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Section 199A - Where Are We After the 

Issuance of Proposed Regs? 

This discussion is intended to be both theoretical and practical.  

Although IRC §199A is less than a year old its effects on 2018 tax returns are pervasive 

and fast approaching. Practitioners will be required to engage in complex compliance 

calculations (or at least their software will) and taxpayers will be squawking about the increase 

in compliance costs necessitated by this theoretically tax reducing Code section.  

So, What is Section 199A anyway?  

Congress enacted section 199A to provide a deduction to non-corporate taxpayers of up 

to the lesser of (i) 20 percent of the sum of a taxpayer's qualified business income (QBI) from 

each of the taxpayer's qualified trades or businesses, plus 20 percent of aggregate qualified REIT 

dividends and qualified publicly traded partnership income; or (ii) 20% of a Taxpayer’s taxable 

Income in excess of Net Gain.  

The intent was to provide a deduction similar to the effect of the 21% tax rate provided to 

C corporations in the 2017 Tax Act. Did they succeed? When you run the numbers in the 

examples the cash back to taxpayers is impressive.  

§199A is applicable to non-corporate taxpayers - individuals, trusts and estates.  

BEWARE: The 2017 Tax Act reduces the substantial understatement of tax threshold 

for accuracy-related penalty under Sec. 6662 for any return claiming the deduction, from the 

generally applicable lesser of 10% of tax required to be shown on the return or $5,000 before 

the new law, to 5% of tax required to be shown on the return or $5,0002. 

Where is the deduction on Form 1040?  

The §199A deduction is an adjustment to Taxable Income (§63)3 not Adjusted Gross 

Income (“AGI”) (§62)4 – see §63(b)(3). On the IRS 2018 Draft 1040 available at www.IRS.gov 

                                                           
2 IRC §6662(d)(1)(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”. 
3 IRC §63(a). In general. Except as provided in subsection (b), for purposes of this subtitle, the term “taxable income” means 

gross income minus the deductions allowed by this chapter (other than the standard deduction). 

(b) Individuals who do not itemize their deductions. In the case of an individual who does not elect to itemize his deductions for 

the taxable year, for purposes of this subtitle, the term “taxable income” means adjusted gross income, minus— 

(1) the standard deduction, 

(2) the deduction for personal exemptions provided in section 151, and 

(3) the deduction provided in section 199A. 
4 IRC §62(a). General rule. For purposes of this subtitle, the term “adjusted gross income” means, in the case of an individual, 

gross income minus the following deductions: 

(1) Trade and business deductions. The deductions allowed by this chapter (other than by part VII of this subchapter) which are 

attributable to a trade or business carried on by the taxpayer, if such trade or business does not consist of the performance of 

services by the taxpayer as an employee. 
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the qualified business income deduction appears on line 9 after the itemized deduction line and 

just prior to taxable income.  The placement of the §199A deduction is interesting since 

technically, trade and business deductions for most other purposes are taken prior to arriving at 

AGI. Looking at IRC §62 we see many trade or business related expenses available for 

deductions. IRC §199A is primarily a trade or business related deduction or better described an 

artificially enhanced or added trade or business deduction.  

So why an adjustment to taxable income?  

Why? The best answer is probably that “deductions are a matter of legislative grace5” 

and we are lucky to have them when granted. Our job as practitioners is to assist our clients with 

an efficient to optimal use of the deduction within the provisions of the statute and related 

guidance. 

Looking at the draft Form 1040 for 2018 shown below, we would not want to put the 

deduction in itemized deductions because the Tax act increased the Standard Deduction to an 

amount at which most taxpayers will not be able to itemize. Single and MFS are at $12,000 and 

MFJ is at $24,000. Remember this increase in the Standard Deduction is coupled with the 

elimination of a number of Miscellaneous Itemized Deductions. If Congress put the QBI 

deduction there it would have facilitated further tax shenanigans played with itemized 

deductions. That could not work. The tax writers needed a single line item and did not want an 

above the line deduction. Further, the §199 A deduction is really an artificial deduction that does 

not relate to any actual expense of the taxpayer in generating Trade or Business income. Looking 

at Form 1040, that leaves only room before or after itemized deductions. Congress chose after 

itemized deductions as the optimal location.  

 

                                                           
5 White v. United States, 305 U.S. 281 at 292. (1938). “. . . every deduction from gross income is allowed as a matter of 

legislative grace, and "only as there is clear provision therefor can any particular deduction be allowed. . .. A taxpayer seeking a 

deduction must be able to point to an applicable statute and show that he comes within its terms." New Colonial Ice Co. v. 

Helvering, 292 U. S. 435, 292 U. S. 440. 
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Look at Line 9 on Page 2 of Form 1040.  
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The Basics of §199A - Understanding the Threshold 

One of the keys to correctly understanding the application of the §199A rules is to become 

intimately familiar with the Threshold.  

What is the Threshold? 

It is the dividing line between the requirement to use (i) the simpler Prop Reg §1.199A-1(c) rules 

where only the calculation of “Combined QBI” + (QREIT+ QPTP (if positive) is required; and 

(ii) the much more complex rules of Prop Reg §1.199A-1(d) which requires the calculation of the 

“QBI Component” through the phase-in range and above the Threshold.  

The Threshold in numerical terms is $315,000 for MFJ and $157,500 for SNHH and MFS.  

The Phase-in is $100,000 for MFJ and $50,000 for SNHH and MFS. 

What does it mean?  

If you are below the threshold the Taxpayer’s Combined QBI + (QREIT+ QPTP (if positive) is 

deductible to the extent of 20% of Taxable Income in excess of Net Gain. It does not matter 

whether the source of the income is from a specified service trade or business as defined in 

§1.199A-5(b) or whether there are wages or property.  

If you are in the Phase-in range, you must calculate the QBI Component and the applicable 

percentage to determine the reduction amount to determine the allowable deduction.  

If you are above the Threshold and Phase-in range, then there are further limitations to the taking 

of the QBI deduction.  

The Basics of §199A – Prop Reg §1.199A-1(c) 

The §199A deduction is determined for individuals, trusts and estates below the 

Threshold.  

The deduction is available for qualifying income is determined by adding (i) 20 percent 

of the combined QBI; and (ii) 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 RPEs6).  

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 deduction7. 

                                                           
6 Prop. Regs. §1.199A-1(b)(9). Relevant passthrough entity (RPE) means 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. 
7 Prop. Regs. §1.199A-1(c). 
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Example: Dave and Debbie file MFJ. Dave has an S corp which generates 150,000 in 

trade or business income. Debbie owns a sole proprietorship Flower shop which nets $70,000. 

Their Net capital gains for the year are $20,000. They have $40,000 in PTP income. They appear 

to be below the $315,000 threshold for MFJ so the §199A deduction is calculated as follows 

combined QBI ($220,000 x 20%) + PTP ($40,000 x 20%) = ($52,000). Total income ($280,000) 

less net capital gain ($20,000) = $240,000. $240,000 x 20% = $48,000. §199A deduction is the 

lesser of the two or $48,000. 

