(a)-- 

(A) which is held by, and available for use in, the trade or business at the close of the taxable 

year, 

(B) which is used at any point during the taxable year in the trade or business’s production of 

QBI, and 

(C) the depreciable period for which has not ended before the close of the individual’s or 

RPE’s taxable year.36 

Note that depreciable period has a meaning specific to IRC §199A.  For purposes of the §199A 

limitation, the depreciable period is the period 

• Beginning on the date the property is first placed in service by the individual or RPE and 

• Ending on the later of — 

‒ The date 10 years after the property is placed in service or 

‒ The last day of the last full year in the applicable recovery period that would apply to 
the property under section 168(c) (standard MACRS life), regardless of any application 
of section 168(g) (the ADS system).37 

The fact that the taxpayer may have taken advantage of bonus depreciation under IRC §168(k) 

does not change the applicable recovery period and thus does not impact the depreciable period 

for IRC §199A purposes. 

                                                      

36 Proposed Reg. §1.199A-2(c)(1) 

37 Proposed Reg. §1.199A-2(c)(1)(i) 
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Improvements to qualified property are treated as a separate item of qualified property, treated 

as placed in service the date the improvement is placed in service.38 

However, partnership related adjustments under §734(b) and §743(b) when an election is place 

under IRC §754 for the partnership are not treated as qualified property.39 

Special Rule for Property Held for a Short Period of Time 

A special rule is found at Proposed Reg. §1.199A-2(c)(1)(iv) that may require a taxpayer to 

ignore property held at the end of the year if: 

• The property was acquired within 60 days of the end of the tax year; 

• The property is disposed of within 120 days; and 

• The property was not used in the business for at least 45 days during the period the 

taxpayer held it. 

However, if the taxpayer can still count such property if it can demonstrate “the principal 

purpose of the acquisition and disposition was a purpose other than increasing the section 199A 

deduction.”40 

This special rule applies to taxable years ending after December 31, 2017.41 

Property Acquired in Transaction Subject to IRC §1031 (Like-Kind Exchange) or 

IRC §1033 (Involuntary Conversion) 

The 10-year test and the question of what is UBIA is complicated if a taxpayer obtains property 

as part of a §1031 exchange or obtains replacement property following an involuntary 

conversion.  In such a case, the basis of the property will contain at least a portion computed by 

reference to the property that it replaced.   

The regulations provide that such property is treated as replacement property as defined in 

Reg. 1.168(i)-6(b)(1), the provision that outlines the MACRS treatment of property acquired via 

a like kind exchange under §1031 or replacement property under §1033 following an involuntary 

conversion.42 

                                                      

38 Proposed Reg. §1.199A-2(c)(2) 

39 Proposed Reg. §1.199A-2(c)(3) 

40 Proposed Reg. §1.199A-2(c)(1)(iv) 

41 Proposed Reg. §1.199A-2(f)(2)(i) 

42 Proposed Reg. §1.199A-2(c)(iii) 
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Date Replacement Property First Placed in Service for §199A Purposes 

By default, such property ends with a dual placed in service date which will serve to determine 

when the 10 year period begins to run on the property.  

• The exchanged basis (that is, the basis that carries over from the relinquished asset) is 

treated as being placed in service on the date the original relinquished property was placed 

in service (that is, this portion will only be qualified property for the unexpired depreciable 

period of the relinquished property) and 

• The excess basis (the portion of the basis of the replacement asset not determined by 

reference to the basis of the old asset) will have a traditional placed in service date 

determined by the date when the replacement property is actually placed in service by the 

taxpayer.43 

This treatment corresponds to the standard “dual basis” treatment that applies by default for 

MACRS depreciation purposes under Reg. §1.168(i)-6.  In the dual basis system, depreciation 

continues to be computed on the exchanged basis based on the remaining life and method 

previously used for that asset, while the excess basis is treated as a newly placed in service asset 

using the available lives and methods available for the property at the date it is placed in service. 

Generally, this will result in more rapid depreciation overall, since the old basis will not be 

“reset” to a full MACRS life. 

Taxpayer Who Elects Not to Apply Dual Basis Provisions of Reg. §1.168(i)-6 

Taxpayers do not have to use the “dual basis” default treatment of Reg. §1.168(i)-6 for MACRS 

depreciation.  Rather, the taxpayers can elect to use a single combined basis MACRS treatment 

if the taxpayer elects this treatment under Reg. §1.168(i)-(6)(i)(1). 

The MACRS treatment for a taxpayer making this election is described in Reg. §1.168(i)-6(i)(1) 

as follows: 

…[F]or depreciation purposes only, the sum of the exchanged basis and excess basis, if any, in the 

replacement MACRS property is treated as property placed in service by the taxpayer at the time of 

replacement and the adjusted depreciable basis of the relinquished MACRS property is treated as being 

disposed of by the taxpayer at the time of disposition. 

This results in single new asset for MACRS depreciation purpose with an adjusted basis equal to 

the adjusted basis remaining in the relinquished asset plus the total amount of the excess basis. 

If this election is made, for §199A purposes: 

… the date the exchanged basis and excess basis in the replacement MACRS property was first placed 

in service by the trade or business is the date on which the replacement MACRS property was first 

placed in service by the individual or RPE.44 

                                                      

43 Proposed Reg. §1.199A-2(c)(iii)(A) and (B) 

44 Proposed Reg. §1.199A-2(c)(iii)(C) 
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Property Received in Various Tax Free Transactions 

If property is acquired in a transaction subject to IRC §168(i)(7), special rules apply to determine 

the placed in service date. 

Transactions subject to §168(i)(7) are: 

• Any transaction described in 

‒ IRC §332 Complete liquidations of subsidiaries  

‒ IRC §351 Transfer to corporation controlled by transferor (such as an incorporation of 
a proprietorship)  

‒ IRC §361 Nonrecognition of gain or loss to corporations; treatment of distributions 
(for corporations that are parties to a corporate reorganization) 

‒ IRC §721 Nonrecognition of gain or loss on contribution to a partnership or  

‒ IRC §731 Extent of recognition of gain or loss on distribution from a partnership, and 

• Any transaction between members of the same affiliated group during any taxable year for 

which a consolidated return is made by such group. 

For §199A purposes, the placed in service date of such property is determined as follows: 

(A) For the portion of the transferee’s unadjusted basis in the qualified property that does not exceed 

the transferor’s unadjusted basis in such property, the date such portion was first placed in service by the 

transferee is the date on which the transferor first placed the qualified property in service; and 

(B) For the portion of the transferee’s unadjusted basis in the qualified property that exceeds the 

transferor’s unadjusted basis in such property, such portion is treated as separate qualified property that 

the transferee first placed in service on the date of the transfer.45 

Determination of Unadjusted Basis Immediately After Acquisition (UBIA) 

The determination what is the unadjusted basis immediately after acquisition (UBIA) is key for 

taxpayers in real estate or other capital intensive activities with a relatively low amount of W-2 

wages.  Proposed Reg. §1.199A-2(c)(3) provides the rules for calculating this number. 

As a general rule, UBIA is determined using the standard rules for income taxes, using 

IRC §1012 or other similar income tax provisions that set a property’s basis.  But UBIA is 

determined without regard to any of the following adjustments: 

• Reduction for depreciation under IRC §1016(a)(2) or (3); 

• Adjustments for tax credits claimed by the individual or RPE (such as under IRC §50(c) for 

a basis adjustment for investment credit property); 

                                                      

45 Proposed Reg. §1.199A-2(c)(2)(iv) 



32 Current Federal Tax Developments 

http://www.currentfederaltaxdevelopments.com  

• Any reduction in basis due to the individual or RPE making an election to expense the 

property under provisions such as IRC §§179, 179B or 179C. 

However, UBIA is reduced to reflect any personal use percentage of the asset.46 

RPEs have to determine the amount of QBI to allocate to each equity holder.  The allocation is 

described below: 

In the case of qualified property held by an RPE, each partner’s or shareholder’s share of the UBIA of 

qualified property is an amount which bears the same proportion to the total UBIA of qualified 

property as the partner’s or shareholder’s share of tax depreciation bears to the RPE’s total tax 

depreciation with respect to the property for the year. In the case of qualified property held by a 

partnership which does not produce tax depreciation during the year (for example, property that has 

been held for less than 10 years but whose recovery period has ended), each partner’s share of the 

UBIA of qualified property is based on how gain would be allocated to the partners pursuant to 

sections 704(b) and 704(c) if the qualified property were sold in a hypothetical transaction for cash 

equal to the fair market value of the qualified property. In the case of qualified property held by an S 

corporation which does not produce tax depreciation during the year, each shareholder’s share of the 

UBIA of qualified property is a share of the unadjusted basis proportionate to the ratio of shares in the 

S corporation held by the shareholder over the total shares of the S corporation.47 

EXAMPLE 1, PROPOSED REG. §1.199A-2(C)(4) 

On January 5, 2012, A purchases for $1 million and places in service Real Property X in A’s 

trade or business. A’s trade or business is not an SSTB. A’s basis in Real Property X under 

section 1012 is $1 million. Real Property X is qualified property within the meaning of 

section 199A(b)(6). As of December 31, 2018, A’s basis in Real Property X, as adjusted 

under section 1016(a)(2) for depreciation deductions under section 168(a), is $821,550. 

For purposes of section 199A(b)(2)(B)(ii) and this section, A’s UBIA of Real Property X is 

its $1 million cost basis under section 1012, regardless of any later depreciation deductions 

under section 168(a) and resulting basis adjustments under section 1016(a)(2). 

EXAMPLE 2, PROPOSED REG. §1.199A-2(C)(4), LIKE-KIND EXCHANGE 

The facts are the same as in Example 1, except that on January 15, 2019, A enters into a 

like-kind exchange under section 1031 in which A exchanges Real Property X for Real 

Property Y. Real Property Y has a value of $1 million. No cash or other property is involved 

in the exchange. As of January 15, 2019, A’s basis in Real Property X, as adjusted under 

section 1016(a)(2) for depreciation deductions under section 168(a), is $820,482. A’s UBIA 

in Real Property Y is $820,482 as determined under section 1031(d) (A’s adjusted basis in 

Real Property X carried over to Real Property Y). Pursuant to paragraph (c)(2)(iii)(A) of 

this section, Real Property Y is first placed in service by A on January 5, 2012, which is the 

date on which Property X was first placed in service by A. 

                                                      

46 Proposed Reg. §1.199A-2(c)(3) 

47 Proposed Reg. §1.199A-2(a)(3) 
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EXAMPLE 3, PROPOSED REG. §1.199A-2(C)(4), INCORPORATION OF A SOLE 

PROPRIETORSHIP 

C operates a trade or business that is not an SSTB as a sole proprietorship. On January 5, 

2011, C purchases for $10,000 and places in service Machinery Y in C’s trade or business. 

C’s basis in Machinery Y under section 1012 is $10,000. Machinery Y is qualified property 

within the meaning of section 199A(b)(6). Assume that Machinery Y’s recovery period under 

section 168(c) is 10 years, and C depreciates Machinery Y under the general depreciation 

system by using the straight-line depreciation method, a 10-year recovery period, and the 

half-year convention. As of December 31, 2018, C’s basis in Machinery Y, as adjusted under 

section 1016(a)(2) for depreciation deductions under section 168(a), is $2,500. On January 

1, 2019, C incorporates the sole proprietorship and elects to treat the newly formed entity as 

an S corporation for Federal income tax purposes. C contributes Machinery Y and all other 

assets of the trade or business to the S corporation in a non-recognition transaction under 

section 351. The S corporation immediately places all the assets in service. 

For purposes of section 199A(b)(2)(B)(ii) and this section, C’s UBIA of Machinery Y from 

2011 through 2018 is its $10,000 cost basis under section 1012, regardless of any later 

depreciation deductions under section 168(a) and resulting basis adjustments under section 

1016(a)(2). Pursuant to paragraph (c)(3) of this section, S corporation’s UBIA of Machinery 

Y is determined under the applicable rules of subchapter C as of date the S corporation 

places it in service. Therefore, the S corporation’s UBIA of Machinery Y is $2,500, the basis 

of the property under section 362 at the time the S corporation places the property in 

service. Pursuant to paragraph (c)(2)(iv)(A) of this section, for purposes of determining the 

depreciable period of Machinery Y, the S corporation’s placed in service date will be the 

date C originally placed the property in service in 2011. Therefore, Machinery Y may be 

qualified property of the S corporation (assuming it continues to be used in the business) 

for 2019 and 2020 and will not be qualified property of the S corporation after 2020, 

because its depreciable period will have expired. 

***** 

Non-Calendar Year RPE  

Consistent with the general rule for non-calendar year RPEs, for purposes of determining UBIA 

of qualifying property, UBIA of qualified property determined at the RPE’s year end are treated 

as UPIA of qualifying property for the equity holder’s taxable year during which the RPE’s tax 

year ends.48 

Qualified Business Income 

The term qualified business income (QBI) is defined at Proposed Reg. §1.199A-3(b)(1) as: 

…[F]or any taxable year, the net amount of qualified items of income, gain, deduction, and loss with 

respect to any trade or business of the taxpayer as described in paragraph (b)(2) of this section, provided 

                                                      

48 Proposed Reg. §1.199A-2(f)(2)(ii) 



34 Current Federal Tax Developments 

http://www.currentfederaltaxdevelopments.com  

the other requirements of this section and section 199A are satisfied (including, for example, the 

exclusion of income not effectively connected with a United States trade or business). 

Qualified Items of Income Deduction, Gain or Loss 

Qualified items of income, deduction, gain or loss are items of gross income, gain, deduction 

and loss to the extent such items are: 

• Effectively connected with the conduct of a trade or business within the United States 

(within the meaning of section 864(c), determined by substituting “trade or business (within 

the meaning of section 199A)” for “nonresident alien individual or a foreign corporation” 

or for “a foreign corporation” each place it appears), and 

• Included or allowed in determining taxable income for the taxable year.49 

However, the following items are not taken into account in determining QBI: 

• Any item of short-term capital gain, short-term capital loss, long-term capital gain, long-

term capital loss, including any item treated as one of such items, such as gains or losses 

under section 1231 which are treated as capital gains or losses. 

• Any dividend, income equivalent to a dividend, or payment in lieu of dividends described in 

section 954(c)(1)(G). Any amount described in section 1385(a)(1) is not treated as described 

in this clause. 

• Any interest income other than interest income which is properly allocable to a trade or 

business. For purposes of section 199A and this section, interest income attributable to an 

investment of working capital, reserves, or similar accounts is not properly allocable to a 

trade or business. 

• Any item of gain or loss described in section 954(c)(1)(C) (transactions in commodities) or 

section 954(c)(1)(D) (excess foreign currency gains) applied in each case by substituting 

“trade or business” for “controlled foreign corporation.” 

• Any item of income, gain, deduction, or loss taken into account under section 954(c)(1)(F) 

(income from notional principal contracts) determined without regard to section 

954(c)(1)(F)(ii) and other than items attributable to notional principal contracts entered into 

in transactions qualifying under section 1221(a)(7). 

• Any amount received from an annuity which is not received in connection with the trade or 

business. 

• Any qualified REIT dividends as defined in paragraph (c)(2) of this section or qualified PTP 

income as defined in paragraph (c)(3) of this section. 

                                                      

49 Proposed Reg. §1.199A-3(b)(2)(i) 
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• Reasonable compensation received by a shareholder from an S corporation. However, the S 

corporation’s deduction for such reasonable compensation will reduce QBI if such 

deduction is properly allocable to the trade or business and is otherwise deductible for 

Federal income tax purposes.  

• Any guaranteed payment described in section 707(c) received by a partner for services 

rendered with respect to the trade or business, regardless of whether the partner is an 

individual or an RPE. However, the partnership’s deduction for such guaranteed payment 

will reduce QBI if such deduction is properly allocable to the trade or business and is 

otherwise deductible for Federal income tax purposes. 

• Any payment described in section 707(a) received by a partner for services rendered with 

respect to the trade or business, regardless of whether the partner is an individual or an 

RPE. However, the partnership’s deduction for such payment will reduce QBI if such 

deduction is properly allocable to the trade or business and is otherwise deductible for 

Federal income tax purposes.  50  

The IRS justification found for various of the above categories from the preamble are discussed 

below. 

Section 1231 Gains and Losses 

Some observers were surprised by the odd treatment of §1231 gains and losses.  If a net §1231 

gain exists for the tax year, that net gain is taxed as if it were a capital gain, subject to a recapture 

rule, while if there is a net §1231 loss for the year it is treated as an ordinary.  If a taxpayer has 

recognized a net §1231 loss, net §1231 gains are treated as ordinary income for the following 

five years until such time as the total gains treated as ordinary under this rule up to the net loss. 

The IRS decided that if a §1231 gain is “transformed” into begin treated as a capital gain, it is 

not counted in computing QBI.  The preamble justifies this treatment as follows: 

Section 199A(c)(3)(B)(i) excludes capital gains or losses, regardless of whether those items arise from 

the sale or exchange of a capital asset. The legislative history of section 199A provides that QBI does 

not include any item taken into account in determining net long-term capital gain or net long-term 

capital loss. Conference Report page 30. Accordingly, proposed §1.199A-3(b)(2)(ii)(A) clarifies that, 

to the extent gain or loss is treated as capital gain or loss, it is not included in QBI. Specifically, if gain 

or loss is treated as capital gain or loss under section 1231, it is not QBI. Conversely, if section 1231 

provides that gains or losses are not treated as gains and losses from sales or exchanges of capital assets, 

                                                      

50 Proposed Reg. §1.199A-3(b)(2)(ii) 
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section 199A(c)(3)(B)(i) does not apply and thus, the gains or losses must be included in QBI 

(provided all other requirements are met). 

