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INTRODUCTION
The Tax Cuts and Jobs Act (TCJA) made significant 
changes to the Internal Revenue Code of 1986, as 
amended (Code). Two of the most significant changes 
made by the TCJA are the new 20 percent deduc-
tion from taxable income with respect to a qualified 
trade or business income (QBI), which, under Code 
Section 199A, is available to certain pass-through 
entities, trusts, estates and sole proprietorships, as 

well as the reduction of the tax rate applicable to C 
corporations to a flat 21 percent with the repeal of 
the corporate alternative minimum tax. Large cor-
porations, however, are subject to a form of alter-
native minimum tax under Section 59A. The Section 
199A deduction was designed to allow businesses 
in certain industry sectors, but clearly not all, to pos-
sibly obtain an effective federal income tax rate of 
28.6 percent instead of 37 percent with respect to 

DEMYSTIFYING THE 20 PERCENT DEDUCTION FOR 
QUALIFIED BUSINESS INCOME UNDER SECTION 199A 
(PART 1)
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all or a portion of its QBI. The Section 199A deduc-
tion is claimed at the individual taxpayer level, such 
as a shareholder in an S corporation, a partner in a 
partnership, or a sole proprietor. It is not available 
to a regular or C corporation. When the TCJA was 
enacted, owners of pass-through entities had to 
decide which one or more of their trades or busi-
nesses fell within the definition of a QBI — as per 
the legislative history and then the issuance of the 
Final Regulations — or if they were not qualified and 
would potentially be subject to the higher federal 
income tax rate.

The TCJA also introduced major reforms to the 
Code’s international tax provisions, including the 
participation exemption on dividends received by 
a US shareholder with respect to a controlled for-
eign corporation (CFC), the repatriation of foreign 
accumulated earnings and profits under Section 
965 applicable for taxable years of CFCs starting in 
2017, and the global intangible low-taxed income 
(GILTI) under Section 951A, as well as the reduction 
in tax rates for US shareholders who are considered 
domestic corporations with respect to GILTI income 
and foreign-derived intangible income under Sec-
tion 250. While the Section 199A deduction does 
not apply to foreign source income, US domestic 
corporations, including S corporations, as well as 
pass-through entities may be able to benefit from 
the international tax changes as well.1

Section 199A provides  —  effective for tax years 
beginning in 2018 through 2025  —  a deduction of 
up to 20 percent of taxable income from a domes-
tic QBI operated as a sole proprietorship or a pass-
through entity, such as a partnership, S corporation, 
trust, or estate.2 However, all that glitters  —  section 
199A’s 20 percent deduction from taxable income  
—  is not gold. Section 199A: (i) does not apply to 
income from a non-qualified business; (ii) is subject 
to an annual limitation based on the individual tax-
payer’s pro rata share of the amount of W-2 wages 
paid with respect to the trade or business (W-2 
wages), and/or (iii) does not apply to the unadjusted 
basis immediately after acquisition (UBIA) of quali-
fied property held for use in the trade or business 
(UBIA of qualified property). Therefore, Section 199A 

may violate tax principles of fairness or what some 
refer to as principles of “horizontal equity” which 
means that taxpayers similarly situated should be 
subject to the same rules and limitations. It is clear 
that Section 199A suffers from Congressional bias. 
Particularly disadvantaged under Section 199A are 
service providers and their organizations such as 
lawyers, accountants, physicians, consultants, and 
other forms of non-qualified businesses referred 
to in Section 199A and the regulations as “specified 
service trades or businesses.”

Taxpayers having taxable income for the year below 
a certain prescribed dollar amount may be able to 
claim the benefit of the Section 199A deduction 
even though the income is sourced from a “speci-
fied service trade or business.” For 2018, the thresh-
old amount for an individual was $157,500 and 
$315,000 for couples filing a joint return.3 Where, for 
any tax year, the taxable income of a taxpayer is less 
than the sum of the threshold amount plus $50,000, 
$100,000 for married taxpayers filing a joint return, 
any specified service trade or business (SSTB) will 
still be treated as a qualified trade or business under 
Section 199A, but only the applicable percentage 
of qualified items of income, gain, deduction, or 
loss, and the W-2 wages and the unadjusted basis 
immediately after acquisition of qualified property, 
of the taxpayer allocable to such SSTB will be taken 
into account in computing the QBI. The benefit from 
qualifying under Section 199A is quite clear: the 
reduction in the maximum rate of federal income 
tax from 37 percent to 29.6 percent on the taxpay-
er’s QBI. For states that “piggy-back” their income 
tax base in general to the taxpayer’s federal taxa-
ble income (plus certain modifications), the Section 
199A deduction may have a corresponding benefit 
for state income tax purposes.4

Section 199A allows an individual taxpayer, including 
a trust or estate, a deduction from taxable income, 
i.e., after all other deductions and limitations have 
been taken into account, equal to 20 percent of 
the taxpayer’s QBI, which includes the net amount 
of items of income, deduction, gain, and loss with 
respect to a QBI conducted by a partnership, S cor-
poration or sole proprietorship. More particularly, 
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the Section 199A deduction is the lesser of the tax-
payer’s QBI or an amount equal to 20 percent of the 
excess, if any, of (i) the taxpayer’s taxable income for 
the tax year over (ii) the taxpayer’s net capital gain 
for such tax year.

This article will examine the application of Section 
199A to many pass-through entities and sole propri-
etorships, specifically including S corporations and 
their shareholders, including trusts and estates. The 
QBI benefit only applies, with a major exception for 
individuals having taxable income below a thresh-
old amount, to income from a “qualified trade or 
business” as compared with income from a “speci-
fied service trade or business.” Additionally, the arti-
cle will discuss new terms used in Section 199A, as 
well as the many unanswered questions and open 
issues under Section 199A that are primarily attrib-
utable to the speed at which the TCJA was drafted, 
revised, and passed into law, leaving little, if any, 
legislative history regarding the interpretation of 
Section 199A.

After having received comments from various 
industry groups, commentators, and academicians, 
the IRS issued proposed regulations on Section 
199A on August 8, 2018 (the “Proposed Section 199A 
Regulations” or “Proposed Regulations”). After the 
comment period had run its course on January 18, 
2019, the IRS issued final regulations (the “Section 
199A Regulations” or as may also be referred to as 
the “Final Regulations” or “Regulations”).5

The Final Regulations are comprised of various 
sections each providing applicable rules in the cal-
culation of the Section 199A deduction. As will be 
discussed below, Treas. Reg. section 1.199A-1(b)(14) 
defines “trade or business” for purposes of Section 
199A as a trade or business under Section 162 except 
the phrase does not include the trade or business of 
performing services as an employee. The Final Regu-
lations provide that the determination of whether a 
trade or business exists for purposes of Section 199A 
is based on all relevant facts and circumstances. In 
addition, the IRS issued the Proposed Regulations 
in January 2019 on the treatment of previously sus-
pended losses that constitute “qualified business 

income” and on the determination of the Section 
199A deduction for taxpayers that hold interests 
in regulated investment companies (RICs), chari-
table remainder trusts, and split-interest trusts.6 
Under Treas. Reg. section 1.199A-2(b)(2)(iv)(A), the 
IRS was granted authority to issue guidance provid-
ing methods to calculate W-2 wages. Pursuant to 
such authority, the IRS, with the Final Regulations, 
simultaneously issued Revenue Procedure 2019-11,7 
which provides three methods for calculating W-2 
wages per Section 199A(b)(4), including amounts 
treated as elective deferrals.8

OVERVIEW OF THE SECTION 199A 
FINAL REGULATIONS

The Section 199A Final Regulations address compu-
tational, definitional, and anti-abuse guidance and 
are generally favorable to taxpayers. The Section 
199A Final Regulations contain six substantive areas. 
The operational rules for application of Section 
199A are set forth in Treas. Reg. section 1.199A-1, and 
provide guidance on the computation of the deduc-
tion for individuals with taxable income at, below, 
or above the threshold amount ($315,000 for mar-
ried taxpayers filing jointly and $157,500 for other 
taxpayers for 2018 returns), including application of 
Section 199A to taxpayers within the phase-in range 
above the threshold amount (between $315,000 
and $415,000 for married taxpayers filing jointly and 
between $157,500 and $207,500 for other taxpayers, 
again for 2018).9 Once a taxpayer’s taxable income 
exceeds the fully phased-in amounts ($415,000 for 
married taxpayers filing jointly and $207,500 for 
other taxpayers), the wage and capital limitations 
fully apply to owners of qualified trades or busi-
nesses (QTBs), and owners of SSTBs are not eligible 
for the Section 199A deduction at all.10 It is impor-
tant to note that Section 199A only applies for tax-
able years beginning in 2018 through 2025. Unless 
extended or made permanent by Congress, Section 
199A will expire after 2025.

Where an owner of a QTB is subject to the wage 
or capital investment limitations, the Section 199A 
deduction is limited to the greater of: (i) the taxpay-
er’s allocable share of 50 percent of the W-2 wages 
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of the QTB; or (ii) the taxpayer’s allocable share of 
25 percent of the W-2 wages of the QTB plus 2.5 
percent of the UBIA of the “qualified property” used 
in such trade or business. There is an overall limita-
tion whereby an individual’s Section 199A deduc-
tion may not exceed 20 percent of the amount by 
which the individual’s taxable income exceeds such 
individual’s net capital gain for the taxable year.11 In 
other words, net capital gains are given a preferen-
tial tax rate, as are qualified dividends, and neither is 
part of the Section 199A matrix.

Wages and UBIA of qualified property
Treas. Reg. section 1.199A-2 sets forth rules for com-
puting W-2 wages and the UBIA of qualified prop-
erty. The determination of W-2 wages is required 
to be made for each trade or business or relevant 
pass-through entity (RPE) such as a partnership, lim-
ited liability company taxed as a partnership, or sole 
proprietorship, which directly conducts the trade 
or business (or aggregated trade or business).12 For 
W-2 wages paid by an RPE, the RPE must determine 
and report on Schedules K-1 the W-2 wages for each 
trade or business (or aggregated trade or business) 
conducted by the RPE on its information return as 
well as with respect to the Forms K-1 that are issued 
to its shareholders or partners. The Final Regulations 
warn that “W-2 wages are presumed to be zero if not 
determined and reported for each trade or business 
(or aggregated trade or business.”13 The calculation 
of W-2 wages paid is set forth in a three-step model 
in the Regulations. Included in this process are the 
important “aggregation rules” as discussed below in 
computing the wage and UBIA limitations.14

QBI, qualified real estate investment 
trust dividends, and qualified publicly 

traded partnership income
Section 199A also permits individuals and some 
trusts and estates (but not corporations) a deduction 
of up to 20 percent of their combined qualified real 
estate investment trust (REIT) dividends and qualified 
publicly traded partnership (PTP) income, including 
qualified REIT dividends and qualified PTP income 
earned through pass-through entities. Guidance on 

determining QBI, qualified REIT dividends, and qual-
ified PTP income is set forth in Treas. Reg. section 
1.199A-3.