The §199A deduction is determined for individuals, trusts and estates above the 

Threshold8.  

The majority of §199A and the proposed regs are focused on what is known as the “QBI 

Component” and the factors that go into the calculation of the QBI Component. These rules are a 

series of limitations on the ability to take the §199A deduction for taxpayers whose income 

exceeds a Threshold amount ($315,000 MFJ and $157,500 SNHH). 

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. 

The big difference in the two calculations is the requirement to calculate the QBI component. 

From a practical perspective, if you have multiple owners of a business and have owners both 

above and below the threshold and even in the phase-out range, you will have to make separate 

calculations.  

Let’s look at Example 4 of the Prop. Reg. §1.199A-1(d)(4).  

(Note that in this example there are no SSTB or Phase in issues) 

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 ($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 

                                                           
8 Prop. Regs. §1.199A-1(d). 
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($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. 

 
QBI Ownership by 

F  

(F is not an 

Employee) 

F Share of QBI 

Trade or Business 
   

Z, Inc. an S corp  $     6,000,000.00  50%  $     3,000,000.00      

Wages paid by Z  $     2,000,000.00  
 

 $     1,000,000.00  

UBIA  $         200,000.00  
  

    

F's Income/loss 
   

Total Taxable Income  $     1,880,000.00  
  

PTP Loss  $        (10,000.00) 
  

    

F's QBI  $         600,000.00  
  

    

Wage limitation (50%)  $         500,000.00  
  

UBIA   $             2,500.00  
  

    

25% of wages +2.5% of UBIA  $         252,500.00  
  

    

Greater of  $         500,000.00  
  

    

QBI Component is   $         500,000.00  
  

    

Section 199A deduction is  
   

Lesser of QBI Component  
   

or 20% of Taxable income in excess 

of capital gain 

 $         376,000.00  
  

 

Nomenclature 
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In order to understand §199A you need to learn an entirely new nomenclature which can be 

found in Proposed Regs §1.199A-1(b).  

Proposed Regs §1.199A-1(b). Definitions. For purposes of §199A and §§1.199A-1 

through 1.199A-6, the following definitions apply: 

 (1) Aggregated trade or business means two or more trades or businesses that have been 

aggregated pursuant to §1.199A-4. 

 (2) Applicable percentage means, with respect to any taxable year,100 percent reduced (not 

below zero) by the percentage equal to the ratio that the taxable income of the individual for the 

taxable year in excess of the threshold amount, bears to $50,000 (or $100,000 in the case of a 

joint return). 

 (3) Phase-in range means a range of taxable income, the lower limit of which is the threshold 

amount, and the upper limit of which is the threshold amount plus $50,000 (or $100,000 in the 

case of a joint return). 

 (4) Qualified business income (QBI) means 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). 

 (5) QBI component means the amount determined under Prop. Regs. §1.199A-1 (d)(2)9. 

                                                           
9 Prop. Regs. §1.199A-1(d)(2). QBI component. An individual with taxable income for the taxable year that exceeds the 

threshold amount determines the QBI component using the following computational rules, which are to be applied in the order 

they appear. 

(i) 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. 

(ii) Aggregated trade or business. If an individual chooses to aggregate trades or businesses under the rules of §1.199A-4, the 

individual must combine the QBI, W-2 wages, and UBIA of qualified property of each trade or business within an aggregated 

trade or business prior to applying the W-2 wages and UBIA of qualified property limitations described in paragraph (d)(2)(iv) of 

this section. 

 (iii) Netting and Carryover— 

 (A) Netting. 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. 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. 

 (B) Carryover of negative total QBI 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. 

 (iv) QBI component calculation— 

 (A) General rule. Except as provided in paragraph (d)(iv)(B) of this section, the QBI component is the sum of the amounts 

determined under this paragraph (d)(2)(iv)(A) for each trade or business. For each trade or business (including trades or 

businesses operated through RPEs) the individual must determine the lesser of— 
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 (6) Qualified PTP income is defined in §1.199A-3(c)(3). 

 (7) Qualified REIT dividends are defined in §1.199A-3(c)(2). 

 (8) Reduction amount means, with respect to any taxable year, the excess amount multiplied 

by the ratio that the taxable income of the individual for the taxable year in excess of the 

threshold amount, bears to $50,000 (or $100,000 in the case of a joint return). For purposes of 

this Prop Reg. §1.199A-1(b)(8), the excess amount is 20 percent of QBI over the greater of 50 

percent of W-2 wages or the sum of 25 percent of W-2 wages plus 2.5 percent of the UBIA of 

qualified property. 

 (9) Relevant passthrough entity (RPE) means 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. 

 (10) Specified service trade or business (SSTB) means a specified service trade or business as 

defined in §1.199A-5(b). 

 (11) Threshold amount means, for any taxable year beginning before 2019, $157,500 (or 

$315,000 in the case of a taxpayer filing a joint return). In the case of any taxable year beginning 

after 2018, the threshold amount is the dollar amount in the preceding sentence increased by an 

amount equal to such dollar amount, multiplied by the cost-of-living adjustment determined 

under section 1(f)(3) of the Code for the calendar year in which the taxable year begins, 

determined by substituting “calendar year 2017] for “calendar year 2016] in section 

1(f)(3)(A)(ii). The amount of any increase under the preceding sentence is rounded as provided 

in section 1(f)(7) of the Code. 

                                                           
 (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 

 (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. 

 (B) Taxpayers with taxable income within phase-in range. If the individual's taxable income is within the phase-in range and the 

amount determined under paragraph (d)(2)(iv)(A)(2) of this section for a trade or business is less than the amount determined 

under paragraph (d)(2)(iv)(A)(1) of this section for that trade or business, the amount determined under paragraph (d)(2)(iv)(A) 

of this section for such trade or business is modified. Instead of the amount determined under paragraph (d)(2)(iv)(A)(2) of this 

section, the QBI component for the trade or business is the amount determined under paragraph (d)(2)(iv)(A)(1) of this section 

reduced by the reduction amount as defined in paragraph (b)(8) of this section. This reduction amount does not apply if the 

amount determined in paragraph (d)(2)(iv)(A)(2) of this section is greater than the amount determined under paragraph 

(d)(2)(iv)(A)(1) of this section (in which circumstance the QBI component for the trade or business will be the unreduced amount 

determined in paragraph (d)(2)(iv)(A)(1) of this section). 

 (3) Negative combined qualified REIT dividends/qualified PTP income. 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. 
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 (12) Total QBI amount means the net total QBI from all trades or businesses (including the 

individual's share of QBI from trades or business conducted by RPEs). 

 (13) 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)). 

 (14) Unadjusted basis immediately after acquisition of qualified property (UBIA of 

qualified property) is defined in §1.199A-2(c). 

 (15) W-2 wages means a trade or business's W-2 wages properly allocable to QBI as defined in 

§1.199A-2(b). 