Interest Income 

Interest on working capital and the like are not included in the definition of QBI, but interest 

received on accounts receivable and the like are considered part of QBI.  As the agency writes in 

the preamble: 

The Treasury Department and the IRS believe that interest income received on working capital, 

reserves, and similar accounts is not properly allocable to a trade or business, and therefore should not 

be included in QBI, because such interest income, although held by a trade or business, is simply income 

from assets held for investment. Accordingly, proposed §1.199A-3(b)(2)(ii)(C) provides that interest 

income received on working capital, reserves, and similar accounts is not properly allocable to a trade or 

business. In contrast, interest income received on accounts or notes receivable for services or goods 

provided by the trade or business is not income from assets held for investment, but income received on 

assets acquired in the ordinary course of trade or business. 

Reasonable Compensation and S Corporations 

Some commentators had wondered if the law could be read to add an S corporation’s 

shareholder’s reasonable compensation to the shareholder’s combined QBI, but the IRS did not 

read the law in this manner.  The IRS indirectly comments on this reading in the preamble: 

Because the trade or business of performing services as an employee is not a qualified trade or business 

under section 199A(d)(1)(B), wage income received by an employee is never QBI. The rule for 

reasonable compensation is merely a clarification that, even if an S corporation fails to pay a reasonable 

wage to its shareholder-employees, the shareholder-employees are nonetheless prevented from including an 

amount equal to reasonable compensation in QBI. 

The IRS also did not expand the concept of reasonable compensation beyond the S corporation 

realm.  As the agency explained in the preamble: 

The Treasury Department and the IRS have received requests for guidance on whether the phrase 

“reasonable compensation” within the meaning of section 199A extends beyond the context of S 

corporations for purposes of section 199A. The Treasury Department and the IRS believe “reasonable 

compensation” is best read as limited to the context from which it derives: compensation of S 

corporation shareholders-employees. If reasonable compensation were to apply outside of the context of S 

corporations, a partnership could be required to apply the concept of reasonable compensation to its 

partners, regardless of whether amounts paid to partners were guaranteed. Such a result would violate 

the principle set forth in Rev. Rul. 69-184, 1969-1 CB 256, that a partner of a partnership cannot 

be an employee of that partnership. There is no indication that Congress intended to change this long- 

standing Federal income tax principle. Accordingly, proposed §1.199A-3(b)(2)(ii)(H) provides that 

QBI does not include reasonable compensation paid by an S corporation but does not extend this rule to 

partnerships.  
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Guaranteed Payments to Other than Individuals 

The preamble clarifies that the IRS does not limit the definition of a guaranteed payment to an 

individual, so that a guaranteed payment to a lower tier partnership would end up being 

excluded in computing QBI in the lower tier partnership.  As the preamble notes: 

Section 199A(c)(4)(B) provides that QBI does not include any guaranteed payment described in section 

707(c) paid by a partnership to a partner for services rendered with respect to the trade or business. 

Proposed §1.199A-3(b)(2)(ii)(I) restates this statutory rule and clarifies that the partnership’s 

deduction for such guaranteed payment is an item of QBI if it is properly allocable to the partnership’s 

trade or business and is otherwise deductible for Federal income tax purposes. It may be unclear 

whether a guaranteed payment to an upper-tier partnership for services performed for a lower-tier 

partnership is QBI for the individual partners of the upper-tier partnership if the upper-tier partnership 

does not itself make a guaranteed payment to its partners. Section 199A(c)(4)(B) does not limit the 

term “partner” to an individual. Consequently, for purposes of the guaranteed payment rule, a partner 

may be an RPE. Accordingly, proposed §1.199A-3(b)(2)(ii)(I) clarifies that QBI does not include 

any guaranteed payment described in section 707(c) paid to a partner for services rendered with respect 

to the trade or business, regardless of whether the partner is an individual or an RPE. Therefore, for 

the purposes of this rule, a guaranteed payment paid by a lower-tier partnership to an upper-tier 

partnership retains its character as a guaranteed payment and is not included in QBI of a partner of 

the upper-tier partnership regardless of whether it is guaranteed to the ultimate recipient. 

Section 707(a) to Partner in His/Her Capacity Other Than as a Partner 

The IRS decided that even though Congress granted the agency clear latitude to allow some 

§707(a) payments as QBI, the agency decided to simply eliminate them all for now but 

requested comments on whether certain exceptions should exist.  The preamble notes: 

Section 199A(c)(4)(C) provides that QBI does not include, to the extent provided in regulations, any 

payment described in section 707(a) to a partner for services rendered with respect to the trade or 

business. Section 707(a) addresses arrangements in which a partner engages with the partnership other 

than in its capacity as a partner. Within the context of section 199A, payments under section 707(a) 

for services are similar to, and therefore, should be treated similarly as, guaranteed payments, reasonable 

compensation, and wages, none of which is includable in QBI. In addition, consistent with the tiered 

partnership rule for guaranteed payments described previously, to the extent an upper-tier RPE receives 

a section 707(a) payment, that income should not constitute QBI to the partners of the upper-tier 

entity. Accordingly, proposed §1.199A-3(b)(2)(ii)(J) provides that QBI does not include any payment 

described in section 707(a) to a partner for services rendered with respect to the trade or business, 

regardless of whether the partner is an individual or an RPE. The Treasury Department and the IRS 

request comments on whether there are situations in which it is appropriate to include section 707(a) 

payments in QBI. 

Effectively Connected with a United States Trade or Business 

The preamble to the proposed regulations reminds readers that QBI items must arise from a 

business effectively connected with a U.S. trade or business: 

Section 199A applies to all noncorporate taxpayers, whether such taxpayers are domestic or foreign. 

Accordingly, section 199A applies to both U.S. citizens and resident aliens as well as nonresident 

aliens that have QBI. As noted previously in this Explanation of Provisions, QBI includes items of 

income, gain, deduction, and loss to the extent such items are (i) included or allowed in determining 
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taxable income for the taxable year and (ii) effectively connected with the conduct of a trade or business 

within the United States (within the meaning of section 864(c), determined by substituting “qualified 

trade or business (within the meaning of section 199A)” for “nonresident alien individual or a foreign 

corporation” or for “a foreign corporation” each place it appears). 

While the requirement is repeated throughout the proposed regulations and IRC §199A, there is 

no regulation under §199A devoted to defining what this means.  Rather the preamble points 

readers to other locations where the concept has already been defined in the Code and 

Regulations, specifically at IRC §864(c). 

The preamble to the proposed regulations describes the general rules for determining if income 

is effectively connected with a U.S. trade or business: 

Section 864(c) provides rules that nonresident alien individuals and foreign corporations use to 

determine which items of income, gain, or loss are effectively connected with a United States trade or 

business. Section 873(a) permits nonresident aliens to deduct expenses only if and to the extent that 

they are connected with, or properly allocable and apportioned to, income effectively connected with a 

United States trade or business. 

Thus, for example, a U.S. partner of a partnership that operates a trade or business in both the 

United States and in a foreign country would only include the items of income, gain, deductions, and 

loss that would be effectively connected with a United States trade or business. Similarly, a shareholder 

of an S corporation that is engaged in a trade or business in both the United States and in a foreign 

country would only take into account the items of income, gain, deduction, and loss that would be 

effectively connected to the portion of the business conducted by the S corporation in the United States, 

determined by applying the principles of section 864(c). 

In general, whether a nonresident alien is engaged in a trade or business within the United States, as 

opposed to a trade or business conducted solely outside the United States, is based upon the all the facts 

and circumstances, as developed through case law and other published guidance. Pursuant to section 

875(1), a nonresident alien is considered engaged in a trade or business within the United States if the 

partnership of which such individual is a member is so engaged. 

Section 864(b) provides that the term “trade or business within the United States” includes (but is not 

limited to) the performance of personal services within the United States at any time during the taxable 

year, but excludes the performance of services described in section 864(b)(1) and (2). Section 864(b)(1) 

covers a limited set of nonresident aliens who perform services in the United States on behalf of foreign 

persons not otherwise engaged in a U.S. trade or business, or on behalf of U.S. persons through a 

foreign office, if the nonresident aliens are present in the United States less than 90 days during the 

taxable year and their compensation does not exceed $3,000. Section 864(b)(2) generally treats foreign 

persons, including partnerships, who are trading in stocks, securities, and in commodities for their own 

account or through a broker or other independent agent as not engaged in a United States trade or 

business. 

The preamble to the proposed regulations then go on to describe how those rules integrate with 

the various references to the concept in IRC §199A: 

Although the cross reference in section 199A(c)(3)(A)(i) to section 864 is limited to paragraph (c) of 

that section, no income derived from excluded services under section 864(b)(1) or (2) could ever be 

effectively connected income in the hands of a nonresident alien. Accordingly, section 199A incorporates 

the specific rules regarding the scope of the term “trade or business in the United States” in determining 
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QBI. As such, if a trade or business is not engaged in a U.S. trade or business by reason of section 

864(b), items of income, gain, deduction, or loss from that trade or business will not be included in 

QBI because such items would not be effectively connected with the conduct of a U.S. trade or business. 

If a trade or business is determined to be conducted in the United States, section 864(c)(3) generally 

treats all income of a nonresident alien from sources within the United States as effectively connected 

with the conduct of a U.S. trade or business. However, any income from sources within the United 

States described in section 871(a)(1) or (h) and any gain or loss from the sale of capital assets are only 

effectively connected if the income meets requirements of section 864(c)(2) and the regulations thereunder. 

Under section 864(c)(4), income from sources without the United States is generally not treated as 

effectively connected with the conduct of a U.S. trade or business unless an exception under section 

864(c)(4)(B) applies. Thus, a trade or business’s foreign source income, gain, or loss, (and any 

deductions effectively connected with such foreign source income, gain, or loss) would generally not be 

included in QBI, unless the income meets an exception in section 864(c)(4)(B). Whether income is 

U.S. or foreign sourced is determined under sections 861, 862, 863, and 865, and the regulations 

thereunder. 

This rule does not mean that any item that is effectively connected with the conduct of a trade or 

business with the United States is therefore QBI. As discussed previously, the item must also be “with 

respect to” a trade or business. Certain provisions of the Code allow items to be treated as effectively 

connected, even though they are not with respect to a trade or business. For example, section 871(d) 

allows a nonresident alien individual to elect to treat income from real property in the United States 

that would not otherwise be treated as effectively connected with the conduct of a trade or business within 

the United Sates as effectively connected. However, for purposes of section 199A, if items are not 

attributable to a trade or business under 162, such items do not constitute QBI. 

Similarly, the fact that a deduction is allowed for purposes of computing effectively connected taxable 

income does not necessarily mean that it is taken into account for purposes of section 199A. For 

example, for purposes of computing effectively connected taxable income, section 873(b) allows certain 

deductions, including for theft losses of property located within the United States and charitable 

contributions allowed under section 170, to be taken into account regardless of whether they are 

connected with income that is effectively connected with the conduct of a trade or business within the 

United States. However, for purposes of section 199A, these items would not be taken into account 

because section 199A only permits a deduction for income that is both attributable to a trade or 

business and that is also effectively connected income. 

Section 751 Gain 

Any “hot asset” gain or loss recognized by a partner or partnership due to a sale or exchange of 

a partnership interest or a partnership distribution is considered an item of QBI by the partner 

or partnership.51 

In explaining the need for this clarification in the regulations, the preamble notes that provisions 

in §199A related to publicly traded partnerships cause some to wonder if §751 gains were not 

QBI under §199A. 

                                                      

51 Proposed Reg. §1.199A-2(b)(i) 
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The IRS discusses the concern and the agency’s reasoning on why §751 gains and losses are 

properly part of QBI in the preamble to the proposed regulations: 

The Treasury Department and the IRS have received comments stating that it is unclear whether gain 

or loss that is treated as ordinary income under section 751 should be QBI if the section 751 income 

meets all of the other requirements to be QBI. This uncertainty is caused because section 199A(e)(5) 

lists: (i) the taxpayer’s allocable share of the QBI from a publicly traded partnership and (ii) income 

described in section 751(a) as separate categories of qualified publicly traded partnership income, which 

could be read to imply that income described in section 751 is not QBI. Section 1.199-5(f), issued 

under former section 199, specifically included section 751(a) or (b) gains as domestic production gross 

receipts. 

The Treasury Department and the IRS do not view the statutory reference to section 751(a) gain as 

qualified PTP income to exclude section 751 gain from being QBI, but rather view such reference as 

clarifying the rules for PTPs. Accordingly, proposed §1.199A-3(b)(1)(i) clarifies that any gain 

attributable to assets of a partnership giving rise to ordinary income under section 751(a) or (b) is 

considered attributable to the trades or businesses conducted by the partnership, and therefore, may 

constitute QBI if the other requirements of section 199A and proposed §1.199A-3 are satisfied. 

Guaranteed Payments to a Partner for the Use of Capital 

The reported to the partner on his/her Schedule K-1 as a guaranteed payment is not considered 

QBI.  However, the partnership’s deduction related to the payment is taken into account in 

computing QBI if the deduction is properly allocable to the trade or business and is deductible 

for Federal income tax purposes.52 

As the preamble to the proposed regulations explains: 

Because guaranteed payments for the use of capital under section 707(c) are determined without regard 

to the income of the partnership, proposed §1.199A-3(b)(1)(ii) provides that such payments are not 

considered attributable to a trade or business, and thus do not constitute QBI. However, the 

partnership’s related expense for making the guaranteed payments may constitute QBI if the other 

requirements are satisfied. 

Section 481 Adjustments 

When a taxpayer receives permission to change an accounting method, in most cases (that is, 

where the change is not required to be made on a cut-off basis) the taxpayer recognizes a §481 

adjustment that reflects the cumulative difference between taxable income over the life of the 

entity had the new method been used since inception and the actual taxable income recognized 

by the entity over that time period. 

Section 481 adjustments, both positive and negative, are “taken into account for purposes of 

computing QBI to the extent that the requirements of this section and section 199A are 

otherwise satisfied, but only if the adjustment arises in taxable years ending after December 31, 

2017.”53 

                                                      

52 Proposed Reg. §1.199A-2(b)(ii) 

53 Proposed Reg. §1.199A-2(b)(iii) 
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The preamble to the proposed regulations explains this provision: 

Section 1.199-8(g), issued under former section 199, provides rules on how section 481(a) adjustments 

are taken into account for purposes of former section 199. Similarly, proposed §1.199A-3(b)(1)(iii) 

provides that section 481 adjustments attributable to a trade or business, whether positive or negative, 

and arising in a taxable year ending after December 31, 2017, are treated as attributable to that trade 

or business. Accordingly, such section 481 adjustments will constitute QBI to the extent the 

requirements of section 199A, including proposed §1.199A-3, are satisfied. Section 481 adjustments 

arising in a taxable year ending before January 1, 2018, do not constitute QBI. 

Previously Disallowed Losses 

A taxpayer may have had losses incurred in prior years disallowed under various tax law 

provisions, including those related to passive activity losses, lack of an amount at risk or basis.  

The regulations provide the following rule for the use of such losses in computing QBI: 

Generally, previously disallowed losses or deductions (including under sections 465, 469, 704(d), and 

1366(d)) allowed in the taxable year are taken into account for purposes of computing QBI. However, 

losses or deductions that were disallowed, suspended, limited, or carried over from taxable years ending 

before January 1, 2018 (including under sections 465, 469, 704(d), and 1366(d)), are not taken into 

account in a later taxable year for purposes of computing QBI.54 

Note that this requires taxpayers to trace separately loss carryovers from 2017 and earlier years.  

However, not including them in computing QBI will normally be a good thing.  But advisers 

should remember that while they won’t reduce QBI, they will reduce taxable income—and that 

might serve to limit this relief. 

The preamble to the proposed regulations provides the following justification for this holding: 

Several sections of the Code, including sections 465, 469, 704(d), and 1366(d), provide for 

disallowance of losses and deductions in certain cases. Generally, the disallowed amounts are suspended 

and carried forward to the following year, at which point they are re-tested and may become allowable. 

Proposed §1.199A-3(b)(1)(iv) provides that, to the extent that any previously disallowed losses or 

deductions are allowed in the taxable year, they are treated as items attributable to the trade or 

business. However, losses or deductions that were disallowed for taxable years beginning before January 

1, 2018, are not taken into account for purposes of computing QBI in a later taxable year. 

Net Operating Losses 

For the most part a net operating is not considered in the computation of QBI.55   

As the IRS notes in the preamble to the proposed regulations: 

Generally, items giving rise to a net operating loss are allowed in computing taxable income in the year 

incurred. Because those items would have been taken into account in computing QBI in the year 

incurred, the net operating loss should not be treated as QBI in subsequent years. Otherwise, the same 

loss could be taken into account in multiple tax years. 

                                                      

54 Proposed Reg. §1.199A-2(b)(iv) 

55 Proposed Reg. §1.199A-3(b)(1)(v) 
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But that will not be true for net operating losses created by IRC §461(l), the new “excess 

business loss” rule added by the Tax Cuts and Jobs Act. 

The excess business loss rule of IRC §461(l) limits noncorporate taxpayers to claiming no more 

than $250,000 of net business losses ($500,000 for a married couple filing a joint return) for a 

single tax year, with the amounts adjusted for inflation in 2019 and later years.56  Any losses in 

excess of that amount will be treated as a net operating loss to be carried into the following tax 

year.57 

A net operating loss created by the excess loss rule will be included in computing QBI for the 

year when the loss is eventually deducted against taxable income.58 

The preamble to the proposed regulations discuss the issues raised by the interaction of IRC 

§199A and §461(l): 

…[L]osses disallowed by section 461(l) give rise to a net operating loss without ever having been 

allowable in computing taxable income. Thus, if deductions are disallowed by reason of 461(l), those 

disallowed deductions will not be included in the QBI computation in the year incurred (because they 

are not includable in taxable income), and, if the resulting net operating loss also is not included in the 

QBI computation, the deduction would permanently escape the QBI rules. This result would be 

inappropriate. Accordingly, proposed §1.199A-3(b)(1)(v) provides that generally, a deduction under 

section 172 for a net operating loss is not considered attributable to a trade or business and therefore, is 

not taken into account in computing QBI. However, to the extent the net operating loss is comprised of 

amounts attributable to a trade or business that were disallowed under section 461(l), the net operating 

loss is considered attributable to that trade or business, and will constitute QBI to the extent the 

requirements of section 199A, including proposed §1.199A-3, are satisfied. 