The aggregation rules, including 
the aggregation election

The aggregation rule contained in Treas. Reg. sec-
tion 1.199A-5 allows a taxpayer to aggregate sep-
arate trades or businesses (even if conducted as 
different legal entities) as if they were a single (qual-
ified) trade or business, provided certain require-
ments are met. Aggregation is generally allowed 
based on a 50 percent common ownership test for 
the majority of the taxable year. It is elective. The 
reporting and record-keeping requirements of the 
aggregated QBIs can also be challenging.

On the other hand, where an RPE or individual tax-
payer is engaged in more than one QTB, Treas. Reg. 
section 1.199A-6 requires an entity to separately 
report its QBI, W-2 wages, UBIA of qualified property, 
and its SSTB information for each trade or business 
engaged in by the entity. The Final Regulations apply 
a facts-and-circumstances test on whether a single 
entity is engaged in the conduct of multiple trades 
or businesses. The Treasury Department and the IRS 
also believe that multiple trades or businesses will 
generally not exist within an entity unless different 
methods of accounting could be used for each trade 
or business under Section 1.446-1(d). Section 1.446-
1(d) explains that no trade or business is considered 
separate and distinct unless a complete and sepa-
rable set of books and records is kept for that trade 
or business. Further, trades or businesses will not 
be considered separate and distinct if, by reason of 
maintaining different methods of accounting, there 
is a creation or shifting of profits and losses between 
the businesses of the taxpayer so that income of the 
taxpayer is not clearly reflected.

Specified service trades or businesses
Income from an SSTB as well as its W-2 wages and 
UBIA are not taken into account in determining 
the deduction allowable under Section 199A. For 
instance, assume a real estate broker earns $2 mil-
lion in brokerage commissions in 2021 as a sole 
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proprietor. She has no employees and uses a com-
puter that is more than 10 years old. Let’s assume 
her real estate brokerage income is QBI. Her Section 
199A deduction is still $0 for such year. Her income is 
QBI but the W-2 wage limitation is $0 and the UBIA 
limitation is $0. She is taxed at 37 percent on her QBI 
income. Is that fair? Compare this result with a real 
estate brokerage firm operated as a flow-through 
or transparent entity, e.g., an S corporation. The 
employees hired by such S corporation generate fees 
and commissions of much greater amounts but its 
taxable income is still $2 million, and the shareholder 
or shareholders of the S corporation with QBI have 
payroll and/or UBIA. This makes a difference under 
Section 199A since the limitation allows 50 percent 
of the W-2 wages or 2.5 percent of UBIA, whichever is 
greater, to be the deductible amount under Section 
199A to the shareholder or shareholders.

The Regulations provide detailed descriptions in 
applying the statutory language as to what is an 
SSTB and therefore what may not be a QBI. Treas. 
Reg. section 1.199A-5 sets forth definitions for the 
following enumerated professions: health, law, 
accounting, actuarial science, performing arts, con-
sulting, athletics, financial services, and brokerage 
services. Treas. Reg. section 1.199A-5 also defines 
what constitutes investing and investment manage-
ment, trading, and dealing in securities, partnership 
interests, or commodities.

What about the “star of the show” individual who 
generates goodwill for the QBI through her efforts 
and skills driving up business value and generating 
income? Well, such value added should be treated 
as part of the business and not separated out, cor-
rect? Section 1202(e)(3)(A) lists businesses which are 
“services” businesses and therefore not QBIs. That 
list contains: (i) health; (ii) law; (iii) accounting; (iv) 
the performing arts; (v) actuarial science; (vi) con-
sulting; (vii) athletics; (viii) financial services; (ix) 
brokerage services as defined; and (x) a final “rep-
utational” residual category which includes 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.15 There was a fair 
amount of concern sourced from the professional 

community and commentators prior to the issuance 
of the Final Regulations contained in the Proposed 
Regulations section 1.199A-5(b)(2)(xiv), where the 
Service could “gin up,” so to speak, a “reputation or 
skill” challenge to the owner or owners of relevant 
pass-through entities (RPEs) or sole proprietors who 
otherwise were clearly engaged in a qualified trade 
or business. The Final Regulations responded to the 
“noise” generated from the professional community 
and greatly limited the scope of the “reputation or 
skill” standard. The Final Regulations section 1.199A-
5(b)(2)(xiv) provides that for purposes of Section 
199A(d)(2), “reputation or skill” of an employee or 
owner means any trade or business that consists of 
any of the following or any combination thereof; to 
wit: (i) a trade or business in which a person receives 
fees, compensation, or other income for endorsing 
products or services; (ii) 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 iden-
tity; and (iii) receiving fees, compensation, or other 
income for appearing at an event or on radio, televi-
sion, or another media format.

Pass-through entities, publicly traded 
partnerships, trusts and estates

RPEs, PTPs, and trusts and estates are addressed in 
Treas. Reg. section 1.199A-6. An RPE is a flow-through 
entity including a partnership, S corporation, even a 
trust or estate. A trust or estate is treated as an RPE 
to the extent that it passes through distributable net 
income that is comprised of QBI as well as W-2 wages, 
UBIA of qualified property, qualified REIT dividends, 
or qualified PTP income. The Treasury Department 
and the IRS declined to adopt the recommendation 
that would allow regulated investment companies 
(RICs) to be considered RPEs since RICs are C corpo-
rations and are not pass-through entities.

Section 199A anti-abuse rules
While it may be fair to evaluate the Section 199A 
Regulations as fair, those who may approach the 
edge of the Section 199A tax cliff must take into 
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account the anti-abuse rules in Section 199A. These 
anti-abuse provisions largely prohibit the so-called 
“crack-and-pack” strategy, which involves spin-
ning-off a portion of an SSTB to a separate entity so 
that the spun-off entity can claim the Section 199A 
deduction as a QTB. The Final Regulations under 
Section 199A also provide an anti-abuse rule where 
a trust (or trusts) are used for a principal purpose 
of avoiding the, or using more than one, threshold 
amount, which is a species of the proscription of 
multiple trusts in certain instances. More specifi-
cally, Final Regulations issued under Section 643(f) 
grants the Secretary authority to treat two or more 
trusts as a single trust for purposes of Subchapter 
J if: (i) the trusts have substantially the same gran-
tors and substantially the same primary beneficiar-
ies and (ii) a principal purpose of such trusts is the 
avoidance of the tax imposed by chapter 1 of the 
Code. Section 643(f) further provides that, for these 
purposes, spouses are treated as a single person.

Fiscal-year taxpayers
The Final Regulations also address how to treat 
income received from a fiscal-year pass-through 
entity when part of the income received by an 
individual is received before January 1, 2018. The 
Section 199A Final Regulations allow an individual 
to take a deduction for all of the income received 
from a fiscal-year filer, which could include income 
earned by the pass-through entity in 2017.

Effective dates
The rules under the Final Regulations generally 
apply to tax years ending after the date the Final 
Regulations were published (January 18, 2019). 
However, taxpayers may rely on the Final Regula-
tions in their entirety, or on the Proposed Regula-
tions in their entirety, for taxable years ending in 
calendar year 2018. Additionally, the anti-abuse rule 
contained in Final Regulations section 1.199A-5(c)
(2) regarding the so-called “crack-and-pack” strat-
egy, as well as the rebuttable presumption treating 
former employees as employees set forth in Final 
Regulations section 1.199A-5(d)(3) apply to taxa-
ble years ending after December 22, 2017. Finally, 
the anti-abuse rule contained in Final Regulations 

section 199A-6(d)(3)(vii) regarding the anti-abuse 
rule for the creation of a trust to avoid exceeding the 
“threshold amount” applies to taxable years ending 
after December 22, 2017, and the anti-abuse rule 
contained in Treas. Reg. section 1.643(f)-1 regarding 
the treatment of multiple trusts applies to taxable 
years ending after August 16, 2018 (although the IRS 
expressed its opinion that the anti-abuse rule under 
Treas. Reg. section 1.643(f)-1 generally should be 
applicable prior to August 16, 2018).

OPERATIONAL RULES AND DEFINITIONS: 
TAKING A MUCH CLOSER LOOK AT SECTION 

199A AND THE REGULATIONS
Treas. Reg. section 1.199A-1 provides operational 
rules for calculating the Section 199A qualified busi-
ness income deduction and provides a number of 
definitions that apply for purposes of Section 199A 
and Treas. Reg. section 1.199A-1 through section 
1.199A-6.16

There are important definitions or operative terms 
that must be understood and applied in accordance 
with Section 199A. Treas. Reg. section 1.199A-1(b)
(1)-(16) sets forth a number of definitions under the 
Regulations. Among the most notable are:

•	 An “aggregated trade or business” means two 
or more businesses that have been aggregated 
pursuant to the aggregation rules of Treas. Reg. 
section 1.199A-4;

•	 The “applicable percentage” means, with 
respect to any taxable year, 100 percent reduced 
(but not below zero) by the percentage equal to 
the ratio that the taxable income of the individ-
ual for the taxable year in excess of the thresh-
old amount, bears to $50,000 (or $100,000 in the 
case of a joint return);

•	 The “phase in-range” means a range of taxable 
income, the lower limit of which is the thresh-
old amount, and the upper limit of which is the 
threshold amount plus $50,000 (or $100,000 in 
the case of a joint return);

•	 “QBI” means the net amount of qualified items 
of income, gain, deduction, and loss with 
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respect to any trade or business and is discussed 
in more detail below in connection with the pro-
visions of Treas. Reg. section 1.199A-3(b);

•	 The term “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). In general, 
the excess amount is 20 percent of the 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. The term W-2 
wages means a trade or business’s W-2 wages 
properly allocable to QBI is discussed in more 
detail in connection with Treas. Reg. section 
1.199A-2(b);

•	 “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 
and/or Qualified PTP Income;

•	 An “SSTB” is defined as set forth in Treas. Reg. 
section 1.199A-5(b);

•	 The term “total QBI amount” means the net total 
QBI from all trades or businesses (including an 
individual’s share of QBI from trades or busi-
nesses conducted by RPEs);

•	 Treas. Reg. section 1.199-1(b)(13) defines a “trade 
or business” for purposes of Section 199A as a 
“Section 162 Trade or Business” other than the 
trade or business of performing services as an 
employee.17 Additionally, rental or licensing of 
tangible or intangible property (rental activity) 
that does not rise to the level of a Section 162 
Trade or Business will nevertheless be 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 
Treas. Reg. section 1.199A-4(b)(1)(i), regardless 
of whether the rental activity and the trade or 
business are otherwise eligible to be aggregated 
under the rules of Treas. Reg. section 1.199A-4. 