 The Basics of §199A – Just What is Qualified Business Income?  

IRC §199A(c) provides that, Qualified Business Income10 (“QBI”) means, for any 

taxable year, the net amount of qualified items of income, gain, deduction, and loss with respect 

to any qualified trade or business of the taxpayer. QBI must be “effectively connected” with a 

US trade or business11.  

The Term QBI does not include any qualified REIT dividends, qualified cooperative 

dividends, or qualified publicly traded partnership income. These other items are brought in to 

the QBI calculation separately by statute and are added to the final calculation. 

 

 

 

                                                           
10 Qualified business income (QBI) means 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). Prop. Regs. §1.199A-1(b)(4). Other items of QBI are found 

in §1.199A-2(b). (i) Section 751 gain. With respect to a partnership, if section 751(a) or (b) applies, then gain or loss attributable 

to assets of the 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 is taken into account for purposes of computing QBI. 

 (ii) Guaranteed payments for the use of capital. Income attributable to a guaranteed payment for the use of capital is not 

considered to be attributable to a trade or business, and thus is not taken into account for purposes of computing QBI; however, 

the partnership's deduction associated with the guaranteed payment will be taken into account for purposes of computing QBI if 

such deduction is properly allocable to the trade or business and is otherwise deductible for Federal income tax purposes. 

 (iii) Section 481 adjustments. Section 481 adjustments (whether positive or 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. 

 (iv) Previously disallowed losses. 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. 
11 See IRC §864(c). 
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What is and What is Not QBI 

Many tax attributes are simply not part of QBI because they do not relate to a trade or business 

or are excluded by statute12. QBI does not include Capital Gain13. The proposed regs further 

clarify the statutory provisions excluding capital gains by providing 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 §1231, it is not QBI. Conversely, if §1231 provides that gains or losses 

are not treated as gains and losses from sales or exchanges of capital assets, IRC §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)14. 

Interest and Dividends and other Passive income  

 QBI does not include dividends or interest which is not properly allocable to a trade or business. 

For example, interest associated with a working capital loan is not QBI. 

 

 

 

 

                                                           
12Prop. Regs. §1.199A-3(b)(2)(ii). Items not taken into account. Notwithstanding paragraph (b)(2)(i) of this section and in 

accordance with section 199A(c)(3)(B), the following items are not taken into account as a qualified item of income, gain, 

deduction, or loss: 

 (A) 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. 

 (B) 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. 

 (C) 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. 

 (D) 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.” 

 (E) 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). 

 (F) Any amount received from an annuity which is not received in connection with the trade or business. 

 (G) 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. 

 (H) 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. 

 (I) 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. 

 (J) 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. 
13 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. (Statutory not an administrative interpretation) 
14 Prop. Regs. §1.199A-3(b)(2)(ii)(A). 
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Reasonable Compensation and Guaranteed Payments 

Reasonable Compensation15 received by an S corporation shareholder is excluded from 

QBI16. Likewise, §707(c) Guaranteed payments and §707(a) payments made to partners for 

services are not QBI17. But note, §751Gain is part of QBI if attributable to a trade or business 

and guaranteed payments for the use of capital are part of QBI. 

 Qualified REIT Dividends and Qualified PTP Income 

Qualified REIT dividends and qualified PTP income are the sum of qualified REIT dividends as 

defined in §1.199A-3(c)(2) earned directly or through an RPE and the net amount of qualified 

PTP income as defined in §1.199A-3(c)(3) earned directly or through an RPE. They are not QBI 

but by statute do figure into the overall deduction and limitations.  

Qualified REIT dividend means any dividend from a REIT received during the taxable year 

which— 

 (A) is not a capital gain dividend, as defined in section 857(b)(3), and 

 (B) is not qualified dividend income, as defined in section 1(h)(11). 

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). 

Qualified PTP Income 

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, 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. 

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). 

Income must be ECI and follow the normal §199A rules for qualification (e.g. allocated passive 

losses (§469) from PTP would not qualify for the §199A deduction) 

                                                           
15 IRC §199A(c)(4)(A) provides that QBI does not include “reasonable compensation paid to the taxpayer by any qualified trade 

or business of the taxpayer for services rendered with respect to the trade or business.” Similarly, guaranteed payments for 

services under section 707(c) are excluded from QBI. The phrase “reasonable compensation” is a well-known standard in the 

context of S corporations. Under Rev. Rul. 74-44, 1974-1 C.B. 287, S corporations must pay shareholder-employees “reasonable 

compensation for services performed” prior to making “dividend” distributions with respect to shareholder-employees' stock in 

the S corporation under section 1368. See also David E. Watson, P.C. v. United States, 668 F.3d 1008, 1017 (8th Cir. 2012). 

The legislative history of section 199A confirms that the reasonable compensation rule was intended to apply to S corporations. 
16 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. 
17 However, the partnership's deduction for such payment will reduce QBI if deduction under 707(a) or 707(c) is properly 

allocable to the trade or business and is otherwise deductible for Federal income tax purposes. 



13 | P a g e  
 

NOTE: 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. 

QBI is a Combined Amount, but Aggregation18 may be Permitted 

  The definition of QBI states quite clearly that it is a combined amount. That means tax 

attributes from all Qualified trades or businesses are added together to determine the 20% 

deduction. However, tax attributes of each qualified trade or business are calculated first.  

Calculating the QBI Component to Comply with the Rules for Individuals with Income above 

the Threshold 

For individuals with incomes in excess of the Threshold, the section 199A deduction is 

determined 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 deduction19. 

 Once we have calculated combined QBI and Qualified REIT and Qualified PTP amounts, 

we can move to the calculation of the QBI component.  

Calculating the QBI Component 

The calculation of the QBI Component is required to be done in a particular order according to 

Prop Reg. §1.199A-1(d)(2).  

 Step One: Calculate the SSTB exclusion.  

a. If the individual's taxable income is within the phase-in range, then only the 

applicable percentage20 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.  

 

                                                           
18 An individual, trust or estate may aggregate trades or businesses only if the taxpayer can demonstrate that the requirements in 

Prop. Reg. §1.199A-4(b)(1) are satisfied. 
19 Prop. Reg. §1.199A-1(d)(1). 
20   Prop. Reg. §1.199A-1(b)(2) Applicable percentage means, with respect to any taxable year,100 percent reduced (not below 

zero) by the percentage equal to the ratio that the taxable income of the individual for the taxable year in excess of the threshold 

amount, bears to $50,000 (or $100,000 in the case of a joint return). 
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b. If the individual's taxable income exceeds the phase-in range21, 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. 

This means we have to:  (1) Identify any SSTBs; (2) Calculate any QBI associated with the 

SSTB and if it is in the Phase in range, take a percentage of it, otherwise excluded it if above the 

phase-in threshold.  

What makes this calculation maddening is that the phase-in range is only $50,000 for single 

filers and $100,000 for MFJ.  