The Treasury Department and the IRS request comments regarding the interaction of section 199A 

and 461(l) generally. 

QBI from Commonwealth of Puerto Rico 

Reg. §1.199A-3(b)(3) provides: 

For the purposes of determining QBI, the term United States includes the Commonwealth of Puerto 

Rico in the case of any taxpayer with QBI for any taxable year from sources within the Commonwealth 

of Puerto Rico, if all of such receipts are taxable under section 1 for such taxable year. This paragraph 

only applies as provided in section 199A(f)(1)(C). 

IRC §199A(f)(1)(C) is the special provision in §199A dealing with trades or businesses in Puerto 

Rico. 

                                                      

56 IRC §461(l)(3) 

57 IRC §461(l)(2) 

58 Proposed Reg. §1.199A-3(b)(1)(v) 
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Wages 

Regardless of whether wages do or do limit a taxpayer’s deduction under the W-2 wages rule, 

expenses for all wages paid (or incurred for an accrual basis taxpayer) must be taken into 

account in computing QBI to the extent all other requirements of §199A are satisfied.59 

Allocation of Items Among Directly-Conducted Trades or Businesses 

In some cases, expenses will be incurred by a taxpayer that must be allocated among various 

trades or businesses the taxpayer conducts.  Generally, the regulations require the taxpayer to 

use a reasonable method on a consistent basis. 

The actual language of the regulation states: 

If an individual or an RPE directly conducts multiple trades or businesses, and has items of QBI 

which are properly attributable to more than one trade or business, the individual or RPE must 

allocate those items among the several trades or businesses to which they are attributable using a 

reasonable method based on all the facts and circumstances. The individual or RPE may use a different 

reasonable method for different items of income, gain, deduction, and loss. The chosen reasonable method 

for each item must be consistently applied from one taxable year to another and must clearly reflect the 

income and expenses of each trade or business. The overall combination of methods must also be 

reasonable based on all facts and circumstances. The books and records maintained for a trade or 

business must be consistent with any allocations under this paragraph. 

Qualified REIT Dividends and Qualified PTP Income 

Added to the deduction computed on QBI is the additional deduction related to qualified REIT 

(real estate investment trusts) dividends and qualified PTP (publicly traded partnership) income. 

Qualified REIT Dividends 

The regulations restate the definition of qualified REIT dividends found in IRC §199A.  The 

regulations state: 

The term qualified REIT dividend means any dividend from a REIT received during the taxable year 

which-- 

(1) is not a capital gain dividend, as defined in section 857(b)(3), and 

(2) is not qualified dividend income, as defined in section 1(h)(11).60 

The regulations add an anti-abuse rule to prevent taxpayers from an abuse the IRS described as 

follows in the preamble to the proposed regulations: 

Pursuant to the regulatory authority conferred under section 199A(f)(4), proposed §1.199A-3(c) 

provides an anti-abuse rule to prevent dividend stripping and similar transactions aimed at capturing 

                                                      

59 Proposed Reg. §1.199A-3(b)(4) 

60 Proposed Reg. §1.199A-3(c)(2)(A) 
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qualified REIT dividends without having economic exposure to the REIT stock for a meaningful 

period of time. The proposed anti-abuse rule incorporates the principles of section 246(c). 

The anti-abuse rule reads as follows: 

A REIT dividend is not a qualified REIT dividend if the stock with respect to which it is received is 

held for fewer than 45 days, taking into account the principles of section 246(c)(3) and (4).61 

The referenced provisions of IRC §246(c)(3) and (4) provide: 

(3) Determination of holding periods 

For purposes of this subsection, in determining the period for which the taxpayer has held any share of 

stock— 

(A) the day of disposition, but not the day of acquisition, shall be taken into account, and 

(B) paragraph (3) of section 122362 shall not apply. 

(4) Holding period reduced for periods where risk of loss diminished 

The holding periods determined for purposes of this subsection shall be appropriately reduced (in the 

manner provided in regulations prescribed by the Secretary) for any period (during such periods) in 

which— 

(A) the taxpayer has an option to sell, is under a contractual obligation to sell, or has made 

(and not closed) a short sale of, substantially identical stock or securities, 

(B) the taxpayer is the grantor of an option to buy substantially identical stock or securities, 

or 

(C) under regulations prescribed by the Secretary, a taxpayer has diminished his risk of loss 

by holding 1 or more other positions with respect to substantially similar or related property. 

The preceding sentence shall not apply in the case of any qualified covered call (as defined in section 

1092(c)(4) but without regard to the requirement that gain or loss with respect to the option not be 

ordinary income or loss), other than a qualified covered call option to which section 1092(f) applies. 

The anti-abuse is effective for tax years ending after December 22, 2017.63 

                                                      

61 Proposed Reg. §1.199A-3(c)(2)(B) 

62 This references the “tacking on” of holding periods if the wash sales provisions of IRC §1091 

are triggered.  The holding period for the securities for which the loss was disallowed will not be 

counted for these purposes. 

63 Proposed Reg. §1.199A-3(d)(1)(i) 
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Qualified PTP Income 

As with REITs, the regulations first reference the general rule found in §199A.  The regulation 

defines qualified PTP income as: 

The term qualified PTP income means the sum of-- 

(A) the net amount of such taxpayer’s allocable share of income, gain, deduction, and loss 

from a PTP as defined in section 7704(b) that is not taxed as a corporation under section 

7704(a), plus 

(B) any gain or loss attributable to assets of the PTP giving rise to ordinary income under 

section 751(a) or (b) that is considered attributable to the trades or businesses conducted by 

the partnership.64 

The preamble to the proposed regulations notes that, just as the special reference to §751(a) or 

(b) raised questions for non-publicly traded partnerships and §199A, commentators also worried 

about whether that addition suggested that other rules applicable to partnership QBI didn’t 

apply to PTPs. 

The IRS addressed this issue in the preamble to the proposed regulations: 

One commenter questioned whether section 751 income recognized upon the sale of an interest in a PTP 

must meet the standards for QBI (such as the requirement that the income be effectively connected with 

a U.S. trade or business) to qualify as qualified PTP income. Section 199A includes special rules 

exempting qualified PTP income from the W-2 wage and UBIA of qualified property limitations. 

However, these statutory rules do not exempt qualified PTP income from the other QBI requirements. 

Accordingly, proposed §1.199A-3(c)(3)(ii) clarifies that the other rules applicable to the determination 

of QBI apply to the determination of qualified PTP income. 

The provision providing that the standard QBI rules (found at Proposed Reg. §1.199A-3(b)) 

apply to PTP interest in addition to the special provisions state: 

The rules applicable to the determination of QBI described in paragraph (b) of this section also apply to 

the determination of a taxpayer’s allocable share of income, gain, deduction, and loss from a PTP. An 

individual’s allocable share of income from a PTP, and any section 751 gain or loss is qualified PTP 

income only to the extent the items meet the qualifications of section 199A and this section including 

the requirement that the item is included or allowed in determining taxable income for the taxable year, 

and the requirement that the item be effectively connected with the conduct of a trade or business within 

the United States. For example, if an individual owns an interest in a PTP, and for the taxable year 

is allocated a distributive share of net loss which is disallowed under the passive activity rules of section 

469, such loss is not taken into account for purposes of section 199A. Furthermore, each PTP is 

required to determine its qualified PTP income for each trade or business and report that information to 

its owners as described in §1.199A-6(b)(3). 

                                                      

64 Proposed Reg. §1.199A-3(c)(3)(i) 
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Aggregation 

One of the most eagerly awaited portion of the guidance in the proposed regulations related to 

how and to what extent the IRS would allow to aggregate trades or businesses.  Proposed Reg. 

§1.199A-4 provides the aggregation rules for IRC §199A. 

The IRS devotes slightly over two pages in the preamble to the proposed regulations to an 

overview section that explains the IRS’s overall approach to aggregation and, specifically, why 

they did not simply use the §469 grouping regulations for these purposes. 

The IRS begins by noting the general rules for a trade or business: 

The proposed regulations incorporate the rules under section 162 for determining whether a trade or 

business exists for purposes of section 199A. A taxpayer can have more than one trade or business for 

purposes of section 162. See §1.446-1(d)(1). However, in most cases, a trade or business cannot be 

conducted through more than one entity. 

Many advisers would find that last sentence more than slightly discouraging, since often very 

closely related activities of a business are conducted in separate entities for various reasons, 

some of them being tax related but other related to non-tax factors (such as liability). 

But it turns out that Treasury is going to allow aggregation across entities in certain situations.  

The preamble to the proposed regulations begins by discussing the comments asking for the 

ability to use the passive activity grouping rules to aggregate trades or businesses: 

The Treasury Department and the IRS have received comments requesting that the regulations provide 

that taxpayers be permitted to group or “aggregate” trades or businesses under section 199A using the 

grouping rules described in §1.469-4 (grouping rules). Section 1.469-4 sets forth the rules for grouping 

a taxpayer’s trade or business activities and rental activities for purposes of applying the passive activity 

loss and credit limitation rules of section 469. 

But the IRS had significant reservations about going that route, since §469’s terms and goals are 

significantly different from those of §199A: 

Section 469 uses the term “activities” in determining the application of the limitation rules under 

section 469. In contrast, section 199A applies to trades or businesses. By focusing on activity, the 

grouping rules may be both under and over inclusive in determining what activities give rise to a trade or 

business for section 199A purposes. 

Additionally, section 469 is a loss limitation rule used to prevent taxpayers from sheltering passive 

losses with nonpassive income. The section 199A deduction is not based on the level of a taxpayer’s 

involvement in the trade or business (that is, both active and passive owners of a trade or business may 

be entitled to a section 199A deduction if they otherwise satisfy the requirements of section 199A and 

these proposed regulations). Complicating matters further, a taxpayer’s section 469 groupings may 

include specified service trades or businesses, requiring separate rules to segregate the two categories of 

trades or businesses to calculate the section 199A deduction. 

Therefore, the grouping rules under section 469 are not appropriate for determining a trade or business 

for section 199A purposes. Accordingly, the Treasury Department and the IRS are not adopting the 

section 469 grouping rules as the means by which taxpayers can aggregate trades or businesses for 

purposes of applying section 199A. 
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That sounds bad, but the IRS then goes on to agree that some sort of aggregation is appropriate 

(and thus the reason for Proposed Reg. §1.199A-4): 

Although it is not appropriate to apply the grouping rules under section 469 to section 199A, the 

Treasury Department and the IRS agree with practitioners that some amount of aggregation should be 

permitted. It is not uncommon for what are commonly thought of as single trades or businesses to be 

operated across multiple entities. Trades or businesses may be structured this way for various legal, 

economic, or other non-tax reasons. 

The IRS then notes that not allowing aggregation could force businesses to restructure if they 

can—and penalize those who couldn’t for various non-tax reasons: 

The fact that businesses are operated across entities raises the question of whether, in defining trade or 

business for purposes of section 199A, section 162 trades or businesses should be permitted or required 

to be aggregated or disaggregated, and if so, whether such aggregation or disaggregation should occur at 

the entity level or the individual level. Allowing taxpayers to aggregate trades or businesses offers 

taxpayers a means of combining their trades or businesses for purposes of applying the W-2 wage and 

UBIA of qualified property limitations and potentially maximizing the deduction under section 199A. 

If such aggregation is not permitted, taxpayers could be forced to incur costs to restructure solely for tax 

purposes. In addition, business and non-tax law requirements may not permit many taxpayers to 

restructure their operations. Therefore, proposed §1.199A-4 permits the aggregation of separate trades 

or businesses, provided certain requirements are satisfied. 

But doesn’t having multiple combination systems under the IRC lead to unnecessary 

complexity?  The IRS addresses that issue as the preamble to the proposed regulations 

continues: 

The Treasury Department and the IRS are aware that many commenters were concerned with having 

multiple regimes for grouping (that is, under sections 199A, 1411, and 469). Accordingly, comments 

are requested on the aggregation method described in proposed §1.199A-4, including whether this 

would be an appropriate grouping method for purposes of sections 469 and 1411, in addition to section 

199A. 

Notice that the IRS is not suggesting they are open to changing the §199A aggregation rules in 

Proposed Reg. §1.199A-4, but rather want to know if these rules should simply be available for 

§§469 (passive activities) and/or 1411 (net investment income) purposes. 

Scope and Purpose of the Aggregation Regulation 

The aggregation regulation begins with a paragraph outlining the scope and purpose of the 

aggregation regulation: 

An individual or Relevant Passthrough Entity (RPE) may be engaged in more than one trade or 

business. Except as provided in this section, each trade or business is a separate trade or business for 

purposes of applying the limitations described in §1.199A-1(d)(2)(iv). This section sets forth rules to 

allow individuals to aggregate trades or businesses, treating the aggregate as a single trade or business for 

purposes of applying the limitations described in §1.199A-1(d)(2)(iv). Trades or businesses may be 

aggregated only to the extent provided in this section, but aggregation by taxpayers is not required. 

It is important to note that these aggregation rules are explicitly provided as an option to the 

taxpayer—the taxpayer is generally not required to aggregate businesses. 
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General Rule for Aggregation 

The IRS first states general requirements for aggregation.  To aggregate multiple trades or 

businesses (unless otherwise provided), an individual must demonstrate: 

(i) The same person or group of persons, directly or indirectly, owns 50 percent or more of each trade or 

business to be aggregated, meaning in the case of such trades or businesses owned by an S corporation, 

50 percent or more of the issued and outstanding shares of the corporation, or, in the case of such trades 

or businesses owned by a partnership, 50 percent or more of the capital or profits in the partnership; 

(ii) The ownership described in paragraph (b)(1)(i) of this section exists for a majority of the taxable 

year in which the items attributable to each trade or business to be aggregated are included in income; 

(iii) All of the items attributable to each trade or business to be aggregated are reported on returns with 

the same taxable year, not taking into account short taxable years; 

(iv) None of the trades or businesses to be aggregated is a specified service trade or business (SSTB) as 

defined in §1.199A-5; and 

(v) The trades or businesses to be aggregated satisfy at least two of the following factors (based on all of 

the facts and circumstances): 

(A) The trades or businesses provide products and services that are the same or customarily 

offered together. 

(B) The trades or businesses share facilities or share significant centralized business elements, 

such as personnel, accounting, legal, manufacturing, purchasing, human resources, or 

information technology resources. 

(C) The trades or businesses are operated in coordination with, or reliance upon, one or more 

of the businesses in the aggregated group (for example, supply chain interdependencies).65 

For purposes of the ownership test provided at (i) above, a set of family attribution rules are 

provided which should make it easier to meet the 50% test.  Under these rules, an individual is 

considered as owning the interest in each trade or business owned, directly or indirectly, by or 

for-- 

(i) The individual’s spouse (other than a spouse who is legally separated from the individual under a 

decree of divorce or separate maintenance), and 

(ii) The individual’s children, grandchildren, and parents.66 

Operating Rules 

As you may have notice in these regulations, the IRS has adopted the term “operating rules” to 

refer to the general procedural rules to be applied in a particular situation.  That term is used 

again in the aggregation rules. 

                                                      

65 Proposed Reg. §1.199A-4(b)(1) 

66 Proposed Reg. §1.199A-4(b)(3) 
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The IRS starts out with the general right of taxpayers who meet the basic conditions to 

aggregate trades or businesses: 

An individual may aggregate trades or businesses operated directly and the individual’s share of QBI, 

W-2 wages, and UBIA of qualified property from trades or businesses operated through RPEs.67  

Different individuals holding an ownership interest in an RPE do not have to aggregate in the 

same manner. 

Multiple owners of an RPE need not aggregate in the same manner. 68 

A taxpayer is required to aggregate all related items of trade or business included in an 

aggregation group: 

For those trades or businesses directly operated by the individual, the individual computes QBI, W-2 

wages, and UBIA of qualified property for each trade or business before applying these aggregation 

rules. If an individual aggregates multiple trades or businesses under paragraph (b)(1) of this section, 

the individual must combine the QBI, W-2 wages, and UBIA of qualified property for all aggregated 

trades or businesses for purposes of applying the W-2 wage and UBIA of qualified property limitations 

described in §1.199A-1(d)(2)(iv).69 

Reporting and Consistency 

The IRS did borrow one rule from the §469 grouping rules—once businesses are aggregated, a 

consistency requirement is imposed on the taxpayer. 

Once an individual chooses to aggregate two or more trades or businesses, the individual must 

consistently report the aggregated trades or businesses in all subsequent taxable years.70  

Similar to §469 activity grouping rules, the taxpayer can add a new trade or business to an 

aggregation group: 

However, an individual may add a newly created or newly acquired (including through non-recognition 

transfers) trade or business to an existing aggregated trade or business if the requirements of paragraph 

(b)(1) of this section are satisfied.71 

The §199A aggregation rules require that if facts and circumstances change and the general rules 

are no longer satisfied, the aggregation is not allowed to continue to be used.  So, the 

aggregation group must be reviewed annually to determine that the requirements are still met. 

 In a subsequent year, if there is a change in facts and circumstances such that an individual’s prior 

aggregation of trades or businesses no longer qualifies for aggregation under the rules of this section, then 

the trades or businesses will no longer be aggregated within the meaning of this section, and the 

                                                      

67 Proposed Reg. §1.199A-4(b)(2) 

68 Proposed Reg. §1.199A-4(b)(2) 

69 Proposed Reg. §1.199A-4(b)(2) 

70 Proposed Reg. §1.199A-4(c)(1) 

71 Proposed Reg. §1.199A-4(c)(1) 
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individual must reapply the rules in paragraph (b)(1) of this section to determine a new permissible 

aggregation (if any).72 

Required Annual Disclosure of Aggregation 

One major point of departure from the §469 grouping rules, where detailed disclosure is 

required only if activities are added to a grouping, under the §199A grouping rules an annual 

disclosure is required. 

