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I. Introduction 
 

A letter ruling (or “Private Let-
ter Ruling or “PLR”) is a written de-
termination issued to a taxpayer by 
the IRS in response to the taxpayer’s 
written inquiry filed prior to the filing 
of returns about the status for tax pur-
poses or the tax effects of a contem-
plated act or a completed transaction.  

A letter ruling interprets the tax 
laws and applies them to the specific 
facts of the taxpayer. The IRS issues a 
ruling in its discretion when appropri-
ate in the interest of sound tax admin-
istration. A letter ruling is generally 
issued on a proposed transaction or on 
a completed transaction if the ruling 
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I.   Introduction 
 

In a stunning reversal of a four-
decade long doctrine permitting pri-
vate suits against States in Courts of 
sister States, the Supreme Court has 
held that sovereign immunity barred a 
former California resident wronged by 
the Franchise Tax Board of California 
from enforcing a judgment obtained 
in Nevada state court. The decision is 
fascinating in its frequent reference to 
early commentary by Constitutional 
scholars such as Madison, Hamilton 
and Marshall, and its discussion of 
Federalism and the vision of the 
Founders of the Constitution. Fran-
chise Tax Board of  California v. Hy-
att     587 U.S. ___ (2019). 
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Section 199A allows a deduc-

tion of up to 20 percent to owners of 
passthrough entities such as partner-
ships, S corporations and sole proprie-
torships, and to bene-
ficiaries of certain 
trusts and estates, un-
til tax years ending 
on December 31, 2025. The statute 
seeks to level the playing field be-
tween C corporations, taxed at 21 per-
cent, and owners of passthrough enti-
ties, taxed at significantly higher rates.  

Section 199A provides up to a 
20 percent reduction in a taxpayer’s 
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When in Doubt: 
Get a Ruling  

I.  Mnuchin Implores Congress To   
    Act on Entitlement Programs 
 

The 2019 Annual Report by 
Treasury Secretary Mnuchin warns 
that both Social Security and Medicare 
“face long-term financing shortfalls 
under currently scheduled benefits and 
financing.” Secretary Mnuchin, who is 
also a Trustee of these programs, 
warned that Congress should address 
those issues so that a “broader range” 
of solutions can be assessed to address 
the shortfalls.  

Treasury estimates that Social 
Security and Medicare accounted for 
45 percent of Federal program expend-
itures in fiscal year 2018. Both pro-
grams will experience cost growth 
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I.  Introduction 
 

The Federal Reserve Bank of 
New York model shows the risk of re-
cession in late 2019 or 2020 at 32.9 
percent, the highest since 2008. The 
model compares the difference be-
tween 10-year and 3-month Treasury 
rates. Federal Reserve 
Chairman Powell, per-
haps learning from the 
Fed’s serious miscalculation of last 
December, has signaled that the Fed is 
open to at least one and possibly two 
further rate cuts in 2019.  

Economic indices remain 
strong: GDP growth remains stronger 
than in other developed western coun-
tries; energy prices remain high 
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The 2017 Tax Act repealed the 

deduction for alimony payments made 
under divorce or separation agree-
ments executed after December 31, 
2017. However, the repeal is expressly 

inapplicable to 
agreements executed 
before January 1, 

2018.  
IRC Section 71, which remains 

applicable to divorce or separation 
agreements executed before January 1, 
2018, makes alimony payments de-
ductible to the payor spouse. IRC Sec-
tion 215 grants the paying spouse a 
corresponding deduction. The alimony 
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From Washington & Albany, Cont. 

 

did a poor economy and high inflation. 
The third incumbent not to be reelected 
was George H.W. Bush, who lost his bid 
for a second term in 1992. His loss was 
also likely attributable to an economic re-
cession. His approval rating at the time 
of election stood at 37 percent. He was 
challenged by Bill Clinton, a young and 
vibrant candidate.  

 President Trump has to his credit 
several important foreign and domestic 
achievements, which include keeping the 
U.S. out of open conflict; achieving a 
kind of détente with North Korea; taking 
a firm stand against Iran and, like the 
younger George Bush, recognizing the 
importance of good relations with Israel. 
Mr. Trump also recognized a perennial 
trade problem with China, and addressed 
it. He has presided over an economy that 
continues to expand under the policies of 
his administration. His administration 
passed tax legislation which lowered the 
corporate tax rate, the rate of tax paid by 
businesses not operating in corporate 
form, and also the tax rate of many indi-
vidual taxpayers.  
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enough to spur domestic exploration 
and production; unemployment remains 
at levels not seen since the 1960’s 
boom years; inflation is, if anything, 
too low; the stock market continues its 
inexorably climb with no sign of abat-
ing; market volatility is low, reflecting 
generally sanguine sentiment; and con-
sumer sentiment remains positive.  

The federal deficit remains a 
problem, rising 23 percent through the 
first nine months of the fiscal year, re-
flecting higher outlays on military 
spending and interest on debt. Although 
deficits typically narrow during periods 
of economic expansion, revenues have 
decreased in part due to the 2017 Tax 
Act which reduced corporate tax reve-
nues. Secretary Mnuchin has indicated 
that Congress “need[s] to do something 
[about the budget ceiling] before every-
body leaves” in August for summer re-
cess. House Speaker Pelosi believes the 
debt-ceiling vote should be coupled 
with an agreement to raise spending 
caps. 

As federal expenditures for 
health care and government entitlement 
programs continue to rise, considera-
tions of cost become paramount. With 
the federal deficit already spiraling up-
ward, and more upward pressure on the 
deficit certain to be imposed as baby 
boomers retire and seek federal retire-
ment benefits, Congress may have little 
choice but to increase the corporate tax 
rate by several percentage points from 
its current 21 percent.  

 
             *     *     * 
 
Since Herbert Hoover only three 

incumbents have lost a bid for reelec-
tion. Viewed in historical perspective, 
President Trump today appears to stand 
a reasonably good chance of winning 
reelection. A note on the three former 
presidents who failed in their bid: 

Gerald Ford, who assumed the 
presidency after the Nixon resignation 
in 1973, was an unelected president. 
His candidacy was weakened by his 
pardon of Nixon after assuming office. 
He was also challenged on the right by 
the charismatic Governor Reagan. Ford 
was largely viewed as an ineffectual 
president, and he lost to Jimmy Carter 
in 1988. Carter’s too, was a failed pres-
idency. The Iran hostage crisis plagued 
president Carter throughout his term, as 
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substantially in excess of GDP growth 
during the mid-2030s due to rapid 
population aging attributable to the ba-
by-boom generation entering retire-
ment, and lower growth in population 
due to the lower birth rate. Medicare 
costs per beneficiary are expected to 
exceed growth in per capita GDP, 
while Social Security costs are ex-
pected to increase more gradually.  

 
Social Security Program 

 
The Social Security program 

currently has asset reserves of $2.9 
trillion at the end of 2018, which is 
held in two trust funds: The Old-Age 
and Survivors Insurance (OASI) Trust 
Fund, which pays retirement and sur-
vivors benefits, and the Disability In-
surance (DI) Trust Fund, which pays 
disability benefits. While the com-
bined funds (OASDI) satisfy the test 
of short-range (10 year) financial ade-
quacy, the funds fail the test of “long-
range actuarial balance.” 

Accordingly, the Trustees pro-
ject that the combined trust funds will 
be depleted in 2035, one year later 
than in the previous year’s report. The 
projected 75-year actuarial deficit for 
OASDI trust funds is 2.78 percent of 
payroll, down from 2.84 percent pro-
jected in the previous year’s report.  

The total cost of Social Security 
is projected to exceed its total income 
(including interest) in 2020 for the 
first time since 1982. Social Security 
will be financed from the General 
Fund of the Treasury until 2035 when 
the OASDI reserves will become de-
pleted. Thereafter, tax revenues are ex-
pected to be sufficient to pay for ap-
proximately three-fourths of scheduled 
benefits through the end of the projec-
tion period in 2093. The ratio of re-
serves to one year’s projected cost 
peaked in 2008, has declined since 
then, and is expected to continue to 
decline steadily until the trust fund re-
serves are depleted in 2035. 

Under current projections, So-
cial Security benefits expressed as a 
percentage of worker’s taxable earn-
ings will increase from 13.8 percent in 
2018 to approximately 16.6 percent in 
2040.  

 

Medicare Program 
    
The Medicare program helps 

defray costs for healthcare services to 
the aged, disabled, and persons with 
end-stage renal disease. It also has two 
separate funds, the Hospital Insurance 
(HI) Trust Fund and the Supplemen-
tary Medical Insurance (SMI) Trust 
Fund. HI, also known as Medicare 
Part A, helps pay for inpatient hospital 
services, skilled nursing facility and 
home health care services following 
hospital stays. The SMI Trust Fund 
consists of Medicare Part B and Part 
D. Part B covers physician, outpatient 
hospital, and other services. Part D 
subsidizes drug insurance coverage on 
a voluntary basis.   

The Trustees project that the 
Part A Trust Fund will be depleted by 
2026, at which time dedicated reve-
nues will be sufficient to pay for 89 
percent of Part A costs. The Part A 
fund fails the test of short-range finan-
cial adequacy, as its trust fund ratio is 
already below 100 percent of costs.  

For SMI, the Trustees project 
that both Part B and Part D will re-
main adequately financed into the in-
definite future because current law 
provides financing from general reve-
nues and beneficiary premiums to 
meet the next year’s expected costs. 
However, the aging population and 
rising health care costs are projected to 
grow steadily from 2.1 percent of GDP 
in 2018 to approximately 3.7 percent 
of GDP in 2038. The Trustees project 
that total Medicare costs (both Part A 
and Parts B and D expenditures) will 
grow from 3.7 percent of GDP in 2018 
to 5.9 percent of GDP by 2038.  

Since 2008, health care ex-
penditure growth has slowed, although 
it has continued to grow at a rate 
greater than the overall economy. 
Treasury believes it is possible that 
healthcare practices are becoming 
more efficient; and providers antici-
pate smaller growth of reimburse-
ments in both the public and private 
sectors than has occurred in the past 
decades.  

The Trustees’ methodology for 
projecting Medicare finances over the 
long term has assumed a substantial 
reduction in per capita growth rates 
relative to historical experience. The 
Trustees have not assumed additional 
long-term growth reductions arising 
from structural changes or changes 

brought about by the ACA.  
Despite the assumption that per 

capita health expenditure growth may 
abate, Treasury believes Medicare still 
faces a substantial financial shortfall 
that will need to be addressed by Con-
gress. Secretary Mnuchin concludes 
that “Lawmakers have many policy 
options that would reduce or eliminate 
long-term financing shortfalls in So-
cial Security and Medicare,” and that 
acting “sooner rather than later” will 
allow consideration of a “broader 
range of solutions and provide more 
time to phase in changes.”  

 
             *     *     * 
 
On July 1, President Trump 

signed an IRS Reform Bill which pro-
vides for an “Independent Office of 
Appeals” within the IRS. New Code 
Section 7803(e)(3) states that the pur-
pose of the new office is to resolve tax 
disputes in a fair and impartial manner 
without the need for litigation. The bill 
require the IRS to develop a customer 
service strategy within one year whose 
objective is to provide better assis-
tance to taxpayers. Within a year, the 
Treasury is required to submit to Con-
gress a reorganization plan for the IRS 
to ensure that Congressional directives 
are met, that taxpayer services are pri-
oritized, and that cybersecurity threats 
are addressed. 

The legislation makes signifi-
cant changes to the innocent spouse 
provisions of Section 6015. Section 
6015(e) now provides that the Tax 
Court may now review any determina-
tion de novo.  A request for equitable 
relief may be predicated only for that 
portion of a tax liability that has not 
been paid.  

The statute also includes other 
unrelated provisions that (i) increase 
the maximum length of an installment 
agreement from five years to seven 
years; (ii) limit the types of tax receiv-
ables that may be assigned to private 
collection entities; (iii) require the IRS 
to notify taxpayers if it suspects they 
are victims of identity theft; (iv) di-
rects the IRS to create an online plat-
form which allows taxpayers to pre-
pare and file Forms 1099; (v) requires 
tax-exempt organizations to e-file; (vi) 
requires the IRS to contact organiza-
tions before revoking their tax-exempt 
status if after two years the IRS has no 
record of filing.  ■ 

(Continued from page 1) 
 

  Mnuchen Issues Warnings 
On Entitlement Programs, Cont.  
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The decision by Justice Thom-
as, was concurred in by Chief Justice 
Roberts as well as by Justices Alito, 
Gorsuch, and Kavanaugh. A dissent by 
Justice Breyer was joined by Justices 
Ginsburg, Sotomayor, and Kagan.  

 
II.   Facts and Procedural History 
 

Gilbert Hyatt earned millions of  
dollars in the early 1990s in royalty in-
come from a technology patent. Prior 
to receiving the patent, Hyatt attempt-
ed to change his residency to Nevada, 
and claimed Nevada, which has no in-
come tax, as his primary residence on 
his 1991 and 1992 returns. 

The California Franchise Tax 
Board was suspicious and began a res-
idency audit. In the course of the audit, 
employees of the Board traveled to 
Nevada to conduct interviews with es-
tranged family members of Hyatt, and 
wrote more than 100 letters and de-
manded information from third parties. 
Eventually the Board concluded that 
Hyatt owed California more than $10 
million. An 11-year administrative 
proceeding upholding the audit was 
appealed and remains pending before 
the California Office of Tax Appeals. 

In 1998 Hyatt sued California 
in Nevada state court alleging tortious 
conduct. The trial court denied a mo-
tion by the Franchise Tax Board for 
summary judgment, resulting in the 
Board petitioning the Nevada Supreme 
Court for a writ of mandamus (an order 
by the higher court to the trial court to 
perform an act required by law) order-
ing dismissal on the ground that Cali-
fornia was immune from suit under the 
Full Faith and Credit Clause of the 
Constitution.  

The Nevada Supreme Court re-
jected California’s argument and held 
that the Board was only entitled to the 
same degree of immunity that Nevada 
law afforded Nevada agencies. The 
Supreme Court granted certiorari and 
unanimously affirmed, holding that 
Nevada could properly apply its own 
immunity law.  

On remand, a four-month trial 
ended in a jury verdict against Califor-
nia for $490 million. On appeal the 
Nevada Supreme Court reduced the 
damages award to $1 million on 
“public policy” grounds, since the 

award was still higher than the 
$50,000 limit on tort liability of a Ne-
vada state agency. The Supreme Court 
again granted certiorari to the Tax 
Board. Supreme Court reversed, and 
held that Nevada was required to grant 
California the same immunity that Ne-
vada agencies enjoyed. The Supreme 
Court remanded the case with instruc-
tions that the trial court enter damages 
that reflected the statutory cap for Ne-
vada agencies.  

Still dissatisfied, the Franchise 
Tax Board of California again peti-
tioned the Supreme Court for certiorari 
a third time, which the Court again 
granted. This time, the Supreme Court 
went farther, and overruled its deci-
sion in Nevada v. Hall, stating that the 
decision was “contrary to our constitu-
tional design and the understanding of 
sovereign immunity shared the by the 
States that ratified the Constitution.” 
Perhaps portending its likely response 
to other cases that may eventually fol-
low, the Court noted at the beginning 
of its discussion, that “staré deci-
sion” (to stand by things decided), a 
crucial tenet of common law, “is not 
an inexorable command,” and it is “at 
its weakest when we interpret the Con-
stitution.”   

The Court then explained that it 
had not “revisit[ed]” Nevada v. Hall, 
and overruled the decision the second 
time Certiorari was granted, because 
the Board “did not ask us to overrule” 
the case at that time. 

 
III.  Opinion of the Court 
 
Sovereign Immunity Derives From 
Early Common Law and From the 
Constitution Itself  
 

The Court noted that Hall con-
ceded that “States were immune from 
such actions at the time of founding,” 
but “nonetheless concluded” that noth-
ing “implicit in the Constitution” re-
quired States “to adhere to the sover-
eign-immunity doctrine as it prevailed 
when the Constitution was adopted.” 
Instead, Hall concluded that comity 
(i.e., the legal principle that political 
entities such as states, nations, or 
courts from different jurisdictions will 
mutually recognize each other’s legis-
lative, executive, and judicial acts) 
would provide adequate protection 
against “the unlikely prospect” that the 
courts of one State would assert juris-

diction over another.” Hall erred in 
“inferring” that States retained the 
power to deny immunity to other 
States. 

The Court cited to McCulloch 
v. Maryland, 4 Wheat. 316 (1819) for 
the proposition that the Constitution 
“adjust[ed]” the States’ relationship 
with each other, recognizing each oth-
er’s immunity.” The Court then dis-
cussed the events at the time of the 
Revolution, when the Colonies 
“proclaimed” that they were “Free and 
Independent States.” This aspect of the 
States’ “inviolable sovereignty” began 
before the ratification of the Constitu-
tion, and continued until “today.”  

James Madison, in The Feder-
alist No. 39 stated that “the doctrine  
that a sovereign could not be sued 
without its consent was universal in 
the States when the constitution was 
drafted and ratified.” The Court then 
cited Alexander Hamilton who ex-
plained that  “[i]t is inherent in the na-
ture of sovereignty not to be amenable 
to the suit of a taxpayer without its 
consent.” The Federalist No. 81.  

The principle of Sovereign Im-
munity derived from the common law 
rule that “no suit can be brought 
against the King,” 1 W. Blackstone, 
Commentaries on the Laws of England 
235 (1765) (Blackstone). The Court 
then noted that “Federalists and Anti-
federalists alike agreed in their prerati-
fication debates that States could not 
be sued in the courts of other States.” 

 
States Had Not “Implicitly Waived” 
Sovereignty in Recognizing Federal 
Court Jurisdiction over State Disputes 
 

Responding to the argument by 
Hyatt that States had “implicitly 
waived” sovereignty by consenting to 
suits brought against them by the Unit-
ed States in federal courts, the Court 
noted that “while that jurisdiction is 
not conferred in the Constitution in ex-
press words, it is inherent in the Con-
stitutional plan,” and that “all jurisdic-
tion implies a superiority of power.” 
The fear by Antifederalists that juris-
diction of federal courts might, by ex-
tension, extend to controversies 
“between a State and Citizens of an-
other State” had been dispelled by 
“leading advocates” of the Constitu-
tion “in no uncertain terms.”  