 Step Two: Aggregate Trades or Businesses  If an individual chooses to aggregate trades 

or businesses under the rules of §1.199A-4, the individual must combine the QBI, W-2 wages, 

and UBIA of qualified property of each trade or business within an aggregated trade or business 

prior to applying the W-2 wages and UBIA of qualified property limitations described in 

paragraph (d)(2)(iv) of Prop Reg. §1.199A-1(d). 

 Step Three: Netting  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. 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. 

 Step Four: Carryover  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. 

 Step Five: QBI Component Calculation 

 If above the Phase In Range ($415,000 MFJ; 207,500 S) 

The QBI component is the sum of the combined amounts for each trade or business of the 

taxpayer of the lesser of   

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

   (2) The greater of— 

                                                           
21 Prop. Reg. §1.199A-1(b) (3) Phase-in range means a range of taxable income, the lower limit of which is the threshold 

amount, and the upper limit of which is the threshold amount plus $50,000 (or $100,000 in the case of a joint return). 
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   (i) 50 percent of W-2 wages with respect to that trade or business, or 

   (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. 

Calculating the QBI Deduction – The Mechanics 

Computational Rules for Preparers of Returns of Individuals, S corps, Partnership, Estates or 

Trusts (“Preparer”)  

 

Any Preparer of a Tax Return for an individual, trust or estate as an owner of RPEs, any 

separate RPE or any of the foregoing as an RPE in its own right must determine the appropriate 

and applicable §199A deduction information and the information associated with separate tax 

attributes from non-SSTBs under §1.199A-1(c) or (d): 

 

 (a) First, the Preparer must determine if the individual or RPE22 owns an interest in or is 

engaged in one or more qualifying trades or businesses. The Preparer must also determine 

whether any of the Individual’s or RPE’s trades or businesses is an SSTB under the rules of Prop 

Reg. §1.199A-523. 

  (b) Next, the Preparer must apply the rules in §1.199A-3 to determine (i) the QBI for 

each identified trade or business engaged in directly by the individual or RPE and (ii) provide 

information on those qualifying trade or business activities the individual or RPE holds interests 

in which are not SSTBs. 

 

   

On a per qualified trade or business basis calculate: 

The lesser of - (1) 20 percent of the taxpayer's qualified business 

income with respect to the qualified trade or business, or 

the greater of— 

50 percent of the W-2 wages with respect to the qualified trade or 

business, or 

the sum of 25 percent of the W-2 wages with respect to the 

qualified trade or business, plus 2.5 percent of the unadjusted basis 

immediately after acquisition of all qualified property. 

 

QBI loss carryovers also figure into this calculation.  

 

 

(c) Next, the Preparer 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 and provide 
                                                           
22 For our purposes, an RPE is a pass-through entity, including an estate or trust and any RPE’s owned by the RPE which are not 

SSTBs. 
23 Prop. Reg. §1.199A-1(a)(2). 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). 
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information to the relevant Individual or RPE. The RPEs must report this information to their 

owners, if any.  

  

 (d) Finally, the Preparer must determine whether the Individual or RPE has any qualified 

REIT dividends as defined in 1.199A-3(c)(1) earned directly or through another RPE. The 

Preparer 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. 

 

 Qualifying Trades or Businesses 

Before getting into the definition of a qualifying trade or businesses and SSTBs it is 

important to underscore that these rules do not apply to persons who are under the Threshold 

described below. Such persons calculate their QBI deduction without regard to the SSTB rules 

because they are not required to calculate the QBI component. The rules apply on a percentage 

basis to persons in the phase out range.  

Under the proposed regs, a Qualifying Trade or Business is defined as any trade or 

business activity which is not a specified service trade or business (“SSTB”)24. The Proposed 

Regs rely on IRC §§ 1202(e)(3)(A) and 448 in defining as SSTB25. The IRC §1202 definition 

provides the following in part: 

(A) health, law, engineering, architecture, accounting, actuarial science, performing 

arts, consulting, athletics, financial services, brokerage services, or any trade or business where 

the principal asset of such trade or business is the reputation or skill of 1 or more of its 

employees, 

(B) any banking, insurance, financing, leasing, investing, or similar business, 

(C) any farming business (including the business of raising or harvesting trees), 

(D) any business involving the production or extraction of products of a character with 

respect to which a deduction is allowable under section 613 or 613A, and 

(E) any business of operating a hotel, motel, restaurant, or similar business. 

Note: the trade or business of being an employee is also specifically excluded.  

The tax attributes of any trade or business activity determined to be an SSTB are 

excluded from the calculation of QBI. 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, e.g. a trust or estate.  

 

                                                           
24 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. See Prop Reg. §1.199A-5. 
25 Prop. Reg. §1.199A-5(b). 
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Effect of Being Categorized as an SSTB 

No QBI, W-2 wages, or UBIA of qualified property from the SSTB may be taken into 

account by any individual, estate or trust whose taxable income exceeds the phase-in, 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 

This limitation does not apply to taxable income below the threshold. 

What if the RPE owns interests in RPEs?  

If the RPE owns interests in RPEs (e.g. S corp owns portions of partnerships and wholly 

owns QSubs) the QBI of these interests must be separately calculated and then combined with 

other QBI calculations. If the activities are similar aggregation is permitted. According to IRC 

§1366 a shareholder in an S corp is required to take into account the shareholder’s pro rata share 

of tax attributes of the S corp26. This would include tax attributes of subsidiaries. Further, these 

attributes would be required to maintain their character in the hands of the shareholder27. If the 

                                                           
26IRC §1366(a). Determination of shareholder’s tax liability. 

(1) In general. In determining the tax under this chapter of a shareholder for the shareholder’s taxable year in which the taxable 

year of the S corporation ends (or for the final taxable year of a shareholder who dies, or of a trust or estate which terminates, 

before the end of the corporation’s taxable year), there shall be taken into account the shareholder’s pro rata share of the 

corporation’s— 

(A) items of income (including tax-exempt income), loss, deduction, or credit the separate treatment of which could affect the 

liability for tax of any shareholder, and 

(B) non-separately computed income or loss. 

For purposes of the preceding sentence, the items referred to in subparagraph (A) shall include amounts described in paragraph 

(4) or (6) of section 702(a). 
27 IRC §1366(b). The character of any item included in a shareholder’s pro rata share under paragraph (1) of subsection (a) shall 

be determined as if such item were realized directly from the source from which realized by the corporation, or incurred in the 

same manner as incurred by the corporation. 
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QBI is sourced through interests in entities treated as partnerships, the rules of IRC §§70228 and 

706 are similar in requiring passthrough and character maintenance29.  

 Calculating Wages 

Prop Reg § 1.199A-2(b) provides that wages30 means amounts paid to a person with 

respect to employment by a qualifying trade or business or RPE (which is not an SSTB) during 

the calendar year ending during such taxable year31. Notice 2018-6432 provides the latest 

guidance on the calculation of wages for the purposes of §199A. The Notice provides three (3) 

methods for calculating wages under the statute and Proposed Regs. According to the Notice 

taxpayers must use one of following methods to calculate wages: (i) the unmodified box method; 

(ii) the modified box method; or (iii) the tracking wages method.  