The trade or business requirement, and particu-
larly its application to rental real estate, is dis-
cussed in more detail below;

•	 For purposes of Section 199A, “qualified prop-
erty” means tangible property of a character 
subject to depreciation that is held by, and avail-
able for use in, the qualified trade or business at 
the close of the taxable year, which is used in the 
production of QBI sometime during the taxable 
year, and for which the depreciable period has 
not expired before the close of the taxable year.

Computation of Section 199A deduction 
for individuals with taxable income 

not exceeding threshold amount
Where an individual’s taxable income does not 
exceed the applicable “threshold amount,” such 
individual’s Section 199A deduction is determined 
by adding 20 percent of the QBI amount (including 
QBI attributable to an SSTB) 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 amount is then compared to 
20 percent of the amount by which the individual’s 
taxable income exceeds the individual’s net capital 
gain for the taxable year, and the lesser of these two 
amounts is the individual’s Section 199A deduction.18

Where a taxpayer’s total QBI amount is less than zero, 
the portion of the individual’s Section 199A deduc-
tion related to QBI is zero for the taxable year and the 
negative total QBI 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.19 A similar rule and separate calculation applies 
where the combined amount of qualified REIT divi-
dends and qualified PTP income is less than zero.20

Computation of the Section 199A 
deduction for individuals with taxable 

income above the threshold amount

In general
The Section 199A deduction is determined for indi-
viduals with taxable income for the taxable year 



46  |  THE PRACTICAL TAX LAWYER	 MAY 2021

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, and comparing such amount to 20 per-
cent of the amount by which the individual’s taxable 
income exceeds his or her net capital gain for the 
taxable year. The lesser of those two amounts is the 
individual’s Section 199A deduction.21

Computational rules in determining 
Section 199A deduction
The QBI component is determined by applying 
the following computational rules in the following 
order, for an individual with taxable income for the 
taxable year that exceeds the threshold amount: (i) 
where the individual’s taxable income is within the 
“phase-in range,” then only the “applicable percent-
age” of QBI, W-2 wages, and UBIA amount for each 
SSTB is taken into account for purposes of deter-
mining the individual’s Section 199A deduction; (ii) 
where the individual’s taxable income exceeds the 
phase-in range, then the individual’s Section 199A 
deduction is zero with respect to an SSTB.22

Consequence of aggregation election
When an individual chooses to aggregate trades 
or businesses under the rules of Treas. Reg. section 
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 “wage and capital limitations” 
(sometimes referred to as the W-2 wages and UBIA 
of qualified property limitations).23 Treas. Reg. sec-
tion 1.199A-4(b)(1) provides that trades or business 
may be aggregated only if an individual can demon-
strate that: (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 stock of the corporation, 
or, in the case of such trades or businesses operated 
by a partnership, 50 percent or more of the capital or 
profits in the partnership (the ownership rule does 
not require that every person involved in the own-
ership determination own an interest in every trade 

or business, but rather, the rule is satisfied so long as 
one person or group of persons holds a 50 percent 
or more common ownership interest in each trade 
or business); (ii) the ownership described in (i) above 
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 (the Final Regu-
lations clarify that the “majority of the taxable year” 
must include the last day of the taxable year); (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 are an SSTB; and (v) the trades 
or businesses to be aggregated satisfy at least two 
of the following factors based on all the facts and 
circumstances: (a) the trades or businesses provide 
products and services that are the same or custom-
arily offered together; (b) the trades or businesses 
share facilities or share significant centralized busi-
ness elements, such as personnel, accounting, legal, 
manufacturing, purchasing, human resources, or 
information technology resources; or (c) the trades 
or businesses are operated in coordination with, or 
in reliance upon, one or more of the businesses in 
the aggregated group (for example, supply chain 
interdependencies).

Where an individual’s QBI from all trades or businesses 
combined is less than zero, the QBI component is zero 
for the taxable year, such negative amount is treated 
as negative QBI from a separate trade or business in 
the succeeding year of the individual for purposes of 
Section 199A. It is important to note, however, that 
the W-2 wages and UBIA of qualified property from 
the trades or businesses which produced the nega-
tive QBI are not taken into account for purposes of 
computing the Section 199A deduction and are not 
carried over to the subsequent year.24

Qualified Business Income
Where a taxpayer is engaged in a Section 162 trade 
or business, the taxpayer must determine the QBI for 
each separate qualified trade or business. The term 
“QBI” generally means the net amount of “qualified 
items of income, gain, deduction and loss” with 
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respect to any “qualified trade or business” of the 
taxpayer. Qualified items of income, gain, deduc-
tion, and loss mean items of income, gain, deduc-
tion, and loss to the extent such items are effectively 
connected with the conduct of a trade or business 
within the United States. However, in the case of 
a taxpayer who otherwise has QBI from sources 
within the Commonwealth of Puerto Rico, provided 
all of the income is taxable, the taxpayer’s income 
from Puerto Rico will be included in determining 
the individual’s QBI. The QBI component is the sum 
of such amounts determined for each trade or busi-
ness. For each trade or business (including trades or 
businesses operated through RPEs), the individual 
must determine the lesser of (i) 20 percent of the 
QBI for that trade or business; or (ii) the greater of 
50 percent of W-2 wages with respect to that trade 
or business, or the sum of 25 percent of W-2 wages 
with respect to such trade or business plus 2.5 per-
cent of the UBIA of qualified property with respect 
to such trade or business.25 However, in the case 
of a taxpayer who otherwise has QBI from sources 
within the Commonwealth of Puerto Rico, provided 
all of the income is taxable, the taxpayer’s income 
from Puerto Rico will be included in determining 
the individual’s QBI. Where an individual’s taxable 
income is within the phase-in range and the amount 
determined under the wage and capital imitations 
is less than 20 percent of the QBI with respect to 
such trade or business, the QBI component for the 
trade or business will be reduced by the “reduction 
amount”.26 The Final Regulations clarify that for 
taxpayers with taxable income within the phase-in 
range, QBI from an SSTB must be reduced by the 
applicable percentage before the application of the 
netting and carryover rules described in Treas. Reg. 
section 1.199A-1(d)(2)(iii)(A).

Negative combined qualified REIT 
dividend/qualified PTP income

Where 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 
will be zero for the taxable year, and the negative 
combined amount will be carried forward and used 

to offset the combined amount of REIT dividends/
PTP income in the succeeding taxable year of the 
individual for purposes of Section 199A.27

Added operational rules

Effect of deduction
In the case of a partnership or S corporation, Section 
199A is applied at the partner or shareholder level. 
The Section 199A deduction has no effect on the 
adjusted basis of a partner’s interest in the partner-
ship, the adjusted basis of a shareholder’s stock in 
an S corporation, or an S corporation’s accumulated 
adjustments account.28

Disregarded entities
An entity with a single owner that is treated as disre-
garded as an entity separate from its owner is disre-
garded for purposes of Section 199A and Treas. Reg. 
sections 1.199A-1 through 1.199A-6.29

Self-employment tax and net investment income
The Section 199A deduction does not reduce net 
earnings from self-employment under Section 1402 
or the amount of net investment income under 
Section 1411.30

Coordination with alternative minimum tax
For purposes of determining alternative minimum 
taxable income under Section 55, the deduction 
allowed under Section 199A(a) for a taxable year is 
equal in amount to the deduction allowed under 
Section 199A(a) in determining regular taxable 
income for such taxable year. In other words, the 
Section 199A deduction is allowable for both regu-
lar tax and alternative minimum tax purposes.31

Imposition of accuracy-related 
penalty and underpayments
Section 6662(a) provides a penalty for an under-
payment of tax required to be shown on a return. 
Under Section 6662(b)(2), the penalty applies to the 
portion of any underpayment that is attributable to 
a substantial understatement of income tax. A sub-
stantial understatement of income tax is defined 
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under Section 6662(d)(1) as an understatement that 
exceeds the greater of 10 percent of the tax required 
to be shown on the return, or $5,000. Section 6662(d)
(1)(C) sets forth a lower threshold to impose an accu-
racy-related penalty under Section 6662(d)(1)(A) by 
substituting five percent for 10 percent.32 The pur-
pose of lowering the percentage from 10 percent to 
five percent in order for the Section 6662(a) penalty 
to apply, was that Congress believed this would dis-
courage taxpayers from “playing games” or manipu-
lating the Section 199A deduction.

Reduction for income received from cooperatives
Treas. Reg. section 1.199A-1(e)(7) discusses the com-
putation of the Section 199A deduction in the case 
of any trade or business of a patron of a specified 
agricultural or horticultural cooperative. The Section 
199A deduction applicable to members of a cooper-
ative is beyond the scope of this article.

Phase-in of wage and capital limitations
For taxpayers with taxable income between $157,500 
and $207,500 ($157,500 plus $50,000), or with respect 
to married individuals filing jointly with taxable 
income between $315,000 and $415,000 ($315,000 
plus $100,000)(for 2018), the wage and capital lim-
itations are phased in. Specifically, if the wage and 
capital limit is less than 20 percent of the taxpayer’s 
QBI with respect to the qualified trade or business, 
the taxpayer’s deductible amount is determined by 
reducing 20 percent of QBI by the same proportion 
of the difference between 20 percent of the QBI 
and the wage and capital limit as the excess of the 
taxable income of the taxpayer over the threshold 
amount bears to $50,000 ($100,000 in the case of a 
joint return). Once the taxpayer has $207,500 of taxa-
ble income, or $415,000 of taxable income in the case 
of a married individual filing a joint return, the wage 
and capital limitations apply fully to the taxpayer.

Trade or business requirement, 
rental real estate, and QBI

In applying the QBI and SSTB rules, a trade or busi-
ness under Section 162 (a “Section 162 Trade or Busi-
ness”) is defined as a trade or business other than 

the trade or business of performing services as an 
employee. There is no “bright line” test of when 
an activity constitutes a Section 162 Trade or Busi-
ness.33 It is a facts-and-circumstances test. The tax-
payer asserting it, as an RPE in the trade or business 
of renting real property, has the burden of proof to 
establish by a preponderance of the evidence that it 
is so engaged in accordance with the case law and 
also, as to Section 199A, with respect to the statute 
and to Section 199A Regulations.