Although the fear of the Anti-

(Continued from page 1) 
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federalists was in fact later realized, 
the Eleventh Amendment was enacted, 
and it “confirmed” that the Constitu-
tion was not intended to authorize any 
lawsuits that were “anomalous and un-
heard of” when the Constitution was 
enacted. The Eleventh Amendment 
was “rooted in a recognition that the 
States . . . maintain certain attributes 
of sovereignty, including sovereign 
immunity.”  

The Court then addressed the 
argument by Hyatt that sovereign im-
munity exists only as a matter of 
“comity,” and can be “disregarded” by 
the forum State. The Court explained 
that while it might be true that before 
the enactment of the Constitution a 
sovereign could choose to waive sov-
ereign immunity, the Constitution 
“affirmatively altered the relationships 
between the States, so that they no 
longer relate to each other solely as 
foreign sovereigns.” The States were 
no longer “fully independent nations.” 

The response by the Court to 
Hyatt’s argument that no right to sov-
ereign immunity exists because no 
constitutional provision explicitly 
grants that immunity was that such ar-
gument constituted “ahistorical literal-
ism” that had been rejected. Thus, in 
interpreting the scope of States’ sover-
eign immunity, the Eleventh Amend-
ment, which bars residents of one state 
from bringing suit against the govern-
ment of another state in federal court, 
is not an “exhaustive description” of 
the States’ constitutional immunity 
from suit.” The Court then pointed out 
that there exist many constitutional 
doctrines that “are not spelled out in 
the Constitution but are nevertheless 
implicit in its structure.” One such ex-
ample is the doctrine of judicial re-
view, first enunciated in Marbury v. 
Madison, 1 Cranch (1803).   

 
Staré Decisis Not Controlling 
 

The final step in overruling Ne-
vada v. Hall was to confront the time-
burnished foundational doctrine of 
common law, staré decisis. This doc-
trine states that in resolving cases, 
courts must look to established prece-
dent. If established precedent is appo-
site, then that decision is controlling in 
the later dispute. [This stands in stark 

contrast to the countries such as 
France that follow civil law. In these 
jurisdictions, which emanates from 
early Roman Codes, core principles 
are codified into a referable system of 
statutes which serve as the primary 
source of law.] 

The Court addressed the issue 
in citing Pearson v. Calahan, 555 U.S. 
223 (2009) for the proposition that 
staré decisis “is not an inexorable 
command,” and further, that it “is at its 
weakest when we interpret the Consti-
tution because our interpretation can 
be altered only by Constitutional 
amendment.” The Court then cites 
four factors of the decision sought to 
be overruled which it states “warrant” 
consideration in the instant case: First, 
the quality of the decision’s reasoning; 
second, its consistency with related 
decisions; third, legal developments 
since the decision; and fourth, reliance 
on the decision.  

The Court concludes that the 
first three factors support its decision 
to overrule, stating that Hall “failed to 
account for the historical understand-
ing of state sovereign immunity,” and 
that it was an “outlier.” The Court ap-
peared to lament the reliance on Hall 
by the respondent Wyatt, whom the 
Court agrees “will unfortunately suffer 
the loss of two decades of litigation 
expenses and a final judgment against 
the Board for its egregious conduct.” 
However, the Court noted that in 
“virtually every case that overrules a 
controlling precedent, the party relying 
on that precedent will incur the loss of 
litigation expenses and a favorable de-
cision below.” Those costs however 
could not, according to the Court, 
“persuade us to adhere to an incorrect 
resolution of an important constitu-
tional question.”  

Stating that Nevada v. Hall was 
“irreconcilable” with the Constitution 
and a “widespread preratification un-
derstanding that States retained im-
munity from private suits, both in their 
own courts and other States’ courts, 
the Supreme Court formally overruled 
Nevada v. Hall with the attendant con-
sequence of declaring that the Fran-
chise Tax Board of California was im-
mune from Hyatt’s suit. The case was 
then remanded to Nevada’s courts.  

 
Dissent Focuses on  
Staré Decisis and Precedent 
 

Justice Breyer, criticized the 
majority for finding concepts in the 
Constitution that the framers did not 
include. Citing his own dissent in a 
1992 case, he found the Court’s inter-
pretation of “Constitutional design” 
difficult to apply. Even if the decision 
to overrule Hall v. Nevada were debat-
able, under the principle of staré deci-
sis, Hall should not have been over-
ruled. Justice Breyer added: “Today’s 
decision can only cause one to wonder 
which cases the Court will overrule 
next.”  
 
Does Hyatt portend the  
Future of Roe v. Wade? 

 
In overruling a four-decade 

long decision of an earlier more liberal 
bench, the Court exhibited no hesita-
tion in overturning established prece-
dent which it determined to be in con-
flict with the Constitution. It is ques-
tionable whether the reasoning em-
ployed by the Court could be extrapo-
lated to other disputes, abortion being 
one. Most likely, a conservative court 
such as this could determine that the 
Constitution might justify overruling 
Roe v. Wade.  

However, the doctrine of staré 
decisis could  pose a greater problem 
for the Court, since Roe v. Wade has 
been engrafted into the jurisprudence 
in much the same way as other histori-
cal precedents, such as Brown v. 
Board of Education of Topeka, and 
Miranda v. Arizona, that staré decisis 
would seem to present a much more 
difficult barrier to an attempt to over-
rule the decision. Still, as the Court 
noted here, staré decisis is “weakest 
when we interpret the Constitution.” 
Thus, one could reasonably conclude 
today at least, that the likelihood of 
Roe v. Wade being completely over-
turned appears remote, even if the 
bench becomes more conservative. 

In any event, it is appears likely 
that Chief Justice John Roberts, whose 
positions have moderated since joining 
the Court, may become the new 
“swing” vote formerly held by Justice 
Kennedy, who retired in 2018. Chief 
Justice Roberts was appointed by Pres-
ident Bush in 1994. His nomination 
passed the Senate Judiciary Commit-
tee with a vote of 13-5, with the five 
dissenting votes having been cast by 
Senators Kennedy, Biden, Schumer, 

(Continued from page 4) 
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Feinstein, and Durbin.  
During confirmation hearings, 

on the subject of staré decisis, refer-
ring to Brown v. Board of Education, 
Roberts stated that “the Court in that 
case, of course, overruled a prior deci-
sion. I don't think that constitutes judi-
cial activism because obviously if the 
decision is wrong, it should be over-
ruled. That's not activism. That's ap-
plying the law correctly.”  

Roberts also testified that while 
sitting on the Appellate Court he had 
an obligation to respect precedents es-
tablished by the Supreme Court, in-
cluding the right to an abortion.  On 
that subject he stated: “Roe v. Wade is 
the settled law of the land. . .There is 
nothing in my personal views that 
would prevent me from fully and 
faithfully applying that precedent.” 

In December 2018, Justices 
Roberts and Kavanaugh joined the 
four liberal Justices in denying a writ 
of certiorari brought by the states of 
Louisiana and Kansas, thereby declin-
ing to hear a case seeking to deny 
Medicaid funding to Planned 
Parenthood. In February 2019, Roberts 
was the “swing” vote in a 5-4 decision 
granting a stay which temporarily 
blocked a Louisiana abortion re-
striction. ■ 
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II.  Democratic Tax Proposals 
 
Mr. Biden and Senator Harris 

have indicated that they support repeal-
ing the Republican tax legislation enact-
ed in 2017. Unless Democrats were to 
take the Senate in 2020, that would not 
appear to be possible, since Senate Re-
publicans could block passage of such a 
measure. Most democratic presidential 
candidates favor reinstating the 39.6 
marginal tax rate for high income earn-
ers, while a few liberal democrats favor 
increasing the rate to 70 percent. Former 
Federal Reserve Chair Alan Greenspan, 
on a recent interview with “60 Minutes,” 
stated that increasing the tax rate to 70 
percent, as advocated by Representative 
Alexandria Ocasio-Cortez, would be “a 
terrible mistake” that would result in “a 
significant drop in economic activity.”  

Ms. Ocasio-Cortez was instru-
mental in the decision of Amazon to 
abandon its plans to establish a large 
presence in New York. While she was 
not the only politician who lobbied 
against Amazon, Governor Cuomo re-
marked at the time that New York had 
lost an opportunity “as an emerging cen-
ter for tech” and had forfeited “an ex-
traordinary economic win not just for 
Queens and New York City, but for the 
entire region, from Long Island to Al-
bany’s nanotech center.” 

Some Democrats favor increasing 
the corporate tax rate from its current 21 
percent, and some also favor increasing 
the number of estates exposed to the es-
tate tax. Currently, the estate tax affects 
only a very small percentage of estates. 
Mr. Biden has also discussed eliminat-
ing the step up in basis at death, alt-
hough this provision is a sacred cow in 
the tax law and is unlikely to be dis-
turbed. The former Vice President has 
also stated that the capital gains tax rate 
favors the wealthy, and should be raised. 
Mr. Biden proposes increased spending 
to address climate change, and achieving 
the goal of net-zero emissions by 2050.  

 
Increasing the Capital Gains Tax 

 
Democrats favor increasing the 

capital gains tax rate. Currently, long 
term capital gains are taxed at 20 per-
cent. An effort by President Obama to 

(Continued from page 2) 
 increase the capital gains tax rate to 28 

percent failed in 2015. After reaching a 
high of 35 percent in 1979, the capital 
gains tax rate declined steadily to a low 
of 15 percent from 2004 through 2012, 
and has remained at 20 percent since 
that time. Since 2013, a 3.8 surtax has 
applied to net investment income above 
certain threshold levels, raising the ef-
fective capital gains tax rate to 23.8 per-
cent for many taxpayers. 

Some candidates, Senator Sand-
ers among them, favor increasing the 
capital gains rate to the top income tax 
rate, which Mr. Sanders states should be 
39.6 percent. Mr. Biden also supports in-
creasing the capital gains tax, but has 
not indicated what he believes the rate 
should be. However, under one of Mr. 
Biden’s proposals, taxpayers whose in-
come is over $1 million would pay capi-
tal gains tax at a rate of 39.6 percent.  

The emphasis by Democrats on 
increasing the capital gains rate would 
provide tax revenues sourced by taxes 
imposed on high income taxpayers. Alt-
hough a lower capital gains tax rate ben-
efits all taxpayers with capital gains, the 
benefit accrues disproportionately to 
taxpayers with high incomes, since it is 
they who have the largest absolute 
amount of capital gain. Nevertheless, a 
higher tax rate on capital gains would 
come at the cost of increasing the mar-
ginal tax rate on investments for all tax-
payers, and could likely thereby discour-
age new investment.  

As far back as 1997, Mr. Green-
span advocated abolishing the capital 
gains tax entirely, stating then: “The ap-
propriate capital gains tax rate is zero. . 
.The net effect of reducing the capital 
gains tax, as it impacts total revenue — 
could very well be a positive. I view the 
capital gains tax as a poor means of rais-
ing revenue.”  

 
Health Care “Option” of Mr. Biden  

 
Mr. Biden has proposed creating 

a new government-sponsored insurance 
plan which would make health care a 
“right.” The “public option” envisioned 
by Mr. Biden would be to extend cover-
age to people who cannot afford private 
coverage, while forcing corporate insur-
ers to compete with the government.  
Mr. Biden states that persons satisfied 
with their health care plan and coverage 

(Continued on page 11) 
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deduction is particularly favorable, be-
ing an above-the-line deduction which 
directly offsets adjusted gross income.  

Nevertheless, merely designat-
ing a payment as “alimony” is not suf-
ficient to invoke the tax treatment of 
Sections 71 and 215. For alimony pay-
ments (again, only those payments 
pursuant to divorce or separation 
agreements executed before 2018) to 
be deductible by the paying spouse for 
federal income tax purposes, the fol-
lowing requirements must be met:  
 
A.  Payment Must Be in Cash.  The 
term “cash” includes currency, checks, 
or money orders payable on demand.  
Treas. Reg. §1.71-1T(b)(A-5).  
 
B.  Pursuant to a Divorce or Separa-
tion Agreement.  For a payment to a 
former spouse to be treated as alimo-
ny, there must be an  obligation to pay.  
That obligation may arise by a decree 
of divorce, or by an agreement for sep-
arate maintenance. IRC §71(b)(2).  
Payments made prior to the time an 
agreement or decree is executed or en-
tered are considered voluntary pay-
ments, except if the court issuing the 
decree makes the ruling nunc pro tunc. 
Rev. Rul. 71-416. Voluntary pay-
ments, even if they meet the other cri-
teria for alimony, may not be treated 
as alimony. 
 
C.  Former Spouses Must Live 
Apart. IRC §71(b)(1)(C) provides that 
former spouses may not be “members 
of the same household” at the time of 
payment. Treas. Regs. §1.71-1T(b), Q 
& A-9 states that this requirement is 
only met if the former spouses live in 
separate dwellings. However, the re-
quirement of separate dwellings ap-
plies only to divorced or legally sepa-
rated spouses. Payments made pursu-
ant to a memorialized separation 
agreement or a support order can qual-
ify as alimony even if the parties live 
in the same dwelling.  IRC §§71(b)(2)
(B), (C). 
 
D.  Payments to Third Party Must 
be Evidenced by a Writing.  Pay-
ments on behalf of the payee spouse 
may qualify as alimony.  For example, 
cash payments of rent, mortgage, tax 

or tuition liabilities of the payee 
spouse made under the terms of the di-
vorce or separation instrument will 
qualify as alimony, provided the other 
requirements for alimony have been 
met. Such payments must be made at 
the written request, consent or ratifica-
tion of the spouse for whom such pay-
ments are being made. Treas.  Regs. 
§1.71-1T(b), Q & A-7. 
 
E.  Payments Must Cease Upon 
Death of Payee Spouse.  IRC §71(b)
(1)(D) provides that for a payment to 
be defined as “alimony,” there must be 
“no liability to make any such pay-
ment for any period after the death of 
the payee spouse and . . . no liability to 
make any payment (in cash or proper-
ty) as a substitute for such payments 
after the death of the payee spouse.”  
Thus, divorce instruments establishing 
alimony payments should clearly state 
that the duty to pay alimony is termi-
nable upon the death of the payee, and 
that there shall be no substitute pay-
ments in cash or property following  
the death of the payee. Note, however, 
that there is no corresponding limita-
tion with respect to the payor spouse: 
The payor’s estate may continue to be 
obligated under the terms of the di-
vorce agreement.   

 
F.  There Must Have Been No Non-
Alimony Election.  Even though pay-
ments will fail to qualify as alimony if 
the requirements are not met, and 
therefore the parties may essentially 
elect non-alimony treatment by not 
complying with the sundry statutory 
requirements, the parties may also af-
firmatively elect non-alimony treat-
ment. Furthermore, Treas. Regs. §1.71
-1T(b), Q & A-8, states that if a writ-
ten separation agreement or temporary 
order providing for alimony payments 
fails to state that the parties do not de-
sire non-alimony treatment, they may 
nevertheless do so by the expedient of 
executing a signed writing at a later 
time referencing the original divorce 
agreement and clarifying that non-
alimony treatment is desired under 
Sections 71 and 215. 
 
G.  Payments Must Not be for Child 
Support.  IRC §71(c)(1) provides that 
payments to a recipient spouse will not 
be treated as “alimony” to the extent 
that any portion of that payment is 

fixed as a sum payable for the support 
of the children of the payor spouse. 
Treas. Regs. §1.71-1T(c), Q&A-16 
provides that a payment is fixed as 
payable for the support of a child if the 
divorce agreement specifically desig-
nates some sum or portion as payable 
for the support of a child. Where a 
contingency relating to the child re-
duces a payment, the payment may al-
so be designated as child support.  
Treas. Regs. §1.71-1T(c), Q&A-17 
provides that a contingency relates to a 
child if it depends on any event relat-
ing to that child, regardless of whether 
such event is certain or likely to occur.  
Events that relate to the child include a 
child reaching a certain age or income 
level, marrying, graduating or depart-
ing from school, the death of the child, 
or leaving the spouse’s household. 

 
H.  Six Month Presumption.  Treas. 
Regs. §1.71-1T(c), Q&A 18 provides 
a presumption that payments ending 
within six months of an identifiable 
contingency relating to the child will 
be considered as child support. To re-
but the presumption, the parties may 
affirmatively state that the reduction is 
not conditioned on a contingency re-
lating to the child.  

 
I.  Alimony Payments Must Not Be 
Not “Front Loaded.” IRC §71(f) pro-
vides a formula for recapturing as in-
come payments that diminish rapidly 
after the first year. Those payments are 
recharacterized as non-deductible for 
the payor, and not includible for the 
payee. Recharacterization is intended 
to discourage divorcing parties from 
attempting to gain a tax benefit in the 
form of a deduction for the payor for 
property transfers that would other-
wise have no income tax consequenc-
es. Recapture can be avoided if pay-
ments diminish by no more than 
$15,000 in each of years two and 
three. 
 
II. Taxation of Divorce Agreements  
      Executed After Dec. 31,  2017                                                            

 
Payments made pursuant to di-

vorce or separation agreements exe-
cuted after December 31, 2017 are no 
longer deductible to the payor spouse 
and includible in income of the payee 
spouse. The impact of the loss of the 

(Continued from page 1) 

(Please turn to page 8) 

              Planning After Repeal of  
              Alimony Deduction , Cont. 



     Tax  News  & Comment                                         August 2019                                                                         Page  8  

      © 2019  Law Offices of David L. Silverman, 2001 Marcus Avenue, Lake Success, NY 11042; Tel. (516) 466-5900;  www.nytaxattorney.com   

deduction will in most cases result in a 
tax benefit to the payee spouse and in 
a significant tax detriment to the payor 
spouse. Although the legislative intent 
for repeal is not entirely clear, repeal 
will result in modest — not staggering 
— increased tax revenues to the Treas-
ury of approximately 6.9 billion over 
ten years. Congress also apparently 
felt that the generous tax treatment to 
divorcing spouses was excessively le-
nient when compared to the tax treat-
ment of payments between married 
spouses, describing the favorable tax 
treatment as a “tax subsidy” to divorc-
ing spouses. 

The question arises whether re-
peal would apply to prenuptial agree-
ments executed prior to 2018. The an-
swer appears to be fairly clear, and is 
not helpful to the payor spouse. Since 
a prenuptial agreement merely defines 
the legal rights and responsibilities in 
the event of a separation or divorce – 
but does not itself constitute a separa-
tion or divorce agreement – it would 
appear that such agreements would not 
serve to insulate divorcing spouses 
from the effects of the new tax law re-
pealing the alimony deduction. The is-
sue is less clear with respect to post-
nuptial agreements, especially if the 
agreement was executed at a time 
when the spouses were actively con-
templating divorce. 