 

 

                                                           
28 IRC §702(a). General rule. In determining his income tax, each partner shall take into account separately his distributive share 

of the partnership’s— 

(1) gains and losses from sales or exchanges of capital assets held for not more than 1 year, 

(2) gains and losses from sales or exchanges of capital assets held for more than 1 year, 

(3) gains and losses from sales or exchanges of property described in section 1231 (relating to certain property used in a trade or 

business and involuntary conversions), 

(4) charitable contributions (as defined in section 170(c)), 

(5) dividends with respect to which section 1(h)(11) or part VIII of subchapter B applies, 

(6) taxes, described in section 901, paid or accrued to foreign countries and to possessions of the United States, 

(7) other items of income, gain, loss, deduction, or credit, to the extent provided by regulations prescribed by the Secretary, and 

(8) taxable income or loss, exclusive of items requiring separate computation under other paragraphs of this subsection. 

(b) Character of items constituting distributive share. The character of any item of income, gain, loss, deduction, or credit 

included in a partner’s distributive share under paragraphs (1) through (7) of subsection (a) shall be determined as if such item 

were realized directly from the source from which realized by the partnership, or incurred in the same manner as incurred by the 

partnership 
29 IRC §706(a). Year in which partnership income is includible. In computing the taxable income of a partner for a taxable year, 

the inclusions required by section 702 and section 707(c) with respect to a partnership shall be based on the income, gain, loss, 

deduction, or credit of the partnership for any taxable year of the partnership ending within or with the taxable year of the partner. 
30 26 USC §3121(a) - the term “wages” means all remuneration for employment, including the cash value of all remuneration 

(including benefits) paid in any medium other than cash 

26 USC §3121(b) - “employment” means any service, of whatever nature, performed (A) by an employee for the person 

employing him, irrespective of the citizenship or residence of either, (i) within the United States 

“elective deferrals” the sum of—  

(A)any employer contribution under a qualified cash or deferred arrangement (B)any employer contribution to the extent not 

includible in gross income for the taxable year under subsection 

(C) any employer contribution to purchase an annuity contract under a salary reduction agreement, and  

(D)any elective employer contribution under section 408(p)(2)(A) (Qualified Salary reduction agreement) 
31 Prop. Reg. §1.199A-2(b). Thus, the term W-2 wages includes the total amount of wages as defined in section 3401(a) plus the 

total amount of elective deferrals (within the meaning of section 402(g)(3)), the compensation deferred under section 457, and the 

amount of designated Roth contributions (as defined in section 402A). For this purpose, except as provided in paragraphs 

(b)(2)(iv)(C)(2) and (b)(2)(iv)(D) of this section, 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 individual's or 

RPE's taxable year for wages paid to employees (or former employees) of the individual or RPE for employment by the 

individual or RPE. For purposes of this section, employees of the individual or RPE are limited to employees of the individual or 

RPE as defined in section 3121(d)(1) and (2). (For purposes of section 199A, this includes officers of an S corporation and 

employees of an individual or RPE under common law.) 
32 2018-34 IRB, 08/08/2018, IRC Sec(s). 199A. 
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FROM THE NOTICE: 

.01 Unmodified box method. 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. 

.02 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.  

.03 Tracking wages method. Under the tracking wages method, the taxpayer 

actually tracks total wages subject to Federal income tax w ithholding 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.  
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 Unadjusted Basis Immediately After Acquisition 33 (“UBIA”) of qualified 

property34 

 The determination of the UBIA of qualified property must be made for each 

trade or business by the individual or RPE that directly conducts the trade or 

business before applying the aggregation rules of §1.199A-4 . 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 fai r 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. The UBIA of qualified property is presumed to be 

zero if not determined and reported foreach trade or business.  

 Improvements to qualified property35.  

 In the case of any addition to, or improvement of, qualified property that has 

already been placed in service by the individual or RPE, such addition or 

improvement is treated as separate qualified property first placed in service on  the 

date such addition or improvement is placed in service for purposes of paragraph 

(c)(2) of this section.  Adjustments under sections 734(b) and 743(b). Basis 

adjustments under sections 734(b) and 743(b) are not treated as qualified property. 

Property acquired at end of year. Property is not qualified property if the property 

is acquired within 60 days of the end of the taxable year and disposed of within 

120 days without having been used in a trade or business for at least 45 days prior 

                                                           
33 Prop Reg. §1.199A-2. The term unadjusted basis immediately after acquisition (UBIA) means the basis on the placed in 

service date of the property as determined under section 1012 or other applicable sections of Chapter 1, including subchapters O 

(relating to gain or loss on dispositions of property), C (relating to corporate distributions and adjustments), K (relating to 

partners and partnerships), and P (relating to capital gains and losses). UBIA is determined without regard to any adjustments 

described in section 1016(a)(2) or (3), to any adjustments for tax credits claimed by the individual or RPE (for example, under 

section 50(c)), or to any adjustments for any portion of the basis for which the individual or RPE has elected to treat as an 

expense (for example, under sections 179, 179B, or 179C). However, UBIA does reflect the reduction in basis for the percentage 

of the individual's or RPE's use of property for the taxable year other than in the trade or business. 
34 Prop Reg. §1.199A-2. 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. 
35 Prop Reg. §1.199A-2. 
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to disposition, unless the taxpayer demonstrates that the principal purpose of the 

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

deduction. 

Trade or Business of Performing of Services as an Employee  

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.  

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 

The treatment of an employee by an employer as anything other than an 

employee for Federal employment tax purposes is immaterial.  

Presumption that former employees are still employees   

i.e. you cannot play games with the W-2 calculation by changing classifications 

for tax purposes 

Owner employee wages are also excluded from QBI, whether W-2, or §707. 

 Special Rules for Trusts 

 

A trust or estate must calculate its QBI, W-2 wages, UBIA of qualified property, 

qualified REIT dividends, and qualified PTP income on its direct trade or business activities and 

combine that with any QBI information from RPEs that it holds. The QBI of an 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). 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. 

 

Allocation among trust or estate and beneficiaries. 

 

  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. 
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Treatment of Multiple Trusts 

 

Section 643(f)36 grants the Secretary authority to treat two or more trusts as a single trust 

for purposes of subchapter J if (1) the trusts have substantially the same grantors and 

substantially the same primary beneficiaries and (2) a principal purpose of such trusts is the 

avoidance of the tax imposed by chapter 1 of the Code. §643(f) further provides that, for these 

purposes, spouses are treated as a single person. Treas. Regs. §1.641-1 requires single trust 

treatment where tax avoidance is the Primary reason for the Trust37.  
 

These rules are important for the purposes of applying §199A to trusts. Without such 

rules it would be theoretically possible to manipulate the §199A rules in ways not contemplated 

by Congress.   