The Section 162 Trade or Business standard is dif-
ficult to apply to rental real estate activities. The 
Preamble to the Final Regulations provides that in 
determining whether a rental real estate activity is a 
Section 162 Trade or Business, relevant factors might 
include, but are not limited to: the type of rental 
property (commercial real property versus residen-
tial property); the number of properties rented; the 
owner’s or the owner’s agent’s day-to-day involve-
ment; the types and significance of any ancillary ser-
vices provided under the lease; and the terms of the 
lease (for example, a net lease versus a traditional 
lease and short-term lease versus a long-term lease). 
In order to provide further clarity as to when a rental 
real estate activity constitutes a Section 162 Trade or 
Business the IRS issued Notice 2019-07,34 which sets 
forth a safe harbor for when a rental activity will rise 
to the level of a Section 162 Trade or Business.

A leading case in this area is Curphey v. Comm’r.35 
The taxpayer, a dermatologist employed by a hospi-
tal, also owned and managed six rental properties. 
The year in issue was 1976. The taxpayer self-man-
aged the rental properties. The petitioner treated the 
rental properties as a trade or business. The govern-
ment sought to disallow the expenses as not being 
attributable to the carrying on of a trade or business 
by application of Section 280A (disallowaning certain 
expenses in connection with business use of home, 
rental, etc.) as well as Section 212 and the Supreme 
Court’s decision in Higgins v. Comm’r.36 While the 
Court accepted the government’s argument with 
respect to the taxpayer’s personal use of a unit, it 
found that the taxpayer’s rental real estate activities 
constituted a trade or business. It acknowledged that 
in its decisions after Higgins, the Court has held that 
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the rental of even a single piece of real property for 
the production of income constitutes a trade or busi-
ness.37 The Court, in finding for the taxpayer, opined 
that the issue is to be resolved on all facts and circum-
stances where the scope of ownership and manage-
ment activities are important. The facts in Curphey 
demonstrated that the taxpayer’s activities were suf-
ficiently regular, systematic, and continuous to place 
him in the business of rental real estate.38

The Preamble to the Final Regulations under Sec-
tion 199A note the factors to be used in determin-
ing whether a rental real estate activity is a Section 
162 trade or business. Such factors include: (i) the 
type of rented property (commercial real property 
versus residential property), (ii) the number of prop-
erties rented, (iii) the owner’s or the owner’s agents 
day-to-day involvement, (iv) the types and signifi-
cance of any ancillary services provided under the 
lease, and (v) the terms of the lease (for example, a 
net lease versus a traditional lease and a short-term 
lease versus a long-term lease). While the Final Reg-
ulations failed to adopt a bright line rule in response 
to many comments received, the IRS issued a safe 
harbor notice in Rev. Proc. 2019-38, 2019-42 IRB 942 
(9/24/2019).39

Rev. Proc. 2019-38: 
Rental real estate safe harbor guidance
Revenue Procedure 2019-38, sets forth a safe har-
bor for when interests in rental real estate will be 
treated as a trade or business for purposes of Sec-
tion 199A. Revenue Procedure 2019-38 generally 
follows an earlier IRS pronouncement, Notice 2019-
07, which contained a proposed version of the safe 
harbor. Under Revenue Procedure 2019-38, a “rental 
real estate enterprise” under the safe harbor rule is 
defined as an interest in real property held for the 
production of rents and may consist of an interest in 
a single property or interest in multiple properties. 
The taxpayer or RPE must hold each interest directly 
or through an entity disregarded as an entity sepa-
rate from its owner.

Taxpayers and RPEs may either treat each interest in 
“similar” property held for the production of rents 
as separate rental real estate enterprises or treat 

interests in all similar properties held for the pro-
duction of rents as a single rental real estate enter-
prise. Properties held for the production of rents are 
treated as similar if they are part of the same rental 
real estate category. The two types of rental real 
estate categories for purposes of combining prop-
erties under the safe harbor into a single rental real 
estate enterprise are residential and commercial. 
Consequently, except for mixed-use property, which 
will be discussed below, commercial real estate held 
for the production of rents may only be part of the 
same rental real estate enterprise with other com-
mercial real estate, and residential properties may 
only be a part of the same rental real estate enter-
prise with other residential properties. Revenue Pro-
cedure 2019-38 provides that an interest in mixed-
use property may be treated as a single rental real 
estate enterprise or may be bifurcated into separate 
residential and commercial interests. A mixed-use 
property is defined as a single building that com-
bines residential and commercial units. An interest 
in mixed-use property, if treated as a single rental 
real estate enterprise, may not be treated as part of 
the same enterprise as other residential, commer-
cial, or mixed-use property.

Once a taxpayer or RPE treats interests in similar 
commercial properties or similar residential prop-
erties as a single rental real estate enterprise under 
the safe harbor, the taxpayer or RPE must continue 
to treat interests in all similar properties, including 
newly acquired properties, as a single rental real 
estate enterprise when the taxpayer or RPE contin-
ues to rely on the safe harbor.

In qualifying a real estate activity under the Rev-
enue Procedure 2019-38 safe harbor: (i) separate 
books and records must be maintained to reflect 
income and expenses for each rental real estate 
enterprise; (ii) at least 250 hours or more of “rental 
services” must be performed per year for the rental 
real estate enterprise; and (iii) the taxpayer must 
maintain contemporaneous records, including time 
reports or similar documents regarding hours of all 
services performed, a description of all services per-
formed, the dates on which such services are per-
formed, and who performed such services.
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Property used as a personal 
residence and triple net leases
The Revenue Procedure 2019-38 safe harbor is una-
vailable for the rental of any residence that the tax-
payer uses as a personal residence for more than 14 
days during the year. Even more significantly, the 
Final Regulations provide that a taxpayer cannot 
use the safe harbor for any property rented on a “tri-
ple net lease” basis. Under Notice 2019-07, “[A] triple 
net lease includes a lease agreement that requires 
the tenant or lessee to pay taxes, fees, and insur-
ance, and to be responsible for maintenance activ-
ities for a property in addition to rent and utilities. 
This includes a lease agreement that requires the 
tenant or lessee to pay a portion of the taxes, fees, 
and insurance, and to be responsible for mainte-
nance activities allocable to the portion of the prop-
erty rented by the tenant.” (emphasis added). Under 
Revenue Procedure 2019-38, “[A] triple net lease 
includes a lease agreement that requires the tenant 
or lessee to pay taxes, fees, and insurance, and to 
pay for maintenance activities for the property in 
addition to rent and utilities.”(emphasis added). The 
significance of changing the definition from being 
responsible for maintenance activities to paying for 
maintenance activities is unclear. The definition still 
leaves the door open for other leases, such as where 
leases are restructured to provide that the lessor will 
pay for the real estate taxes and/or insurance on the 
property, to possibly be treated as triple net leases 
by the IRS, and thus not fall within the safe harbor.

Reporting requirements for 
rental real estate safe harbor
The taxpayer or RPE is required to attach a statement 
to a timely-filed original return (or the amended return 
for the 2018 taxable year only) for each taxable year in 
which the taxpayer or RPE relies on the safe harbor. 
An individual or RPE with more than one rental real 
estate enterprise relying on the safe harbor may sub-
mit a single statement and the statement must list the 
required information separately for each rental real 
estate enterprise. The guidance sets forth the quality 
and quantity of information to be provided.

Rentals to a related party
The definition of a trade or business, solely for pur-
poses of Section 199A, also includes the rental or 
licensing of tangible or intangible property to a 
related trade or business if the rental or licensing 
activity and the other trade or business are com-
monly controlled. The Final Regulations provide 
that the related-party rules under Sections 267(b) 
and 707(b) will be used to determine related parties 
for purposes of this special rule using a 50 percent 
or more relationship test. This rule, when its require-
ments are met, also allows taxpayers to aggregate 
their trades or businesses with the leasing or licens-
ing of the associated rental or intangible property.

The Final Regulations also clarify that the special rule 
only applies to situations in which the related party 
is an individual or RPE, and as such, will not apply 
to a rental to a C corporation. An RPE 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. Additionally, 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.

Determination of  
separate trades or businesses

The Final Regulations did not address the issue of 
whether a taxpayer is engaged in one trade or busi-
ness or more than one trade or business when eval-
uating the separate and combined activities of the 
taxpayer or RPE. However, the Preamble to the Final 
Regulations comments that no trade or business will 
be considered separate or distinct unless a complete 
separate set of books and records is kept for such trade 
or business. The Preamble to the Final Regulations 
further notes that multiple trades or businesses will 
generally not exist within an entity unless different 
methods of accounting could be used for each trade 
or business under the Section 446 Regulations. That 
is a strong position to take, isn’t it? In digging deeper, 
we know that Treas. Reg. section 1.446-1(d) does not 
provide guidance on when trades or businesses will 
be considered separate and distinct. Instead, it pro-
vides that a taxpayer can use different methods of 
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accounting for separate and distinct trades or busi-
nesses and specifies two circumstances in which 
trades or businesses will not be considered separate 
and distinct. Treas. Reg. section 1.446-1(d)(2) pro-
vides that no trade or business will be considered 
separate and distinct unless a complete separate 
set of books and records is kept for such trade or 
business. Factors indicating whether a taxpayer 
is engaged in multiple trades or businesses with 
some or all being QTBs or SSTBs include: (i) separate 
books and records maintained for each purported 
business; (ii) separate facilities; (iii) operations in 
separate locations; (iv) separate workforce; (v) sep-
arate bank and investment accounts; (vi) operation 
of separate types of businesses or activities; (vii) 
whether the businesses are held out to the public 
as separate trades or businesses; and (viii) whether 
the operations are housed in separate legal entities.

Employee status is not a qualified business
A qualified trade or business means a trade or busi-
ness other than an SSTB and other than the trade or 
business of being an employee. Treas. Reg. section 
1.199A-5(d)(1) provides that the trade or business of 
performing services as an employee is not a trade or 
business under Section 199A. Can “former employ-
ees” be repositioned as independent contractors to 
qualify to some extent for the deduction available 
under Section 199A? Proposed Regulations section 
1.199A-5(d)(3)(i) provided that solely for purposes of 
Section 199A(d)(1)(B), an individual who was correctly 
treated as an employee for federal employment tax 
purposes in rendering services and who was subse-
quently 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 related person), is nevertheless presumed to be 
in the trade or business of performing services as an 
employee with regard to such services. The Regu-
lations state that this presumption will apply to the 
individual only if such individual was an employee 
of the entity during the three-year period prior to 
the date such individual was treated as other than 
an employee with respect to such entity. This pre-
sumption may be rebutted upon a showing by the 
individual that, under federal tax law, regulations, 

and principles (including common-law employee 
classifications rules), the individual is performing 
services in a capacity other than as an employee. 
The presumption also applies regardless of whether 
the individual provides services directly or indirectly 
through an entity or entities.