One silver lining to the payor 
spouse would occur if the drafter had 
included a severability provision in the 
prenuptial agreement. Such a provi-
sion — common in many legal agree-
ments — typically provides that if the 
purpose of the agreement can no long-
er be achieved due to a change in the 
law or a change in circumstances, the 
agreement can be modified. Such a 
provision might enable the payor 
spouse to renegotiate the terms of the 
agreement so as to mitigate the harsh 
tax result occasioned by repeal. Or it 
might not. 

 
III.  Tax Planning After Repeal 
 

One fairly straightforward 
means of dealing with repeal of the al-
imony deduction would be to factor in 
the increased tax cost to the payor, and 
reduce the alimony payment to adjust 

for the loss of the deduction to the 
payor, and the corresponding benefit 
accorded to the payee by not being re-
quired to include the payment in in-
come. The algorithms involved might 
rely on assumptions which could end 
up only partially resolving the per-
ceived problem.   

Another means of dealing with 
the change in the tax law would be to 
attempt to achieve a just result via a 
property transfer subject to IRC § 
1041 — and avoid alimony complete-
ly.  The risk is that the Service could 
attempt to recharacterize a purported 
property settlement as alimony.  Local 
law would be relevant in determining 
whether transfers constituted alimony 
or merely property transfers.   

One benefit of attempting to 
structure a settlement as a property 
settlement rather than alimony is that 
prior to repeal, the position of the Ser-
vice would be to strictly apply the con-
ditions for a payment to constitute ali-
mony. Now the situation has been re-
versed — it is no longer benefits the 
IRS to argue the payment does not 
qualify as alimony. Thus, the IRS may 
be the difficult position of arguing that 
payments which it formerly argued did 
not constitute alimony, now do consti-
tute alimony. Courts might be disin-
clined to sanction the attempt by the 
IRS to “whipsaw” the taxpayer.  

Thus, making nontaxable prop-
erty transfers the paramount goal when 
structuring  divorce settlement in order 
to completely avoid alimony may be 
particularly inviting. Although again, 
this endeavor is not without its own 
risk if the IRS succeeds in recharacter-
izing the property transfer as disguised 
alimony. 

 
  A.    Property Transfers Between  
          Divorcing Spouses 

 
The Code addresses the issue of 
whether property transfers between di-
vorcing spouses are subject to income 
tax, or are gratuitous transfers poten-
tially subject to gift tax. In general, 
Congress has decided to grant divorc-
ing spouses a tax pass. Section 1041(a) 
provides that for income tax purpos-
es“no gain or loss shall be recognized 
on a transfer of property from a tax-
payer (or in trust for the benefit of) (1) 
a spouse or (2) a former spouse, but 
only if the transfer is incident to di-

vorce.”  

With proper planning, most 
transfers between divorcing spouses 
should not result in income tax liabil-
ity, nor should they result in the trans-
fer being subject to gift tax.  

Note that we are not speaking 
of alimony or child support payments, 
which indeed have income tax conse-
quences, but rather the taxation of 
property transfers between divorcing 
spouses, such as the transfer of a mari-
tal residence, which may have no in-
come tax consequences by reason of 
Section 1041. Such transfers between 
spouses would otherwise result in a 
sale or exchange under IRC §1001(a), 
resulting in capital gain under IRC 
§1221 if the property held is a capital 
asset, or ordinary income under IRC 
§61, if it is not.  

B.   IRC § 1041 Narrowly Defined   
 

It should be noted that IRC 
§1041 applies only to transfers be-
tween spouses and divorcing spouses 
themselves.  Thus, the transfer by one 
spouse of shares of a closely held fam-
ily entity would not be within IRC 
§1041 and would result in a sale and 
exchange with the normal attendant re-
quirement of reporting capital gain or 
ordinary income on the exchange, de-
pending upon the nature of the proper-
ty transaction.   

Section 1041 also overrides 
some other tax rules. For example, 
Rev. Rul. 2002-22 held that the as-
signment of income doctrine is inap-
plicable with respect to transfers of 
nonstatutory stock options or rights to 
deferred compensation between di-
vorcing spouses. Instead, IRC §1041 
dictates the counterintuitive tax result 
that the recipient spouse will be taxed 
when the options are exercised or the 
deferred compensation is received. 
 
C.  Transfer of Property Defined  
 

A “transfer” of property occurs 
either when there is a transfer of title 
or a shift of the benefits and burdens 
of ownership. IRC §1041 includes all 
property in the marital estate that is 
transferred between spouses because 

(Continued from page 7) 
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of divorce. In Grodt & McKay Realty, 
Inc., 77 T.C. 1221 (1981), the Tax 
Court stated that when considering 
whether a transfer under Section 
1041has occurred, the IRS is not lim-
ited by the four corners of any particu-
lar agreement, but instead must con-
sider all surrounding circumstances, 
including the terms of any side agree-
ments or related contracts. Section 
1041(a)(2) states that nonrecognition 
treatment extends to former spouses, 
provided the transfer is “incident to di-
vorce.”  

The tax treatment described by 
Section 1041 is mandatory rather than 
elective, and applies to U.S. citizens 
and resident aliens. The parties cannot 
elect out of it. As in other nonrecogni-
tion transactions, no basis step up will 
result. Section 1041 is applicable even 
if the spouse or former spouse pays 
consideration for the property by giv-
ing up rights, transferring other prop-
erty, or paying cash. 

 
IV.   Meaning of  
        “Incident To Divorce”  
    
IRC §1041(c) Safe Harbor.  For a 
transfer to be “incident to divorce,” 
IRC §1041(c) provides that the trans-
fer must occur “within 1 year after the 
date on which the marriage ceases,” or 
more liberally, that the transfer 
(merely be) “[be] related to the cessa-
tion of the marriage.” Since the one 
year safe harbor rule may be difficult 
to meet, the issue often turns on 
whether the requirement that the trans-
fer be “related to the cessation of the 
marriage” has been satisfied. 
 
Treasury Regulations’ View of 
Term Related to Cessation of Mar-
riage.” Treas. Reg. §1041-1T, Q & A 
7 provides that a transfer of property 
“is treated as related to the cessation of 
the marriage if the transfer is pursuant 
to a divorce or separation agreement. . 
.and the transfer occurs not more than 
6 years after the date on which the 
marriage ceases.”  
 
Presumption Arises Against Tax-
payer if Transfer Not Within 6 
Years.  The Regulations add that “any 
transfer not pursuant to a divorce or 

separation agreement and any transfer 
occurring more than 6 years after the 
cessation of the marriage is presumed 
to be not related to the cessation of the 
marriage.” 
 
Rebuttal of Presumption.   The pre-
sumption may be rebutted by proof 
that the transfer was not made within 
the prescribed time period because of 
factors which “hampered an earlier 
transfer . . . such as a legal or business 
impediment,” and that transfer was 
“effected promptly after the impedi-
ment to transfer [was] removed.” 
 
IRC §1041(C) Inconsistent With 
Regulation.  Treas. Reg. §1.1041-1T2, 
Q & A 7 appears to impose a stricter 
definition of “incident to divorce” than 
IRC §1041(c) – the statute itself – by 
creating a presumption that a property 
transfer not effectuated  pursuant to a 
divorce or separation agreement is not 
related to the cessation of the mar-
riage. 
 
Administrative Regulations.  Since 
IRC §1041 does not expressly direct 
the Treasury to implement regulations 
in furtherance of the statute, the Regu-
lations under Section 1041 are 
“administrative regulations.” Adminis-
trative regulations are less authorita-
tive than legislative regulations which 
are drafted by Treasury pursuant to a 
mandate within the statute itself. In ad-
dition, it might be argued that regula-
tions which appear as “questions and 
answers,” as does Treas. Reg. §1041-
1T, might be less authoritative than 
regulations not drafted in question and 
answer form. 
 
Safest Course.   The safest route for 
divorcing spouses would be not to rely 
on the language of Section 1041(c)(1) 
which blesses transfers between di-
vorced spouses within one year as 
“incident to divorce,” but rather to me-
morialize the transfer in a divorce or 
separation agreement in order to satis-
fy the stricter requirement found in the 
regulations. 
 
IRC §1041(b).  IRC §1041(b) places 
transfers not subject to income tax into 
a basket of transfers potentially subject 
to gift tax.  Under the statute, the do-
nee spouse acquires the basis as well 
as the holding period of the transferor, 

whether the adjusted basis is less than, 
equal to, or greater than, the fair mar-
ket value of the property at the time of 
transfer. In other contexts, the basis of 
a donee is determined under Code 
Section 1015. This difference can be 
significant in the case of loss property. 
Where basis is calculated under Code 
Sec. 1015, the donee’s basis for com-
puting loss is limited to the lesser of 
(i) the fair market value of the proper-
ty at the time of the gift or (ii) the ad-
justed basis of the property.   
 
No Cost Basis if IRC §1041 controls.    
Even if the transfer constitutes a bona 
fide sale, in a transaction governed by 
Code Sec. 1041 the transferee does not 
acquire a cost basis in the transferred 
property.  Treas. Reg. §1.1041-1T(c).   
 
Change in Character of Property.  
Taxpayers should be aware that a 1041 
exchange may cause  a change in the 
character (as a capital asset or not) of 
the property. For example, assume 
wife, who owns a Monet sketch which 
she holds for investment, as part of the 
divorce agreement, sells the Monet to 
her husband, who is an art dealer. If 
the husband later sells the painting at a 
gain, the gain will be taxed as ordinary 
income under IRC Section 1221(1).  
Had the wife sold the painting, the 
gain would have qualified as capital 
gain.  The reverse of this is also true: 
The character of the property in the 
event of a later sale or exchange can 
transmute from ordinary income to 
capital gain as well. 
 
Recordkeeping.  A transferor is re-
quired at the time of §1041 transfer, 
under Treas. Regs. §1.1041-1T(e), Q 
& A-14, to provide to the transferee 
sufficient records to determine the ad-
justed basis and holding period of the 
property as of the transfer date. 

 
V.  Tax Planning For Nontaxable 
   Spousal Transfers 
 

If marital assets consist of prop-
erties with varying degrees of appreci-
ation, equity would suggest that each 
party receive a mix of property with 
the same relative degree of built-in 
gain. If this is not possible (e.g., one 
spouse retains the personal residence 
with a higher basis), the parties may 
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wish to compensate the spouse who 
takes the lower basis property since 
the sale of that property will generate 
future capital gains tax. That compen-
sation would not be gratuitous, and 
would therefore not be subject to gift 
tax. If the requirements of IRC §1041 
were met, that compensation would al-
so not be subject to income tax.   

Thus, nonrecognition of both 
gain and loss under §1041 may be uti-
lized by spouses in different marginal 
tax brackets to obtain overall tax sav-
ings by allocating higher gain assets to 
the lower bracket spouse and lower 
gain assets to the higher-bracket 
spouse. Even where spouses are in the 

same marginal income tax bracket, 
the ability to allocate future gains 
and losses between spouses or former 
spouses may be advantageous. 

 
Examples: 
 
1.  A and B are married and file a joint 

return.  A is the sole owner of a con-
dominium unit. A sale or gift of the 
condominium from A to B is a transfer 
which is subject to the rules of Code 
Sec. 1041. Treas. Reg. §1.1041-1T(a). 
 
2.  A and B are married and file sepa-
rate returns. A is the owner of an inde-
pendent sole proprietorship, X Compa-
ny.  In the ordinary course of business, 
X Company makes a sale of property 
to B.  This sale is a transfer of proper-
ty between spouses and is subject to 
the rules of Code Sec. 1041. Note 
however that if X Company were in-
stead a corporation owned by A, the 
sale would not be a sale between 
spouses subject to the rules of Code. 
Sec. 1041, unless the step-transaction 
doctrine were invoked. Treas. Reg. 
§1.1041-1T(a). 
 
3.  Taxpayer and spouse enter into a 
legal separation agreement, the terms 
of which require the taxpayer to trans-
fer to spouse certain low-basis real 
property worth $30,000. Taxpayer 
transfers the real estate, pursuant to the 
agreement, four years after the final 
divorce papers are approved by the 
Court. No gain is recognized. The 
transfer is related to the cessation of 

the marriage since it was made pursu-
ant to a divorce or separation instru-
ment and occurred within six years af-
ter the date in which the marriage end-
ed.  Treas. Reg. §1.1041-1T(b), Q & A 
# 7. If, however, the transfer occurred 
seven years after the divorce became 
final, the transfer would be presumed 
not to be related to the cessation of the 
marriage, a presumption that could be 
rebutted only by showing that the 
transfer was made to effect the divi-
sion of property owned by the former 
spouses at the time of the cessation of 
the marriage. 
 
4.  Taxpayer and spouse own as equal 
tenants in common a condominium in 
New York City which has appreciated 
since it was purchased for $100,000.  
They are contemplating divorce. Tax-
payer sells his interest to spouse for 
$500,000 in an arm’s length transac-
tion.  If taxpayer had sold the interest 
to an outsider, he would have recog-
nized $450,000 of gain. The sale is 
within Code Sec. 1041, since a 
“transfer” includes not only a gift, but 
a sale as well. However, the spouse 
takes the entire property with a basis 
of only $100,000. Treas. Reg. §1.1041
-1T. 
 
5.  Taxpayer and spouse are getting di-
vorced.  In structuring their division of 
property, they should take into account 
the basis of each item. The division 
should, if practicable, reflect the bases 
of all property. If one spouse receives 
most of the high basis property and the 
other receives the low basis property, 
the parties may wish to make an ad-
justment so that the transferring 
spouse pays a portion of the capital 
gains tax to which the property is or 
may become subject to in the hands of 
the spouse who acquires predominant-
ly low basis property. 
 
6.  Taxpayer decides to elope with his 
fiancé. However, after a month of 
marriage, they are advised by their at-
torney that their marriage in Tahiti 
was void ab initio under New York 
State law. They decide that the mar-
riage was not meant to be, and part 
ways. The taxpayer permits his former 
fiancé to keep a rental apartment, 
which he owns. The cessation of a 
marriage that is void ab initio under 
state law is nevertheless considered a 

divorce within the meaning of Code 
Sec. 1041. The apartment is treated as 
a transfer incident to divorce under 
Code Sec. 1041 from the taxpayer to 
his former fiancé, who will take a 
transferred basis in the apartment.  
Treas. Reg. § 1.1041-1T(b), Q&A #8. 
 
7.  Wife owns rental property in Mi-
ami $300,000 which has been fully de-
preciated. Wife and husband have 
commenced divorce proceedings. 
Wife proposes to sell her interest in 
the rental property to husband for 
$225,000 in exchange for his promise 
not to contest the divorce. Wife would 
incur a capital gains tax of $75,000 if 
she sold the property (i.e., unrecap-
tured Code Sec. 1250 gain taxed at 25 
percent; Code Sec. 1(h)(1)(B). The 
transfer as contemplated would be 
within Code Sec. 1041 and the wife 
would not recognize income. The 
property would be treated as a gift to 
the taxpayer’s spouse, who takes a car-
ryover basis, which is zero. Husband 
accepts the offer. Since husband will 
have no depreciable basis he could 
consider reselling the property for 
$300,000, payable in installments over 
ten years, and report the gain using the 
installment method.  
 
Since the property was previously de-
preciated on a straight-line basis, the 
property would not be subject to 
“excess” depreciation recapture under 
Code Sec. 1250. Each year, husband 
would report $30,000 of capital gain, 
and would incur a capital gains tax of 
$6,000, if the gain were long-term. 
The after-tax cash flow could more 
than cover the mortgage payments for 
new rental property. New rental prop-
erty would also provide depreciation 
deductions that would offset rental in-
come. Alternatively, Husband could, 
after two years, engage in a like-kind 
exchange and acquire additional new 
basis in depreciable property to help 
offset the zero basis in the old proper-
ty. 
 
8.  Taxpayer and spouse execute a sep-
aration agreement. Pursuant to the 
terms of the agreement, taxpayer is to 
transfer the marital residence to 
spouse. The basis of the residence is 
$100,000, and its fair market value is 
$1,100,000. Prior to transferring the 

(Continued from page 9) 
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property, the taxpayer takes out a 
home equity loan of $1,000,000. Un-
der Code Sec. 1041, since the transfer 
is incident to divorce, no gain or loss 
is recognized. This is true even though 
the equity loan may have been moti-
vated by a desire to reduce income 
taxes, and in other situations the gift of 
property with debt in excess of basis 
would generate gain. See Treas. Reg. 
§1.1041-1T(d).  
 
9.  Husband owns a rental apartment 
with a basis of $500,000 and a fair 
market value of $400,000. In 2019, 
Husband sells the apartment to Wife 
for $400,000.  Since the transaction is 
governed by IRC Section 1041, Hus-
band cannot deduct the loss. Wife 
takes a transferred basis of $500,000.  
If Wife sells the apartment a month 
later for $375,000, she may deduct a 
$125,000 loss. Now assume the same 
facts except Husband gifts the apart-
ment to his son. If the son later sells 
the apartment for $375,000, his loss 
will be limited to $25,000 under IRC 
Section 1015(a).  ■ 

 
 
 
 
 

(Continued from page 10) 
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would be allowed to keep that coverage. 
The projected cost of $750 billion over 
ten years would be funded by the elimi-
nation of a favorable 20 percent tax rate 
on capital gains, and by reinstating the 
39.6 percent tax bracket for high income 
taxpayers. However, Pete Buttigieg, an-
other Democratic contender, warns that 
the public option is “a glide path toward 
Medicare for All,” a sentiment shared by 
Senator Gillibrand.  

 
Price Controls on Pharmaceuticals 
 

Mr. Biden’s position on drug 
prices is not altogether different from 
that of Mr. Trump. Both seek to regulate 
new drug pricing, Mr. Trump by estab-
lishing a domestic price based on prices 
abroad for the same drugs. Mr. Biden 
seeks to regulate prices based through 
“negotiation” with drug companies. 

 
SALT Deduction Limitations 

 
Taxpayers in California, Connect-

icut, New Jersey and New York, among 
others in states imposing high income 
tax on its residents, are still smarting 
over the loss of many state and local tax 
deductions. The deduction helps affluent 
taxpayers in those states, but not low-
income taxpayers. Those in favor of re-
pealing the deduction limitations point 
out that even modestly priced homes in 
Washington, D.C. and the suburbs of 
New York can cost over $700,000 and 
have high real estate taxes.  