For each taxable year, individuals must attach a statement to their returns identifying each trade or 

business aggregated under paragraph (b)(1) of this section. The statement must contain -- 

(A) A description of each trade or business; 

(B) The name and EIN of each entity in which a trade or business is operated; 

(C) Information identifying any trade or business that was formed, ceased operations, was 

acquired, or was disposed of during the taxable year; and 

(D) Such other information as the Commissioner may require in forms, instructions, or other 

published guidance.73 

A failure to properly disclose an aggregation creates a potentially significant problem—the IRS 

gains the right to disaggregate the businesses if they choose to do so. Note they are not required 

to do so by the language of the regulation—they may do so rather than the IRS will do so.  The 

practical impact of that is taxpayers can expect an agent to propose to disaggregate only if it 

creates an increase in tax due.  The provision reads: 

If an individual fails to attach the statement required in paragraph (c)(2)(i) of this section, the 

Commissioner may disaggregate the individual’s trades or businesses.74 

IRS Examples of Applying the Aggregation Rules 

The IRS provides the following examples of the application of the aggregation rules. 

EXAMPLE 1, PROPOSED REG. §1.199A-4(D) ONE OWNER 

Facts. A wholly owns and operates a catering business and a restaurant through separate 

disregarded entities. The catering business and the restaurant share centralized purchasing 

to obtain volume discounts and a centralized accounting office that performs all of the 

bookkeeping, tracks and issues statements on all of the receivables, and prepares the payroll 

for each business. A maintains a website and print advertising materials that reference both 

the catering business and the restaurant. A uses the restaurant kitchen to prepare food for 

the catering business. The catering business employs its own staff and owns equipment and 

trucks that are not used or associated with the restaurant. 

                                                      

72 Proposed Reg. §1.199A-4(c)(1) 

73 Proposed Reg. §1.199A-4(c)(2)(i) 

74 Proposed Reg. §1.199A-4(c)(2)(ii) 
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Analysis. Because the restaurant and catering business are held in disregarded entities, A 

will be treated as operating each of these businesses directly and thereby satisfies paragraph 

(b)(1)(i) of this section. Under paragraph (b)(1)(v) of this section, A satisfies the following 

factors: (1) paragraph (b)(1)(v)(A) is met as both businesses offer prepared food to 

customers; and (2) paragraph (b)(1)(v)(B) of this section is met because the two businesses 

share the same kitchen facilities in addition to centralized purchasing, marketing, and 

accounting. Having satisfied paragraph (b)(1)(i)-(v) of this section, A may treat the catering 

business and the restaurant as a single trade or business for purposes of applying §199A-

1(d). 

EXAMPLE 2, PROPOSED REG. §1.199A-4(D) PARTNERSHIPS WITH SAME 

PARTNERS AND INTERESTS 

Facts. Assume the same facts as in Example 1, but the catering and restaurant businesses 

are owned in separate partnerships and A, B, C, and D each own a 25% interest in the 

capital and profits of each of the two partnerships. A, B, C, and D are unrelated. 

Analysis. Because under paragraph (b)(1)(i) of this section A, B, C, and D together own 

more than 50% of the capital and profits in each of the two partnerships, they may each 

treat the catering business and the restaurant as a single trade or business for purposes of 

applying §1.199A-1(d). 

EXAMPLE 3, PROPOSED REG. §1.199A-4(D) NO RELATIONSHIP BETWEEN 

BUSINESSES  

Facts. W owns a 75% interest in S1, an S corporation, and a 75% interest in the capital and 

profits of PRS, a partnership. S1 manufactures clothing and PRS is a retail pet food store. W 

manages S1 and PRS. 

Analysis. W owns more than 50% of the stock of S1 and more than 50% of the capital and 

profits of PRS thereby satisfying paragraph (b)(1)(i) of this section. Although W manages 

both S1 and PRS, W is not able to satisfy the requirements of paragraph (b)(1)(v) of this 

section as the two businesses do not provide goods or services that are the same or 

customarily offered together; there are no significant centralized business elements; and no 

facts indicate that the businesses are operated in coordination with, or reliance upon, one 

another. W must treat S1 and PRS as separate trades or businesses for purposes of applying 

§1.199A-1(d). 

EXAMPLE 4, PROPOSED REG. §1.199A-4(D) LEAVING ONE BUSINESS OUT OF 

GROUPING 

Facts. E owns a 60% interest in the capital and profits of each of four partnerships (PRS1, 

PRS2, PRS3, and PRS4). Each partnership operates a hardware store. A team of executives 

oversees the operations of all four of the businesses and controls the policy decisions 

involving the business as a whole. Human resources and accounting are centralized for the 

four businesses. E reports PRS1, PRS3, and PRS4 as an aggregated trade or business under 

paragraph (b)(1) of this section and reports PRS2 as a separate trade or business. Only 

PRS2 generates a net taxable loss. 

Analysis. E owns more than 50% of the capital and profits of each partnership thereby 

satisfying paragraph (b)(1)(i) of this section. Under paragraph (b)(1)(v) of this section, the 
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following factors are satisfied: (1) paragraph (b)(1)(v)(A) of this section because each 

partnership operates a hardware store; and (2) paragraph (b)(1)(v)(B) of this section 

because the businesses share accounting and human resource functions. E’s decision to 

aggregate only PRS1, PRS3, and PRS4 into a single trade or business for purposes of 

applying §1.199A-1(d) is permissible. The loss from PRS2 will be netted against the 

aggregate profits of PRS1, PRS3 and PRS4 pursuant to §1.199A-1(d)(2)(iii). 

EXAMPLE 4, PROPOSED REG. §1.199A-4(D) AGGREGATION BY MINORITY 

INTEREST HOLDER 

Assume the same facts as Example 4, and that F owns a 10% interest in the capital and 

profits of PRS1, PRS2, PRS3, and PRS4. 

Analysis. Because under paragraph (b)(1)(i) of this section E owns more than 50% of the 

capital and profits in the four partnerships, F may aggregate PRS 1, PRS2, PRS3, and PRS4 

as a single trade or business for purposes of applying §1.199A-1(d), provided that F can 

demonstrate that the ownership test is met by E. 

EXAMPLE 6, PROPOSED REG. §1.199A-4(D) ONE BUSINESS OPERATED 

INDEPENDENTLY FROM OTHERS 

Facts. D owns 75% of the stock of S1, S2, and S3, each of which is an S corporation. Each S 

corporation operates a grocery store in a separate state. S1 and S2 share centralized 

purchasing functions to obtain volume discounts and a centralized accounting office that 

performs all of the bookkeeping, tracks and issues statements on all of the receivables, and 

prepares the payroll for each business. S3 is operated independently from the other 

businesses. 

Analysis. D owns more than 50% of the stock of each S corporation thereby satisfying 

paragraph (b)(1)(i) of this section. Under paragraph (b)(1)(v) of this section, the grocery 

stores satisfy paragraph (b)(1)(v)(A) of this section because they are in the same trade or 

business. Only S1 and S2 satisfy paragraph (b)(1)(v)(B) of this section because of their 

centralized purchasing and accounting offices. D is only able to show that the requirements 

of paragraph (b)(1)(v)(B) of this section are satisfied for S1 and S2; therefore, D only may 

aggregate S1 and S2 into a single trade or business for purposes of §1.199A-1(d). D must 

report S3 as a separate trade or business for purposes of applying §1.199A-1(d). 

EXAMPLE 7, PROPOSED REG. §1.199A-4(D) ALL BUSINESSES OPERATE 

INDEPENDENTLY  

Facts. Assume the same facts as Example 6 except each store is independently operated and 

S1 and S2 do not have centralized purchasing or accounting functions. 

Analysis. Although the stores provide the same products and services within the meaning of 

paragraph (b)(1)(v)(A) of this section, D cannot show that another factor under paragraph 

(b)(1)(v) of this section is present. Therefore, D must report S1, S2, and S3 as separate 

trades or businesses for purposes of applying §1.199A-1(d). 
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EXAMPLE 8, PROPOSED REG. §1.199A-4(D) S CORPORATION AND 

PARTNERSHIPS 

Facts. G owns 80% of the stock in S1, an S corporation and 80% of the capital and profits in 

LLC1 and LLC2, each of which is a partnership for Federal tax purposes. LLC1 

manufactures and supplies all of the widgets sold by LLC2. LLC2 operates a retail store that 

sells LLC1’s widgets. S1 owns the real property leased to LLC1 and LLC2 for use by the 

factory and retail store. The entities share common advertising and management. 

Analysis. G owns more than 50% of the stock of S1 and more than 50% of the capital and 

profits in LLC1 and LLC2 thus satisfying paragraph (b)(1)(i) of this section. LLC1, LLC2, 

and S1 share significant centralized business elements and are operated in coordination 

with, or in reliance upon, one or more of the businesses in the aggregated group. G can treat 

the business operations of LLC1 and LLC2 as a single trade or business for purposes of 

applying §1.199A-1(d). S1 is eligible to be included in the aggregated group because it 

leases property to a trade or business within the aggregated trade or business as described 

in §1.199A-1(b)(13) and meets the requirements of paragraph (b)(1) of this section. 

EXAMPLE 9, PROPOSED REG. §1.199A-4(D) FAMILY ATTRIBUTION 

Facts. Same facts as Example 8, except G owns 80% of the stock in S1 and 20% of the 

capital and profits in each of LLC1 and LLC2. B, G’s son, owns a majority interest in LLC2, 

and M, G’s mother, owns a majority interest in LLC1. B does not own an interest in S1 or 

LLC1, and M does not own an interest in S1 or LLC2. 

Analysis. Under the rules in paragraph (b)(3) of this section, B and M’s interest in LLC2 

and LLC1, respectively, are attributable to G and G is treated as owning a majority interest 

in LLC2 and LLC; G thus satisfies paragraph (b)(1)(i) of this section. G may aggregate his 

interests in LLC1, LLC2, and S1 as a single trade or business for purposes of applying 

§1.199A-1(d). Under paragraph (b)(3) of this section, S1 is eligible to be included in the 

aggregated group because it leases property to a trade or business within the aggregated 

trade or business as described in §1.199A-1(b)(13) and meets the requirements of paragraph 

(b)(1) of this section. 

EXAMPLE 10, PROPOSED REG. §1.199A-4(D) MAJORITY AND MINORITY 

PARTNER ATTRIBUTES 

Facts. F owns a 75% interest and G owns a 5% interest in the capital and profits of five 

partnerships (PRS1-PRS5). H owns a 10% interest in the capital and profits of PRS1 and 

PRS2. Each partnership operates a restaurant and each restaurant separately constitutes a 

trade or business for purposes of section 162. G is the executive chef of all of the restaurants 

and as such he creates the menus and orders the food supplies. 

Analysis. F owns more than 50% of capital and profits in the partnerships thereby satisfying 

paragraph (b)(1)(i) of this section. Under paragraph (b)(1)(v) of this section, the restaurants 

satisfy paragraph (b)(1)(v)(A) of this section because they are in the same trade or business, 

and paragraph (b)(1)(v)(B) of this section is satisfied as G is the executive chef of all of the 

restaurants and the businesses share a centralized function for ordering food and supplies. F 

can show the requirements under paragraph (b)(1) of this section are satisfied as to all of 

the restaurants. Because F owns a majority interest in each of the partnerships, G can 
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demonstrate that paragraph (b)(1)(i) of this section is satisfied. G can also aggregate all five 

restaurants into a single trade or business for purposes of applying §1.199A-1(d). H, 

however, only owns an interest in PRS1 and PRS2. Like G, H satisfies paragraph (b)(1)(i) of 

this section because F owns a majority interest. H can, therefore, aggregate PRS1 and PRS2 

into a single trade or business for purposes of applying §1.199A-1(d). 

EXAMPLE 11, PROPOSED REG. §1.199A-4(D) DIFFERING AGGREGATIONS AND 

C CORPORATION 

Facts. H, J, K, and L own interests in PRS1 and PRS2, each a partnership, and S1 and S2, 

each an S corporation. H, J, K and L also own interests in C, an entity taxable as a C 

corporation. H owns 30%, J owns 20%, K owns 5%, L owns 45% of each of the five entities. 

All of the entities satisfy 2 of the 3 factors under paragraph (b)(1)(v) of this section. For 

purposes of section 199A the taxpayers report the following aggregated trades or 

businesses: H aggregates PRS1 and S1 together and aggregates PRS2 and S2 together; J 

aggregates PRS1, S1 and S2 together and reports PRS2 separately; K aggregates PRS1 and 

PRS2 together and aggregates S1 and S2 together; and L aggregates S1, S2, and PRS2 

together and reports PRS1 separately. C cannot be aggregated. 

Analysis. Under paragraph (b)(1)(i) of this section, because H, J, and K together own a 

majority interest in PRS1, PRS2, S1, and S2, H, J, K, and L are permitted to aggregate 

under paragraph (b)(1). Further, the aggregations reported by the taxpayers are permitted, 

but not required for each of H, J, K, and L. C’s income is not eligible for the section 199A 

deduction and it cannot be aggregated for purposes of applying §1.199A-1(d). 

EXAMPLE 12, PROPOSED REG. §1.199A-4(D) TWO OF THREE OPERATIONAL 

FACTOR TEST 

Facts. L owns 60% of the profits and capital interests in PRS1, a partnership, a business that 

sells non-food items to grocery stores. L also owns 55% of the profits and capital interests in 

PRS2, a partnership, which owns and operates a distribution trucking business. The 

predominant portion of PRS2’s business is transporting goods for PRS1. 

Analysis. L is able to meet (b)(1)(i) as the majority owner of PRS1 and PRS2. Under 

paragraph (b)(1)(v) of this section, L is only able to show the operations of PRS1 and PRS2 

are operated in reliance of one another under paragraph (b)(1)(v)(C) of this section. For 

purposes of applying §1.199A-1(d), L must treat PRS1 and PRS2 as separate trades or 

businesses. 

EXAMPLE 13, PROPOSED REG. §1.199A-4(D) LACK OF TRADE OR BUSINESS  

Facts. C owns a majority interest in a sailboat racing team and also owns an interest in 

PRS1 which operates a marina. PRS1 is a trade or business under section 162, but the 

sailboat racing team is not a trade or business within the meaning of section 162. 

Analysis. C has only one trade or business for purposes of section 199A and, therefore, 

cannot aggregate the interest in the racing team with PRS1 under paragraph (b)(1) of this 

section. 
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EXAMPLE 14, PROPOSED REG. §1.199A-4(D) TRUST EQUITY HOLDER  

Facts. Trust wholly owns LLC1, LLC2, and LLC3. LLC1 operates a trucking company that 

delivers lumber and other supplies sold by LLC2. LLC2 operates a lumber yard and supplies 

LLC3 with building materials. LLC3 operates a construction business. LLC1, LLC2, and 

LLC3 have a centralized human resources department, payroll, and accounting department. 

Analysis. Because Trust owns 100% of the interests in LLC1, LLC2, and LLC3, Trust 

satisfies paragraph (b)(1)(i) of this section. Trust can also show that it satisfies paragraph 

(b)(1)(v)(B) of this section as the trades or businesses have a centralized human resources 

department, payroll, and accounting department. Trust also can show is meets paragraph 

(b)(1)(v)(C) of this section as the trades or businesses are operated in coordination, or 

reliance upon, one or more in the aggregated group. Trust can aggregate LLC1, LLC2, and 

LLC3 for purposes of applying §1.199A-1(d). 

***** 

Specified Service Trades or Businesses 

If a taxpayer is involved in a specified service trade or business (SSTB) the benefits of the §199A 

deduction for QBI from that business are first reduced and then eliminated as the taxpayer’s 

taxable income before the §199A deduction exceeds certain annually inflation adjusted levels.  

As the IRS provides in the regulations: 

If a trade or business is an SSTB, no QBI, W-2 wages, or UBIA of qualified property from the 

SSTB may be taken into account by any individual whose taxable income exceeds the phase-in range 

as defined in §1.199A-1(b)(3), even if the item is derived from an activity that is not itself a specified 

service activity. If a trade or business conducted by a relevant passthrough entity (RPE) is an SSTB, 

this limitation applies to any direct or indirect individual owners of the business, regardless of whether 

the owner is passive or participated in any specified service activity. However, the SSTB limitation does 

not apply to individuals with taxable income below the threshold amount as defined in §1.199A-

1(b)(11). A phase-in rule, provided in §1.199A-1(d)(2), applies to individuals with taxable income 

within the phase-in range, allowing them to take into account a certain “applicable percentage” of QBI, 

W-2 wages, and UBIA of qualified property from an SSTB. A direct or indirect owner of a trade or 

business engaged in the performance of a specified service is engaged in the performance of the specified 

service for purposes of section 199A and this section, regardless of whether the owner is passive or 

participated in the specified service activity.75 

Note that the last sentence provides that it is the business, and not the taxpayer looking to claim 

the deduction, that is tested for being involved in an SSTB. 
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Definition of Specified Service Trade or Business 

The IRC lists a set of businesses that are specifically classified as specified service trades or 

businesses.  The regulations provide the following list. 

• Health; 

• Law; 

• Accounting; 

• Actuarial science; 

• Performing arts; 

• Consulting; 

• Athletics; 

• Financial services; 

• Brokerage services; 

• Investing and investment management; 

• Trading; 

• Dealing in securities (as defined in section 475(c)(2)), partnership interests, or commodities 

(as defined in section 475(e)(2)); or 

• Any trade or business where the principal asset of such trade or business is the reputation 

or skill of one or more of its employees or owners.76 

While that list has been known since the law was first passed, taxpayers and their advisers had 

been concerned about how broadly the IRS would interpret the defined services, what level of 

defined services would cause a business to be treated an SSTB and whether non-SSTB services 

could be carved out into a separate trade or business. 