 

Electing Small Business Trusts38 

 

An electing small business trust (ESBT)39 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 ESBT40, the grantor portion41 of the ESBT must take into account the 

QBI and other items from any assets treated as owned by a grantor42, and the non-S portion of 

the ESBT43 must take into account any QBI and other items from any other entities or assets 

owned by the ESBT.  
 

The anti-abuse rules of Prop. Regs. §1.643(f)(1) would apply to ESBTs after the date of 

enactment of the §199A rules. What is not clear is whether ESBTs created prior to 2018, or for 

that matter those not created with a primary purpose to avoid the rules of §199A apply.  

                                                           
36 IRC §643(f) Treatment of multiple trusts. For purposes of this subchapter, under regulations prescribed by the Secretary, 2 or 

more trusts shall be treated as 1 trust if— 

(1) such trusts have substantially the same grantor or grantors and substantially the same primary beneficiary or beneficiaries, and 

(2) a principal purpose of such trusts is the avoidance of the tax imposed by this chapter. 

For purposes of the preceding sentence, a husband and wife shall be treated as 1 person. 
37 Prop Reg § 1.643(f)-1. Treatment of multiple trusts. 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.  
38 § 1.641(c)-1 Electing small business trust. 

(a)In general. An electing small business trust (ESBT) within the meaning of section 1361(e) is treated as two separate trusts for 

purposes of chapter 1 of the Internal Revenue Code. The portion of an ESBT that consists of stock in one or more S corporations 

is treated as one trust. The portion of an ESBT that consists of all the other assets in the trust is treated as a separate trust. The 

grantor or another person may be treated as the owner of all or a portion of either or both such trusts under subpart E, part I, 

subchapter J, chapter 1 of the Internal Revenue Code. The ESBT is treated as a single trust for administrative purposes, such as 

having one taxpayer identification number and filing one tax return. See § 1.1361-1(m). 
39 Treas. Regs. §1.1361-1(m). An electing small business trust (ESBT) means any trust if it meets the following requirements: 

the trust does not have as a beneficiary any person other than an individual, an estate, an organization described in section 

170(c)(2) through (5), or an organization described in section 170(c)(1) that holds a contingent interest in such trust and is not a 

potential current beneficiary; no interest in the trust has been acquired by purchase; and the trustee of the trust makes a timely 

ESBT election for the trust. 
40 Q-Sub. 
41 The grantor portion of an ESBT is the portion of the trust that is treated as owned by the grantor or another person under 

subpart E. Treas. Regs. §1.641(c)-(1). 
42 or another person (owned portion) of a trust under sections 671 through 679 
43 The non-S portion of an ESBT is the portion of the trust that consists of all assets other than S corporation stock and that is not 

treated as owned by the grantor or another person under subpart E. Treas. Regs. §1.641(c)-(1). 
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For example, if in a business succession planning engagement in 2019 a series of trusts 

containing non-SSTBs are created to split off to resolve an intergenerational dispute is planning 

available? Unknown.  

 

Reporting QBI 

 

Reporting rules for RPEs (including trusts and estates) and the RPEs they hold: 

 

(a) An RPE and any holder of RPEs, (including a trust or estate as an RPE itself), must 

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). 

(b) Direct engagement in a trade or business. An RPE must separately identify and 

report on the Schedule K-1 issued to its beneficiaries, shareholder, members, 

partners, etc., information on any trade or business engaged in directly by the trust 

which is a qualifying trade or business and not an SSTB— 

 1. Each holders’ allocable share of QBI, W-2 wages, and UBIA of qualified 

property attributable to each such trade or business, and 

2. Whether any of the trades or businesses is an SSTB. 

 

Failure to report information 

 

 If an RPE fails to separately identify or report on the Schedule K-1 (or any attachments 

thereto) issued to an owner any necessary items, 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. 

 

Where Do We obtain this QBI Information From? 

 

As most practitioners are aware, Trade or Business tax attributes appear primarily on the 

First page of Form 1065 and Form 1120S and is then carried over to Schedule K. Form 1041 has 

limited information on Page One as trusts (in most cases) are primarily geared toward receiving 

and distributing passive or investment income.  

 

Note that Forms K-1 have lines for Ordinary Business Income and Loss and for Net Real 

Estate Income and Loss. These line items would be the most likely sources of QBI if you are 

calculating QBI for an individual estate or trust. Note also, what is not QBI on the Form. There 

are some grey areas, such as other income. You probably don’t have to worry too much about Box 

14 because it is most likely either passive income or not effectively connected with a US trade or 

business, but you need to check. Sometimes Foreign transactions and partnerships can involve US 

trade or business interests.  
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Let’s Take a Look at the Proposed Forms K-1: 
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 The Effect of §199A and the Recent Tax Act on Choice of Entity 

 The author believes that in a selection of an entity for a proposed business activity, the 

interests of our silent partners (federal, state and local) must be considered. While some rules 

defer the recognition of income a complete understanding of the rules related to the formation, 

operation and dissolution of entities is required to make an intelligent choice. Often there is not a 

clear answer and a number of lesser evils must be selected from to arrive at the most efficient 

entity choice.  

 For the remainder of this presentation we will assume a certain level of knowledge of 

entity selection and head straight to numbers comparisons.  

How Do Section 199A and other provisions of the TCJA 2017 affect Entity Selection? 

Nearly 11 months have passed since the implementation of the recent tax act and the decision 

tree for choice of entity for new and existing entities has become more complicated than ever. 

There has never been one go to answer for entity selection but the immediate reaction to the 

passage of the tax act among some practitioners was that C corporations would become more 

attractive due to the decrease in tax rates, the phase-out rules of §199A and the elimination of 

Corporate AMT. But it just isn’t that easy. 

Here are most of the relevant provisions from the Tax Act which affect entity selection, in my 

view: 

 

Reduction of C Corp Tax rate to 21% 

 

 

 

Elimination of Corporate AMT 

 

Increase in §179 deduction to $500,000 

 

 

Bonus Depreciation Rules 

 

Increase of the permitted use of cash receipts 

and disbursements method to $25M under 

§448 

 

 

 

Equipment expensing rules changed to 

include used equipment 

Business losses in excess of $250,000 

($500,000) for an applicable trade or business 

are non-deductible in current year under 

461(l) and converts to a NOL in future years 

at 80% of the amount in excess of the 

threshold 

 

 

 

§199A 
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The Effect of the Threshold on Entity Selection 

The C Corp Standard 

For the purposes of our discussion, we will use the effects of choosing a C corporation as the 

entity to be used in a trade or business. Note that even with the drop in the tax rate to 21%, the 

marginal tax rate of dollars passing to a shareholder are quite steep: 

IRC §199A  C Corp Changes by 

the Tax Act 

Pre Tax Act Post Tax Act 

   

Taxable Income at Entity Level $                  10,000.00 $                  10,000.00 

Corporate Tax Rate 35.00% 21.00% 

Florida 5.5% $                        550.00 $                        550.00 

Tax $                     3,307.50 $                     1,984.50    

Net Cash to Distribute $                     6,692.50 $                     8,015.50 