Those opposing repeal of the de-
duction limitations argue that states 
without income tax should not be bur-
dened with subsidizing what they view 
as fiscally irresponsible states which im-
pose a state income tax. They also argue 
that the higher standard deduction and 
lower individual tax rates neutralize the 
limitation on state and local tax deduc-
tions to some extent. Repeal of the 
SALT limitations would cost the Treas-
ury $600 billion over the next ten years.  

Representatives Bill Pascrell of 
New Jersey and Tom Suozzi, who repre-
sents the North Shore of Long Island, 
support full repeal of the cap. Mr. Suoz-
zi has stated that repeal of the limitation 
would “Make America Fair Again.” He 
also points out that New Yorkers are 
large net donors to the federal govern-

(Continued from page 6) 
ment. Although many democrats appear 
to favor repeal of the SALT limitations, 
the Senate, which passed the legislation,  
would not likely agree to its repeal.  

Governor Cuomo met with Presi-
dent Trump in February about the feder-
al deduction limitations. President 
Trump later stated to journalists: “There 
are some people from New York who 
have been speaking to me about doing 
something about that, about changing 
things. Its been severe on them.” 

Reacting to a report that income 
tax receipts had fallen $2 billion below 
projections, Mr. Cuomo remarked: “This 
is not an academic discussion, my 
friends. This is real life. This changes 
the economic trajectory of the state. Peo-
ple are mobile. And they will go to a 
better tax environment.” If Mr. Trump 
wins reelection and is no longer behold-
er to his base, it seems possible that he 
might become more flexible on issues of 
greater importance to the Northeast and 
the West Coast.  

In any event, New York, New 
Jersey and Connecticut recently com-
menced an action against the Internal 
Revenue Service seeking to invalidation 
regulations intended to vanquish tax 
“workarounds” enacted by those states 
in an effort to maximize the amount of 
state and local taxes they could deduct.  
■ 
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request is submitted before the return 
is filed for the year in which the trans-
action is completed. Rev. Proc. 2019-
1, Sec. 1.01. 

 
Taxpayer Reliance  
on Letter Ruling 

 
 A taxpayer may ordinarily rely 

on a favorable determination letter 
provided (1) the conclusions stated in 
the letter ruling are properly reflected 
in the return; (2) the representations 
upon which the letter ruling was based 
reflect an accurate statement of the 
controlling facts; (3) the transaction 
was carried out substantially as pro-
posed; and (4) there has not been any 
change in the law that applies to the 
period during which the transaction or 
continuing series of transactions were 
consummated. Rev. Proc. 2019-1, Sec. 
10.01. 

In theory, only a taxpayer re-
ceiving a letter ruling may rely there-
on: A taxpayer may not “rely on, use, 
or cite as a precedent a determination 
letter issued to another taxpayer.” Rev. 
Proc. 2019-1, Sec. 10.02. Despite this 
admonition, some private letter rulings 
of significance are cited by taxpayers, 
and may be considered somewhat au-
thoritative. In practice, tax profession-
als may rely on a letter ruling if no fa-
vorable Revenue Ruling on the issue 
sought to be illuminated has been pub-
lished. For example, the IRS has pub-
lished letter rulings affording relief 
from erroneously made QTIP elec-
tions. It might therefore be reasonable 
to infer that the IRS would grant relief 
from an erroneously made QTIP elec-
tion in a similar factual situation.  

[A revenue ruling is a public 
decree issued by the IRS that essen-
tially has the force of law. [A revenue 
ruling states the IRS interpretation of 
the tax law and is binding on all IRS 
employees and public taxpayers.]  

Accordingly, a taxpayer who 
relies on a letter ruling issued to anoth-
er taxpayer does so at the taxpayer’s 
own risk. If the facts and issues appear 
substantially identical, it would appear 
that the risk might be low. Despite the 
fact that letter rulings, like cases, tend 
to take on a precedential aura, if a let-
ter ruling no longer comports with IRS 

thinking, the Service may revoke the 
ruling or modify it. Plainly, no taxpay-
er wishes to be in the position of liti-
gating with the IRS the propriety of a 
ruling that has been revoked, even if 
the revocation occurred after the tax-
payer’s transaction — in reliance on 
the revoked ruling — was completed.   

 
Circumstances When  
Letter Rulings Are Issued 
 

The IRS will not issue a letter 
ruling with respect to an issue that 
cannot be resolved before the promul-
gation of a regulation, but may issue 
rulings where (i) the answer is clear or 
reasonably certain in light of “statute
[s], regulations, and applicable case 
law; or (ii) where the answer does not 
seem “reasonably certain” but would 
be in the “best interest of tax admin-
istration.” The IRS will not ordinarily 
issue letter rulings in certain areas be-
cause of the “factual nature of the mat-
ter involved.” However, in some cases 
the Service may, in the interest of 
sound tax administration, issue an 
“information letter calling attention to 
well-established principles of tax law.” 
Rev. Proc. 2019-1, Sec. 5.15. 

The IRS will not ordinarily is-
sue ruling letters to business organiza-
tions concerning the application of tax 
laws to members of the business, or to 
a taxpayer requesting a letter ruling re-
garding the tax consequences to a cus-
tomer or client. The IRS will not issue 
a letter ruling regarding frivolous is-
sues, the most obvious being frivolous 
“constitutional” claims. Nor will the 
IRS issue a “comfort” ruling with re-
spect to an issue which is “clearly and 
adequately addressed by statute, regu-
lations, decision of a court, revenue 
rulings, revenue procedures, or other 
authority. . .”  

The Service will also not rule 
on “alternative plans of proposed 
transactions or on hypothetical situa-
tions.” Nor will a letter ruling be is-
sued if a pending case is in litigation 
or in Appeals or if the request involves 
an “industry-wide” problem.” Rev. 
Proc. 2019-1, Sec. 6.08-6.14. A ruling 
request that may not be acted upon by 
reason of the return being in examina-
tion may, at the discretion of the IRS, 
be forwarded to the field office that 
has examination jurisdiction over the 
taxpayer’s return. Id. Taxpayers 

should beware of this. 
If the IRS declines to issue a 

ruling based upon the position that the 
issue is addressed by statute, regula-
tions, or decisions, and the taxpayer 
believe that the facts do nevertheless 
warrant a ruling, it is appropriate and 
for the taxpayer to explain why exist-
ing law does not adequately address 
the issues raised.  

A simplified method of obtain-
ing ruling request exists for issues that 
are frequently raised by taxpayers. For 
example, Rev. Proc. 2017-34 provides 
a simplified method for obtaining a 
ruling request to seek relief in order to 
make a late reverse QTIP election pur-
suant to Section 2652. User fees are 
lower and response time is generally 
faster when seeking a ruling under a 
simplified method. The IRS also pro-
vides executors a simplified way to re-
quest an extension of time to make the 
“portability” election to transfer a de-
ceased spouse’s unused estate tax ex-
clusion to the surviving spouse. Rev. 
Proc. 2014-18. 

 
Rulings During Litigation 

 
A letter ruling might be desira-

ble where parties to litigation seek 
guidance regarding the position of the 
Service with respect to an agreement 
which has been concluded, or which is 
pending. However, it is not the policy 
of the Service to rule on hypothetical 
issues. Moreover, the IRS “ordinarily 
does not issue a letter ruling . . . if, at 
the time of the request, the identical is-
sue . . . is pending in a case involving 
the taxpayer.” However, the IRS may 
issue a ruling if there exists a settle-
ment agreement or court order. Even 
then, the IRS may be unwilling to ap-
prove a request unless the parties con-
cur in what the desired ruling should 
conclude. See Rev. Proc. 2019-1, Sec. 
6.01. It is thought that it would be in-
appropriate for a ruling by the IRS to 
affect the outcome of a litigation.  

 
Privacy Concerns 

 
Issues of privacy may also be a 

concern to taxpayers seeking a letter 
ruling. Ruling submissions are redact-
ed in documents available to the pub-
lic. Even so, the redacted ruling may 
divulge enough information to com-

(Continued from page 1) 
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promise the identity of the taxpayer. 
To assist the Service in making the 
necessary deletions, the taxpayer must 
provide a “deletion statement indicat-
ing the deletions desired.” A taxpayer 
who wants only names, addresses and 
identifying numbers deleted should so 
state in the deletion statement. Rev. 
Proc. 2019-1, Sec. 7.12. 

Disclosure of all facts may not 
be in the best interest of the taxpayer 
since disclosures made to the IRS may 
have been in vain if the ruling request 
is denied. Furthermore, even if the rul-
ing request is approved, it may be re-
voked — even retroactively — if  
“controlling facts are misstated or 
omitted,” or if the facts at the time of 
the transaction are materially different 
from the controlling facts on which the 
letter ruling was based. Rev. Proc. 
2019-1, Sec. 11.02.  

 
II.   Pre-Submission Conference 
 

A different vehicle for seeking 
advice prior to submitting an actual 
ruling request exists in the form of a  
“Pre-submission Conference.” Such  
conference may be requested by the 
taxpayer, but the decision to grant the 
conference is within the discretion of 
the IRS. A pre-submission conference 
is held to discuss “substantive or pro-
cedural issues relating to a proposed 
transaction.” The conference will be 
held only if the identity of the taxpayer 
is provided, and only if the taxpayer 
“actually intends” to make a ruling re-
quest. A request for a pre-submission 
conference may be made either in 
writing or by telephone. The request 
should identify the taxpayer and brief-
ly explain the tax issue so that it can 
be assigned to the appropriate branch.  
Rev. Proc. 2019, Sec. 10.02. 

It should be noted as well that 
IRS attorneys are generally willing to 
informally discuss tax issues which 
could become the subject of a poten-
tial ruling request without the necessi-
ty of the representative disclosing the 
identity of the taxpayer. Staff attor-
neys may even discuss whether the 
Service will rule on particular issues 
and about procedural matters for a par-
ticular case. At the discretion of the 
Service and as time permits, Service 

employees may also discuss substan-
tive issues with taxpayers or their rep-
resentatives. Such a discussion will 
not bind the Service or the Office of 
Chief Counsel, and it cannot be relied 
upon as a basis for obtaining retroac-
tive relief under the provisions of IRC 
§ 7805(b). Rev. Proc. 2019-1, Sec. 
2.03. 

 
III. Procedure For Ruling Request 

 
The IRS publishes a Revenue 

Procedure in January of each year 
which details and updates require-
ments for obtaining a Private Letter 
Rulings. See, e.g., Rev. Proc. 2019-1. 
A request for a letter ruling must pro-
vide a “complete statement of facts 
and other information,” including the 
names, addresses, telephone numbers 
and taxpayer identification numbers of 
all interested parties. The request must 
provide (i) a description of the taxpay-
er’s business; (ii) a complete statement 
of the business reasons for the transac-
tion; (iii) a detailed description of the 
transaction; and (iv) all other facts re-
lating to the transaction. Copies of all 
contracts, wills, deeds, agreements, in-
struments, trust documents, proposed 
disclaimers, and other documents per-
tinent to the transactions must be sub-
mitted with the request Rev. Proc. 
2019-1, Sec. 7.01. 

The ruling request must also be 
accompanied by an analysis of the 
facts and their bearing on the issue or 
issues. The “analysis” must be a com-
prehensive tax analysis, citing persua-
sive authority for the requested ruling. 
In providing the required analysis, the 
taxpayer must provide a statement of 
both supporting and contrary authori-
ties. A particular conclusion espoused 
by the taxpayer must include an expla-
nation of the grounds for that conclu-
sion.  Rev. Proc. 2019-1, Sec. 7.01. 

Contrary authorities “should be 
brought to the attention of the IRS at 
the earliest possible opportunity.” If 
there are “significant contrary authori-
ties,” they should be discussed in a 
“pre-submission conference” prior to 
submitting the ruling request. The ra-
tionale for the taxpayer discussing 
contrary authorities is that such disclo-
sure may “enable Service personnel 
more quickly to understand the issue 
and relevant authorities.”  Rev. Proc. 
2019-1, Sec. 7.01. 

A “Sample PLR Request For-
mat” are annexed to Rev. Proc. 2019-
1. Adherence to the format shown will 
improve the likelihood of compliance 
with the procedural aspects of the rul-
ing request. Rev. Proc. 2019, Sec. 
7.01, Appendix B. It is best to follow 
the sample format in the appendix as 
this will maximize the probability that 
the ruling request will not be rejected 
because of a procedural error. 

The taxpayer may request that 
personal identifying information be 
deleted, as private letter rulings are 
published by the IRS. The ruling re-
quest must be signed by the taxpayer 
or by the taxpayer’s representative. 
Even if signed by a representative ra-
ther than by the taxpayer, the taxpayer 
must sign a statement under penalties 
of perjury attesting to the truth of the 
matters contained in the ruling request. 
Each ruling request must also be ac-
companied by the “checklist” found 
this year in Rev. Proc. 2019-1, Sec. 
7.01. 

Ruling requests are processed 
“in the order of date received,” but 
“expedited handling” will be accorded 
in “rare and unusual cases.” A request 
for expedited handling must “explain 
in detail” the need therefor. A request 
for expedited handling is discretion-
ary. The IRS may grant the request 
where a factor “outside a taxpayer’s 
control” requires a ruling in order to 
avoid “serious business consequenc-
es.” Rev. Proc. 2019-1, Sec. 7.02.  

Examples provided include sit-
uations in which a court or govern-
mental agency has imposed a specific 
deadline for the completion of a trans-
action, or where a transaction must be 
completed expeditiously to avoid an 
imminent business emergency, and the 
need for expedited handling resulted 
from circumstances that could not rea-
sonably have been anticipated or con-
trolled by the taxpayer. The schedul-
ing of a closing date or a meeting of 
the board of directors or shareholders 
of a corporation will not be considered 
a sufficient reason to request expedited 
handling. Rev. Proc. 2019-01, Sec. 
7.02 

Within 21 calendar days after 
receiving a ruling request, the IRS will 
advise the taxpayer whether (1) the 
IRS will rule as the taxpayer request-
ed, rule adversely on the matter, or not 
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rule; (2) the taxpayer should submit 
additional information; (3) the letter 
ruling complies procedural require-
ments; and (4) whether, because of the 
nature of the transaction or the issue 
presented, a tentative conclusion on 
the issue cannot be reached. Rev. Proc. 
2019-1, Sec. 8.01. If so requested, the 
taxpayer must submit additional infor-
mation within 21 days.  

A taxpayer is entitled to one 
“conference of right,” which may ei-
ther be by telephone or at the IRS of-
fice at 1111 Constitution Avenue, 
NW, in Washington. The IRS must 
notify the taxpayer of the time and 
place of the conference, which must 
then be held within 21 calendar days 
after this contact. It is preferable to 
avail oneself of the conference in 
Washington, where the taxpayer’s rep-
resentative will be able to more fully 
discuss the position of the taxpayer 
and perhaps elicit information that 
could increase the probability of a ob-
taining favorable ruling. In the experi-
ence of this writer, the conference is 
extremely important, even if the IRS 
intends to rule negatively, as infor-
mation and advice obtained may ena-
ble the taxpayer to structure the trans-
action in a manner in which the IRS 
would approve. Rev. Proc. 2019-1, 
Sec. 8.03. 

The senior IRS attorney present 
at the conference of right “ensures that 
the taxpayer has the opportunity to 
present views on all the issues in ques-
tion.” At the conference, the IRS will 
explain its position, and the taxpayer 
will have an opportunity to advance its 
position. No tape, stenographic, or 
other recording of the conference may 
be made by either party. Following the 
conference, the taxpayer will have the 
opportunity to submit additional infor-
mation or refine its legal arguments 
before the IRS issues a ruling.  Rev. 
Proc. 2019-1, Sec. 10.02.  

If, following the conference of 
right, it appears unlikely that the tax-
payer will be obtain a favorable ruling, 
the ruling request may be withdrawn 
at any time before the letter ruling is 
signed by the IRS. However, in that 
case the IRS may notify by memoran-
dum the examination division review-
ing the taxpayer’s return of its posi-

tion. If the memorandum provides 
“more than the fact that the request 
was withdrawn . . . the memorandum 
may constitute Chief Counsel Advice, 
as defined in IRC §6110(i)(1), and 
may be subject to disclosure. User fees 
will not be refunded where a ruling re-
quest has been withdrawn. Rev. Proc. 
2019-1, Sec. 7.06. 

The time frame for obtaining a 
ruling is generally several months but 
can take a few months longer if the is-
sues are complex or require the partic-
ipation of several branches of the IRS. 
The policy of the Service is to issue a 
ruling within six months. The IRS per-
mits the taxpayer to inquire regarding 
the status of a ruling request.  

 
IV. Effect of Letter Ruling 

 
The IRS may revoke, modify, 

or amend a previously issued ruling if 
the ruling is later found to have been 
issued in error, or if the ruling is “not 
in accord with the current view” of the 
IRS. Rev. Proc. 2018-1, Sec. 11. Ordi-
narily, where a taxpayer has furnished 
accurate information, and a change in 
the law requires the IRS to revoke a 
ruling, the ruling will not be revoked 
retroactively. However, if the taxpayer 
has not provided correct facts, the Ser-
vice may revoke the ruling retroactive-
ly. Rev. Proc. 2019-1, Sec. 10.08 

If the taxpayer is under audit 
when the letter ruling request is grant-
ed, the audit division must of course 
recognize the bona fides of the letter 
ruling. Nevertheless, the Field Office 
must itself “ascertain” whether (1) the 
conclusions stated in the letter ruling 
were properly reflected in the return; 
(2) the representations upon which the 
letter ruling was based reflected an ac-
curate statement of the controlling 
facts; (3) the transaction was carried 
out substantially as proposed. Rev. 
Proc. 2019-01, Sec. 10.08. 

 
V. User Fees 

 
User fees apply to all requests 

for letter rulings. However, user fees 
do not apply to elections made pursu-
ant to §301.9100-2, relating to auto-
matic extensions of time, to late initial 
classification elections made pursuant 
to Rev. Proc. 2009-41, or to late S cor-
poration elections. If a request con-
cerning one transaction involves more 

than one fee category, only one fee ap-
plies, but that fee is the highest that 
would apply to any of the categories. 
Similarly, even though a request may 
involve several issues, only one fee 
will apply. Nonetheless, each entity in-
volved in a transaction that requires a 
separate ruling in its name must pay a 
separate fee regardless of whether the 
transaction or transactions are related.  
Rev. Proc. 2019, Sec. 15.03. 