Mechanics of Section 199A deduction
The deduction reduces a taxpayer’s taxable income 
but not his or her adjusted gross income (i.e., it is 
a “below the line” deduction). However, the deduc-
tion is available whether one itemizes deductions 
or takes the standard deduction. Under Section 
199A(c)(2), if the net amount of qualified income, 
gain, deduction, and loss with respect to qualified 
trades or businesses of the taxpayer for any taxable 
year is less than zero, such amount will be treated 
as a loss from a qualified trade or business in the 
succeeding taxable year. Consequently, even if such 
loss is used in computing taxable income in Year 
One, when you get to Year Two, that QBI loss car-
ries over and reduces the QBI for Year Two solely 
for purposes of computing the 20 percent of QBI 
deduction. Additionally, under Section 172(d)(8), if 
a taxpayer has a Section 199A deduction in a year 
in which such taxpayer has a net operating loss, the 
taxpayer’s net operating loss does not include the 
Section 199A deduction.

Determination of QBI in general
QBI must be determined and reported for each trade 
or business by the individual or RPE that directly 
conducts the trade or business before applying the 
aggregation rules of Treas. Reg. section 1.199A-4. 
QBI means, for 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, 
provided the other requirements of Section 199A 
are satisfied: (i) gain or loss 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 as such, is taken into account for purposes of 
computing QBI. The Section 199A Regulations pro-
vide that income attributable to a guaranteed pay-
ment for the use of capital (as well as for services) is 
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not considered to be attributable to a trade or busi-
ness, and consequently is not taken into account 
for purposes of computing QBI. However, the part-
nership’s deduction associated with the guaran-
teed payment for the use of capital will be taken 
into account for purposes of computing QBI if such 
deduction is properly allocable to the trade or busi-
ness and is otherwise deductible for federal income 
tax purposes. Section 481 adjustments (whether 
positive or negative) will be taken into account for 
purposes of computing QBI to the extent that the 
requirements of Section 199A are otherwise satis-
fied, but only if the adjustment arises in taxable years 
after December 31, 2017. In general, losses or deduc-
tions which were previously disallowed (including 
under Sections 465, 469, 704(d) and 1366(d)), which 
are allowed in the taxable year are also taken into 
account for purposes of computing QBI for such tax-
able year. However, losses or deductions that were 
disallowed, suspended, limited, or carried over from 
taxable years ending before January 1, 2018 are not 
taken into account in a later taxable year for pur-
poses of computing QBI. Still, such suspended losses 
may be used in computing taxable income in a man-
ner that does not take Section 199A into account. 
The Final Regulations provide that any losses disal-
lowed, suspended, or limited under the provisions 
of Section 465, 469, 704(d) and 1366(d), or any other 
similar provisions, whether such losses occur before 
or after January 1, 2018, shall be used, for purposes 
of Section 199A and the Regulations thereunder, in 
order from the oldest to the most recent on a FIFO 
(first-in, first-out) basis. Concurrently with the issu-
ance of the Final Regulations, the Treasury Depart-
ment and the IRS published Proposed Regulations 
under Section 199A that treat previously suspended 
losses as losses from a separate trade or business for 
purposes of Section 199A.40

Qualified items of income, 
gain, deduction, and loss
This term generally means items of gross income, 
gain, deduction, and loss to the extent that such 
items are effectively connected with the conduct 
of a trade or business within the United States and 
included or allowed in determining taxable income 

for the taxable year.41 Treas. Reg. section 1.199A-3(b)
(2)(ii) specifies that certain items are not taken into 
account as a qualified item of income, gain, deduc-
tion, or loss in computing QBI, including: (i) capital 
gains or losses; (ii) dividend income; (iii) interest 
income other than generated from a trade or busi-
ness; (iv) commodities or currency gain or loss; (v) 
annuity payments not received in connection with 
a trade or busines; (vi) qualified REIT dividends or 
qualified PTP income; (vii) reasonable compensation 
received by a shareholder-employee of an S corpora-
tion. Note that the S corporation’s deduction for such 
reasonable compensation will reduce QBI if such 
deduction is properly allocable to the trade or busi-
ness and is otherwise deductible for federal income 
tax purposes; (viii) a guaranteed payment under 
Section 707(c) received by a partner with respect 
to the trade or business. 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; and 
(ix) any Section 707(a) received by a partner for ser-
vices rendered with respect to the trade or business. 
Again, however, the partnership’s deduction for such 
payment will reduce QBI if the deduction is properly 
allocable to the trade or business and is otherwise 
deductible for federal income tax purposes.

Deductions for wages paid
Expenses for all wages paid (or incurred in case of an 
accrual basis taxpayer) must be taken into account 
in computing QBI regardless of the application of 
the W-2 wage limitation.42

Computation of QBI for 
multiple trades or businesses
In the case of an individual or RPE directly conduct-
ing multiple trades or businesses, where such items 
of QBI are properly attributable to more than one 
of the trades or businesses, 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 cir-
cumstances. The Section 199A Regulations provide 
that the individual or RPE may use a different rea-
sonable method for different items of income, gain, 
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deduction, and loss, but that the chosen reasonable 
method for each item must be consistently applied 
from one taxable year to the next and must clearly 
reflect the income and expenses of each trade or 
business. The books and records maintained for a 
trade or business also must be consistent with any 
allocations of items of QBI thereunder.43

Qualified REIT dividends and PTP income
Treas. Reg. section 1.199A-3(c) sets forth the mean-
ings of qualified REIT dividends and qualified PTP 
income, and provides that the rules applicable to the 
determination of QBI also applies to the determina-
tion of a taxpayer’s allocable share of income, gain, 
deduction, and loss from a PTP. The Proposed Reg-
ulations provide that a REIT dividend is not a qual-
ified REIT dividend for purposes of Section 199A if 
the stock with respect to which it is received is held 
for fewer than 45 days, taking into account the prin-
ciples of Sections 246(c)(3) and (4). The Final Regu-
lations define the holding period for the REIT stock 
based on Section 246(c)(1)(A) — share(s) of REIT stock 
held by the taxpayer for more than 45 days during 
the 91-day period beginning on the date which is 
45 days before the date on which such REIT share(s) 
becomes ex-dividend or to the extent the taxpayer is 
under an obligation (whether under a short sale obli-
gation or otherwise) to make related payments with 
respect to positions in substantially similar or related 
property. Further guidance on this issue is to be pro-
vided by the Treasury Department and the IRS.

Wage and capital limitations
For businesses other than an SSTB (and for which 
the taxpayer’s taxable income exceeds (for 2018) 
$207,500 ($157,500 + $50,000 phase-in amount), or 
$415,000 ($315,000 + $100,000 phase-in amount) 
if married filing jointly, the deductible amount for 
each qualified trade or business carried on by the S 
corporation, partnership, LLC or sole proprietorship 
is, as discussed above, the lesser of (i) 20 percent of 
the taxpayer’s allocable share of QBI with respect 
to the qualified trade or business; or (ii) the greater 
of (a) the taxpayer’s allocable share of 50 percent of 
the W-2 wages with respect to the qualified trade or 
business, or (b) the taxpayer’s allocable share of 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” (the “wage and capital 
limitations,” sometimes referred to as the “W-2 and 
UBIA of qualified property limitations”).

W-2 wages
For purposes of Section 199A, W-2 wages means 
amounts described in Sections 6051(a)(3) and (8) 
paid to employees by the taxpayer operating the 
QTB during the calendar year ending during such 
taxable year. 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). 
The employees of the individual or RPE are limited 
to employees of the individual or RPE as defined in 
Sections 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. It is important to note, however, that W-2 wages 
do not include payments made to an independent 
contractor or management fees or guaranteed pay-
ments to a partner performing services for the part-
nership. This definition raises issues for employees 
employed by an affiliated management company 
that leases the employees to an operating business 
or businesses. The question is whether wages paid 
by the management company or other third party 
can be taken into account with respect to each qual-
ified trade or business even though it is operated in 
a separate taxable entity. The Section 199A Regula-
tions answer this question affirmatively so long as 
the individual or RPE is the common law employer 
of such employees.44

Section 199A wages do not include any amount 
which is not properly included in a return filed with 
the Social Security Administration on or before the 
60th day after the due date, including extensions, 
for such return. Consequently, compliance with 
such reporting rules is necessary to get credit for the 
maximum amount of W-2 wages.
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Allocable share of QBI, W-2 wages, and UBIA
If there is more than one owner of the pass-through 
entity, each owner is only entitled to their “alloca-
ble share” of QBI, W-2 wages, and UBIA of qualified 
property, such as the stock percentage ownership 
of a shareholder of an S corporation. For partner-
ships, where special allocations may be made under 
Section 704(b), a partner’s allocable share of QBI and 
of W-2 wages will be equal to the amount of wages 
of the qualifying trade or business allocated to such 
partner by the partnership.45

Qualified property
For purposes of Section 199A, Section 199A(b)(6)(A) 
provides that “qualified property” means tangible 
property of a character subject to depreciation that 
is held by, and available for use in, the qualified trade 
or business at the close of the taxable year, which is 
used in the production of QBI sometime during the 
taxable year, and for which the depreciable period 
has not expired before the close of the taxable year. 
The “depreciable period” must be used as such term 
is defined in Section 199A(b)(6)(B). The depreciable 
period begins with the date that the qualified prop-
erty was first placed in service by the taxpayer and 
ending on the later of: (i) the date that is 10 years 
after such date, or (ii) the last day of the last full year 
in the applicable recovery period that would apply to 
the property per Section 168 but without regard to 
Section 168(g). An RPE engaged in one or more qual-
ified trades or businesses must also make this deter-
mination. Partners and shareholders in an S corpo-
ration are annually allocated their “allocable share” 
of the unadjusted basis of qualified property, which 
will be equal to his or her percentage ownership in 
the stock of the S corporation. However, with respect 
to partners of a partnership (including LLCs taxed as 
partnerships), the partner’s allocable share of the 
unadjusted basis of qualified property will be equal 
to the percentage of Section 704(b) book deprecia-
tion allocated to such partner by the partnership.46

UBIA and Treas. Reg. § 1.199A-2
Treas. Reg. section 1.199A-2(a)(3) provides rules for 
the determination of UBIA of qualified property 

for each trade or business by the individual or RPE 
that directly conducts the trade or business before 
applying the aggregation rules of Treas. Reg. sec-
tion 1.199A-4. For qualified property held by an 
RPE, the amount of the UBIA held by a partnership 
is allocated to each partner based on share of book 
depreciation. For an S corporation, each sharehold-
er’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 share-
holder over the total shares of the S corporation. If 
the UBIA of the qualified property is not determined 
and reported for each trade or business, the UBIA of 
such qualified property is presumed to be zero.