There was also interest in whether any guidance provided here would also apply to other areas 

of the IRC (such as for IRC §1202).  The IRS answered that question in the negative: 

The rules of this paragraph (b)(2) may not be taken into account for purposes of applying any provision 

of law or regulation other than section 199A and the regulations thereunder except to the extent such 

provision expressly refers to section 199A(d) or this section.77 

                                                      

76 Proposed Reg. §1.199A-5(b)(1) 

77 Proposed Reg. §1.199A-5(b)(2)(i) 
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The IRS provides definitions for each of these categories as part of the regulations.  

Health 

The IRS provides a definition of businesses that are deemed in field of health. 

For purposes of section 199A(d)(2) and paragraph (b)(1)(i) of this section only, the performance of 

services in the field of health means the provision of medical services by individuals such as physicians, 

pharmacists, nurses, dentists, veterinarians, physical therapists, psychologists and other similar 

healthcare professionals performing services in their capacity as such who provide medical services directly 

to a patient (service recipient).78 

The goes on to also provide a specific list of what might be viewed as health related businesses 

that will not be treated as health SSTBs: 

The performance of services in the field of health does not include the provision of services not directly 

related to a medical services field, even though the services provided may purportedly relate to the health 

of the service recipient. For example, the performance of services in the field of health does not include 

the operation of health clubs or health spas that provide physical exercise or conditioning to their 

customers, payment processing, or the research, testing, and manufacture and/or sales of 

pharmaceuticals or medical devices.79 

Law 

As with health, the IRS first presents a definition of businesses that would be considered law 

SSTBs: 

For purposes of section 199A(d)(2) and paragraph (b)(1)(ii) of this section only, the performance of 

services in the field of law means the performance of services by individuals such as lawyers, paralegals, 

legal arbitrators, mediators, and similar professionals performing services in their capacity as such.80 

As well, a list of the types of law related business that would not be considered law SSTBs is 

also presented in the regulations: 

The performance of services in the field of law does not include the provision of services that do not 

require skills unique to the field of law, for example, the provision of services in the field of law does not 

include the provision of services by printers, delivery services, or stenography services.81 

                                                      

78 Proposed Reg. §1.199A-5(b)(2)(ii) 

79 Proposed Reg. §1.199A-5(b)(2)(ii) 

80 Proposed Reg. §1.199A-5(b)(2)(iii) 

81 Proposed Reg. §1.199A-5(b)(2)(iii) 
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Accounting 

A definition near and dear to many of those reading this document will be the definition of 

accounting.  In this case the IRS only provides a list of included businesses, but did not provide 

a list of services that would not constitute accounting: 

For purposes of section 199A(d)(2) and paragraph (b)(1)(iii) of this section only, the performance of 

services in the field of accounting means the provision of services by individuals such as accountants, 

enrolled agents, return preparers, financial auditors, and similar professionals performing services in 

their capacity as such.82 

Actuarial Science 

As with accountants, actuarial science is provided only with a definition of what is included in 

this category of SSTBs. 

For purposes of section 199A(d)(2) and paragraph (b)(1)(iv) of this section only, the performance of 

services in the field of actuarial science means the provision of services by individuals such as actuaries 

and similar professionals performing services in their capacity as such.83 

Performing Arts 

The IRS returns to providing a list of services that would make a business an SSTB and those 

that will not when it discusses performing arts.  Performing arts is defined in the regulations in 

this fashion: 

For purposes of section 199A(d)(2) and paragraph (b)(1)(v) of this section only, the performance of 

services in the field of the performing arts means the performance of services by individuals who 

participate in the creation of performing arts, such as actors, singers, musicians, entertainers, directors, 

and similar professionals performing services in their capacity as such.84  

The activities that are not considered performing arts are discussed in the portion of the 

regulation provided below: 

The performance of services in the field of performing arts does not include the provision of services that 

do not require skills unique to the creation of performing arts, such as the maintenance and operation of 

equipment or facilities for use in the performing arts. Similarly, the performance of services in the field of 

the performing arts does not include the provision of services by persons who broadcast or otherwise 

disseminate video or audio of performing arts to the public.85 

EXAMPLE 1, PROPOSED REG. §1.199A-5(B)(3) SINGER 

A, a singer, records a song. A is paid a mechanical royalty when the song is licensed or 

streamed. A is also paid a performance royalty when the recorded song is played publicly. A 

                                                      

82 Proposed Reg. §1.199A-5(b)(2)(iv) 

83 Proposed Reg. §1.199A-5(b)(2)(v) 

84 Proposed Reg. §1.199A-5(b)(2)(vi) 

85 Proposed Reg. §1.199A-5(b)(2)(vi) 
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is engaged in the performance of services in an SSTB in the field of performing arts within 

the meaning of paragraphs (b)(1)(v) and (b)(2)(vi) of this section. The royalties that A 

receives for the song are not eligible for a deduction under section 199A. 

****** 

Consulting 

In the 1980s, with the creation of personal service corporation rules, the IRS was first tasked 

with trying to define consulting.  It generated the longest definition of what is and is not a 

tainted activity of all of the PSC activities.  

For §199A it also ends up generating a more than average length definition in the regulations.  

The regulation begins with a discussion of what does represent consulting: 

For purposes of section 199A(d)(2) and paragraph (b)(1)(vi) of this section only, the performance of 

services in the field of consulting means the provision of professional advice and counsel to clients to 

assist the client in achieving goals and solving problems. Consulting includes providing advice and 

counsel regarding advocacy with the intention of influencing decisions made by a government or 

governmental agency and all attempts to influence legislators and other government officials on behalf of 

a client by lobbyists and other similar professionals performing services in their capacity as such.86 

The regulations go on to a much longer discussion of activities that do not constitute consulting 

for purposes of a business being treated as an SSTB: 

The performance of services in the field of consulting does not include the performance of services other 

than advice and counsel, such as sales or economically similar services or the provision of training and 

educational courses. For purposes of the preceding sentence, the determination of whether a person’s 

services are sales or economically similar services will be based on all the facts and circumstances of that 

person’s business. Such facts and circumstances include, for example, the manner in which the taxpayer 

is compensated for the services provided. Performance of services in the field of consulting does not include 

the performance of consulting services embedded in, or ancillary to, the sale of goods or performance of 

services on behalf of a trade or business that is otherwise not an SSTB (such as typical services provided 

by a building contractor) if there is no separate payment for the consulting services.87 

Note that, much like the regulations involving PSCs, in this case a key factor in determining if 

an activity is consulting is whether there is separate compensation paid specifically for the advice 

given, or if the advice given is provided along with the sale of some other product or service. 

EXAMPLE 3, PROPOSED REG. §1.199A-5(B)(3) CONSULTING 

C is in the business of providing services that assist unrelated entities in making their 

personnel structures more efficient. C studies its client's organization and structure and 

compares it to peers in its industry. C then makes recommendations and provides advice to 

its client regarding possible changes in the client's personnel structure, including the use of 
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temporary workers. C is engaged in the performance of services in an SSTB in the field of 

consulting within the meaning of paragraphs (b)(1)(vi) and (b)(2)(vii) of this section. 

EXAMPLE 3, PROPOSED REG. §1.199A-5(B)(3) NOT CONSULTING 

D is in the business of licensing software to customers. D discusses and evaluates the 

customer’s software needs with the customer. The taxpayer advises the customer on the 

particular software products it licenses. D is paid a flat price for the software license. After 

the customer licenses the software, D helps to implement the software. D is engaged in the 

trade or business of licensing software and not engaged in an SSTB in the field of consulting 

within the meaning of paragraphs (b)(1)(vi) and (b)(2)(vii) of this section. 

***** 

Athletics 

The regulations define athletics for the purpose of the §199A deduction with the following 

language: 

For purposes of section 199A(d)(2) and paragraph (b)(1)(vii) of this section only, the performance of 

services in the field of athletics means the performance of services by individuals who participate in 

athletic competition such as athletes, coaches, and team managers in sports such as baseball, basketball, 

football, soccer, hockey, martial arts, boxing, bowling, tennis, golf, skiing, snowboarding, track and 

field, billiards, and racing.88  

The IRS also excludes the following activities  

The performance of services in the field of athletics does not include the provision of services that do not 

require skills unique to athletic competition, such as the maintenance and operation of equipment or 

facilities for use in athletic events. Similarly, the performance of services in the field of athletics does not 

include the provision of services by persons who broadcast or otherwise disseminate video or audio of 

athletic events to the public.89 

EXAMPLE 2, PROPOSED REG. §1.199A-5(B)(3) PROFESSIONAL SPORTS TEAM 

PARTNERSHIP 

B is a partner in Partnership, which solely owns and operates a professional sports team. 

Partnership employs athletes and sells tickets to the public to attend games in which the 

sports team competes. Therefore, Partnership is engaged in the performance of services in 

an SSTB in the field of athletics within the meaning of paragraphs (b)(1)(vii) and (b)(2)(viii) 

of this section. B is a passive owner in Partnership and B does not provide any services with 

respect to Partnership or the sports team. However, because Partnership is engaged in an 
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SSTB in the field of athletics, B’s distributive share of the income, gain, loss, and deduction 

with respect to Partnership is not eligible for a deduction under section 199A. 

***** 

Financial Services 

The regulations define financial services as follows: 

For purposes of section 199A(d)(2) and paragraph (b)(1)(viii) of this section only, the performance of 

services in the field of financial services means the provision of financial services to clients including 

managing wealth, advising clients with respect to finances, developing retirement plans, developing wealth 

transition plans, the provision of advisory and other similar services regarding valuations, mergers, 

acquisitions, dispositions, restructurings (including in title 11 or similar cases), and raising financial 

capital by underwriting, or acting as a client’s agent in the issuance of securities and similar services. 

This includes services provided by financial advisors, investment bankers, wealth planners, and 

retirement advisors and other similar professionals performing services in their capacity as such.90 

What has attracted the most attention in the press were the provisions in the preamble that 

outlined certain types of activities that the IRS does not deem to be financial activities, 

specifically banking: 

Commenters requested guidance as to whether financial services includes banking. These commenters 

noted that section 1202(e)(3)(A) includes the term financial services, but that banking in separately 

listed in section 1202(e)(3)(B) which suggests that banking is not included as part of financial services 

in section 1202(e)(3)(A). The Treasury Department and the IRS agree with such commenters that 

this suggests that financial services should be more narrowly interpreted here. 

EXAMPLE 5, PROPOSED REG. §1.199A-5(B)(3) FINANCIAL SERVICES 

E is in the business of providing services to assist clients with their finances. E will study a 

particular client’s financial situation, including, the client’s present income, savings and 

investments, and anticipated future economic and financial needs. Based on this study, E 

will then assist the client in making decisions and plans regarding the client's financial 

activities. Such financial planning includes the design of a personal budget to assist the 

client in monitoring the client's financial situation, the adoption of investment strategies 

tailored to the client's needs, and other similar services. E is engaged in the performance of 

services in an SSTB in the field of financial services within the meaning of paragraphs 

(b)(1)(viii) and (b)(2)(ix) of this section. 

***** 
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Brokers 

The breadth of the term brokers was an area of concern, looking at whether the IRS would 

apply the term broadly or would restrict it to securities.  The proposed regulations took the 

latter course. 

For purposes of section 199A(d)(2) and paragraph (b)(1)(ix) of this section only, the performance of 

services in the field of brokerage services includes services in which a person arranges transactions 

between a buyer and a seller with respect to securities (as defined in section 475(c)(2)) for a commission 

or fee. This includes services provided by stock brokers and other similar professionals, but does not 

include services provided by real estate agents and brokers, or insurance agents and brokers.91 

EXAMPLE 6, PROPOSED REG. §1.199A-5(B)(3) BROKERAGE SERVICES 

F is in the business of executing transactions for customers involving various types of 

securities or commodities generally traded through organized exchanges or other similar 

networks. Customers place orders with F to trade securities or commodities based on the 

taxpayer's recommendations. F's compensation for its services typically is based on 

completion of the trade orders. F is engaged in an SSTB in the field of brokerage services 

within the meaning of paragraphs (b)(1)(ix) and (b)(2)(x) of this section. 

***** 

Investing and Investment Management 

The IRS defined investment management again with an emphasis on securities: 

For purposes of section 199A(d)(2) and paragraph (b)(1)(x) of this section only, the performance of 

services that consist of investing and investment management refers to a trade or business involving the 

receipt of fees for providing investing, asset management, or investment management services, including 

providing advice with respect to buying and selling investments.92  

However, managing real estate is excluded from the category of investment management. 

The performance of services of investing and investment management does not include directly managing 

real property. 

Trading 

The IRS defines trading activities as follows for SSTB purposes: 

For purposes of section 199A(d)(2) and paragraph (b)(1)(xi) of this section only, the performance of 

services that consist of trading means a trade or business of trading in securities (as defined in section 

475(c)(2)), commodities (as defined in section 475(e)(2)), or partnership interests. Whether a person is 

a trader in securities, commodities, or partnership interests is determined by taking into account all 

relevant facts and circumstances, including the source and type of profit that is associated with engaging 
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in the activity regardless of whether that person trades for the person’s own account, for the account of 

others, or any combination thereof. 93 

However, taxpayers that engage in hedging activities as part of the trade or business of 

manufacturing or farm is not engaged in an SSTB style trading activity. 

A taxpayer, such as a manufacturer or a farmer, who engages in hedging transactions as part of their 

trade or business of manufacturing or farming is not considered to be engaged in the trade or business of 

trading commodities.94 

Dealing in Securities, Commodities and/or Partnership Interests 

The SSTB activity of dealing in securities is defined in the regulations in separate sections for 

securities, commodities and partnership interests. 

Dealing in securities is the first category to be defined: 

For purposes of section 199A(d)(2) and paragraph (b)(1)(xii) of this section only, the performance of 

services that consist of dealing in securities (as defined in section 475(c)(2)) means regularly purchasing 

securities from and selling securities to customers in the ordinary course of a trade or business or 

regularly offering to enter into, assume, offset, assign, or otherwise terminate positions in securities with 

customers in the ordinary course of a trade or business. 95 

The regulations also define activities that will not be treated as dealing in securities: 

For purposes of the preceding sentence, however, a taxpayer that regularly originates loans in the 

ordinary course of a trade or business of making loans but engages in no more than negligible sales of 

the loans is not dealing in securities for purposes of section 199A(d)(2) and this section. See §1.475(c)-

1(c)(2) and (4) for the definition of negligible sales.96 

The IRS next defines what constitutes dealing in commodities for SSTB purposes: 

For purposes of section 199A(d)(2) and paragraph (b)(1)(xii) of this section only, the performance of 

services that consist of dealing in commodities (as defined in section 475(e)(2)) means regularly 

purchasing commodities from and selling commodities to customers in the ordinary course of a trade or 

business or regularly offering to enter into, assume, offset, assign, or otherwise terminate positions in 

commodities with customers in the ordinary course of a trade or business.97 

Finally, the regulations define what constitutes dealing in partnership interests: 

For purposes of section 199A(d)(2) and paragraph (b)(1)(xii) of this section only, the performance of 

services that consist of dealing in partnership interests means regularly purchasing partnership interests 

from and selling partnership interests to customers in the ordinary course of a trade or business or 
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94 Proposed Reg. §1.199A-5(b)(2)(xii) 
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97 Proposed Reg. §1.199A-5(b)(xiii)(B) 



64 Current Federal Tax Developments 

http://www.currentfederaltaxdevelopments.com  

regularly offering to enter into, assume, offset, assign, or otherwise terminate positions in partnership 

interests with customers in the ordinary course of a trade or business.98 

Reputation or Skill Businesses 

Many advisers were worried that the provision that treated a business where the principal asset 

of such trade or business is the reputation or skill of one or more employees or owners would 

ensnare a large number of small businesses.  These advisers worried that the reputation and skill 

of the owner is almost always a significant asset of any successful small business. 

However, others countered that Congress did not say that the reputation or skill was a significant 

asset, but rather that it was the principal asset.  As well, while there was little case law regarding 

the similar provision in IRC §1202, what did exist suggested this provision was not intended to 

be read broadly. 

The IRS discussed the one case where this issue had been discussed, albeit in dicta, by the Tax 

Court in the preamble to the proposed regulations. 

Guidance on the meaning of the “reputation or skill” clause in section 1202(e)(3)(A) is limited to 

dicta in one case. In John P. Owen v. Commissioner, T.C. Memo 2012-21, the Tax Court examined 

whether Mr. Owen, whose business was insurance, was entitled to benefits under section 1202 with 

respect to the sale of his interest in a corporation conducting such business. Under the facts described in 

the case, the corporation had extensive training programs and sales structures, but primarily relied on 

the services of independent contractors (including Mr. Owen) in conducting its business. Although the 

Tax Court acknowledged that the business’ success was due to Mr. Owen’s efforts, it found that the 

principal asset of the company in question was the training program and sales structure of the business 

rather than Mr. Owen’s services. 

The IRS concluded later in the preamble that there should not be a broad definition of 

reputation and skill: 

Congress enacted section 199A to provide a deduction from taxable income to trades or businesses 

conducted by sole proprietorships and passthrough entities that do not benefit from the income tax rate 

reduction afforded to C corporations under the TCJA. The Treasury Department and the IRS are 

concerned that a broad definition of the “reputation or skill” phrase that relied on a balance sheet test 

or numerical ratios would have several consequences inconsistent with the intent of section 199A. 