User fees will generally not be 
refunded. However, if the only reason 
for withdrawal is a misapprehension 
by the taxpayer of the amount of the 
user fee, and the taxpayer is unwilling 
to pay the higher fee, the user fee will 
be refunded. User fees will not be re-
funded where the request is 
“procedurally deficient” and is not 
timely perfected. The IRS will howev-
er, refund a user fee where the taxpay-
er successfully asserts that the IRS has 
erred or been unresponsive to a ruling 
request. Rev. Proc. 2019, Sec. 15.08. 

A Schedule of User Fees ap-
pears in Appendix A of Rev. Proc. 
2019-01. A reduced user fee of $2,800 
applies to a person whose gross in-
come is less than $250,000; and a re-
duced user fee of $7,600 applies to a 
person whose gross income is more 
than $250,000 but less than $1 million.  

Substantially identical letter rul-
ing requests will also qualify for user 
fee reductions, as will a request for 
certain “common” requests. The cur-
rent user fee for “all other” PLR re-
quests is $28,300. If more than one 
taxpayer would be affected by the rul-
ing request, choosing that taxpayer (or 
beneficiary of a trust) whose income is 
least might be cost efficient. .  

 
VI.  Section 9100 Relief 

 
The time period provided for by 

statute cannot be extended, as those 
are jurisdictional. For example, a tax-
payer cannot seek a ruling request to 
extend the time in which to file an in-
come tax return, with extensions, past 
October 25 under IRC Sections 6072 
and 6081, as those time periods are ju-
risdictional. Regulatory time periods, 
on the other hand, may properly be the 
subject of relief under IRC Section 
9100. Such relief must be in the form 
of a letter ruling request. The request 
may be made after a return has been 
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filed, or while the return is under au-
dit, or while the matter is being litigat-
ed. To obtain Section 9100 relief, the 
taxpayer must have acted in good faith 
and the relief should must not preju-
dice the government. The government 
is generally prejudiced, for example, if 
the ruling request to extend the period 
for making a regulatory election is 
made for a tax period in which statute 
of limitations for the tax period has 
closed, or if the grant of the request 
would result in a revenue loss for the 
IRS. Rev. Proc. 2019-1, Sec. 4.01. 
 
Correspondence 
 

Correspondence may be made 
by mail, by Fedex (or other courier), 
or by hand delivered. The addresses 
for each are different, and are found in 
Section 7.04 of Rev. Proc. 2019-1.  ■ 
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tax rate through a “qualified business 
income” deduction. A taxpayer in the 
37 percent tax bracket could expect to 
see a maximum reduction to 29.6 per-
cent. Although 29.6 percent exceeds 
21 percent, when one considers that 
dividends from C corporations may be 
taxed again at 20 percent, the disparity 
is reduced. While partners are not sub-
ject to that double tax, they benefit 
from there being no requirement that 
the partnership pay reasonable com-
pensation, which would otherwise re-
sult in employment tax.  

Thus, the deduction may not 
achieve tax parity for owners of 
passthrough entities, but it does nar-
row the gap in a progressive manner. 
Section 199A is however, complicat-
ed. Still, accordingly to the IRS, more 
than 20 million taxpayers will be eligi-
ble for the deduction, and the vast ma-
jority of them will be in the favored 
Tier 1, which the statute treats most 
benevolently. The complexity of cal-
culations required to arrive at the Sec-
tion 199A deduction for taxpayers 
whose income is below the “threshold 
amount” is also far less labored than 
for taxpayers whose income is above 
the threshold amount, currently 
$160,700 for single filer and $321,400 
for joint filers.  

Several preliminary points: It is 
important to note that if net capital 
gains equals or exceed taxable income, 
no Section 199A deduction will be 
possible. Also, taxable income for pur-
poses of applying Section 199A is 
computed without regard to Section 
199A itself: Once the Section 199A 
deduction is calculated, reportable tax-
able income will be adjusted down-
ward to reflect the deduction. To the 
extent a taxpayer can increase the gap 
between taxable income and net capi-
tal gains, deductions under the statute 
may increase.  

The benefit of Section 199A for 
shareholders and partners engaged in 
businesses which depend on their skill 
will see their deduction vaporize as 
their income crosses the threshold into 
Tier 2, and then Tier 3. Tier 1 taxpay-
ers, whose income does not reach such 
rarefied levels will unaffected by 
“SSTB” rules, the “Alternative Limita-
tion” and the “Reduction Amount,” 
which hinder Tier 2 and Tier 3 taxpay-

ers.  
Introducing as it does many 

concepts, the story of Section 199A 
cannot be told all at once. When first 
studying the statute, the availability of 
reference to key formulas and tables 
may be helpful. These Formulas and 
Tables are included in Section II, be-
fore discussing the statute, because 
they will help crystalize the concepts.  
They will be referred to throughout 
this paper. 

 
II.  Key Terms and Formulas 

 
The operative provisions can be 

expressed by six or so formulas. Each 
is interdependent on the others and in-
corporates new concepts. Although 
somewhat abstruse, the formulas will 
be illuminated by the discussion and 
illustrations that follow. The signifi-
cance of each Formula will be ex-
plored throughout the paper as the 
statute reveals itself.  

Before turning to the six formu-
las, several tables will introduce (i) the 
three “Tiers” of taxable income; (ii) 
the limitations on “SSTBs” and how 
they vary by Tier; (iii) the three limita-
tion and phaseout provisions that ac-
complish progressivity; and (iv) a 
summary of calculations required to 
determine the “QBI Component” — 
which generates the lion’s share of 
QBI deductions.  

 
TABLE 1 

 
Taxable Income Tiers 
(Indexed for Inflation) 

 
Threshold Amount (2019) 

 $160,700 (single filer)  
or $321,400 (joint filer) 

 
Phase-in Limit =  

Threshold Amount + $50,000 
(single filer) 

 
Phase-in Limit =  

Threshold Amount + $100,000 
(joint filer) 

 
Tier 1 

Taxable Income ≤  Threshold Amount 
Taxable Income ≤  $160,700 
 

Tier 2   
Threshold Amount < Taxable Income  

      Phase-in Limit  ≥Taxable Income  
 
Taxable Income > $321,400  
Taxable Income ≤  $421,400 
 

Tier 3 
Taxable Income > Phase-in Limit 
Taxable Income > $421,400 
 

TABLE 2 
 

Phase-in Range 
 

Tier 2 
(Range Spans Tier 2) 

 
$160,700 + (0 to $50,000) or 
$160,700 to $210,700 
(single filer)  
 
$321,400 + (0 to $100,000) or 
$321,400 to $421,400 
(joint filer) 

 
Phase-in Limit 

 
Tier 1 

Taxable Income > $210,700 (single) 
Taxable Income > $421,400 (joint)  
 
 

 
TABLE 3 

 
Specified Service Trades  

or Businesses (SSTBs) 
 

Tier 1 
SSTB Qualified Trade or Business 

All QBI, W-2 Wages, UBIA  
& PTP Allocations Allowed 

 
Tier 2 

SSTB Qualified Trade or Business 
But: QBI, W-2 Wages, UBIA &  

PTP Income Phased Out as  
Taxable Income Approaches  

Phase-in Limit 
[Phase-out proportional to 
percentage encroachment 

 In Phase-in Range] 
 

Tier 3 
SSTB Not Qualified Trade or Business 

Phase-out Complete 
All QBI, W-2 Wages, UBIA  
& PTP Income Disallowed  
[Unless Exception Applies] 
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TABLE 4 
 

Phaseout Provisions: 
 

Alternative Limitation 
Always Applies to Tiers 2 & 3 

(see Formula 3B) 
 

Applicable Percentage 
Always Applies to Tier 2 
If Business is an SSTB 

(See Formula  6) 
 

Reduction Amount  
Always Applies to Tier 2 if 
20 percent of QBI is Greater  
than Alternative Limitation 

(Regardless of SSTB Status)  
(See Formula 4) 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
TABLE 5 

 
Calculating the QBI  
Component (Formulas 3A, 3B, 3C) 
for a Single Trade or Business 
 
        T ier 1  Tier 2   Tier 3 
 
Alternative 
Limitation  N/A   YES    YES 
 
Applicable  
Percentage  NO   YES*   NO† 
 
SSTB      
Allocations       Phased 
Ignored?   NO   Out    YES 
              
Reduction  
Amount    N/A   YES**  NO 
 
Excess 
Amount    N/A   YES***    N/A 
 
Apply  
Applicable  N/A   YES****  N/A 
Percentage 
before 
Reduction 
Amount? 
 
*  Only required if Allocation  
  is from an SSTB. 
  [Reduces QBI, Qualified W-2  
  Wages, and UBIA of Qualified  
  Property] 
 
**  Only Necessary if 20% of QBI >  
  Alternative Limitation 
 
***  Term in Formula for Reduction  
   Amount; Therefore Only Where 
    Reduction Amount Required 
 
**** Only if Calculation of  
   Applicable Percentage Is  
   Actually Required  
   [i.e., SSTB & Tier 2] 
 
†   Can ignore, since Applicable  
   Percentage Phase-out has  
   Eliminated all SSTB allocations 
   upon taxable income crossing 
   threshold into Tier 3.  Nothing  
   left for Applicable Percentage  
   To Reduce 
 
 
 
 

 
TABLE 6  

 
Key Formulas: 

 
Formula 1 
All Tiers 

Final Step in Calculating Deduction  
 
The Section 199A deduction equals 
the lesser of (i) the Combined QBI 
Amount and (ii) 20 percent of differ-
ence between Taxable Income and Net 
Capital Gain. 
 
§199A deduction = lesser of  
[CQBI Amount and  .2(TI ─ NCG)] 

 
Formula 2  
All Tiers 

Combined QBI Amount 
 

The Combined QBI Amount equals 
the sum of the taxpayer’s QBI Compo-
nents (for each qualified trade or busi-
ness) plus 20 percent of the sum of ag-
gregate qualified REIT dividends and 
aggregate qualified PTP income.  
 
CQBI Amount =  
∑QBI Components +  
.2(∑REIT dividnds + ∑PTP income) 

 
Formula 3A 

Tier 1  
Determining QBI Component 
(For Each Trade or Business) 

Taxable Income ≤  Threshold Amount 
 

All SSTB Allocations of QBI,  
W-2 Wages & UBIA Disallowed  

QBI Component = .2(QBI) 
Alternative Limitation Applies 

 
For Tier 1 taxpayers, the QBI Compo-
nent (for each qualified trade or busi-
ness) equals 20 percent of QBI. The 
Alternative Limitation and SSTB Lim-
itations are inapplicable. All QBI allo-
cations “count.”   
 

QBI Component = .2(QBI)  
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Formula 3B 

Tier 3 
QBI Component 

Taxable Income > Phase-in Limit 
SSTB Allocations Disregarded 

 
For Tier 3 taxpayers, provided the 
trade or business is not an SSTB, the 
QBI Component equals the lesser of 
20 percent of QBI and the Alternative 
Limitation. 
 
QBI Component = lesser of  
[.2(QBI)  & Alternative Limitation)] 
 
The Alternative Limitation equals 
the greater of (i) 50 percent of Quali-
fied W-2 Wages or (ii) 25 percent of 
the sum of Qualified W-2 Wages and 
2.5 percent of UBIA of Qualified 
Property.  
 
Alternative Limitation = greater of 
.5(W-2 Wages) and  
[.25(W-2 Wages) + .025(UBIA)] 
 

 
Formula 3C 

QBI Component 
Tier 2 

Threshold Amount < Taxable Income  
      Phase-in Limit  ≥Taxable Income  

 
Trade or Business Not an SSTB: 

 
Must initially determine whether busi-
ness is an SSTB. If the business is not 
an SSTB, then determine Alternative 
Limitation. (See Formula 3B, above). 
If 20 percent of QBI is less than the 
Alternative Limitation, the QBI Com-
ponent is that amount. If 20 percent of 
QBI is greater than the Alternative 
Limitation, the Reduction Amount 
must be determined per Formula 4. In 
order to compute the Reduction 
Amount, the Excess Amount must be 
determined per Formula 5. QBI re-
duced by the Reduction Amount will 
yield the QBI Component. 
 
Trade or Business is an SSTB: 
 
If the business is an SSTB, determine 
the Applicable Percentage first. QBI, 
Qualified W-2 Wages, and UBIA of 
Qualified Property must be reduced by 

the Applicable Percentage. Next, de-
termine Alternative Limitation. (See 
Formula 3B). If 20 percent of QBI is 
less than the Alternative Limitation, 
the QBI Component is that amount. If 
20 percent of QBI is greater than the 
Alternative Limitation, the Reduction 
Amount must be determined per For-
mula 4. In computing the Reduction 
Amount, one must first compute the 
Excess Amount per Formula 5. QBI 
reduced (further) by the Reduction 
Amount will yield the QBI Compo-
nent. 

Formula 4  
Reduction Amount 

Tier 2, Where 20 Percent of QBI  
Exceeds Alternative Limitation 

 
Calculation of the Reduction Amount 
is necessary if 20 percent of QBI 
exceeds the Alternative Limitation and 
the Taxpayer is in Tier 2. The Reduc-
tion Amount equals the Excess 
Amount times taxable income minus 
the Threshold Amount over the Phase-
in Amount.   
 
Stated algebraically: 
 
Reduction Amount = Excess amount 
times [(Taxable Income ─ Threshold 
Amount) ÷ Phase-in Amount] 
 

Formula 5   
Excess Amount 

(Variable in Formula 4) 
 

The Excess Amount is only required if 
calculation of the Reduction Amount 
is necessary. The Excess Amount 
equals  20 percent of QBI minus the  
Alternative Limitation.  

 
Formula 6  

Applicable Percentage 
(Tier 2 with Allocation  

of QBI From SSTB)  
 
The Applicable Percentage applies on-
ly to Tier 2 Taxpayers with QBI allo-
cations from an SSTB. The phaseout 
reduces allocated QBI, Qualified W-2 
Wages, and UBIA of Qualified Prop-
erty. If the Reduction Amount is also 
required, the Applicable Percentage 
Phaseout must be applied to reduce 
QBI first.  The Applicable Percentage 
equals 1 minus the difference between 
taxable income and the threshold 

amount, over the phase-in amount.  
 
Expressed Algebraically:  
 
Applicable Percentage = 
1 ─   (Taxable Income ─  
        Threshold Amount) 
         Phase-in Amount 
 
III.  Qualified Business Income and 
   Qualified Trades or Businesses 

 
Qualified Business Income 

(QBI) is the net amount of qualified 
items of income, gain, deduction, and 
loss with respect to an active business 
within the United States. The term 
“income” includes some items not oth-
erwise associated with income for fed-
eral income tax purposes, including (i) 
gain or loss in partnership transactions 
involving unrealized receivables or in-
ventory of a partnership resulting in 
ordinary income (“hot assets” under 
Section 751), (ii) Section 481 adjust-
ments after the 2017 tax year, and (iii) 
net operating losses disallowed under 
Section 461. In general, net operating 
losses are ignored when calculating 
QBI, because the deductions giving 
rise to those losses have already been 
allowed in computing taxable income.  

A “relevant passthrough enti-
ty” (RPE) is a passthrough entity such 
as an S corporation, partnership (other 
than a publicly traded partnership) or 
sole proprietorship that operates as a 
qualified trade or business and passes 
through which qualified items of in-
come, gain, loss, or deduction pass to 
shareholders, partners, or sole proprie-
tors. An RPE is also a passthrough en-
tity that does not operate as a qualified 
trade or business but rather passes 
through qualified items from lower-
tier RPEs. The regulations refer to the 
recipients of these items of income, 
gain, etc., as “individuals.” They will 
be referred to as taxpayers in this pa-
per. Estates and nongrantor trusts may 
also be RPEs which pass through 
items of income, etc., to beneficiaries.   

QBI is determined at the share-
holder or partner level. Neither the in-
side basis of a partner’s interest in the 
partnership nor the basis of a share-
holder’s S corporation stock is affect-
ed by Section 199A. The final regula-
tions issued in January state that an en-
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tity disregarded under Regs. 301.7701
-3 is also disregarded for purposes of 
Section 199A. Therefore, trades or 
businesses conducted by a disregarded 
entity are treated as being conducted 
directly by the owner of the entity. 
Regs. 1.199A-1(e)(2).  

QBI from a qualified business 
may be negative. Positive and nega-
tive QBI is netted in calculating total 
QBI for the taxable year. The regula-
tions provide that QBI cannot be less 
than zero. If netting yields a negative 
number, QBI for the year will be zero, 
the loss will be treated as coming from 
a separate qualified trade or business, 
and will be carried forward to the fol-
lowing year where it may offset posi-
tive QBI. Regs. 1.199A-1(d)(2)(iii)
(B).  

Previously disallowed losses or 
deductions, including under losses un-
der Sections 465, 469, 704(d) and 
1366(d) are taken into account for 
purposes of computing QBI provided 
the losses were incurred in a tax year 
on or after January 1, 2018. Losses in-
curred before January 1, 2018 (which 
would reduce QBI) need not be taken 
into account when computing QBI.  

Some items which might other-
wise constitute income are excluded 
under Section 199A. Some of these 
are investment-type items. The ra-
tionale for excluding these items is 
that Section 199A is intended to bene-
fit business owners, but not investors 
or employees of businesses. Excluded 
items include: (i) dividends and inter-
est income (unless allocated to a qual-
ified trade or business); (ii) short and 
long term capital gains and losses, (iii) 
Section 1231 gains and losses; (iv) 
gains or losses from foreign commodi-
ties transactions or foreign currency 
gains; (v) notional principal contracts 
unless qualifying under Section 1221
(a)(7); (vi) annuity amounts that are 
not received in connection with a 
trade or business; (vii) qualified REIT 
dividends; (viii) qualified PTP in-
come; (ix) reasonable compensation 
paid by an S Corporation to a share-
holder, (x) guaranteed payments to 
partners under IRC Sec. 707(c) for 
services rendered to the partnership 
business; and (xi) payments to a part-
ner for services rendered in a capacity 
other than as a partner. 

Reasonable compensation paid 
to a shareholder of an S Corporation, 
as well as guaranteed payments made 
to a partner, or payments made to a 
partner for services rendered in a ca-
pacity other than as a partner are ex-
cluded when computing QBI, provid-
ed the payment is allocable to the 
trade or business and is deductible to 
the partnership or S corporation.  

However, reasonable compen-
sation paid to a partner qua partner 
will not reduce QBI, since a partner 
can never be an employee of a part-
nership. The disparity in treatment be-
tween shareholders of S corporations 
and partners, with partners being treat-
ed more favorably, lay in the fact that 
while reasonable compensation must 
be paid to an S corporation sharehold-
er (Rev. Rul. 74-44), the same is not 
true for partners who by definition 
cannot be employees of a partnership. 
(Rev. Rul. 69-184). 