Individual  Tax Rate on Dividends 20.00% 20.00% 

Total Tax liability @ Marginal Tax 

Rate 

$                     1,338.50 $                     1,603.10 

NII Rate 3.80% 3.80%  
$                        254.32 $                        304.59 

Individual Tax Liability $                     1,592.82 $                     1,907.69 

Net Cash to Shareholder $                     5,099.69 $                     6,107.81 

Extra Cash Post 2017 
 

$                     1,008.13    

Marginal Tax Rate on Cash going to 

shareholder 

49.00% 38.92% 

 

I have not used salaries of the shareholder in this example, intentionally. This would affect the 

calculations to be certain, but I believe it adds to many variables in the search for an acceptable 

entity at this stage of the analysis. Prior to selecting an entity some thought should be given to 

the effects of paying salaries. Our goal here is to beat the Marginal tax rate going to the 

shareholder  

Service Businesses and other businesses below the threshold 

The Section 199A limitations do not apply for taxpayers with taxable income below the 

“threshold amount” ($315,000 for married individuals filing jointly, $157,500 for other 

individuals, indexed for inflation after 2018).  

For Taxpayers below the Threshold with QBI the calculation is straight forward because there is 

no application of the W-2 or other limitations on the QBI deduction other than the 20% amount.  
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Once the Combined QBI amount is determined for the Taxpayer (from K-1s or other 

calculations) the taxpayer calculates his or her (or its, if an estate or trust’s) QBI deduction as the 

lesser of (1) the combined QBI amount or (2) the overall limitation (20% × taxpayer's taxable 

income in excess of any net capital gain). 

Example: Anna Architect forms a single member LLC which elects to be taxed as an association 

and makes an S election.  She earns $100,000 from the Architecture business. Anna has a PTP 

interest that pays her $20,000 in distributions and receives $10,000 in net capital gains. She has 

other non-QBI Income of $20,000.  

Anna’s combined QBI = (($100,000 + 20,000) x 20%) = $24,000. Capital gains are excluded and 

the other income we will assume is not QBI. Anna’s overall calculation is limited to (20% x 

($150,000 - $10,000 (NCG)) = $28,000. Anna’s 199A deduction is equal to QBI or $24,000.  

So if Anna receives a $12,000 standard deduction and a $24,000 199A deduction that shields 

$36,000 from taxable income. She will be in the 24% bracket and those deductions will be worth 

$8640.  She could further improve her picture by contributing these savings to retirement 

schemes or HSAs.  

The effect of this is that small business owners in qualifying trades or businesses with income 

below the threshold will be rewarded by Section 199A.  

Note: Anna, if she starts an Architecture business, the QBI of the firm is not subject to the SSTB 

portion of the QBI Component limitations if her business is not otherwise an SSTB. 

Comparison to C corp result 

I have purposefully not included W-2 income for Anna in the example above because of the 

reasonable salary rules and the need to compare the result to a C corp for choice of entity 

purposes. Note that in an S corp situation salary is treated as subject to employment taxes 

including SS and Medicare tax. We assume NII is not applicable.  

Note that Anna is in the 24% marginal bracket and benefits from the lower income bracket rates.  

If we compare this to the use of a C Corp in the example above, we can see that Anna is in a 

much better marginal bracket situation using an S corp.  

She may reduce the corporate level rate by taking out salary, which will be subject to 

employment taxes. She does not have the option of limiting employment taxes by taking only a 

reasonable salary. Further any dividend distributions will be subject to another level of taxation.  

Example Conclusion 

The conclusion for this example is not a great deal different from prior choice of entity planning 

for a services business. Pass through in most cases is a better option. The availability of the 

Section 199A deduction further pushes the choice of entity toward pass throughs for smaller 

businesses.  
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Businesses above the Threshold 

If the owner of a particular trade or business is above the Threshold and is engaged in an SSTB 

there is no QBI deduction. This puts the C corp model head to head with tax rules other than the 

20% deduction.  

C corp Model 
 

Current year 

E&P (pre-tax) 

Top 

Nominal 

Rate 

Effective 

rate  

Tax 

     

 
 $   10,000.00  

   

Federal Corporate Rate 
 

21.00% 21.00% $2,100.00 

Florida state rate 
 

5.50% 4.3450% $434.50 

Combined Tax at 

corporate level 

  
25.35% $2,534.50 

Net Income 
   

$7,465.50      

Distribute All After Tax 

Income as Dividend 

Dividend Top 

Nominal 

Rate 

Effective 

rate on 

dividend  

Tax 

Individual Federal Tax 

on Dividend 

$7,465.50 20.00% 14.93%  $       1,114.67  

NII tax (inactive 

shareholder) 

 
3.80% 2.84%  $           211.79  

Florida individual Rate 
 

0.00% 0.00%  $                    -    

Taxes on Dividend 
  

17.77%  $       1,326.46       

Total Tax on 

Distribution 

  
43.11%  $       3,860.96  

Net to shareholder 
  

61.39%  $       6,139.04  

 

With the change in the corporate and Sec 199A there is still an advantage to going with a pass 

through for trade or businesses which are not SSTBs. SSTBs are paying nearly the same 

effective rates as C corps which I surmise was Congressional intent. If the SSTB is below the 

threshold though the benefits of Sec 199A are realized by the owner. 
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Comparison to Pass Through 
 

Pre 2018 Post 2017 
 

  
Non-QBI QBI 

Taxable Income $           10,000.00 $           10,000.00 $           10,000.00 

Section 199A deduction 
  

$              2,000.00 

Adjusted Taxable 

Income 

$           10,000.00 $           10,000.00 $              8,000.00 

Marginal Tax bracket 39.60% 37% 37% 

Tax  $              3,960.00 $              3,700.00 $              2,960.00 

Net to Owner $              6,040.00 $              6,300.00 $              7,040.00  
60.40% 63.00% 70.40% 

 

Example 2 

When might we consider a C corp?  

Let’s consider a software startup44 that will have expenses in excess of income for 5 years. We 

will create a C Corporation and issue 1,000,000 shares of founders’ stock under §120245 to a 

single founder who files as an individual (not head of household) in return for the original 

capitalization of $1,000,000. The $1,000,000 will provide the cash necessary for the 5 years of 

expenses of software development prior to the generation of software royalties. The 

Accumulated Earnings Tax and the Personal Holding Company tax rules are not relevant (at this 

point) because the company will not be making any money. At year five (5) a $1,000,000 NOL 

will be in existence to use against software sales and royalties in excess of operating expenses.  

Let us assume further that the company begins generating $1,000,000 in software royalty income 

year 5. In year five, $800,000 of the NOL will be used and tax of $41,000 will be paid on the 

remaining income. In year 6, assume the remaining $200,000 of NOL is used and the remaining 

                                                           
44 We are choosing a software startup in this example because it is a specific exception to the Personal Holding Company Income 

Rules of IRC §543, which reads in part as follows, “For purposes of this subtitle, the term “personal holding company income” 

means the portion of the adjusted ordinary gross income which consists of: 

(1) Dividends, etc. Dividends, interest, royalties (other than mineral, oil, or gas royalties or copyright royalties), and annuities. 