Testing businesses based on metrics, some of them subjective, that change over time could result in 

inappropriate year-over-year tax consequences and lead to distorted decision-making. As the 

commenters noted, such mechanical tests pose administrative difficulties and fail to provide taxpayers 

with needed certainty regarding the tax law necessary for conducting their business affairs. Most 

significantly, such mechanical rules might prevent trades or businesses that Congress intended to be 

eligible for the section 199A deduction from claiming the section 199A deduction. 

Thus, the preamble concludes with the IRS instead giving the reasons why the agency has 

drafted a very narrow definition of this term: 

In sum, the Treasury Department and the IRS believe that the “reputation or skill” clause as used in 

section 199A was intended to describe a narrow set of trades or businesses, not otherwise covered by the 
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enumerated specified services, in which income is received based directly on the skill and/or reputation of 

employees or owners. Additionally, the Treasury Department and the IRS believe that “reputation or 

skill” must be interpreted in a manner that is both objective and administrable. Thus, proposed 

§1.199A-5(b)(2)(xiv) limits the meaning of the “reputation or skill” clause to fact patterns in which 

the individual or RPE is engaged in the trade or business of: (1) receiving income for endorsing products 

or services, including an individual’s distributive share of income or distributions from an RPE for 

which the individual provides endorsement services; (2) licensing or receiving income for the use of an 

individual’s image, likeness, name, signature, voice, trademark, or any other symbols associated with 

the individual’s identity, including an individual’s distributive share of income or distributions from an 

RPE to which an individual contributes the rights to use the individual’s image; or (3) receiving 

appearance fees or income (including fees or income to reality performers performing as themselves on 

television, social media, or other forums, radio, television, and other media hosts, and video game 

players). Proposed §1.199A-5(b)(4) contains two examples illustrating the application of this 

definition.  

The formal definition found in the regulations reads as follows: 

For purposes of section 199A(d)(2) and paragraph (b)(1)(xiii) of this section only, the term any trade 

or business where the principal asset of such trade or business is the reputation or skill of one or more of 

its employees or owners means any trade or business that consists of any of the following (or any 

combination thereof): 

(A) A trade or business in which a person receives fees, compensation, or other income for 

endorsing products or services, 

(B) A trade or business in which a person licenses or receives fees, compensation or other 

income for the use of an individual’s image, likeness, name, signature, voice, trademark, or 

any other symbols associated with the individual’s identity, 

(C) Receiving fees, compensation, or other income for appearing at an event or on radio, 

television, or another media format. 

For purposes of those tests, fees, compensation or other income: 

…includes the receipt of a partnership interest and the corresponding distributive share of income, 

deduction, gain or loss from the partnership, or the receipt of stock of an S corporation and the 

corresponding income, deduction, gain or loss from the S corporation stock. 

EXAMPLE 7, PROPOSED REG. §1.199A-5(B)(3) NOT REPUTATION AND SKILL 

G owns 100% of Corp, an S corporation, which operates a bicycle sales and repair business. 

Corp has 8 employees, including G. Half of Corp’s net income is generated from sales of 

new and used bicycles and related goods, such as helmets, and bicycle-related equipment. 

The other half of Corp’s net income is generated from bicycle repair services performed by 

G and Corp’s other employees. Corp’s assets consist of inventory, fixtures, bicycle repair 

equipment, and a leasehold on its retail location. Several of the employees and G have 

worked in the bicycle business for many years, and have acquired substantial skill and 

reputation in the field. Customers often consult with the employees on the best bicycle for 

purchase. G is in the business of sales and repairs of bicycles and is not engaged in an SSTB 

within the meaning of paragraphs (b)(1)(xiii) and (b)(2)(xiv) of this section. 
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EXAMPLE 8, PROPOSED REG. §1.199A-5(B)(3) REPUTATION AND SKILL 

H is a well-known chef and the sole owner of multiple restaurants each of which is owned in 

a disregarded entity. Due to H’s skill and reputation as a chef, H receives an endorsement 

fee of $500,000 for the use of H’s name on a line of cooking utensils and cookware. H is in 

the trade or business of being a chef and owning restaurants and such trade or business is 

not an SSTB. However, H is also in the trade or business of receiving endorsement income. 

H’s trade or business consisting of the receipt of the endorsement fee for H’s skill and/or 

reputation is an SSTB within the meaning of paragraphs (b)(1)(xiii) and (b)(2)(xiv) of this 

section. 

EXAMPLE 9, PROPOSED REG. §1.199A-5(B)(3) REPUTATION AND 

SKILL/PARTNERSHIP 

J is a well-known actor. J entered into a partnership with Shoe Company, in which J 

contributed her likeness and the use of her name to the partnership in exchange for a 50% 

interest in the capital and profits of the partnership and a guaranteed payment. J’s trade or 

business consisting of the receipt of the partnership interest and the corresponding 

distributive share with respect to the partnership interest for J’s likeness and the use of her 

name is an SSTB within the meaning of paragraphs (b)(1)(xiii) and (b)(2)(xiv) of this 

section. 

***** 

De Minimis Rule for SSTB Taint 

The IRS provides a pair of de minimis safe harbor tests where the IRS will not treat a business as 

an SSTB if less than a specified percentage of the gross revenue of the business comes from 

services described as being performed by an SSTB. 

The tests are: 

• For a trade or business with gross receipts of $25 million dollars or less for the taxable year, 

a trade or business is not an SSTB if less than 10 percent of the gross receipts of the trade 

or business are attributable to the performance of services listed as being performed by an 

SSTB99; 

• For a trade or business with gross receipts of $25 million dollars or less for the taxable year, 

a trade or business is not an SSTB if less than 5 percent of the gross receipts of the trade or 

business are attributable to the performance of services listed as being performed by an 

SSTB.100 
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The regulation provides that, for purposes of determining if either the 10% or 5% test is met, 

“the performance of any activity incident to the actual performance of services in the field is 

considered the performance of services in that field.”101 

When read in conjunction with the anti-abuse rules, it appears the IRS will want a business with 

a more than minor amount of SSTB style income to, at the very least, carve out the SSTB as a 

separate trade or business, assuming the other requirements to show a separate trade or business 

are met. 

Services Provided to an SSTB Anti-Abuse Rule 

An April 3, 2018 Wall Street Journal article described a technique being touted for planning 

around the SSTB rules called the “crack and pack.”102  The authors interviewed a number of tax 

advisers who described a technique to attempt to separate non-SSTB activities from SSTB 

activities in law firms, accounting firms and other entities that would be classified as SSTBs.  

But the article cautioned “It isn’t clear how the IRS will look at such arrangements or how it will 

determine where profits are made. The agency hasn’t yet issued regulations in this area.” 

The IRS has provided a clarity the promoters of crack and pack will not like. The IRS, as has 

been true in the past, noticed this technique being discussed in major publications and, in 

Proposed Reg. §1.199A-5(c)(2) and (3) the IRS looks to smash most crack and pack 

transactions.  The first of these anti-abuse regulations looks at attempts to create a separate 

business that primarily provides non-SSTB services to the SSTB business. 

The IRS describes how it approached this issue in the preamble to the proposed regulations: 

The Treasury Department and the IRS are aware that some taxpayers have contemplated a strategy to 

separate out parts of what otherwise would be an integrated SSTB, such as the administrative 

functions, in an attempt to qualify those separated parts for the section 199A deduction. Such a 

strategy is inconsistent with the purpose of section 199A. Therefore, in accordance with section 

199A(f)(4), in order to carry out the purposes of section 199A, proposed §1.199A-5(c)(2) provides 

that an SSTB includes any trade or business with 50 percent or more common ownership (directly or 

indirectly) that provides 80 percent or more of its property or services to an SSTB. Additionally, if a 

trade or business has 50 percent or more common ownership with an SSTB, to the extent that the trade 

or business provides property or services to the commonly-owned SSTB, the portion of the property or 

services provided to the SSTB will be treated as an SSTB (meaning the income will be treated as 

income from an SSTB). For example, A, a dentist, owns a dental practice and also owns an office 

building. A rents half the building to the dental practice and half the building to unrelated persons. 

Under proposed §1.199A-5(c)(2), the renting of half of the building to the dental practice will be 

treated as an SSTB. 
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Proposed Reg. §1.199A-5(c)(2)(i) provides: 

(i) In general. An SSTB includes any trade or business that provides 80 percent or more of its property 

or services to an SSTB if there is 50 percent or more common ownership of the trades or businesses. 

The “common ownership” test is defined for this anti-abuse rule as follows: 

(iii) 50 percent or more common ownership. For purposes of paragraphs (c)(2)(i) and (ii) of this section, 

50 percent or more common ownership includes direct or indirect ownership by related parties within the 

meaning of sections 267(b) or 707(b).103 

Tax planning being what it is, the IRS realized that a “hard and fast” 80% rule would simply 

cause taxpayers to structure arrangements where 79.99% of the property or services were 

provided to the SSTB.  The regulations have a second test that will catch the portion provided 

to the SSTB and treat that portion as part of the SSTS: 

(ii) Less than substantially all of property or services provided. If a trade or business provides less than 

80 percent of its property or services to an SSTB within the meaning of this section and there is 50 

percent or more common ownership of the trades or businesses, that portion of the trade or business of 

providing property or services to the 50 percent or more commonly-owned SSTB is treated as a part of 

the SSTB.104 

This rule applies to taxable years ending after December 22, 2017. 

EXAMPLE, PROPOSED REG. §1.199A-5(C)(2)(IV) 

Law Firm is a partnership that provides legal services to clients, owns its own office 

building and employs its own administrative staff. Law Firm divides into three partnerships. 

Partnership 1 performs legal services to clients. Partnership 2 owns the office building and 

rents the entire building to Partnership 1. Partnership 3 employs the administrative staff and 

through a contract with Partnership 1 provides administrative services to Partnership 1 in 

exchange for fees. All three of the partnerships are owned by the same people (the original 

owners of Law Firm). Because there is 50% or more common ownership of each of the three 

partnerships, Partnership 2 provides substantially all of its property to Partnership 1, and 

Partnership 3 provides substantially all of its services to Partnership 1, Partnerships 1, 2, 

and 3 will be treated as one SSTB under paragraph (a)(6) of this section. 

***** 

Incidental to Specified Service Trade or Business Anti-Abuse Rule 

Some of the crack and pack schemes did not depend on selling products and services to the 

SSTB business.  Rather, the plan was to carve out sales to third parties that were not directly 

SSTB services and treat the income from that business as income not from an SSB. 
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The IRS describes how they approached this issue in the preamble to the proposed regulations: 

..[P]roposed §1.199A-5 provides a rule that if a trade or business (that would not otherwise be treated 

as an SSTB) has 50 percent or more common ownership with an SSTB and shared expenses, 

including wages or overhead expenses with the SSTB, it is treated as incidental to an SSTB and, 

therefore, as an SSTB, if the trade or business represents no more than five percent of gross receipts of 

the combined business. 

With the incidental to an SSTB test the IRS seeks to squash that technique as well.  Proposed 

Reg. §1.199A-5(c)(3)(i) states this rule: 

(i) In general. If a trade or business (that would not otherwise be treated as an SSTB) has 50 percent 

or more common ownership with an SSTB, including related parties (within the meaning of sections 

267(b) or 707(b)), and has shared expenses with the SSTB, including shared wage or overhead 

expenses, then such trade or business is treated as incidental to and, therefore, part of the SSTB within 

the meaning of this section if the gross receipts of the trade or business represents no more than 5 percent 

of the total combined gross receipts of the trade or business and the SSTB in a taxable year. 

Note that this will not prevent finding a second trade or business if there is a reasonably 

significant second source of income.  But the test almost dovetails with the earlier de minimis rule 

for being able to ignore SSTB activity—the only difference is a taxpayer friendly one where a 

small entity (less than $25 million in revenue) can ignore the SSTB activity up to 10%, rather 

than 5%, of gross receipts. 

This rule applies to taxable years ending after December 22, 2017. 

EXAMPLE, PROPOSED REG. §1.199A-5(C)(3) 

A, a dermatologist, provides medical services to patients on a regular basis through 

Dermatology LLC, a disregarded entity owned by A. In addition to providing medical 

services, Dermatology LLC also sells skin care products to A’s patients. The same 

employees and office space are used for the medical services and sale of skin care products. 

The gross receipts with respect to the skin care product sales do not exceed 5% of the gross 

receipts of Dermatology LLC. Accordingly, the sale of the skin care products is treated as 

incidental to A’s SSTB of performing services in the field of health (within the meaning of 

paragraph (b)(1)(i) and (b)(2)(ii) of this section) and is treated under paragraph (c)(3) of 

this section as part of such SSTB. 

***** 

Trade or Business of Performing Services as an Employee 

Despite the fact that performing services as an employee is a trade or business for most 

purposes under the IRC, IRC §199A specifically bars treating amounts earned while performing 

services as employee from qualifying for the §199A deduction. 

The regulations note: 

The trade or business of performing services as an employee is not a trade or business for purposes of 

section 199A and the regulations thereunder. Therefore, no items of income, gain, loss, or deduction 

from the trade or business of performing services as an employee constitute QBI within the meaning of 
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section 199A and §1.199A-3. No taxpayer may claim a section 199A deduction for wage income, 

regardless of the amount of taxable income.105 

Definition of an Employee 

The IRS details generally what is meant by the trade or business of performing services as an 

employee at Proposed Reg. §1.199A-5(d)(1) which reads: 

The trade or business of performing services as an employee is not a trade or business for purposes of 

section 199A and the regulations thereunder. Therefore, no items of income, gain, loss, and deduction 

from the trade or business of performing services as an employee constitute QBI within the meaning of 

section 199A and §1.199A-3. Except as provided in paragraph (d)(3) of this section, income from 

the trade or business of performing services as an employee refers to all wages (within the meaning of 

section 3401(a)) and other income earned in a capacity as an employee, including payments described in 

§1.6041-2(a)(1) (other than payments to individuals described in section 3121(d)(3)) and §1.6041-

2(b)(1). 

In the preamble to the proposed regulations, the IRS discusses in more detail the determination 

that a taxpayer is an employee for these purposes, beginning with the common law test. 

An individual is an employee for Federal employment tax purposes if he or she has the status of an 

employee under the usual common law and statutory rules applicable in determining the employer-

employee relationship. Guides for determining employment status are found in §§31.3121(d)-1, 

31.3306(i)-1, and 31.3401(c)-1. As stated in the regulations, generally, the common law relationship 

of employer and employee exists when the person for whom the services are performed has the right to 

direct and control the individual who performs the services, not only as to the result to be accomplished 

by the work but also as to the details and means by which that result is accomplished. That is, an 

employee is subject to the direction and control of the employer not only as to what shall be done but how 

it shall be done. In this connection it is not necessary that the employer actually direct or control the 

manner in which the services are performed; it is sufficient if he or she has the right to do so. 

As well, officers of a corporation are also generally considered employees for these purposes, 

even if the officer does not otherwise meet the definition of being a common law employee.  

The preamble to the proposed regulations continue, noting a limited exception for some 

officers: 

In addition, the regulations and section 3401(c) state, generally, that an officer of a corporation 

(including an S Corporation) is an employee of the corporation. However, an officer of a corporation 

who does not perform any services or performs only minor services in his or her capacity as officer and 

who neither receives nor is entitled to receive, directly or indirectly, any remuneration is not considered to 

be an employee of the corporation. Whether an officer’s services are minor is a question of fact that 

depends on the nature of the services, the frequency and duration of their performance, and the actual 

and potential importance or necessity of the services in relation to the conduct of the corporation’s 

business. See Rev. Rul. 74-390. 
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Employer’s Federal Employee Tax Classification of Employee Immaterial 

The regulations provide that the classification of the person for federal employment tax 

purposes does not control whether or not the services are as an employee: 

For purposes of determining whether wages are earned in a capacity as an employee as provided in 

paragraph (d)(1) of this section, the treatment of an employee by an employer as anything other than an 

employee for Federal employment tax purposes is immaterial. Thus, if a worker should be properly 

classified as an employee, it is of no consequence that the employee is treated as a non-employee by the 

employer for Federal employment tax purposes.106 

Presumption for Former Employees 

Another “planning technique” that was widely discussed immediately after the TCJA was passed 

was to have individuals current treated as employees approach their employers to be reclassified 

as independent contractors to qualify for the 20% subtraction.  Again, the IRS has taken notice 

of this planning to work around the limits Congress placed on the deduction and added another 

anti-abuse rule to the proposed regulations. 

As the IRS points out in the preamble to the final regulations, the IRS isn’t changing the actual 

test for whether someone is or is not employee—but it is establishing a presumption if someone 

previously was an employee and is now treated as a contractor while performing essentially the 

same services for the service recipient. 

This issue is particularly important in the case of individuals who cease being treated as employees of an 

employer, but subsequently provide substantially the same services to the employer (or a related entity) 

but claim to do so in a capacity other than as an employee. However, it would not be appropriate to 

provide that someone who formerly was an employee of an employer is now “less likely” to be respected 

as an independent contractor. Such a rule would not treat similarly-situated taxpayers similarly: two 

individuals who have a similar relationship with a company and each claim to be treated as independent 

contractors would be treated differently depending on any prior employment history with the company. 

Therefore, proposed §1.199A-5(d)(3) does not provide any new or different standards to be properly 

classified as an independent contractor or owner of a business. Instead, proposed §1.199A-5(d)(3) 

contains a presumption that applies in certain situations to ensure that individuals properly substantiate 

their status. 

Specifically, proposed §1.199A-5(d)(3) provides that, solely for purposes of section 199A(d)(1)(B) and 

the regulations thereunder, an individual who was treated as an employee for Federal employment tax 

purposes by the person to whom he or she provided services, and who is subsequently treated as other 

than an employee by such person with regard to the provision of substantially the same services directly 

or indirectly to the person (or a related person), is presumed to be in the trade or business of performing 

services as an employee with regard to such services. 

The preamble to the proposed regulations go on to discuss how an individual would need to 

overcome that presumption. 