The QBI deduction was intend-
ed to apply to business profits, and not 
to wages. Accordingly, Section 199A
(c)(4) excludes items more resembling 
wages than profits. While it may have 
been advantageous for sole proprietors 
to elect S Corporation status prior to 
the enactment of Section 199A when 
the primary consideration was the 
avoidance self-employment tax, that 
decision may now be more difficult.   

Still militating in favor of the S 
corporation form is the fact that wage 
income paid to S corporation share-
holders, although reducing QBI, may 
produce a benefit under the Alterna-
tive Limitation, whereas guaranteed 
payments to partners are not wages, 
and will thus produce no comparable 
benefit. The Alternative Limitation, 
though intended as a brake to QBI, 
will still increase the QBI Component, 
and thus the Section 199 deduction, in 
many cases if it is higher. The QBI 
Component is not necessarily depend-
ent upon QBI, and can be significant, 
even if QBI from the qualified trade or 
business is zero. (See Formula 3B). 

To take the analysis a step fur-
ther, even if the QBI Component is 
zero (or negative), a Section 199A de-
duction will still result if the taxpayer 
has qualified PTP (publicly traded 
partnership) income or qualified REIT 
income. This reflects the fact that alt-
hough the QBI Component may be ze-

ro (Formula 3), the Combined QBI 
Amount (Formula 2) will reflect posi-
tive PTP and REIT income. A positive 
Combined QBI Amount will always 
generate some Section 199A deduc-
tion provided taxable income exceeds 
net capital gain. 

However, if the Combined QBI 
Amount is zero, the buck stops there: 
No Section 199A deduction will be 
possible, even if taxable income is 
high and there is no net capital gain. 
(See Formula 1).  

For example, assume the tax-
payer has $100,000 in qualified PTP 
income, $100,000 in taxable income, 
but has negative $20,000 QBI, and no 
net capital gain. Negative QBI is not 
netted against PTP income. Therefore, 
the taxpayer will have a positive Com-
bined QBI Amount per Formula 2. 
Since taxable income is greater than 
net capital gain, both sides of the 
equation in Formula 1 will be positive, 
and a Section 199A deduction will re-
sult even though the taxpayer has no 
QBI. The taxpayer has a positive 
Combined QBI Amount because of 
PTP income.  

The proposed regulations state 
that previously disallowed losses un-
der Sections 465, 469, 704(d) and 
1366(d) will affect the computation of 
QBI provided they were incurred in a 
tax year beginning after December 31, 
2017. New amended proposed regula-
tions treat previously suspended losses 
as a separate trade or business for Sec-
tion 199A purposes. Reg. 1.199A-3(b)
(1)(iv); Proposed Amended Reg. 
134652-18. The final regulations pro-
vide that some deductions, such as 
those for self-employment tax under 
Section 164, or for health insurance 
under Section 162 for those who are 
self-employed, will reduce QBI in 
proportion to the extent they are at-
tributable to the qualified trade or 
business. Regs. 1.199A-3(b)(1)(vi).  

The QBI Component (Formula 
3) and the Combined QBI Amount 
(Formula 2) may sound similar, but 
they are very different. A taxpayer 
may have multiple qualified trades or 
businesses. The QBI Component must 
be calculated for each qualified trade 
or business. (In calculating the QBI 
Component, one may encounter the 
Alternative Limitation, the Reduction 
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Amount, the Applicable Percentage, 
the Excess Amount, qualified W-2 
wages, UBIA of qualified property, 
and another hazard, the “Specified 
Trade or Business” or SSTB limita-
tion. The sum of the QBI Components 
yields the Combined QBI Amount. 
(Formula 2).  

The Combined QBI Amount is 
far less grandiose than the QBI Com-
ponent, as it is simply a clearinghouse 
for the total of all QBI Components, 
with the addition along the way of 20 
percent of the sum of aggregate quali-
fied REIT Dividends and aggregate 
qualified PTP income. (Formula 2). 
The Section 199A deduction is the 
lesser of the Combined QBI Amount 
and twenty percent of what remains 
after subtracting net capital gain from 
taxable income. (Formula 1).  

[It is not necessary to take 
twenty percent of the QBI Compo-
nents in Formula 2 when calculating 
the Combined QBI Amount, because 
the twenty percent has already been 
applied when determining the QBI 
Component in Formula 3.] 

Qualification as a trade or busi-
ness under Section 199A is governed 
in general by principles governing 
Section 162, which as been interpret-
ed by courts as requiring a profit mo-
tive and activities that are considera-
ble, regular, and continuous. A quali-
fied trade or business is business other 
than (i) an SSTB (“Specified Service 
Trade or Business”) or (ii) the trade or 
business of performing services as an 
employee. Drawing upon a familiar 
international tax concept, qualified 
business income must also be 
“effectively connected” with the ac-
tive conduct of a qualified U.S. trade 
or business. Code Sec. 864(c) applies 
in determining whether income is ef-
fectively connected.  

The Alternative Limitation acts 
as a counterbalance to QBI. The QBI 
Component is (in most cases) the less-
er of 20 percent of QBI and the Alter-
native limitation. Therefore, ideally it 
is best to maximize the Alternative 
Limitation — to a point, but only if 
the taxpayer is in Tier 2 or Tier 3.  
The Alternative Limitation has no ap-
plicability to taxpayers in Tier 1. For 
them, there will be no adverse QBI af-
fects from having W-2 wages or 

UBIA.  
For taxpayers in Tier 2 or Tier 

3, maximizing the Alternative Limita-
tion will help, but no further benefit 
will accrue once the Alternative Limi-
tation equals QBI. Once the Alterna-
tive Limitation exceeds QBI, the QBI 
Component will be determined by 
QBI and not by the (lower) Alterna-
tive Limitation.  

Although it might seem unfair 
for a taxpayer in Tier 2 whose income 
is $1 above the Threshold Amount to 
be subject to the Alternative Limita-
tion, while a taxpayer in Tier 1 whose 
income is $1 less will not be subject 
to the Alternative Limitation, it must 
be remembered that while the W-2 
wages and UBIA for the taxpayer in 
Tier 1 will be ignored and will not be 
subject to the Alternative Limitation, 
that same wage income and UBIA 
will result in a higher Alternative 
Limitation, and thus potentially a 
higher QBI Component for the tax-
payer in Tier 2. The same holds true 
for phaseout of SSTB allocations for 
taxpayers in Tier 2 versus taxpayers in 
Tier 3, who derive no benefit whatso-
ever from allocations of QBI from 
SSTBs.  

[There is one “cliff,” however, 
and that will be discussed later. That 
cliff exists for taxpayers with QBI 
from SSTBs who seek protection un-
der a de minimis safe harbor. In that 
case, missing the safe harbor by even 
a tiny amount will result in drastic tax 
consequences.] 

As noted, performing services 
as an employee is not a qualified trade 
or business, and income earned by an 
employee will never constitute QBI. 
The final regulations address the issue 
of an owner of a passthrough entity 
who was previously treated as an em-
ployee but is subsequently treated as 
an independent contractor while per-
forming substantially the same ser-
vices for the same employer or a relat-
ed person. That taxpayer will be pre-
sumed, but not conclusively so, to still 
be in the trade or business of perform-
ing services as an employee for pur-
poses of Section 199A. However, the 
final regulations include a three-year 
lookback rule for this rebuttable pre-
sumption, which can also be refuted 
by the taxpayer showing records that 
corroborate status as a non-employee. 

Reg. §1.199A-5(d)(3). 
 

Illustration III-A 
 

Taxpayer X is unincorporated 
and operates as a sole proprietor 
through a single member LLC, Y 
Company. Y Company is employed 
by ABC Corp. to perform janitorial 
services. At some point, X requests 
that ABC Corp. enter into an inde-
pendent contracting agreement in lieu 
of the employment agreement. ABC 
Corp. agrees, and the employment 
agreement is rescinded. X seeks to 
take a Section 199A deduction. Under 
the final regulations, a rebuttable pre-
sumption will arise that X is engaged 
in the trade or business of providing 
services as an employee of ABC 
Corp. Since a qualified trade or busi-
ness for purposes of Section 199A can 
never include the trade or business of 
providing services as an employee, X 
will be denied the deduction. The pre-
sumption against X will continue for 
three years, after which time X could 
claim the Section 199A deduction, 
since the trade or business of provid-
ing janitorial services does not in-
volve special expertise and therefore 
would not constitute an SSTB. (see 
infra, Section X).  

 
The final regulations expand 

the definition  of a qualified trade or 
business for Section 199A purposes to 
include certain rental activity that 
would not otherwise qualify under 
Section 162. Thus, the trade or busi-
ness requirement is satisfied if tangi-
ble personal property is rented or li-
censed to a trade or business conduct-
ed by a taxpayer or relevant 
passthrough entity (RPE) under com-
mon control, as defined in Regs. Sec. 
1.199A-4(b)(1)(i). The final regula-
tions employ Sections 267(b) and 707
(b) in determining common control.  
Notice 2019-07 proposed a safe har-
bor under which rental real estate ac-
tivities may qualify under Section 
199A. Triple net lease arrangements 
may not qualify under Section 199A.   

An important distinction exists 
between a taxpayer who seeks a Sec-
tion 199A deduction and the same 
taxpayer who seeks to comply with 
Section 162: While under Section 
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162, a taxpayer must actively partici-
pate in the trade or business, a taxpay-
er is not required to actively partici-
pate in the trade or business of the 
RPE. The active participation require-
ment applies at the RPE level. If the 
RPE is a single disregarded entity of 
which the owner is sole proprietor, the 
taxpayer would be required to actively 
participate, but not by reason of Sec-
tion 199A per se, but because some-
one must meet the active participation 
requirement for the trade or business.  

Income or loss can be passive 
with respect to the taxpayer under 
Section 469, although QBI is calculat-
ed only after the passive loss limita-
tions of Section 469 have been ap-
plied. Other loss provisions, such as 
the at-risk limitations of Section 465, 
partnership basis limitations, and S 
corporation basis limitations, are also 
applied before calculating the Section 
199A deduction. However, deferred 
losses occurring before January 1, 
2018 will not affect QBI when they 
are later allowed. 
 
IV.   QBI and Limitations as a  
   Function  of Taxable Income          
 

The Threshold Amount of tax-
able incomed in 2019 is $160,700 for 
single filers and $321,400 for joint fil-
ers. The Phase-in Amount is $50,000 
for single filers and $100,000 for joint 
filers. The Phase-in Range is that 
amount of taxable income between 
$160,700 and $210,700 for single fil-
ers, and between $321,400 and 
$421,400 for joint filers. The Phase-in 
Limit is that amount exceeding 
$210,700 for single filers and  
$421,400 for joint filers. 

Whether the taxpayer is in Tier 
1, 2, or 3 is determined solely by taxa-
ble income. The forces imposed by 
the statute limiting the Section 199A 
deduction begin as the taxpayer enters 
Tier 2, but increase throughout the 
range of Tier 2 until the taxpayer 
crosses into Tier 3. The limitations 
and phaseouts are linear and propor-
tionate to taxable income once taxable 
income exceeds the threshold amount, 
with the proviso that the phaseout of 
QBI allocations for SSTBs is linear 
through Tier 2, but completes its 
phaseout when the taxpayer reaches 

the cusp of the upper end of Tier 2. 
Entrance into Tier 3 signals the 

point where all allocations of tentative 
QBI from the SSTB are ignored, since 
the phaseout has become complete. 
The Alternative Limitation continues 
its work through Tier 3. Calculations 
for taxpayers in Tier 2 are involved, 
as some, but not all, tentative alloca-
tions of QBI from SSTBs are disal-
lowed, and the Reduction Amount 
makes its appearance. Like the SSTB 
phaseout which operates only in Tier 
2, the Reduction Amount, though not 
dependent on the existence of an 
SSTB, also begins and ends its opera-
tion in Tier 2. Once the taxpayer is 
beyond the phase-in range and enters 
into Tier 3, the only limitation that 
will apply is the Alternative Limita-
tion, and that will apply as taxable in-
come increases, regardless of the in-
crease.  
 

Tier 1 
TI ≤  Threshold Amount 

 
 If taxable income is equal to or 

below the threshold amount, the tax-
payer is in Tier 1. The Combined QBI 
Amount equals the sum of the QBI 
Components for all qualified trades or 
businesses (including SSTBs) plus 20 
percent of the sum of the taxpayer’s 
aggregate qualified REIT dividends 
and aggregate qualified PTP income. 
The Alternative Limitation is ignored, 
meaning that qualified W-2 wages 
and UBIA of qualified property are 
both ignored. The Section 199A de-
duction equals the lesser of the Com-
bined QBI Amount and 20 percent of 
the difference between taxable income 
and net capital gain. (Formulas 3A, 2 
& 1). 

 
Tier 3  

TI > Phase-in Limit 
 
If taxable income exceeds the 

Threshold Limit, the taxpayer will be 
in Tier 3. All allocations of QBI from 
businesses that are SSTBs is ignored. 
The silver lining — if there is one — 
is that the calculations for Tier 3 tax-
payers are less complicated than those 
for taxpayers in Tier 2. The Alterna-
tive Limitation applies to Tier 3 tax-
payers, but not the phase-out for QBI 
allocations from SSTBs, since those 

allocations are entirely phased-out. 
The Alternative Limitation calculation 
is also less involved for Tier 3 taxpay-
ers than for Tier 2 taxpayers with allo-
cations of QBI from an SSTB, since 
the Reduction Amount is inapplicable. 
 

Tier 2   
Combined QBI Amount 

 
Thrshld Amt < TI ≤  Phase-in Limit 

 
Taxpayers whose taxable in-

come exceeds the threshold amount 
but is less than or equal to the phase-
in limit will be in Tier 2. To calculate 
the QBI Component, one must first 
know whether the business is an 
SSTB. If Tier 2 taxpayers have alloca-
tions of QBI from an SSTB, then the 
Applicable Percentage must first be 
applied. The Applicable Percentage 
will reduce not only QBI, but also 
qualified W-2 wages, UBIA of quali-
fied property, and PTP income. After 
applying the Applicable Percentage, 
the Alternative Limitation must be ap-
plied and, if 20 percent of QBI is 
greater than the Alternative Limita-
tion, the Reduction Amount must be 
calculated, which will reduce QBI fur-
ther.  

If an SSTB is not involved, 
then Alternative Limitation must be 
applied and, if 20 percent of QBI is 
greater than the Alternative Limita-
tion, the Reduction Amount must be 
calculated, which will reduce QBI fur-
ther. These procedures will be dis-
cussed in greater depth, infra. 

 
V.   Combining QBI Components 
       and Calculating the Deduction 
   

Formula 1 
Calculation of § 199A Deduction 

(All Tiers) 
 

The Section 199A deduction 
equals the lesser of 

 
(1) The Combined QBI Amount, and  
 
(2) 20 percent of (taxable income less 
net capital gain.) 
 

Formulas 3A, 2, and 1 are the 
only formulas required in order to cal-
culate the Section 199A deduction for 
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taxpayers whose taxable income is 
less than or equal to the Threshold 
Amount. Formula 1 is also the final 
step in calculating the Section 199A 
deduction for taxpayers in all Tiers. 
Taxable income for purposes of For-
mula 1 is computed under Section 63 
without regard to Section 199A itself. 
The final regulations define net capi-
tal gain as net capital gain within the 
meaning of Section 1222(11), in-
creased by qualified dividend income 
under Section 1(h)(11)(B).  

Regardless of whether a tax-
payer is in Tier 1, 2, or 3, taxable in-
come minus net capital gain may limit 
or prevent the Section 199A deduc-
tion entirely. Increasing taxable in-
come and reducing net capital gain 
may increase the deduction since it 
will increase the second term in For-
mula 1 However, increased taxable in-
come may also propel the taxpayer 
farther into the phase-in range and, if 
taxable income is high enough, past 
the phase-in limit to Tier 3. This will 
result in more phase-outs and greater 
limitations. 

Empirically it is observed that 
the deduction is highest when the 
Combined QBI Amount is high and 
the difference between taxable income 
and net capital gain is low. Since it 
seems fair to assume that a high Com-
bined QBI Amount would also tend to 
correlate with high taxable income, 
net capital gain may be a substantial 
limiting factor for high income tax-
payers. Therefore, deferral of capital 
gain may be help increase the Section 
199A deduction. 

 
Illustration V-A 

 
Taxpayer A has the following tax at-
tributes: 
 
CQBI Amount:  $10,000 
Taxable income:  $150,000  
Net Capital Gain:  $100,000 
 
Taxable income minus net capital 
gain is $50,000, 20 percent of which 
is $10,000. A’s Section 199A deduc-
tion is $10,000.   
 

Illustration V-B 
 

The same facts as in Illustration 1, ex-

cept A has CQBI of $100,000. Alt-
hough A’s CQBI Amount is now 
$100,000, the Section 199A deduction 
is still limited to $10,000.   
 

Illustration V-C 
 

The same facts as in Illustration A, 
except A has net capital gain of 
$150,000. Since the second compo-
nent is zero, A has no Section 199A 
deduction. 
 

Illustration V-D 
 

The facts are the same as in Illustra-
tion A, except A has CQBI Amount of 
$5,000. Here, A’s deduction is limited 
to $5,000. 

 
Observation:  Comparing Illustration 
B to A, even though taxpayer A’s 
CQBI amount increased tenfold, the 
Section 199A deduction was un-
changed, reflecting the limitation im-
posed by taxable income and net capi-
tal gain. Increasing net capital gain by 
$50,000, in Illustration C operated to 
completely eliminate the deduction. 
Finally, decreasing the CQBI Amount 
to $5,000, in Illustration D caused the 
CQBI Amount, now representing only 
3.33 percent of taxable income, to be-
come the limiting factor, which makes 
sense: The deduction should not ex-
ceed the CQBI Amount.   
 

Formula 2  
All Tiers 

Combining QBI Components  
With Aggregate Qualified  

REIT Dividends & PTP Income 
(Applies to All Tiers) 

 
The Combined QBI amount = the 
sum of QBI Components plus 20 
percent of the sum of aggregate 
qualified REIT dividends and ag-
gregate qualified PTP income.  
 