The operative term is “qualified property,” which 
means, per Treas. Reg. section 1.199A-2(c)(1)(i), with 
respect to any trade or business of an individual or 
RPE for a taxable year, tangible property of a charac-
ter subject to the allowance for depreciation under 
Section 167(a) that is: held by, and available for use 
in, the trade or business at the close of the taxable 
year; used at any point during the taxable year in 
the trade or business’s production of QBI; and has 
a depreciable period that has not ended before the 
close of the individual or RPE’s taxable year.

UBIA is the taxpayer’s cost basis on the placed-in-
service date of the qualified property under Section 
1012 or other applicable provisions of the Code. UBIA 
is determined without regard to basis adjustments 
required under Sections 1016(a)(2) or 1016(a)(3), any 
adjustments for tax credits or any adjustments for 
any portion of the cost basis that the individual or 
RPE has elected to treat as an expense. Additional 
first year depreciation including a 100 percent 
charge to basis under Section 168(k) is not taken 
into account. 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. 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 qual-
ified property first placed in service on the date such 
addition or improvement is placed in service, pursu-
ant to Treas. Reg. section 1.199A-2(c)(1)(ii).47
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Acquired depreciable property
Acquired depreciable property is not qualified prop-
erty 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 to disposition, unless the tax-
payer can demonstrate that the principal purpose of 
the acquisition and disposition was a purpose other 
than increasing the Section 199A deduction.48

As to exchange or transferred basis transactions, 
clarify that additional first-year depreciation allowa-
ble under Section 168 will not affect the applicable 
recovery period for the qualified property. As men-
tioned, UBIA of qualified property is determined with-
out regard to any adjustments described in Sections 
1016(a)(2) or 1016(a)(3), any adjustments for tax credits 
claimed by the taxpayer, or any adjustments for any 
portion of basis for which the taxpayer has elected to 
treat as an expense — for example, under Section 179.

UBIA for exchanged and 
transferred qualified property
After much debate and commentary issued criticiz-
ing the Proposed Regulations, the Final Regulations 
provide that qualified property contributed to a 
partnership or S corporation in a non-recognition 
transaction should generally retain its UBIA on the 
date it was first placed in service by the contribut-
ing partner or shareholder. Fairness prevailed! Other 
special rules apply to like-kind exchanges under Sec-
tion 1031 and involuntary conversions under Section 
1033 as well as other exchange basis or transferred 
basis transactions including transfers of property 
described in accordance with Sections 332, 351, 361, 
721, 731, or any transaction between members of 
the same affiliated group during any taxable year for 
which a consolidated return is made by such group.49

UBIA of qualified property acquired from decedent
The Final Regulations provide that for qualified 
property acquired from a decedent and immedi-
ately placed in service, the UBIA of the property will 
generally be the fair market value at the date of the 
decedent’s death under Section 1014. Additionally, 
the Final Regulations provide that a new depreciable 

period for property commences as of the date of the 
decedent’s death.

Specified service trade or business 
and Treas. Reg. § 1.199A-5

Perhaps the most important issue in Section 199A 
is, based on all the facts and circumstances, to what 
extent a taxpayer or an RPE is engaged in an activ-
ity as an SSTB as compared with a QBI. Section 199A 
defines a “specified service trade or business” as any 
trade or business involving the performance of ser-
vices in the fields of health, law, accounting, actu-
arial 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 one or more 
of its employees or owners, or which involves the 
performance of services that consist of investing 
and investment management trading, or dealing in 
securities, partnership interests, or commodities. It 
should be noted that engineering and architecture 
services are specifically excluded from the definition 
of a specified service trade or business.

Since an SSTB includes both “consulting” busi-
nesses, brokerage businesses, and “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,” there were (and to a lesser 
degree, still are) unanswered questions and uncer-
tainty as to whether certain businesses constitute 
an SSTB and thus a substantial amount of litigation 
was expected to ensue on this critical issue.

Fortunately, as will be discussed in more detail 
below, the Section 199A Regulations answer many 
of the questions by narrowly defining specified ser-
vice trades or businesses, including a “catch all” for 
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. As with 
other areas of Section 199A, even after issuance of 
the Section 199A Final Regulations, there are still a 
number of open issues dealing with the definition 
of a “qualified trade or business” versus a “specified 
service trade or business” and the effect each may 
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have on the other. Also, see the prior discussion on 
rental real estate as an SSTB or QBI and the adminis-
trative safe harbor rule.

Deduction allowed for specified 
service trade or business if taxable 
income is less than threshold amounts
Even though an SSTB is not a qualified trade or busi-
ness, such business will nevertheless be eligible for 
the 20 percent QBI deduction provided that the 
taxpayer’s taxable income is less than the threshold 
amounts of $315,000 in the case of married individuals 
filing joint returns and $157,500 for all other taxpayers.

Example

Specified Service Trade or Business with 
Taxable Income Below Threshold Amount

A is a partner in a law firm operated as an LLC 
taxed as a partnership. During 2018, A is mar-
ried and has total taxable income of $300,000 
with his wife. A’s allocable share of the QBI of 
the law firm is $250,000, his allocable share of 
W-2 wages of the law firm is $60,000, and his 
allocable share of the unadjusted basis of the 
qualified property of the law firm is $40,000.

Even though A derives his income from a spec-
ified service trade or business, he will receive a 
deduction of $50,000 ($250,000 x 20 percent). 
Because A’s taxable income is below the Thresh-
old Amount of $315,000, the wage and labor 
limitation won’t apply (the greater of $30,000 
(50 percent of $60,000) or $16,000 (25 percent 
of $60,000 plus 2.5 percent of $40,000).

Phase-out of deduction for 
specified service trades or businesses
The ability of a taxpayer to take the deduction for 
20 percent of QBI for a specified service trade or 
business is phased out for a taxpayer having taxa-
ble income between $315,000 and $415,000 in the 
case of married individuals filing joint returns, and 
between $157,500 and $207,500 for all other tax-
payers. Specifically, a taxpayer with taxable income 
within the phase-out range takes into account only 

the “applicable percentage” of qualified items of 
income, gain, deduction, or loss, and of allowa-
ble W-2 wages. The “applicable percentage” with 
respect to any taxable year is 100 percent reduced 
by the percentage equal to the ratio of the excess of 
the taxable income of the taxpayer over the thresh-
old amount bears to $50,000 (or $100,000 in the 
case of a joint return).50

Definitions of specified service trades or 
businesses under Treas. Reg. § 1.199A-5

Treas. Reg. section 1.199A-5 sets forth definitions for 
the following enumerated professions: health, law, 
accounting, actuarial science, performing arts, con-
sulting, athletics, financial services and brokerage 
services. Treas. Reg. section 1.199A-5 also defines 
what constitutes investing in investment manage-
ment, trading, and dealing in securities, partnership 
interests, or commodities. These trades or busi-
nesses, including any trade or business where the 
principal or asset of such trade or business is the 
reputation or skill of one or more of its employees 
or owners, are treated as “Listed SSTBs” under Treas. 
Reg. section 1.199A-5(b)(1). The Final Regulations are 
mostly taxpayer-friendly and side with the majority 
of commentators by narrowly defining what con-
stitutes a Listed SSTB. Additionally, the Final Reg-
ulations (like the Proposed Regulations) set forth 
a narrow definition as to what is included as an 
SSTB where the principal asset of the trade or busi-
ness is the reputation or skill of one or more of its 
employees or owners.

The Preamble to the Proposed Regulations states 
that Section 199A is a new Code provision intended 
to benefit a wide range of businesses and makes 
references to Section 1202(e)(3)(A), Section 448(d)
(2), and Treas. Reg. section 1.448-1T(e)(4)(i), and pro-
vides that although the cross-referenced sections 
are not determinative on whether a particular trade 
or business is an SSTB, guidance can be taken from 
such sources. Section 448 prohibits certain taxpay-
ers from computing taxable income under the cash 
receipts and disbursements method of accounting 
and provides that qualified personal service corpo-
rations generally are not subject to the prohibition 
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from using the cash method. The definition of an 
SSTB under Section 199A is substantially similar to 
the list of service trades or businesses provided in 
Section 448(d)(2)(A) and Treas. Reg. section 1.448-
1T(e)(4)(i). The Preamble further provides that Sec-
tion 448(d)(2) emphasizes that it is the direct pro-
vision of services by the employees of a trade or 
business, rather than the application of capital that 
is critical in determining whether a corporation is a 
“qualified personal service corporation”. Consistent 
with the rules of statutory construction generally 
and also based on the legislative history of Section 
199A, the Preamble to the Proposed Regulations 
provides that Treas. Reg. section 1.199A-5(b) draws 
upon the existing guidance under Section 448(d)(2) 
when appropriate for purposes of Section 199A and 
generally follows the guidance issued under Section 
448(d)(2), with some modifications. The Preamble 
further provides that whether a service is performed 
in a qualifying field under Section 448(d)(2) is to be 
decided by examining all relevant indicia and is not 
determined by the characterization of a particular 
business under state licensing laws, and that this 
approach is also appropriate for Section 199A pur-
poses. Although the Preamble extensively discusses 
Section 448 and the Regulations thereunder, as well 
as Section 1202, the Section 199A Regulations them-
selves contain no reference to Section 448.

The Final Regulations added two rules of general 
application with respect to SSTBs. First, the Final 
Regulations specify that the rules for determining 
whether a business is an SSTB within the meaning of 
Section 199(d)(2) applies solely for purposes of Sec-
tion 199A, and thus, may not be taken into account 
for purposes of applying any other provision of law, 
except to the extent that such a provision expressly 
refers to Section 199A(d). Second, the Final Regu-
lations include a hedging transaction rule that is 
applicable to any trade or business conducted by an 
individual or an RPE. The hedging transaction rule 
provides that income, deduction, gain, or loss from 
a hedging transaction entered into in the normal 
course of a trade or business is included as income, 
deduction, gain or loss from that trade or business. A 
hedging transaction for these purposes is defined in 
Treas. Reg. section 1.1221-2(b) and Treas. Reg. section 

1.446-4. It is also important to note the exception in 
Section 199A as to the trade or business of perform-
ing services as an employee. Under Treas. Reg. sec-
tion 1.199A-5(a)(3), the trade or business of perform-
ing services as an employee is not a trade or business 
for purposes of Section 199A. Therefore, no items 
of income, gain, deduction, or loss from the trade 
or business of performing services as an employee 
constitute QBI within the meaning of section 199A 
and Treas. Reg. section 1.199A-3. A taxpayer may not 
claim a Section 199A deduction for wage income, 
regardless of the amount of taxable income.