This presumption may be rebutted only upon a showing by the individual that, under Federal tax rules, 

regulations, and principles (including common-law employee classification rules), the individual is 

                                                      

106 Proposed Reg. §1.199A-5(d)(2) 
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performing services in a capacity other than as an employee. This presumption applies regardless of 

whether the individual provides services directly or indirectly through an entity or entities. 

The preamble to the proposed regulations also reminds the reader that this test is not relevant 

for other tax purposes, specifically payroll tax matters: 

This presumption is solely for purposes of section 199A and does not otherwise change the employment 

tax classification of the individual. Section 199A is in subtitle A of the Code, and this rule does not 

apply for purposes of any other subtitle, including subtitle C. Accordingly, this rule does not implicate 

section 530(b) of the Revenue Act of 1978.  

The regulation provides: 

Solely for purposes of section 199A(d)(1)(B) and paragraph (d)(1) of this section, an individual that 

was properly treated as an employee for Federal employment tax purposes by the person to which he or 

she provided services and who is subsequently treated as other than an employee by such person with 

regard to the provision of substantially the same services directly or indirectly to the person (or a related 

person), is presumed to be in the trade or business of performing services as an employee with regard to 

such services. This presumption may be rebutted upon a showing by the individual that, under Federal 

tax law, regulations, and principles (including common-law employee classification rules), the individual 

is performing services in a capacity other than as an employee. This presumption applies regardless of 

whether the individual provides services directly or indirectly through an entity or entities. 

This rule applies to taxable years ending after December 22, 2017. 

EXAMPLE 1, PROPOSED REG. §1.199A-5(D)(3)(II) 

A is employed by PRS, a partnership, as a fulltime employee and is treated as such for 

Federal employment tax purposes. A quits his job for PRS and enters into a contract with 

PRS under which A provides substantially the same services that A previously provided to 

PRS in A’s capacity as an employee. Because A was treated as an employee for services he 

provided to PRS, and now is no longer treated as an employee with regard to such services, 

A is presumed (solely for purposes of section 199A(d)(1)(B) and paragraphs (a)(3) and (d) 

of this section) to be in the trade or business of performing services as an employee with 

regard to his services performed for PRS. Unless the presumption is rebutted with a showing 

that, under Federal tax law, regulations, and principles (including the common-law 

employee classification rules), A is not an employee, any amounts paid by PRS to A with 

respect to such services will not be QBI for purposes of section 199A. The presumption 

would apply even if, instead of contracting directly with PRS, A formed a disregarded entity, 

or an S corporation, and the disregarded entity or the S corporation entered into the 

contract with PRS. 

EXAMPLE 2, PROPOSED REG. §1.199A-5(D)(3)(II) 

C is an attorney employed as an associate in a law firm (Law Firm 1) and was treated as 

such for Federal employment tax purposes. C and the other associates in Law Firm 1 have 

taxable income below the threshold amount. Law Firm 1 terminates its employment 

relationship with C and its other associates. C and the other former associates form a new 

partnership, Law Firm 2, which contracts to perform legal services for Law Firm 1. 

Therefore, in form, C is now a partner in Law Firm 2 which earns income from providing 

legal services to Law Firm 1. C continues to provide substantially the same legal services to 
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Law Firm 1 and its clients. Because C was previously treated as an employee for services 

she provided to Law Firm 1, and now is no longer treated as an employee with regard to 

such services, C is presumed (solely for purposes of section 199A(d)(1)(B) and paragraphs 

(a)(3) and (d) of this section) to be in the trade or business of performing services as an 

employee with respect to the services C provides to Law Firm 1 indirectly through Law Firm 

2. Unless the presumption is rebutted with a showing that, under Federal tax law, 

regulations, and principles (including common-law employee classification rules), C’s 

distributive share of Law Firm 2 income (including any guaranteed payments) will not be 

QBI for purposes of section 199A. The results in this example would not change if, instead of 

contracting with Law Firm 1, Law Firm 2 was instead admitted as a partner in Law Firm 1. 

EXAMPLE 3, PROPOSED REG. §1.199A-5(D)(3)(II) 

E is an engineer employed as a senior project engineer in an engineering firm, Engineering 

Firm. Engineering Firm is a partnership and structured such that after 10 years, senior 

project engineers are considered for partner if certain career milestones are met. After 10 

years, E meets those career milestones and is admitted as a partner in Engineering Firm. As 

a partner in Engineering Firm, E shares in the net profits of Engineering Firm, and also 

otherwise satisfies the requirements under Federal tax law, regulations, and principles 

(including common-law employee classification rules) to be respected as a partner. E is 

presumed (solely for purposes of section 199A(d)(1)(B) and paragraphs (a)(3) and (d) of this 

section) to be in the trade or business of performing services as an employee with respect to 

the services E provides to Engineering Firm. However, E is able to rebut the presumption by 

showing that E became a partner in Engineering Firm as a career milestone, shares in the 

overall net profits in Engineering Firm, and otherwise satisfies the requirements under 

Federal tax law, regulations, and principles (including common-law employee classification 

rules) to be respected as a partner. 

***** 

Computation and Reporting Rules for RPEs 

An RPE (S corporations and partnerships) have computation and reporting requirements under 

the proposed regulations.  The regulations provide: 

An RPE must determine and report information attributable to any trades or businesses it is engaged 

in necessary for its owners to determine their section 199A deduction.107 

                                                      

107 Proposed Reg. §1.199A-6(b)(1) 
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RPE Computational Rules 

The computational rules per the regulations are provided below: 

Using the following four rules, an RPE must determine the items necessary for individuals who own 

interests in the RPE to calculate their section 199A deduction under §1.199A-1(c) or (d): 

(i) First, the RPE must determine if it is engaged in one or more trades or businesses. The 

RPE must also determine whether any of its trades or businesses is an SSTB under the rules 

of §1.199A-5. 

(ii) Second, the RPE must apply the rules in §1.199A-3 to determine the QBI for each 

trade or business engaged in directly. 

(iii) Third, the RPE must apply the rules in §1.199A-2 to determine the W-2 wages and 

UBIA of qualified property for each trade or business engaged in directly. 

(iv) Fourth, the RPE must determine whether it has any qualified REIT dividends as 

defined in 1.199A-3(c)(1) earned directly or through another RPE. The RPE must also 

determine the net amount of qualified PTP income as defined in §1.199A-3(c)(2) earned 

directly or indirectly through investments in PTPs.108 

RPE Reporting Rules 

The proposed regulations require the RPE provide information about trade or business directly 

engaged in by the RPE. 

An RPE must separately identify and report on the Schedule K-1 issued to its owners for any trade or 

business engaged in directly by the RPE-- 

(A) Each owner’s allocable share of QBI, W-2 wages, and UBIA of qualified property 

attributable to each such trade or business, and 

(B) Whether any of the trades or businesses described in paragraph (b)(3)(i)(A) of this 

section is an SSTB.109 

As well, the RPE must report the following other items under the regulations: 

An RPE must also report on an attachment to the Schedule K-1, any QBI, W-2 wages, UBIA of 

qualified property, or SSTB determinations, reported to it by any RPE in which the RPE owns a 

direct or indirect interest. The RPE must also report each owner’s allocated share of any qualified 

REIT dividends or qualified PTP income or loss received by the RPE (including through another 

RPE).110 

                                                      

108 Proposed Reg. §1.199A-6(b)(2) 

109 Proposed Reg. §1.199A-6(b)(3)(i) 

110 Proposed Reg. §1.199A-6(b)(3)(ii) 
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Consequences if RPE Fails to Report Information 

The regulations provide the following consequences for failure to report the required 

information to equity holders: 

If an RPE fails to separately identify or report on the Schedule K-1 (or any attachments thereto) issued 

to an owner any items described in paragraph (b)(3)(i) of this section, the owner’s share (and the share 

of any upper-tier indirect owner) of positive QBI, W-2 wages, and UBIA of qualified property 

attributable to trades or businesses engaged in by that RPE will be presumed to be zero.111 

Computation and Reporting Rules for PTPs 

A set of computational and reporting rules also apply to publicly traded partnerships (PTPs). 

Computation Rules for PTPs 

The proposed regulations provide: 

Each PTP must determine its QBI under the rules of §1.199A-3 for each trade or business in which 

the PTP is engaged in directly. The PTP must also determine whether any of the trades or businesses it 

is engaged in directly is an SSTB.112 

Reporting Rules for PTPs 

The proposed regulations provide for the following reporting rules: 

Each PTP is required to separately identify and report the information described in paragraph (c)(1) of 

this section on Schedules K-1 issued to its partners. Each PTP must also determine and report any 

qualified REIT dividends or qualified PTP income or loss received by the PTP including through an 

RPE, a REIT, or another PTP. A PTP is not required to determine or report W-2 wages or the 

UBIA of qualified property attributable to trades or businesses it is engaged in directly.113 

Trust and Estate Issues for §199A 

The proposed regulations provide the following general description of issues related to trusts 

and estates: 

A trust or estate computes its section 199A deduction based on the QBI, W-2 wages, UBIA of 

qualified property, qualified REIT dividends, and qualified PTP income that are allocated to the trust 

or estate. An individual beneficiary of a trust or estate takes into account any QBI, W-2 wages, 

UBIA of qualified property, qualified REIT dividends, and qualified PTP income allocated from a 

trust or estate in calculating the beneficiary’s section 199A deduction, in the same manner as though 

the items had been allocated from an RPE. For purposes of this section and §§1.199A-1 through 

                                                      

111 Proposed Reg. §1.199A-6(b)(3)(iii) 

112 Proposed Reg. §1.199A-6(c)(1) 

113 Proposed Reg. §1.199A-6(c)(2) 
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1.199A-5, a trust or estate is treated as an RPE to the extent it allocates QBI and other items to its 

beneficiaries, and is treated as an individual to the extent it retains the QBI and other items.114 

Grantor Trusts 

Not surprisingly, if a trust is a grantor trust, the §199A items are computed by the grantor just as 

if the grantor directly owned the interest in the RPE and directly conducted any activities.  As 

the regulations note: 

To the extent that the grantor or another person is treated as owning all or part of a trust under 

sections 671 through 679, such person computes its section 199A deduction as if that person directly 

conducted the activities of the trust with respect to the portion of the trust treated as owned by the 

grantor or another person.115  

Non-Grantor Trusts and Estates 

A non-grantor trust and estate has attributes of both a fully taxable entity and a passthrough 

entity.  Thus, the regulations provide for a calculation at the entity level and an allocation among 

trust or estate beneficiaries. 

Calculation at Entity Level 

The proposed regulations provide first that the trust or estate must run the standard QBI 

calculations for items related to IRC §199A. 

A trust or estate must calculate its QBI, W-2 wages, UBIA of qualified property, qualified REIT 

dividends, and qualified PTP income.116 

The items of income and deduction are to be to items of DNI in accordance with the 

Reg. §1.652(b)-3(a) and (b), per the proposed regulations: 

The QBI of a trust or estate must be computed by allocating qualified items of deduction described in 

section 199A(c)(3) in accordance with the classification of those deductions under §1.652(b)-3(a), and 

deductions not directly attributable within the meaning of §1.652(b)-3(b) (other deductions) are 

allocated in a manner consistent with the rules in §1.652(b)-3(b).117 

Reg. §1.652(b)-3(a)-(b) provides the following:  

§ 1.652(b)-3 Allocation of deductions. 

Items of deduction of a trust that enter into the computation of distributable net income are to be 

allocated among the items of income in accordance with the following principles: 

(a) All deductible items directly attributable to one class of income (except dividends excluded 

under section 116) are allocated thereto. For example, repairs to, taxes on, and other 

                                                      

114 Proposed Reg. §1.199A-6(d)(1) 

115 Proposed Reg. §1.199A-6(d)(2) 

116 Proposed Reg. §1.199A-6(d)(3) 

117 Proposed Reg. §1.199A-6(d)(3) 
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expenses directly attributable to the maintenance of rental property or the collection of rental 

income are allocated to rental income. See § 1.642(e)-1 for treatment of depreciation of rental 

property. Similarly, all expenditures directly attributable to a business carried on by a trust 

are allocated to the income from such business. If the deductions directly attributable to a 

particular class of income exceed that income, the excess is applied against other classes of 

income in the manner provided in paragraph (d) of this section. 

(b) The deductions which are not directly attributable to a specific class of income may be 

allocated to any item of income (including capital gains) included in computing distributable 

net income, but a portion must be allocated to nontaxable income (except dividends excluded 

under section 116) pursuant to section 265 and the regulations thereunder. For example, if 

the income of a trust is $30,000 (after direct expenses), consisting equally of $10,000 of 

dividends, tax-exempt interest, and rents, and income commissions amount to $3,000, one-

third ($1,000) of such commissions should be allocated to tax-exempt interest, but the 

balance of $2,000 may be allocated to the rents or dividends in such proportions as the trustee 

may elect. The fact that the governing instrument or applicable local law treats certain items of 

deduction as attributable to corpus or to income not included in distributable net income does 

not affect allocation under this paragraph. For instance, if in the example set forth in this 

paragraph the trust also had capital gains which are allocable to corpus under the terms of the 

trust instrument, no part of the deductions would be allocable thereto since the capital gains 

are excluded from the computation of distributable net income under section 643(a)(3). 

The proposed regulations provide the following guidance regarding the allocation of 

amortization, depletion and amortization: 

Any depletion and depreciation deductions described in section 642(e) and any amortization deductions 

described in section 642(f) that otherwise are properly included in the computation of QBI are included 

in the computation of QBI of the trust or estate, regardless of how those deductions may otherwise be 

allocated between the trust or estate and its beneficiaries for other purposes of the Code.118 

Allocation Among Beneficiaries 

As with other items involved in beneficiary distribution deduction, the items related to the 

§199A deduction are allocated based on the relative portion of DNI.  The regulation provides: 

The QBI (including any amounts that may be less than zero as calculated at the trust or estate level), 

W-2 wages, UBIA of qualified property, qualified REIT dividends, and qualified PTP income of a 

trust or estate are allocated to each beneficiary and to the trust or estate based on the relative proportion 

of the trust’s or estate’s distributable net income (DNI), as defined by section 643(a), for the taxable 

year that is distributed or required to be distributed to the beneficiary or is retained by the trust or 

estate. For this purpose, the trust’s or estate’s DNI is determined with regard to the separate share rule 

of section 663(c), but without regard to section 199A. If the trust or estate has no DNI for the 

taxable year, any QBI, W-2 wages, UBIA of qualified property, qualified REIT dividends, and 

qualified PTP income are allocated entirely to the trust or estate.119 

                                                      

118 Proposed Reg. §1.199A-6(d)(3)(i) 

119 Proposed Reg. §1.199A-6(d)(3)(ii) 
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Threshold Amounts for Trusts and Estates 

As trusts and estates are taxpayers filing with a status other than married filing joint, the 

threshold amount for 2018 is $157,500 and will be adjusted for inflation in future years.120 

The proposed regulations provide that distributions are added back to the trust or estate’s 

taxable income in order to determining whether the income exceeds the threshold amount: 

For purposes of determining whether a trust or estate has taxable income that exceeds the threshold 

amount, the taxable income of a trust or estate is determined before taking into account any distribution 

deduction under sections 651 or 661.121 

Electing Small Business Trusts (ESBTs) 

Electing small business trusts are eligible to claim a §199A deduction on the ESBT income to 

the extent the income passed out qualifies for a §199A deduction.  As is normally true with 

ESBTs, a separate calculation must be made for the ESBT and other portion of the trust.  

The proposed regulations provide: 

An electing small business trust (ESBT) is entitled to the deduction under section 199A. The S 

portion of the ESBT must take into account the QBI and other items from any S corporation owned 

by the ESBT, the grantor portion of the ESBT must take into account the QBI and other items from 

any assets treated as owned by a grantor or another person (owned portion) of a trust under sections 

671 through 679, and the non-S portion of the ESBT must take into account any QBI and other 

items from any other entities or assets owned by the ESBT. See §1.641(c)-1.122 

Multiple Trusts Anti-Abuse Rule 

Another of the planning structures suggested by some advisers when TCJA was passed involved 

using multiple trusts as equity holders to reduce each trust’s income below the threshold 

amount to avoid the SSBT and/or W-2 wages/qualified property reduction or elimination of 

the §199A deduction. 

These anti-abuse rules apply to taxable years ending after December 22, 2017. 

The IRS has provided anti-abuse regulations to attempt to eliminate this sort of planning by 

forcing a combination of all trusts interests into a single.  The regulations provide: 

Trusts formed or funded with a significant purpose of receiving a deduction under section 199A will not 

be respected for purposes of section 199A. See also §1.643(f)-1 of the regulations.123 

                                                      

120 Proposed Reg. §1.199A-6(d)(3)(iii) 

121 Proposed Reg. §1.199A-6(d)(3)(iii) 

122 Proposed Reg. §1.199A-6(d)(3)(iv) 

123 Proposed Reg. §1.199A-6(d)(3)(v) 
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Comprehensive Example of Trust and Estate §199A Calculations 

The IRS provides the following comprehensive calculation of trust and estate §199A amounts. 

EXAMPLE, PROPOSED REG. §1.199A-6(D)(3)(VI)  

COMPUTATION OF DNI AND INCLUSION AND DEDUCTION AMOUNTS 

Trust's distributive share of partnership items. Trust, an irrevocable testamentary complex 

trust, is a 25% partner in PRS, a family partnership that operates a restaurant that 

generates QBI and W-2 wages. In 2018, PRS properly allocates gross income from the 

restaurant of $55,000, and expenses directly allocable to the restaurant of $50,000 

(including W-2 wages of $25,000, miscellaneous expenses of $20,000, and depreciation 

deductions of $5,000) to Trust. These items are properly included in Trust’s DNI. Trust’s 

share of PRS’ unadjusted basis of qualified depreciable property is $125,000. PRS 

distributes $5,000 of cash to Trust in 2018. 