The Combined QBI Amount 
equals the sum of the QBI Compo-
nents for each qualified trade or busi-
ness and 20 percent of the sum of ag-
gregate qualified REIT dividends and 
qualified PTP (publicly traded part-
nership) income. The QBI Component 
is defined in Formula 3. If the QBI 
Component is zero, a Section 199A 
deduction may still arise from aggre-

gate qualified REIT dividends and ag-
gregate qualified PTP income, which 
can create a positive Combined QBI 
Amount.  

As noted, if the net Combined 
QBI Amount is negative for all quali-
fied trades or businesses, the negative 
number is carried forward and availa-
ble for use in the following year to 
offset positive QBI. Note that the net 
Combined QBI may be positive, even 
though some qualified trades or busi-
nesses generate negative QBI. In that 
case, the negative QBI is allocated 
proportionately with all trades or busi-
nesses positive QBI. This allocation is 
made before applying the Alternative 
Limitation.  

 
Illustration V-E 

 
Facts: Y has four qualified trades or 
businesses, M, N, O, and P. Their re-
spective QBI Components are 
($20,000), ($20,000), $10,000, and 
$10,000. Y has no qualified REIT div-
idends and no UBIA of qualified 
property. However, Y has aggregate 
qualified W-2 wages of $10,000 and 
aggregate qualified UBIA $10,000. Y 
has $100,000 in taxable income and 
and $20,000 in net capital gain. 
 
Analysis: The Combined QBI amount  
is the net of the four QBI Compo-
nents, or negative $20,000. Since QBI 
cannot be less than zero, $20,000 is 
carried forward to the following year. 
Although Y has qualified W-2 wages 
and UBIA of qualified property, those 
amounts are not carried over to subse-
quent years. Y will apparently derive 
no tax benefit from these items. Regs. 
1.199A-1(d)(2)(iii)(A).   
 
VI.   Aggregate Qualified REIT  
         Dividends and Aggregate  
         Publicly Traded Partnership  
         (PTP) Income 
 

The second component of For-
mula 2 is 20 percent of the sum of ag-
gregate qualified REIT dividends and 
aggregate qualified Publicly Traded 
Partnership (PTP) income. The tax-
payer may have qualified REIT divi-
dends and qualified PTP income from 
many businesses. The term aggregate 
means the sum of these items from all 
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qualifying trades or businesses. The 
“aggregate” function is analogous to 
the “Combined” QBI  Amount, in the 
sense that Combined QBI Amount re-
flects the sum of all QBI Components 
(if the taxpayer has more than one 
qualified trade or business and those 
businesses are not aggregated).   

To be qualified for purposes of 
Section 199A, a REIT dividend must 
emanate from a REIT having been 
held for 45 days or more, and  not be 
a capital gain dividend under Section 
857(b)(3), or a qualified dividend un-
der Section 1(h)(11). The reason for 
this exclusion is that capital gain divi-
dends and qualified dividends already 
enjoy preferential tax treatment for 
noncorporate taxpayers. Allowing a 
deduction under Section 199A would 
result in a perceived windfall.  

Qualified PTP income is the 
sum of the net amount of the taxpay-
er’s share of income, gain, deduction, 
and loss from a publicly traded part-
nership, as defined in Section 7704
(b), and not taxed as a corporation un-
der Section 7704(a). PTP income also 
includes ordinary income attributable 
to gain or loss on a sale relating to un-
realized receivables or inventory of a 
partnership under Section 751(a) or 
(b).  

For purposes of combining ag-
gregate qualified PTP income and ag-
gregate qualified REIT dividends, 
those components are fungible: If ei-
ther qualified PTP income or qualified 
REIT dividends are negative, they are 
netted against any positive REIT divi-
dends or PTP income. If netting re-
sults in a negative number,  that num-
ber is carried forward and netted 
against aggregate qualified REIT divi-
dends and aggregate qualified PTP in-
come in the following year. Regs. 
1.199A-1(c)(2)(ii), (d)(3).   

 
Example VI-A  

[Tier 1]  
 
Facts: Taxpayer A is married and 
files jointly. A receives a K-1 show-
ing QBI from a qualified trade or 
business of $200,000. For tax year 
2019, A has taxable income of 
$250,000 and $5,000 of net capital 
gain. A has no qualified REIT divi-
dends or PTP income.   

 
Analysis: Since A is below the 
threshold amount of $321,400, A is 
affected by neither the Alternative 
Limitation nor SSTB disallowance 
rules. A’s QBI Component is 20 per-
cent of QBI, or $40,000. Since aggre-
gate REIT dividends and PTP income 
is zero, the Combined QBI Amount of 
A is also $40,000. (Formula 2). The 
Section 199A deduction is the lesser 
of $40,000, or 20 percent of A’s taxa-
ble income, $250,000, less net capital 
gain of $5,000. (Formula 1). Taxable 
income less net capital gain for A is 
$245,000, twenty percent of which is 
$49,000. Since $40,000 is less than 
$49,000, A has a Section 199A deduc-
tion of $40,000. 
 

Example VI-B 
 

Facts:  The same facts as in Example 
1, except the K-1 reveals that the trade 
or business is an SSTB. 
 
Analysis: Since SSTB status is ig-
nored for Tier 1 taxpayers, the result 
is the same. 

 
Example VI-C 

 
Facts: The facts are the same as in 
Example 2, except Y has aggregate 
qualified REIT dividends of $50,000. 
 
Analysis:  Since the Combined QBI 
Amount includes 20 percent of aggre-
gate qualified REIT dividends, Y now 
has a Combined QBI Amount of 
$50,000. Y’s Section 199A deduction 
is now the lesser of $50,000 and 
$49,000.  Y’s Section 199A deduction 
is $49,000. 

 
Illustration VI-D 

 
Taxpayer A  files jointly, has taxable 
income of $300,000, net capital gain 
of $50,000, and has three qualifying 
trades or businesses, none of which 
are SSTBs. A has qualified REIT Div-
idends of $50,000 and no Qualified 
PTP Income. Allocable QBI of each 
of the trades or businesses is as fol-
lows: 
 
Business 1:    $50,000 
Business 2:    $25,000 
Business 3:    $25,000 

 
The QBI Component for each quali-
fied trade or business is 20 percent of 
the allocated QBI from each business, 
or $10,000, $5,000, and $5,000, re-
spectively for Businesses 1, 2 and 3.  
(Formula 3, first component). 
 
The Combined QBI Amount is the 
sum of the QBI Components, or 
$20,000, plus 20 percent of aggregate 
qualified REIT dividends, $10,000, 
for a total of $30,000.  
 
A is below the Threshold Amount. 
The Section 199A deduction is the 
lesser of the Combined QBI Amount 
and 20 percent of what remains after 
subtracting net capital gain from taxa-
ble income.  The deduction is the less-
er of (i) $30,000 or (ii) 20 percent of 
$250,000, or $50,000. A’s Section 
199A deduction is $30,000.  
 
VII.  The Alternative Limitation 
 

The Alternative Limitation is 
also known as the Wage/Property 
Limitation. The Alternative Limita-
tion applies only to taxpayers in Tiers 
2 and 3. Qualified W-2 wages and 
UBIA of qualified property are the 
two items that determine the limita-
tion. It is best examined under the lens 
of a Tier 3 taxpayer, because Tier 3 
taxpayers are not affected by the Re-
duction Amount, which burdens only 
Tier 2 taxpayers, and are also not af-
fected by the “haircut” exacted by the 
Applicable Percentage that affects on-
ly Tier 2 taxpayers with QBI alloca-
tions from SSTBs.  

However, the relative ease of 
calculating the Section 199A deduc-
tion for taxpayers in Tier 3 by no 
means implies that it is preferable to 
be in Tier 3 than in Tier 2. It simply 
means that allocations of QBI, W-2 
wages, UBIA and PTP income are ig-
nored entirely, which is by no means 
beneficial. Tier 2 taxpayers must con-
tend with a bevy of limitations, but 
they are not subject to a blanket disal-
lowance of these items, as are Tier 2 
taxpayers. Tier 2 taxpayers are also 
unique in possibly being subject to the 
Reduction Amount. Both Tier 2 and 
Tier 3 taxpayers are subject to the Al-
ternative Limitation. Therefore, calcu-
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lations for Tier 3 taxpayers are some-
what more involved than those for Ti-
er 1 taxpayers, but considerably less 
onerous than for Tier 2 taxpayers. 

The Alternative Limitation is 
integrally related to the QBI Compo-
nent. To determine the QBI Compo-
nent for Tier 2 and Tier 3 taxpayers, 
one compares  20 percent of QBI with 
the Alternative Limitation. The QBI 
Component is the lesser of the two. 
The Alternative Limitation itself is the 
greater of (i) 50 percent of qualified 
W-2 wages and (ii) 25 percent of the 
sum of qualified W-2 wages and 
UBIA of qualified property. Knowing 
both the Alternative Limitation and 20 
percent of QBI, the QBI Component 
is simply the lesser of those two 
amounts. There is, however, an excep-
tion. 

In the case of a Tier 2 taxpayer 
with QBI allocations from an SSTB, 
after calculating the Applicable Per-
centage, it may be necessary to calcu-
late the Reduction Amount. Such cal-
culation is required if QBI is greater 
than the Alternative Limitation. If that 
is the case, QBI is then reduced fur-
ther (having already been reduced by 
the Applicable Percentage) by the Re-
duction Amount, in order to arrive at 
the QBI Component. (See Table 5). 

The term “Limitation” in Alter-
native Limitation is slightly mislead-
ing, since on the one hand if less than 
20 percent of QBI, it will replace 20 
percent of QBI as the figure that de-
termine the QBI Component; but on 
the other hand, that being the case, in-
creasing qualified W-2 wages and in-
creased UBIA of qualified property 
will increase the Alternative Limita-
tion which, if still less than 20 percent 
of QBI, will work to marginally in-
crease the QBI Component. The bene-
fit of a higher Alternative Limitation 
ends when it equals 20 percent of 
QBI. If it is any higher, the QBI Com-
ponent will again be determined by 20 
percent of QBI.  

To recapitulate, the QBI Com-
ponent (for each qualified trade or 
business) of Tier 2 and Tier 3 taxpay-
ers equals the lesser of 20 percent of 
QBI and the Alternative Limitation, 
except in two instances:  

First, allocations of QBI to Tier 
3 taxpayers where the only business is 

an SSTB are entirely ignored. The Al-
ternative Limitation need not be com-
puted for such a business since there 
will be no QBI. However, the Tier 3 
taxpayer may have other businesses 
which will require computation of the 
Alternative Limitation, and there may 
be qualified REIT dividends. 
(Qualified PTP income is disallowed 
if the business is an SSTB).  

Second, in the case of Tier 2 
taxpayers, if 20 percent of allocated 
QBI from an exceeds the Alternative 
Limitation, calculation of the Reduc-
tion Amount is required, regardless of 
SSTB status. The Reduction Amount 
will reduce QBI. The QBI Component 
will be that reduced amount. The oth-
erwise operative rule prevails if 20 
percent of QBI is less than the Alter-
native Limitation: In that case, QBI 
Component is simply the lesser of 20 
percent of QBI and the Alternative 
Limitation. 

If the allocation is from an 
SSTB and the taxpayer is in Tier 2, 
before testing for the Alternative Lim-
itation, the Applicable Percentage 
must be applied to reduce the QBI al-
location. The Applicable Percentage 
operates to reduce not only QBI, but 
also qualified W-2 wages, UBIA of 
qualified property, and qualified PTP 
income. If 20 percent of the reduced 
QBI is less than the reduced Alterna-
tive Limitation, the QBI Component 
is that amount.  

However, if 20 percent of the 
(reduced) QBI exceeds the (reduced) 
Alternative Limitation, then calcula-
tion of the Reduction Amount is re-
quired. The Reduction Amount will 
further reduce QBI (but only QBI). 
The QBI Component will then equal 
20 percent of that twice-reduced QBI. 
Note that in calculating the Reduction 
Amount, the Excess Amount, being a 
term in the calculation for the Reduc-
tion Amount, must be determined 
first. 

 
Illustration VII-A 

 
Z has $600,000 of taxable income and 
of QBI of $300,000 from a non-SSTB 
business, and $160,000 of aggregate 
qualified W-2 wages. The QBI Com-
ponent is lesser of $60,000 and 
$80,000 (i.e., 50 percent of $180,000), 
or $60,000. (Formula 3A).   

 
Illustration VII-B 

 
Facts: Assume Taxpayer X is in Tier 
2, and Y is in Tier 3. They both have 
$100,000 of QBI allocated from a sin-
gle, non-SSTB qualified trade or busi-
ness. X and Y also have qualified W-2 
wages of $5,000. 
 
Analysis: The Alternative Limitation 
applies to both since Taxpayers X and 
Y since both are above the threshold 
amount. Twenty percent of QBI is 
$20,000 for both. With respect to X, 
since 20 percent of QBI exceeds the 
Alternative Limitation ($2,500), X 
must calculate the Reduction Amount. 
The QBI Component for X will equal 
the 20 percent of allocated QBI re-
duced by the Reduction Amount.  
Since the Reduction Amount does not 
apply to Tier 3 taxpayers, and Y is in 
Tier 3, the QBI Component for Y 
equals the lesser of $20,000 and 
$2,500, or $2,500.   
 

Illustration VII-C 
 
Facts: The same as in VII-B, except 
that the trade or business is an SSTB. 
 
Analysis: Since X is in Tier 2, and 
the business is an SSTB, the Applica-
ble Percentage must be calculated 
first, and it must be calculated before 
the (potential) necessary of determin-
ing the Reduction Amount. Once de-
termined, the Applicable Percentage 
will reduce the QBI allocation, as well 
as other items (discussed infra). If 20 
percent of QBI is less than the Alter-
native Limitation, the QBI Compo-
nent is that amount.  However, if 20 
percent of the (already reduced) QBI 
allocation is greater than the Alterna-
tive Limitation, the Reduction 
Amount must be calculated.  
 
Since Y is in Tier 3, the SSTB is not a 
qualified business, and every alloca-
tion of QBI (and other items) is disre-
garded. Y is still subject to the Alter-
native Limitation, if Y has other non-
SSTB QBI allocations.   
 

Illustration VII-D 
 

Assume taxpayer is in Tier 1, 20 per-
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cent of QBI is $10,000; and the Alter-
native Limitation is $2,500, reflecting 
qualified W-2 wages. Since the Alter-
native Limitation is inapplicable to 
taxpayers in Tier 1, the taxpayers’ 
QBI Component is $10,000. The QBI 
Component equals $10,000. Since 
SSTBs are qualified businesses for 
taxpayers in Tier 1, its hypothetical 
classification as such would be incon-
sequential. 

 
If the taxpayer were in Tier 2, he or 
she would be required to determine 
whether SSTB status. Assuming the 
business were an SSTB, the Applica-
ble Percentage would need to be cal-
culated, and would reduce the tenta-
tive QBI allocation. Calculation of the 
Reduction Amount would be required 
if the (reduced) 20 percent of QBI ex-
ceeded the Alternative Limitation. If 
the business were not an SSTB, the 
Applicable Percentage would not be 
required, although the Reduction 
Amount might still apply, depending 
on whether it was less than 20 percent 
of allocated QBI. These concepts will 
be discussed infra. 
 

If the taxpayer were in Tier 3, 
SSTB status would become irrelevant, 
since the business would not be quali-
fied. All allocations of QBI (and other 
items to be discussed infra) would be 
disregarded. If 20 percent of QBI 
were greater than the Alternative Lim-
itation, the Reduction Amount would 
be required.   
 
VIII.    UBIA of Qualified Property  
            

Also known as the “Property 
Limitation,” the “Capital Limitation,” 
or the “real estate exception,” UBIA  
or “unadjusted basis immediately after 
acquisition,” is the second component 
of the Alternative Limitation. UBIA is 
the unadjusted cost basis under Sec-
tion 1012, immediately after acquisi-
tion of tangible personal property sub-
ject to depreciation. UBIA also re-
flects the basis of property acquired at 
death under Section 1014. Adjust-
ments for depreciation, Section 179 
deductions, or for tax credits or bonus 
depreciation, are ignored for UBIA 
purposes. UBIA does not include the 
percentage of property not used in the 

qualifying trade or business.  
Only “qualified” property for 

which the “depreciable period” has 
not ended before the close of the taxa-
ble year will produce a Section 199A 
deduction. Qualified property is any 
tangible property (personal or real) 
subject to depreciation under Section 
167(a), (not land or intangible proper-
ty) held by, and available for use in a 
qualified trade or business at the close 
of the taxable year. The property must 
be available for use during the taxable 
year in the production of QBI.  

The depreciable period begins 
on the date when the passthrough enti-
ty first places the property in service, 
and ends on the date which is the later 
of (i) 10 years after the property was 
placed in service and (ii) the last day 
of the last full year of the class life of 
the property based on the applicable 
recovery period under ACRS. Once 
the Modified Accelerated Cost Recov-
ery System (MACRS) period ends, 
the property is no longer qualified. In 
some cases it may be possible to 
“restart” the depreciable period. Reg. 
1.199A-2(c)(2). However, the regula-
tions contain anti-abuse provisions de-
signed to prevent taxpayers from en-
gaging in transactions between related 
parties in an attempt to restart the de-
preciable period. Reg. 1.199A-2(c)(2)
(iv), (3).  

Additional first year deprecia-
tion for other purposes is disregarded 
for purposes of Section 199A. Be-
cause of this and other variations, sep-
arate tracking is necessary. Note that 
because of the requirement that the 
depreciable period not have ended be-
fore the close of the taxable year, no 
property disposed of before December 
31 will qualify for UBIA. 

The regulations impose a hold-
ing period to prevent taxpayers from 
fleetingly increasing the Alternative 
Limitation by purchasing property 
near the end of the year and disposing 
of it early in the following year. Thus, 
property will not qualify for inclusion 
in the Alternative Limitation if the 
property is acquired within 60 days of 
the end of the taxable year and dis-
posed of within 120 days without hav-
ing been used in qualifying trade or 
business for at least 45 days prior to 
disposition, unless the taxpayer 
demonstrates a purpose other than in-

creasing the Section 199A deduction. 
Since UBIA is constant and 

never changes, depreciation deduc-
tions taken over the life of the proper-
ty itself will have no effect on UBIA. 
However, the “depreciable period” of 
the property is critical, and will affect 
the status of property as qualified 
property. The actual date property is 
placed in service is important both for 
determining UBIA, and for determin-
ing whether the property is qualified 
property. Improvements to property 
are treated, for purposes of Section 
199, as separate property and accord-
ingly, separate UBIA considerations 
apply to such property.   