Services performed in the fields of health
A Listed SSTB identified in Treas. Reg. section 
1.199A-5(b)(2)(ii) means the provision of medical ser-
vices by individuals such as physicians, pharmacists, 
nurses, dentists, veterinarians, physical therapists, 
psychologists, and other similar health care profes-
sionals performing services in their capacity as such. 
Contrary to Section 448 and the statement in the 
Preamble to the Proposed Regulations discussed 
above, the Final Regulations drop the additional lan-
guage contained in the Proposed Regulations that 
indicated that medical professionals were required 
to “provide medical services directly to a patient” 
in order to fall within the field of health. The per-
formance 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. As an example of an excluded ser-
vice, the Section 199A Final Regulations provide that 
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 condi-
tioning to their customers, payment processing, or 
the research, testing, and manufacture and/or sales 
of pharmaceuticals or medical devices.51

The Preamble to the Final Regulations also addresses 
the sale of pharmaceuticals and medical devices by a 
retail pharmacy by providing that such activities are 
not by themselves a trade or business performing ser-
vices in the field of health. However, the Final Regula-
tions also provide an example of services provided by 
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a retail pharmacy through a pharmacist that do con-
stitute performance of services in the field of health. 
The Preamble to the Final Regulations also discusses 
arguments made by commentators that veterinary 
medicine should not be considered an SSTB. Citing 
Revenue Ruling 91-30, 1991-1 C.B. 61, the IRS stated 
that it believed it was appropriate to continue the 
long-standing treatment of veterinary services as the 
performance of services in the field of health for pur-
poses of Section 199A in the Final Regulations.

Services performed in the field of law

The SSTB for law is identified in Treas. Reg. section 
1.199A-5(b)(2)(iii) as the performance of services by 
individuals such as lawyers, paralegals, legal arbitra-
tors, mediators and similar professionals performing 
services in their capacity as such. The SSTB field of 
law category does not include the provision of ser-
vices 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.

Services performed in the field of accounting

A Listed SSTB identified in Treas. Reg. section 
1.199A-5(b)(2)(iv) means the performance of services 
by individuals such as accountants, enrolled agents, 
return preparers, financial auditors, and similar pro-
fessionals performing services in their capacity as 
such. The field of accounting does not include, how-
ever, payment processing and billing analysis.

Services performed in the 
field of actuarial science

A Listed SSTB identified in Treas. Reg. section 1.199A-
5(b)(2)(v) means the performance of services by indi-
viduals such as actuaries and similar professionals 
performing services in their capacity as such. How-
ever, the field of actuarial science does not include 
the provision of services by analysts, economists, 
mathematicians, and statisticians not engaged in 
analyzing or assessing the financial cost of risks or 
uncertainty of events.

Services performed in the field of performing arts
A Listed SSTB identified in Treas. Reg. section 
1.199A-5(b)(2)(vi) 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. 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 per-
forming arts, such as the maintenance and oper-
ation of equipment or facilities for use in the per-
forming arts. Likewise, the performance of services 
in the field of 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.

Services performed in the field of consulting
A Listed SSTB identified in Treas. Reg. section 1.199A-
5(b)(2)(vii) means the provision of professional 
advice and counsel to clients to assist the client in 
achieving goals and solving problems. Consulting 
specifically includes providing advice and counsel 
regarding advocacy with the intention of influenc-
ing decisions made by a government or govern-
mental agency and all attempts to influence legis-
lators and other government officials on behalf of 
a client by lobbyists and other similar professionals 
performing services in their capacity as such. 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 economi-
cally similar services or the provision of training and 
educational courses. The determination of whether 
a person’s services are sales or economically similar 
services will be based on all the facts and circum-
stances of that person’s business, including the 
manner in which the taxpayer is compensated for 
the services provided. The performance of services 
in the field of consulting does not include the per-
formance of consulting services embedded in, or 
ancillary to, the sale of goods or performance of ser-
vices on behalf of the trade or business that is other-
wise not an SSTB (such as typical services provided 
by a building contractor) if there is no separate 
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payment for the consulting services. The Final Reg-
ulations also clarify that a business which assists 
other businesses in meeting their personnel needs 
by referring job applicants to them is not engaged 
in the performance of services in the field of con-
sulting when the compensation for the business 
referring job applicants is based on whether the 
applicants accept employment positions with the 
businesses searching for employees. Additionally, 
Final Regulations section 1.199A-5(b)(2)(vii) provides 
that services within the fields of architecture and 
engineering are not treated as consulting services 
for purposes of Section 199A.

Services performed in the field of athletics
A Listed SSTB identified in Treas. Reg. section 1.199A-
5(b)(2)(viii) 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. Again, 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. 
Likewise, 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.52 The 
Preamble to the Proposed Section 199A Regulations 
provides that if a partnership owns a professional 
sports team, a partner’s distributive share of income 
from the partnership’s athletic trade or business is 
not QBI, regardless of whether the partner partici-
pates in the partnership’s trade or business. Follow-
ing the issuance of the Proposed Regulations, a num-
ber of commentators suggested that the definition 
of a trade or business involving the performance of 
services in the field of athletics should not include 
the trade or business of owing a professional sports 
team, since such owners are not directly performing 
athletic activities. The Final Regulations rejected the 
arguments of the commentators, stating that while 
team owners are not performing athletic services 

directly, that is not a requirement of Section 199A, 
which looks to whether there is income attributa-
ble to a trade or business involving the performance 
of services in a specified activity, and not simply to 
who performed the services.

Services performed in the 
field of financial services
A Listed SSTB identified in Treas. Reg. section 1.199A-
5(b)(2)(vix) means the provision of financial services 
to clients including managing wealth, advising cli-
ents with respect to finances, developing retire-
ment plans, developing wealth transition plans, 
the provision of advisory and other similar services 
regarding valuations, mergers, acquisitions, disposi-
tions, restructurings, and raising financial capital by 
underwriting, or acting as a client’s agent in the issu-
ance of securities or similar services. This includes 
services provided by financial advisors, investments 
bankers, wealth planners and retirement advisors 
and other similar professionals performing services 
in their capacity as such. The Final Regulations also 
expressly provide that although the performance 
of services in the field of financial services does not 
include taking deposits or making loans (i.e., bank-
ing), it does include arranging lending transactions 
between a lender and borrower.

Banking
Banking as such is specifically excluded from the 
definition of an SSTB in Treas. Reg. section 1.199A-
5(b)(2)(ix). There were a number of comments sub-
mitted to the Treasury Department and the IRS that 
traditional banking activities, such as the perfor-
mance of services that consist of dealing in securi-
ties, should be excluded from the definition of an 
SSTB when performed by a bank. The Final Regula-
tions continue to exclude taking deposits or making 
loans from the definition of an SSTB involving the 
performance of financial services and also exclude 
the origination of loans from the definition of deal-
ing in securities for purposes of Section 199A. How-
ever, the IRS expressly stated that it did not believe 
that there is a broad exemption from the Listed 
SSTBs with respect to all services that may be per-
formed by banks. This suggests that a subchapter 
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S bank should segregate specified service activities 
from the trade or business of banking and operate 
such specified service activities as an SSTB separate 
from its banking trade or business, either within the 
same legal entity or in a separate entity.

Services performed in the 
field of brokerage services
A Listed SSTB identified in Treas. Reg. section 1.199A-
5(b)(x) means the performance of 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 a fee. This 
would include services provided by stock brokers 
and similar professionals, but specifically excludes 
services provided by real estate agents and brokers 
or insurance agents or brokers.53

Meaning of services performed in the fields 
of investing and investment management
A Listed SSTB identified in Regulations section 
1.199A-5(b)(2)(xi) means the performance of ser-
vices that consist of investing and investment man-
agement involving the receipt of fees for provid-
ing investing, asset management, or investment 
management services, including providing advice 
with respect to buying and selling investments. 
The Final Regulations clarify that performance of 
services of investing and investment management 
does not include managing real property, including 
both direct and indirect management of real prop-
erty through agents, employees, and independent 
contractors. The Preamble to the Final Regulations 
provides that commission-placed sales of insurance 
policies generally will not be considered the perfor-
mance of services in the field of investing and invest-
ment management for purposes of Section 199A.

Provision of services in trading
A Listed SSTB identified in Treas. Reg. section 
1.199A-5(b)(2)(xii) means the performance of ser-
vices involving trading in securities, commodities, 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 in the activity 
regardless of whether that person trades for the per-
son’s own account, for the account of others or any 
combination thereof. A taxpayer such as a manufac-
turer or a farmer, who engages in hedging transac-
tions as part of their trade or business of manufac-
turing or farming, is not considered to be engaged 
in a trade or business of trading commodities.

Provision of services in dealing
A Listed SSTB identified in Treas. Reg. section 1.199A-
5(b)(2)(xiii) means the performance of services that 
consist of dealing in securities — regularly purchas-
ing securities from and selling securities to custom-
ers in the ordinary course of a trade or business 
or regularly offering to enter into, assume, offset, 
assign, or otherwise terminate positions and securi-
ties with customers in the ordinary course of a trade 
or business. The Section 199A Regulations provide 
that the performance of services to originate a loan 
is not treated as the purchase of a security from the 
borrower in determining whether the lender is pre-
forming services consisting of dealing in securities. 
The performance of services that consist of dealing 
in commodities means regularly purchasing com-
modities from and selling commodities to customers 
in the ordinary course of a trade or business or reg-
ularly offering to enter into, assume, offset, assign, 
or otherwise terminate positions and commodities 
with customers in the ordinary course of a trade 
or business.54 The Final Regulations clarify that the 
definition of dealing in commodities for purposes of 
Section 199A is limited to a trade or business that is 
dealing in financial instruments or otherwise does 
not engage in substantial activities with respect to 
physical commodities. In order to distinguish a trade 
or business that performs substantial activities with 
physical commodities from a trade or business that 
engages in a commodities trade or business by deal-
ing or trading in financial instruments that are com-
modities, the Final Regulations adopt rules similar to 
the rules that apply to qualified active sales of com-
modities in Treas. Reg. section 1.954-2(f)(2)(iii). In 
general, those rules require a person to be engaged 
in the active conduct of a commodities business 
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as a producer, processor, merchant, or handler of 
commodities and to perform certain activities with 
respect to such commodities.