Trust's activities. In addition to its interest in PRS, Trust also operates a family 

bakery conducted through an LLC wholly-owned by the Trust that is treated as a 

disregarded entity. In 2018, the bakery produced $100,000 of gross income and 

$150,000 of expenses directly allocable to operation of the bakery (including W-2 

wages of $50,000, rental expense of $75,000, and miscellaneous expenses of 

$25,000). (The net loss from the bakery operations is not subject to any loss 

disallowance provisions outside of section 199A.) Trust also has zero unadjusted 

basis of qualified depreciable property in the bakery. For purposes of computing its 

section 199A deduction, Trust has properly chosen to aggregate the family 

restaurant conducted through PRS with the bakery conducted directly by Trust 

under §1.199A-4. Trust also owns various investment assets that produce portfolio-

type income consisting of dividends ($25,000), interest ($15,000), and tax-exempt 

interest ($15,000). Accordingly, Trust has the following items which are properly 

included in Trust's DNI:Error! Not a valid link. 

Allocation of deductions under §1.652(b)-3.  

Directly attributable expenses. In computing Trust's DNI for the taxable 

year, the distributive share of expenses of PRS are directly attributable 

under §1.652(b)-3(a) to the distributive share of income of PRS. 

Accordingly, Trust has gross business income of $155,000 (55,000 from 

PRS and 100,000 from the bakery) and direct business expenses of $200,000 

($50,000 from PRS and $150,000 from the bakery). In addition, $1,000 of 

the trustee commissions and $1,000 of state and local taxes are directly 

attributable under §1.652(b)-3(a) to Trust’s business income. Accordingly, 

Trust has excess business deductions of $47,000. Pursuant to its authority 

recognized under §1.652(b)-3(d), Trust allocates the $47,000 excess 

business deductions as follows: $15,000 to the interest income, resulting in 

$0 interest income, $25,000 to the dividends, resulting in $0 dividend 

income, and $7,000 to the tax exempt interest. 

Non-directly attributable expenses. The trustee must allocate the sum of the 

balance of the trustee commissions ($2,000) and state and local taxes 
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($4,000) to Trust’s remaining tax-exempt interest income, resulting in 

$2,000 of tax exempt interest 

SECTION 199A DEDUCTION 

Trust’s W-2 wages and QBI. For the 2018 taxable year, Trust has $75,000 ($25,000 from 

PRS + $50,000 of Trust) of W-2 wages. Trust also has $125,000 of unadjusted basis in 

qualified depreciable property. Trust has negative QBI of ($47,000) ($155,000 gross income 

from aggregated businesses less the sum of $200,000 direct expenses from aggregated 

businesses and $2,000 directly attributable business expenses from Trust under the rules of 

§1.652(b)-3(a)). 

Section 199A deduction computation. 

A's computation. Because the $1,000 Trust distribution to A equals one-half of 

Trust's DNI, A has W-2 wages from Trust of $37,500. A also has W-2 wages of 

$2,500 from a trade or business outside of Trust (computed without regard to A’s 

interest in Trust), which A has properly aggregated under §1.199A-4 with the 

Trust’s trade or businesses (the family’s restaurant and bakery), for a total of 

$40,000 of W-2 wages from the aggregate trade or businesses. A has $100,000 of 

QBI from non-Trust trade or businesses in which A owns an interest. Because the 

$1,000 Trust distribution to A equals one-half of Trust's DNI, A has (negative) QBI 

from Trust of ($23,500). A’s total QBI is determined by combining the $100,000 QBI 

from non-Trust sources with the ($23,500) QBI from Trust for a total of $76,500 of 

QBI. Assume that A’s taxable income exceeds the threshold amount for 2018 by 

$200,000. A's tentative deduction is $15,300 (.20 x $76,500), limited under the W-2 

wage limitation to $20,000 (50% x $40,000 W-2 wages). Accordingly, A's section 

199A deduction for 2018 is $15,300. 

B’s computation. For 2018, B’s taxable income is below the threshold amount so B 

is not subject to the W-2 wage limitation. Because the $500 Trust distribution to B 

equals one-quarter of Trust's DNI, B has a total of ($11,750) of QBI. B also has no 

QBI from non-Trust trades or businesses, so B has a total of ($11,750) of QBI. 

Accordingly, B's section 199A deduction for 2018 is zero. The ($11,750) of QBI is 

carried over to 2019 as a loss from a qualified business in the hands of B pursuant 

to section 199A(c)(2). 

Trust's computation. For 2018, Trust’s taxable income is below the threshold 

amount so it is not subject to the W-2 wage limitation. Because Trust retained 25% 

of Trust's DNI, Trust is allocated 25% of its QBI, which is ($11,750). Trust's section 

199A deduction for 2018 is zero. The ($11,750) of QBI is carried over to 2019 as a 

loss from a qualified business in the hands of Trust pursuant to section 199A(c)(2). 

Treatment of Multiple Trusts Anti-Abuse Rule 

The IRS included with the §199A proposed regulations an additional broader anti-abuse rule 

directed at the use of multiple trusts to obtain various benefits under the TCJA that had been 

proposed by some advisers.   
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One of benefits sought related to the §199A deduction by dividing ownership of a RPE 

between multiple trusts so that each trust had taxable income below the threshold amount.  

Such trusts would be used to hold businesses which had issues with either of the reduction 

calculations for taxpayers with income in excess of the threshold amounts. 

The other most often cited reason to create multiple trusts was to obtain multiple $10,000 

maximum state and local tax deduction amounts under IRC §164(b)(6).  Taxpayers would 

transfer investment or personal real estate into the trusts, often with fractional interests in a 

piece of property distributed among multiple trusts to be able to obtain a deduction for property 

taxes in the trust by also contributing property to each trust that would generate sufficient 

income to use up the $10,000 state and local tax deductions. 

The IRS had a tool to combat the use of multiple trusts that they had never used, since prior to 

TCJA the narrow tax brackets of a trust argued against using them for income tax savings in 

most cases.  But since it was now possible to generate an income tax savings by using multiple 

trusts, the IRS finally issued regulations under IRC §643(f). 

In the preamble to the proposed regulations the IRS explains the justification for issuing this 

regulation. 

To address this and other concerns regarding the abusive use of multiple trusts, proposed §1.643(f)-1 

confirms the applicability of section 643(f). As noted in part II of the Background, section 643(f) 

permits the Secretary to prescribe regulations to prevent taxpayers from establishing multiple non-

grantor trusts or contributing additional capital to multiple existing non-grantor trusts in order to avoid 

Federal income tax. Proposed §1.643(f)-1 provides that, in the case in which two or more trusts have 

substantially the same grantor or grantors and substantially the same primary beneficiary or 

beneficiaries, and a principal purpose for establishing such trusts or contributing additional cash or 

other property to such trusts is the avoidance of Federal income tax, then such trusts will be treated as a 

single trust for Federal income tax purposes. For purposes of applying this rule, spouses are treated as 

only one person and, accordingly, multiple trusts established for a principal purpose of avoiding Federal 

income tax may be treated as a single trust even in cases where separate trusts are established or funded 

independently by each spouse. Proposed §1.643(f)-1 further provides examples to illustrate specific 

situations in which multiple trusts will or will not be treated as a single trust under this rule, including 

a situation where multiple trusts are created with a principal purpose of avoiding the limitations of 

section 199A. The application of proposed §1.643(f)-1, however, is not limited to avoidance of the 

limitations under section 199A and proposed §§1.199A-1 through 1.199A-6. 

The regulation contains the following general rule: 

For purposes of subchapter J of chapter 1 of Title 26 of the United States Code, two or more trusts will 

be aggregated and treated as a single trust if such trusts have substantially the same grantor or grantors 

and substantially the same primary beneficiary or beneficiaries, and if a principal purpose for 

establishing such trusts or for contributing additional cash or other property to such trusts is the 

avoidance of Federal income tax. For purposes of applying this rule, spouses will be treated as one 

person.124 

                                                      

124 Proposed Reg. §1.643(f)-1(a) 
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The regulation continues to define a principal purpose presumption for this rule: 

A principal purpose for establishing or funding a trust will be presumed if it results in a significant 

income tax benefit unless there is a significant non-tax (or non-income tax) purpose that could not have 

been achieved without the creation of these separate trusts. 

EXAMPLE 1, PROPOSED REG. §1.643(F)-1(C) 

A owns and operates a pizzeria and several gas stations. A’s annual income from these 

businesses and other sources exceeds the threshold amount in section 199A(e)(2), and the 

W-2 wages properly allocable to these businesses are not sufficient for A to maximize the 

deduction allowable under section 199A.  

A reads an article in a magazine that suggests that taxpayers can avoid the W-2 wage 

limitation of section 199A by contributing portions of their family businesses to multiple 

identical trusts established for family members. Based on this advice, in 2018, A establishes 

three irrevocable, non-grantor trusts: Trust 1 for the benefit of A’s sister, B, and A’s 

brothers, C and D; Trust 2 for the benefit of A’s second sister, E, and for C and D; and Trust 

3 for the benefit of E.  

Under each trust instrument, the trustee is given discretion to pay any current or 

accumulated income to any one or more of the beneficiaries. The trust agreements otherwise 

have nearly identical terms.  

But for the enactment of section 199A and A’s desire to avoid the W-2 wage limitation of 

that provision, A would not have created or funded such trusts. A names A’s oldest son, F, as 

the trustee for each trust.  

A forms a family limited partnership, and contributes the ownership interests in the pizzeria 

and gas stations to the partnership in exchange for a 50-percent general partner interest and 

a 50-percent limited partner interest. A later contributes to each trust a 15% limited partner 

interest.  

Under the partnership agreement, the trustee does not have any power or discretion to 

manage the partnership or any of its businesses on behalf of the trusts, or to dispose of the 

limited partnership interests without the approval of the general partner.  

Each of the trusts claims the section 199A deduction on its Form 1041 in full based on the 

amount of qualified business income (QBI) allocable to that trust from the limited 

partnership, as if such trust was not subject to the wage limitation in section 199A(b)(2)(B). 

Under these facts, for Federal income tax purposes under this section, Trust 1, Trust 2, and 

Trust 3 would be aggregated and treated as a single trust. 

EXAMPLE 2, PROPOSED REG. §1.643(F)-1(C) SUBSTANTIAL NON-TAX 

DIFFERENCES 

X establishes two irrevocable trusts: one for the benefit of X’s son, G, and the other for X’s 

daughter, H. G is the income beneficiary of the first trust and the trustee is required to apply 

all income currently to G for G’s life. H is the remainder beneficiary of the first trust.  

H is an income beneficiary of the second trust and the trust instrument permits the trustee to 

accumulate or to pay income, in its discretion, to H for H’s education, support, and 
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maintenance. The trustee also may pay income or corpus for G’s medical expenses. H is the 

remainder beneficiary of the second trust and will receive the trust corpus upon G’s death. 

Under these facts, there are significant non-tax differences between the substantive terms of 

the two trusts, so tax avoidance will not be presumed to be a principal purpose for the 

establishment or funding of the separate trusts. Accordingly, in the absence of other facts or 

circumstances that would indicate that a principal purpose for creating the two separate 

trusts was income tax avoidance, the two trusts will not be aggregated and treated as a 

single trust for Federal income tax purposes under this section. 

***** 

Section: 212 

Legal Fees Paid by S Corporation Were Not Trade or Business Expenses 

Citation: Garcia v. Commissioner, TC Summary Op. 2018-38, 8/7/18 

The taxpayers in the case of Garcia v. Commissioner, TC Summary Op. 2018-38, recognized 

that expenses related to litigation that arose from an investment in stock in Randgold & 

Exploration Co., Ltd. (R&E) they had made would only be deductible as IRC §212 expenses.  

They also recognized that a deduction under that provision would be a miscellaneous itemized 

deduction subject to the 2% floor imposed on all such deductions in the year in question and 

not deductible at all in computing their alternative minimum tax liability. 

The taxpayers also were aware that if such expenses were an ordinary and necessary trade or 

business under IRC §162 that was incurred in the trade or business other than that of being an 

employee, the entire amount of the expense would be deductible in computing their adjusted 

gross income.  As well, the entire amount would also reduce their alternative minimum taxable 

income. 

So, they decided they could come up with a strategy to move those expenses from the “bad” 

§212 category to the “good” §162 category.  Their strategy involved creating a new S 

corporation (JGx5 Enterprises).  The S corporation held four rental properties they moved into 

the corporation along with they added one “special” right. 

The Garcias took the following action via a notation in “Special Minutes” for their new S 

corporation per the facts recited in the opinion: 

The other document, captioned “Special Minutes”, states that petitioners “assign their litigation rights 

for any investment made by John and Jamie Garcia to JGX5 Enterprises.” It also states that “the 

business of JGX5 is to make investments, including the funding of litigation costs * * * [i]n exchange 

for * * * a[n] ownership interest in the litigation recovery, if any.” The document further states that 

“this memo is to provide further clarity that Randgold & Exploration litigation funding is being done 

through JGX5 Enterprises and that JGX5 Enterprises will earn a fair return on its investment for 

funding such litigation.” The document states: “RESOLVED, that JGX5 accepts litigation and the 

costs thereof in return for a reasonable assignment of shares necessary to cover the costs of litigation and 

provide for a reasonable recovery.” 

The Garcias had entered into an agreement with a consortium of minority shareholders of R&E 

to fund litigation in South Africa (where R&E was located) to obtain an award of damages from 
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R&E and a third party for corporate fraud.  That agreement provided the Garcias with the right 

to a percentage of any ultimate recovery obtained by the consortium.  Under the agreement, the 

Garcias would from time to time be faced with “capital calls” to send funds to the consortium 

to pay for the legal battle. 

Despite the claim that they had transferred the rights to JGx5, the facts section of the opinion 

noted they did not take action to transfer the stock or, apparently, notify the consortium that 

JGx5 was now a party to the litigation: 

None of the R&E stock was ever actually assigned to JGx5 and, as previously stated, petitioners 

remained the registered owners of the R&E stock at all relevant times. JGx5 never submitted an 

application to intervene in the R&E litigation, and none of the legal documents relating to the R&E 

litigation refers to JGx5. 

Having executed the “Special Minutes” they treated amounts paid for all of 2012 as ordinary 

and necessary business expenses of the S corporation and on their 2012 S corporation return 

they claimed a deduction for legal and professional fees of $76,630 as part of an ordinary 

business loss of the S corporation. 

When the IRS examined their return, they denied the trade or business loss of $76,630 as a 

deduction, rather allowing an itemized deduction of $64,180.    Ultimately this change resulted 

in an additional tax due of over $27,000 for 2012 as well the assessment of an accuracy related 

penalty. 

The only question before the Court was whether these expenses were truly trade or business 

expenses of the S corporation, or rather investment related expenses of the shareholders 

deductible as miscellaneous itemized deductions. 

There were three payments made towards the legal expenses in 2012.  Two of them, made in 

February and June of that year, were not paid from corporate funds, but rather were paid 

directly by the shareholders to the consortium.  The taxpayers claimed, as noted in another 

section of the “Special Minutes”, that these payments were loans to the S corporation. 

The Tax Court did not accept the view that these were truly loans to the S corporation.  As the 

Court noted: 

Neither payment could fairly be characterized as a “transfer into” JGx5 under the terms of the 

“Special Minutes”, and there is no objective evidence of a bona fide expectation of repayment. In any 

event, the February 1, 2012, payment was made nine days before JGx5 was even incorporated. 

As we’ve noted in previous articles, merely calling something a loan doesn’t make it so.  In 

particular, most often the taxpayer has no intent whatsoever of repaying such “loans” which is 

fatal to the position—real lenders expect to be repaid their loans. 

If the S corporation didn’t pay the payment, it can’t deduct it.  But they did make one final 

payment directly out of the S corporation.  However, in this case the Court still noted that, 

despite the corporation making the payment, it still wasn’t really an expense of the corporation: 

We assign little significance to the “Special Minutes” that petitioners signed in 2012, purportedly 

assigning the litigation and costs to JGx5. Transfers between a corporation and its sole shareholders are 

subject to heightened scrutiny, and the labels attached to such transfers mean little if not supported by 

other objective evidence. E.g., Boatner v. Commissioner, T.C. Memo. 1997-379, aff’d without 

published opinion, 164 F.3d 629 (9th Cir. 1998). The record contains no objective evidence to suggest 
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that this paperwork altered in any way petitioners’ relationship to the consortium or their personal 

obligation to the consortium for the legal expenses in question. Indeed, all the evidence shows that the 

consortium continued to invoice petitioners, and not JGx5, for payment of petitioners’ commitment even 

after the year at issue. JGx5 never submitted an application to intervene in the R&E litigation, and 

none of the legal documents relating to the R&E litigation refers to JGx5. 

The Court ultimately decides that none of the deduction is properly a “trade or business” 

deduction of the S corporation’s “litigation funding” business. 

Advisers should expect to be confronted with clients who want to set up structures like the one 

that failed in this case, especially now that the §212 investment related expenses are simply not 

deductible at all following the passage of the Tax Cuts and Jobs Act.  As always, the clients will 

claim that “their buddy’s CPA” said this was fine and the buddy is claiming such expenses on 

his/her return. 

Here’s the hitch—pure and simply it’s not at all fine. The position is, at best, an “audit lottery” 

position where the only way the position “works” is if the IRS never looks at it.  And, frankly, 

we also know that there will be other variants of schemes that also will claim to convert §212 

expenses into trade and business expenses, most of which will be built on similarly shaky 

foundations. 

At the end of the day, simply putting an S corporation shell around expenses not related to a 

true trade or business will not magically transform the expenses from nondeductible §212 

expenses into deductible §162 trade or business expenses.  These expenses have to meet very 

specific criteria to make their way onto the front page of the Form 1120S. 
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