This paragraph shall not apply to— 

(A) interest constituting rent (as defined in subsection (b)(3)), 

(B) interest on amounts set aside in a reserve fund under chapter 533 or 535 of title 46, United States Code, 

(C) dividends received by a United States shareholder (as defined in section 951(b)) from a controlled foreign corporation (as 

defined in section 957(a)), 

(D) active business computer software royalties (within the meaning of subsection (d)) 
45 IRC §1202(a) Exclusion. 

(1) In general 

In the case of a taxpayer other than a corporation, gross income shall not include 50 percent of any gain from the sale or 

exchange of qualified small business stock held for more than 5 years. Exclusion is now 100%. 
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$800,000 is taxed at $168,000. In the following years the tax is $210,000 on each $1,000,000 

earned and the funds are reinvested and funds are reinvested and not distributed 

Pass through choice considerations in this example 

If the business loses $500,000 in the first year forming the business as and investing in a 

pass through could face headwinds. Consider the negative effects of IRC §461(l)46. $250,000 of 

the business losses could not be used against other income of our hypothetical founder. These 

“deferred” losses become NOLs in the following year and are subject to the NOL rules including 

but not limited to the non-corporate taxpayer limitations on non-trade or business deductions and 

the 80% limitation47. Consider also that if the founder is a limited partner, is and/or does not 

materially participate in the business activity, the passive loss rules of §469 could limit the 

ability to take losses or credits under §469 unless the founder has other passive income or the 

                                                           
46IRC §461(l) Limitation on excess business losses of noncorporate taxpayers. In the case of taxable year of a taxpayer other than 

a corporation beginning after December 31, 2017, and before January 1, 2026— 

(A) subsection (j) (relating to limitation on excess farm losses of certain taxpayers) shall not apply, and 

(B) any excess business loss of the taxpayer for the taxable year shall not be allowed. 

(2) Disallowed loss carryover 

Any loss which is disallowed under paragraph (1) shall be treated as a net operating loss carryover to the following taxable year 

under section 172.  

(3) Excess business loss. For purposes of this subsection— 

(A) In general. The term “excess business loss” means the excess (if any) of— 

(i) the aggregate deductions of the taxpayer for the taxable year which are attributable to trades or businesses of such taxpayer 

(determined without regard to whether or not such deductions are disallowed for such taxable year under paragraph (1)), over 

(ii) the sum of— 

(I) the aggregate gross income or gain of such taxpayer for the taxable year which is attributable to such trades or businesses, plus 

(II) $250,000 (200 percent of such amount in the case of a joint return). 

(B) Adjustment for inflation. In the case of any taxable year beginning after December 31, 2018, the $250,000 amount in 

subparagraph (A)(ii)(II) shall be increased by an amount equal to— 

(i) such dollar amount, multiplied by 

(ii) the cost-of-living adjustment determined under section 1(f)(3) for the calendar year in which the taxable year begins, 

determined by substituting “2017” for “2016” in subparagraph (A)(ii) thereof. 

If any amount as increased under the preceding sentence is not a multiple of $1,000, such amount shall be rounded to the nearest 

multiple of $1,000. 

(4) Application of subsection in case of partnerships and S corporations. In the case of a partnership or S corporation— 

(A) this subsection shall be applied at the partner or shareholder level, and 

(B) each partner’s or shareholder’s allocable share of the items of income, gain, deduction, or loss of the partnership or S 

corporation for any taxable year from trades or businesses attributable to the partnership or S corporation shall be taken into 

account by the partner or shareholder in applying this subsection to the taxable year of such partner or shareholder with or within 

which the taxable year of the partnership or S corporation ends. 

For purposes of this paragraph, in the case of an S corporation, an allocable share shall be the shareholder’s pro rata share of an 

item. 

(5) Additional reporting 

The Secretary shall prescribe such additional reporting requirements as the Secretary determines necessary to carry out the 

purposes of this subsection. 

(6) Coordination with section 469 

This subsection shall be applied after the application of section 469. 
47 IRC §172(a). Deduction allowed. There shall be allowed as a deduction for the taxable year an amount equal to the lesser of— 

(1) the aggregate of the net operating loss carryovers to such year, plus the net operating loss carrybacks to such year, or 

(2) 80 percent of taxable income computed without regard to the deduction allowable under this section. 

For purposes of this subtitle, the term “net operating loss deduction” means the deduction allowed by this subsection. 

Note: the taxation on the income generated by the C corp will be at the federal plus state rate (26.5% in Fla. Currently) versus the 

marginal bracket rate of the individual.  
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activity is disposed of.  The point is the recovery of expenses against income may be deferred in 

a manner that substantially diminishes the benefits of flow through entity taxation.  

 

Funds held in Corporation for10 years-  income starts in year 5 

 

Income  
 

 $       1,000,000.00  
  

Tax Rate  
    

Tax 25.35%  $           253,500.00  
  

     

After-Tax Cash 
 

 $           746,500.00  
  

     

 
After-Tax Proceeds Years Reinvested at 5% at 15% 

Year 1  $                                                  -    
   

Year 2  $                                                  -    
   

Year 3  $                                                  -    
   

Year 4  $                                                  -    
   

Year 5  $                                 159,000.00  5 
  

Year 6  $                                 632,000.00  4 $731,774 $966,268 

Year 7  $                                 746,500.00  3 $833,249 $1,026,397 

Year 8  $                                 746,500.00  2 $803,267 $923,040 

Year 9  $                                 746,500.00  1 $774,364 $830,090 

Year 10  $                                 746,500.00  0 $746,501 $746,501      

   
 3,889,155.58  $4,492,295.82  

 

If funds are reinvested legitimately in the company48 and produce a 5% or 15% return as 

indicated above the value of the company increases if the net proceeds are not distributed and 

taxes as dividends.  

If the Company is sold at year 10 there will zero tax on the Founders Stock under §1202. If we 

assume the Company sales price is 10x times gross + reinvested assets of approximately 

$4,000,000 the sale price will be $14,000,000 less the shareholders basis of $1,000,000 for a 

non-taxable $13,000,000 gain.  

Conclusions regarding effects of §199A on Entity Selection 

 The effects of Section 199A, so far, appear to be: 

1. There is a clear benefit to passthroughs that are not SSTBs.  

2. Most pass through models remain more tax efficient than C corporations.  

                                                           
48 To avoid the Accumulated Earnings Tax 
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3. SSTBs whose owners above the Threshold are paying nearly corporate rates on income. 

It is possible that some SSTB’s may wish to switch to C corp status under certain 

circumstances.  

4. If a business can legitimately avoid the AET and PHC rules and look to earn substantial 

income for a period of years until a succession planning event such as a sale of a 

corporation the C corp model may be superior to the pass through if §1202 is available.  

 

Thank you for listening.  