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 regularly offering to enter into, 
assume, offset, assign, or otherwise terminate posi-
tions in partnership interests with customers in the 
ordinary course of a trade or business.

Meaning of trade or business where the principal 
asset of such trade or business is the reputation 
or skill of one or more employees or owners
The Final Regulations take a very narrow view as 
to what is included as an SSTB where the principal 
asset of the business is the reputation or skill of one 
or more of its employees or owners. Specifically, 
Treas. Reg. section 1.199A-5(b)(2)(xiv) provides that 
the term “any trade or business where the princi-
pal 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 the fol-
lowing (or any combination thereof): (i) a trade or 
business in which a person receives fees, compen-
sation, or other income for endorsing products or 
services; (ii) a trade or business in which a person 
licenses or receives fees, compensation, or other 
income for the use of an individual’s likeness, name, 
signature, voice, trademark, or other symbol associ-
ated with the individual’s identity; or (iii) the receipt 
of fees, compensation, or other income for appear-
ing at an event or on radio, television, or another 
media format. The term “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 partner-
ship, or the receipt of stock of an S corporation and 
the corresponding income, deduction, gain, or loss 
from the S corporation stock.

De minimus rule
For a trade or business with gross receipts of $25 mil-
lion 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 in an SSTB. For pur-
poses of determining whether this 10 percent test 
is satisfied, the performance of any activity incident 
to the actual performance of services in the field 
is considered the performance of services in that 
field.55 For a trade or business with gross receipts of 
greater than $25 million for the taxable year, a trade 
or business is not an SSTB if less than five percent of 
the gross receipts of the trade or business are attrib-
utable to the performance of services in an SSTB.56 
The Final Regulations retain the de minimis rule, and 
the Preamble to the Final Regulations makes it clear 
that trades or businesses with gross income from 
a specified service activity in excess of the de min-
imus threshold are considered to be SSTBs (a “cliff” 
approach). However, the Final Regulations add an 
example demonstrating a situation in which a trade 
or business has income from a specified service 
activity in excess of the de minimus threshold but is 
able to demonstrate that the entity separately con-
ducts another trade or business, so that the sepa-
rate trade or business is not tainted by the SSTB con-
ducted by the entity.57

“Crack-and-pack” strategy
After Section 199A was enacted into law, the IRS 
announced its awareness that some taxpayers 
wanted to end-run the SSTB rules by separating 
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. The IRS felt that such a strategy was 
inconsistent with the purpose of Section 199A. In a 
slight change from the Proposed Regulations, Final 
Regulations section 1.199A-5(c)(2) removes the 80 
percent rule contained in the Proposed Regulations, 
and simply provides that if a trade or business pro-
vides property or services to an SSTB and there is 50 
percent or more common ownership of such trades 
or businesses, the portion of the trade or business 
providing property or services to the 50 percent or 
more commonly-owned SSTB will be treated as a 
separate SSTB with respect to the related parties. For 
example, a dentist owns a dental practice and an 
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office building. The dentist rents half of the build-
ing to the dental practice and half of the building to 
unrelated persons. Under these facts, the renting of 
half of the building to the dental practice would be 
treated as an SSTB. Fifty percent or more common 
ownership includes direct or indirect ownership by 
related parties within the meaning of Section 267(b) 
or Section 707(b). The Final Regulations clarify that 
the anti-abuse rule contained in Treas. Reg. section 
1.199A-5(c)(2) only applies to those taxpayers who 
have 50 percent or more common ownership of 
each of the trades or businesses.

Overall limitation
In addition to the other limitations described above, 
the maximum amount of deduction available under 
new Section 199A (for all of a taxpayer’s qualified 

trades or businesses) cannot exceed 20 percent of 
the excess of the taxpayer’s taxable income less 
any capital gain for the taxable year. This overall 
limitation limits both the 20 percent “pass-through 
deduction” and the deduction equal to 20 percent 
of the taxpayer’s qualified REIT dividends and PTP 
income for the year. In other words, after these 
two separate deduction limitations are calculated, 
they are then added together and subjected to the 
overall limitation. It should also be kept in mind 
that there are a number of items that may reduce 
a taxpayer’s taxable income unrelated to QBI from 
a pass-through entity or sole proprietorship, which 
can result in a reduction of the QBI deduction. One 
common example would be the standard deduction 
available to taxpayers. 

Notes
1	 The international tax reforms introduced by the TCJA 

were extensive. First, Section 965 allows US taxpayers 
to achieve a repatriation tax rate of 15.5 percent on for-
eign accumulated earnings in the form of cash and cash 
equivalents, and eight percent on the excess foreign ac-
cumulated earnings and profits in the form of non-cash 
and non-cash equivalent assets. The tax on repatriation 
of foreign accumulated earnings can be elected to be 
paid over eight years in a series of back-end loaded pay-
ments with a special deferral rule for S corporations and 
their shareholders. In a related reform, Section 245A al-
lows a non-taxable dividend from a 10 percent or more 
owned foreign subsidiary provided the US shareholder is 
a domestic corporation. Third, Congress has enacted a “US 
Patent Box”-type provision which favors US-based cor-
porations doing business overseas directly or indirectly 
through a 10 percent or more owned foreign corporation. 
In particular, the TCJA provides domestic corporations 
with reduced rates of US income tax with respect to its 
foreign-derived intangible income (FDII) and global in-
tangible low-taxed income (GILTI) derived in taxable years 
beginning after 2017. As set forth in new section 250(a)(1), 
a domestic corporation is allowed a deduction an amount 
equal to the sum of: (i) 37.5 percent of its FDII for such tax-
able year; plus (ii) 50 percent of its GILTI which is included 
in gross income in accordance with section 951A for such 
taxable year plus the gross-up dividend amount under 
section 78 attributable to the GILTI inclusion under sec-
tion 951A. The deduction amount effectively reduces the 
US corporate income tax to 13.125 percent with respect 
to FDII and 10.5 percent with respect to GILTI, which are 
subject to further adjustment for foreign taxes directly or 
indirectly paid or accrued. The tax outcomes under sec-
tion 250 are reflective of the outcomes obtained by US 
multinationals receiving large royalty payments in low-

tax countries such as Ireland, i.e., so called “patent boxes” 
filled with taxable income receipts from high tax jurisdic-
tions but subject to far more favorable rates in the low-tax 
country where the royalty income is reportable. A fourth 
major change introduced in the TCJA with respect to the 
US international taxation of corporations (other than an S 
corporation, REIT, or real estate investment trust) is a base 
erosion “minimum” tax (BEATs). The BEATs prevents US 
companies from stripping earnings out of the US through 
deductible payments to foreign. The tax is structured as 
an alternative minimum tax (even though the corporate 
alternative minimum tax was repealed by the TCJA) that 
applies when a multinational company reduces its regular 
US tax liability to less than a specified percentage of its 
taxable income, after adding back deductible base erod-
ing payments and a percentage of tax losses claimed that 
were carried from another year. The tax applies to deduct-
ible payments to foreign affiliates from domestic corpo-
rations, as well as on foreign corporations engaged in a 
US trade or business in computing the tax on their effec-
tively connected income (ECI) of 10 percent (five percent 
for taxable years beginning in calendar year 2018) of the 
modified taxable income of such taxpayer over an amount 
equal to the regular tax liability (per section 26(b)) of the 
corporation for the taxable year reduced by certain cred-
its. It is a provision of great complexity and will result in 
many multinational enterprises restructuring their supply 
chains. The threshold level for implicating the BEATs tax in 
a particular year is for companies with over $500 million 
in gross receipts. See August, The Proposed GILTI Regula-
tions Under Section 951A, J. Corp. Tax’n (Mar/Apr 2019).

2	 See Jerald David August, Understanding the Section 199A 
Deduction After the New Final Regulations: An IRS Per-
spective, VCAGO416 ALI-CLE 1 (April 16, 2019); John Cun-
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House, Qualified Business Income Deductions In The Shar-
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should be the treatment of the lease of unimproved land 
under Section 199A? Trade or business? The government 
continues to adhere to its “all facts and circumstances” ap-
proach based on the Section 162 case law.

39	 See Notice 2019-07, 2019-9 IRB 740.

40	 REG-134652-18. See also I.R.C. §§651(1), 904(f ).
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46	 Example — LLC Taxed as a Partnership in a Qualified Trade 
or Business with Income in Excess of Threshold Amount Plus 
Phase-In Amounts:

A is a 30% owner of an LLC which has QBI of $3,000,000. 
The LLC paid wages of $1,000,000 and the LLC’s unad-
justed basis in qualified property is $200,000.

A’s deduction will be equal to the lesser of:

1. TOTAL QBI ALLOCABLE SHARE (30%) 20% DEDUCTION

$3,000,000 $900,000 $180,000

and the greater of:

2(a). TOTAL W-2 WAGES ALLOCABLE SHARE (30%) 50% LIMITATION

$1,000,000 $300,000 $150,000

or

2(b). TOTAL W-2 WAGES ALLOCABLE SHARE (30%) 25% LIMITATION

$1,000,000 $300,000 $75,000

plus

UNADJUSTED BASIS ALLOCABLE SHARE (30%) 2.5% LIMITATION

$200,000 $60,000 $1,500

TOTAL $76,500

Thus, A is entitled to a deduction of $150,000.

47	 Special rules apply under Sections 743(b) and 168 and are 
addressed in the Regulations. See Treas. Reg. § 1.743-1(j)
(4)(i)(B).

48	 Treas. Reg § 1.199A-2(c)(1)(iv).

49	 See Treas. Reg. § 1.199A-2(c)(3).

50	 As noted above, the threshold amounts will vary for each 
taxable year. For example, for 2019, as compared with the 
2018 threshold amounts identified in the text, the phase-
in range was $321,400 to $421,400 for joint filers, $160,725 
to $210,725 for married filing separately and $160,700 to 
$210,700 for all other filing statuses.

51	 See Treas. Reg. §§ 1.199A-5(b)(2)(ii).

52	 Treas. Reg. § 1.199A-5(b)(2)(viii).

53	 Treas. Reg. § 1.199A-5(b)(2)(x).

54	 Treas. Reg. § 1.199A-5(b)(2)(xiii).

55	 Treas. Reg. § 1.199A-5(c)(1)(i).

56	 Treas. Reg. § 1.199A-5(c)(1)(ii).

57	 See Treas. Reg. § 1.199A-5(c)(1)(iii)(B), Example 2.