If qualified property provides a 
tax depreciation, each shareholder or 
partner’s share of UBIA is generally 
equal to the taxpayer’s share of tax 
depreciation.  

The final regulations modify 
the proposed regulations in calculat-
ing the UBIA of qualified property 
that does not produce tax depreciation 
during the year: Each partner’s share 
of the UBIA of qualified property is 
determined in accordance with the 
manner in which depreciation would 
be allocated for Section 704(b) book 
purposes on the last day of the taxable 
year. With respect to S corporations, 
the final regulations provide that each 
S corporation shareholder’s share of 
UBIA of qualified property is propor-
tionate to the ratio of shares in the S 
corporation held by the shareholder 
on the last day of the tax year over the 
total issued and outstanding shares of 
the S corporation.  

The final regulations provide 
that (i) with respect to property con-
tributed to a partnership in a Section 
721 transaction, or property contribut-
ed to an S corporation in a Section 
351 transaction (i.e., transactions de-
scribed in Section 168(i)(7)(B)), (ii) 
for purposes of Section 199A only, 
the transferor’s UBIA will be the 
UBIA of the contributed property (not 
reduced by depreciation deductions 
taken before the date of contribution) 
decreased by the amount of money re-
ceived and increased by the amount of 
money paid by the transferee to ac-
quire the property. Reg. 1.199A-2(c)
(4)(viii)-(ix) (Examples 8-9). This 
rule allows UBIA to reflect basis at 
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the time the property was placed in 
service by the partner or shareholder, 
rather than the lower adjusted basis at 
the time the property was contributed.  

Reflecting another change in 
the final regulations with respect to 
basis adjustments under Sections 734
(b) and 743(b) with Section 754 elec-
tions in effect, the preamble to the fi-
nal regulations states that “[t]he 
Treasury Department and the IRS 
agree that Section 743(b) basis adjust-
ments should be treated as qualified 
property to the extent [they] represent 
an increase in the fair market value of 
underlying property.” Preamble to Fi-
nal Regulations at 36.  

UBIA of property received in a 
Section 1031 like-kind exchange is 
the UBIA of the relinquished proper-
ty, adjusted upward for money paid or 
the fair market value of property 
transferred, and downward by money 
received and the fair market value of 
non-like kind property received. The 
date the replacement property is 
placed in service will be the original 
date the property was placed in ser-
vice by the transferor. The transferee 
will not get a new placed in service 
date. On the other hand, the UBIA 
will not have been reduced by depre-
ciation taken by the transferor before 
it was exchanged. Also, that part of 
the replacement property having 
UBIA greater than the relinquished 
property (i.e., any “excess” considera-
tion paid by the transferor) will be 
treated as separate property placed in 
service on the date the replacement 
property was placed in service. Reg. 
1.199A-2(c)(3)(iii). Separate tracking 
will therefore be necessary.  

 
Illustration VIII-A 

 
Facts:  Taxpayer A purchases a build-
ing, but not the associated land, for $1 
million in Long Island City and places 
it in service on January 5, 2012. On 
January 15, 2019, the property, now 
with an adjusted basis of $820,482, is 
worth $1.3 million. A engages in like-
kind exchange, acquiring property 
worth $1.5 million, transferring cash 
of $200,000 in the exchange. A has no 
qualified W-2 wages, no qualified 
PTP income, and no qualified REIT 
income. 

 
Analysis:  Since UBIA in a Section 
1031 exchange reflects the unadjusted 
basis at the time the property was first 
acquired, plus any money paid in the 
exchange, total UBIA will equal $1.2 
million. However, since UBIA cannot 
exceed UBIA in the transferred prop-
erty, UBIA of the replacement proper-
ty is capped at $1 million. The consid-
eration paid by A in the exchange is 
treated as having been paid for new 
property with UBIA of $200,000 on 
January 15, 2019, the date the replace-
ment property was placed in service.   
 
Caution: Had the exchange occurred 
on December 25, 2018 rather than on 
January 15, 2019, A would not have 
been able to claim any UBIA for the 
relinquished property in 2018, since 
the statute requires that the property 
be held by, and available for use in a 
qualified trade or business at the 
close of the taxable year. 
 
Note: Here A did not purchase the 
land associated with the building. Had 
A also purchased the land, income 
generated therefrom would not have 
been eligible for the Section 199A de-
duction.  
 
Note: Although Section 1031 is man-
datory if its requirements are satisfied, 
it appears that the IRS will not chal-
lenge the deliberate avoidance of the 
statute by failing to qualify is to fail to 
identify replacement property within 
the 45 day identification period.   

 
Illustration VIII-B 

 
Facts:  The building in Long Island 
City in Illustration VIIIA generates 
QBI of $150,000 in 2019. The proper-
ty has engaged a management compa-
ny and therefore has no W-2 wages. A 
has a total UBIA of $1.2 million (i.e., 
$1 million plus $200,000). Determine 
the Section 199A deduction to which 
A, in Tier 3, is entitled.  
 
Analysis: The QBI Component is the 
lesser of $30,000 and the Alternative 
Limitation. The Alternative Limita-
tion equals 2.5 percent of $1.2 mil-
lion, or $30,000. Since UBIA covers 
20 percent of QBI, A will have a QBI 
Component of $30,000.  

 
Note: Since A engaged a management 
company, prior to the final regula-
tions, it would appear that A would 
receive no benefit of W-2 wages paid 
by the Management Company to its 
own employees. However, the final 
regulations authorize A to include in 
UBIA wages paid to employees of a 
real estate Management Company un-
der certain conditions. (See infra, Sec-
tion IX.) 
 
 In the illustration, the ability of A to 
include W-2 wages paid by the Man-
agement Company would not change 
the QBI Component.  

 
IX.  Qualified W-2 Wages 
 

Qualified W-2 wages are de-
fined in Section 3401(a) as wages 
subject to withholding, and include all 
amounts paid during the calendar 
year, including elective deferrals if 
subject to withholding, deferred com-
pensation, and Roth contributions. For 
wages to be allocable to QBI, they 
must be reported to the Social Securi-
ty Administration on or before the 
60th day after the due date of the re-
turn, including extensions. The failure 
to do so will result in a presumption 
that qualified W-2 wages are zero. 
The regulations presume that W-2 
wages allocable to QBI should have 
been deducted in arriving at QBI. 
Reg. 1.199A-2(b)(4). Wages are de-
termined before applying the aggrega-
tion rules. W-2 wages are allocated to 
a QBI activity in the same manner as 
wage deductions are allocated in com-
puting QBI.  

A partner can never be an em-
ployee of a partnership. Therefore, 
guaranteed payments, although com-
pensation, cannot constitute W-2 wag-
es. Since guaranteed payments are de-
ductible by the partnership and will  
reduce QBI, they are disadvantageous, 
as they will receive  no Alternative 
Limitation benefit (in the form of W-2 
wages) to offset the reduction in QBI. 
One possible solution would be for an 
S corporation to which the partnership 
interest has been contributed pay the 
wages. Although wages reduce QBI, 
as would guaranteed payments, they 
also work to increase the Alternative 
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Limitation, which will in turn increase 
the QBI Component.   

Compensation paid to share-
holders of S corporations will consti-
tute W-2 wages and will be reflected 
in an increased Alternative Limita-
tion. Note that if the business is an 
SSTB, and the taxpayer is in Tier 3, 
the issue may be moot, unless the tax-
payer has other non-SSTB businesses, 
since all QBI allocations, including W
-2 wages and UBIA, are disregarded. 
For taxpayers in Tier 2, QBI alloca-
tions from an SSTB will be subject to 
phaseout, but will not be entirely ex-
cluded. Increasing UBIA and W-2 
wages work to increase the Alterna-
tive Limitation. Rev. Proc. 2019-11 
contains additional guidance concern-
ing the computation of W-2 wages. 
6051(a).  

If the RPE conducts more than 
one trade or business, wages must be 
allocated to the trade or business that 
generated the W-2 wages. If a trade or 
business is acquired or disposed of 
during the year, W-2 wages must be 
allocated based upon the amount of 
time of employment under each em-
ployer. In a manner similar to that 
used to allocate W-2 wages among 
multiple trades or businesses, the RPE 
must also identify W-2 wages that are 
properly allocable to QBI for each 
trade or business. W-2 wages are 
properly allocable to QBI if the wage 
expense was also used to compute 
QBI.  

Rev. Proc. 2019-11 provides 
three methods of computing W-2 
wages: The first method is the 
“Unmodified Box Method,” which is 
the simplest. The second method is 
the “Modified Box 1 Method.” This 
method is more detailed, but may pro-
vide a benefit if a substantial amount 
of wage income includes elective de-
ferrals under Sections 401(k), 403(b), 
408(k)(6), 457(b), or 408(p). The third 
method, the “Tracking-Wages Meth-
od,” involves as it implies, tracking 
total wages actually or constructively 
paid. Owners who require employees 
to keep detailed time records may find 
this method advantageous.  

The regulations provide a relief 
provision for real estate investors who 
engage separate management compa-
nies to manage properties. Since the 

fees paid to the management compa-
nies would not produce W-2 income 
for Section 199 purposes, the regula-
tions provide that a taxpayer may take 
into account W-2 wages paid by an-
other person provided the wages are 
paid to a “common law employee.”  
Reg. 1.199A-2(b)(iii).  

 
X.   Specified Service Trades or  
       Businesses (SSTBs) Defined 
 
Overview of SSTBs Rules 
 

A “Specified Service Trade or 
Business” or SSTB, is like a chamele-
on, it may or may not be a qualified 
trade or business, depending on taxa-
ble income.  

Section 199A largely defers to 
Section 1202 in defining trades or 
businesses that will result in SSTB 
classification. This generally includes 
any trade or business whose 
“principal asset is the reputation or 
skill of one or more of its employees 
or owners.” Thus, the performance of 
services in health, law, accounting, 
actuarial science, performing arts, 
consulting, athletics, financial ser-
vices, brokerage services, investing 
and management, trading, dealing in 
securities, partnership interests, or 
commodities, will result in SSTB 
classification. Curiously, the fields of 
engineering and architecture are ex-
cluded. 

The preamble to the final regu-
lations emphasizes the importance of 
applying a facts and circumstances 
approach to the determination of 
whether a trade or business is an 
SSTB. The final regulations also ex-
pand the breadth of services in the 
health field that will not constitute an 
SSTB.  

Regs. 1.199A-5(c) provides ad-
ditional guidance as to what trades or 
businesses constitute SSTBs. SSTB 
limitations are intended to decrease 
the motivation of taxpayers to trans-
form high compensation income of 
skilled employees into QBI. The regu-
lations provide specific examples. The 
field of “health” includes many health 
professionals, including physicians, 
pharmacists, nurses, dentists, etc., but 
do not include those “who provide 
medical services directly to a patient.”  
Reg. 1.199A-5(b)(2)(ii). The term 

“law” includes lawyers, paralegals, le-
gal arbitrators, and other similar pro-
fessions, but do not include services 
not requiring skills unique to the legal 
profession, such as printers, delivery 
services, or stenographic services. 
Reg. 1.199A-5(b)(2)(iii). 

Businesses which depend on 
the reputation or skill of an employee 
as a “principal asset” will also be clas-
sified as an SSTB. The regulations 
narrowly define this restriction, and 
reserve its application to businesses 
that receive income from endorsing 
products or services, using a taxpay-
er’s likeness, name, etc., or appearing 
at an event or on radio, television, or 
other media format. Reg. 1.199A-5(b)
(2)(xiv).  

The final regulations provide 
that SSTB limitations apply to quali-
fied PTP income. If the taxpayer has 
multiple businesses, some of which 
are SSTBs and some of which are not, 
then separate calculations will be nec-
essary, unless the taxpayer aggre-
gates” the businesses, which may or 
may not be possible, and even if pos-
sible, may or may not be desirable for 
purposes of Section 199A. 

 
SSTB: Tier 1 Taxpayers 

 
Except for taxpayers in Tier 1 

— for them it makes no difference — 
the classification of a trade or busi-
ness as an SSTB has profound impli-
cations in determining the Section 
199A deduction. For Tier 1 taxpayers, 
the taint of being an SSTB is inconse-
quential because Section 199A pro-
vides an “exception to the exception” 
for those taxpayers: The exception 
preventing an SSTB from qualifying 
as a trade or business is itself inappli-
cable to taxpayers in Tier 1. There-
fore, if taxable income is below the 
threshold amount ($321,400 for joint 
filers in 2019; and $160,700 for single 
filers; Tier 1), an SSTB will (by defi-
nition) be a qualified trade or busi-
ness, and all allocations of QBI will 
“count” toward determining the QBI 
Component for that business.  
 

Illustration X-A 
 

Facts: X is married, files jointly, and 
has taxable income of $300,000 from 
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a two businesses. Business A has QBI 
from an SSTB of $290,000. The QBI 
Component of Business B is $20,000. 
X has no allocations of either quali-
fied W-2 wages or qualified UBIA, 
and has no net capital gain, but has 
qualified PTP income of $10,000.  
 
Analysis: Since X is below the 
Threshold Amount, both SSTB con-
siderations and the Alternative Limi-
tation are ignored for Business A. The 
QBI Component for Business A 
equals 20 percent of QBI, or $58,000. 
(F.3, first component). The Combined 
QBI Amount equals the sum of the 
QBI Components, $78,000, and quali-
fied PTP Income, $10,000, or 
$88,000. The Section 199A deduction 
is the lesser of (i) $88,000 and (ii) 20 
percent of $300,000, or $60,000. The 
Section 199A deduction for X is 
$60,000.  

 
SSTB: Tier 2 Taxpayers 

 
Once taxable income exceeds 

the threshold amount, which is 
$160,700 for single filers, and 
$321,400 for joint filers, the classifi-
cation of a trade or business as an 
SSTB becomes problematic. Where 
taxable income exceeds the threshold 
amount but not the phase-in limit, the 
taxpayer, now in the “phase-in range,” 
will experience an erosion of the de-
duction, as QBI, W-2 wages, UBIA of 
qualified property, and PTP income 
allocated to the SSTB are reduced by 
several phaseout mechanisms.  

However, Tier 2 taxpayers are 
not completely denied the benefit of 
QBI allocations from an SSTB. Ra-
ther, the disallowance increases 
through Tier 2. To be exact, the disal-
lowance is proportional to the dis-
tance the taxable income has ad-
vanced through Tier 2. For example, 
if taxable income is midway through 
the phase-in range of Tier 2, then half 
of the QBI allocations from the SSTB 
will be disallowed, and so forth. 
When taxable income reaches the 
phase-in limit, the disallowance is 
complete.  

Accordingly, a Tier 2 taxpayer 
whose business is an SSTB and who 
derives QBI from that business must 
reduce QBI, W-2 wages, UBIA of 

qualified property, and PTP income 
by the Applicable Percentage. The 
Applicable Percentage applies only to 
Tier 2 taxpayers, and only to those Ti-
er 2 taxpayers who are allocated QBI  
from an SSTB. This “haircut” or dis-
allowance will be a direct function of 
taxable income.  

After applying the Applicable 
Percentage to reduce the above items, 
the procedure grows a bit more com-
plex: If 20 percent of (reduced) QBI is 
less than the Alternative Limitation 
(whose Wage and UBIA components 
have been reduced), the QBI Compo-
nent is that amount. However, if 20 
percent of QBI exceeds the Alterna-
tive Limitation, the Reduction 
Amount must be calculated. Since the 
Excess Amount is a term in the for-
mula for the Reduction Amount, its 
calculation will always be required 
when determining the Reduction 
Amount but will otherwise never be 
required. 

After calculating the Reduction 
Amount, the QBI Component will 
equal the (already reduced) QBI, re-
duced again by the Reduction 
Amount.  

Note that calculation of the Re-
duction Amount may be required for 
taxpayers in Tier 2 with allocations 
from an SSTB, and may also be re-
quired for taxpayers in Tier 2 whose 
QBI allocation does not emanate from 
an SSTB.    

Note also that whereas the Ap-
plicable Percentage operates to reduce 
QBI, W-2 wages, UBIA of qualified 
property, and PTP income, the Reduc-
tion Amount reduces only QBI. It 
bears repeating that if SSTB items are 
allocated to a taxpayer in Tier 2, the 
Applicable Percentage is always cal-
culated before testing for the Alterna-
tive Limitation. The final regulations 
also stipulate that QBI from an SSTB 
is reduced by the Applicable Percent-
age before applying the netting and 
carryover rules.  
 
SSTB: Tier 3 Taxpayers 

 
Once taxable income exceeds 

the threshold amount, an SSTB is no 
longer a qualified trade or business. 
Accordingly, no allocations of QBI, 
W-2 wages, UBIA, or PTP income 
will be qualified. The QBI Compo-

nent will be zero. The existence of a 
Section 199A deduction will depend 
entirely on the taxpayer having quali-
fied REIT income, and taxable in-
come that exceeds net capital gain. It 
is axiomatic that if the taxpayer has 
no QBI, determination of the Applica-
ble Percentage, Alternative Limita-
tion, or Reduction Amount is unnec-
essary.   

If a taxpayer has multiple busi-
nesses, one or more of which is an 
SSTB and one or more of which is 
not, then these calculations will be re-
quired for those qualified trades or 
businesses that are not SSTBs.  
 
SSTB: Exceptions 
 

Taxpayers in Tier 2 and in Tier 
3 with allocations of QBI from an 
SSTB classification can avoid its 
harsh consequences is by falling with-
in one of two de minimis exceptions. 
The first exception provides that if an 
SSTB constitutes only a relatively 
small fraction of the trade or business, 
then the burden of SSTB classifica-
tion will not be imposed. Thus, if the 
trade or business has gross receipts of 
$25 million or less, and less than 10 
percent of gross receipts are attributa-
ble to SSTB. The second exception 
provides that if  the trade or business 
has gross receipts of $25 million or 
more, and less than 5 percent of gross 
receipts are attributable to an SSTB, 
then this small SSTB portion of the 
trade or business will not result in the 
business being classified as an SSTB.  

Interestingly, the statute does 
not look kindly upon a taxpayer who 
misses falling within the safe harbor 
—  even by only a very small amount. 
The final regulations warn (despite 
recommendations from various 
groups that the test was  flawed) that 
if the de minimis test is not met, the 
entire business will be classified as an 
SSTB. However, the final regulations 
also allow that a single entity may op-
erate many separate trades and busi-
nesses. In such a case, the de minimis 
rule would be applied separately to 
each trade or business.  
 
SSTB: Anti-Abuse Rules 

 
Taxpayers may be inclined to 
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compartmentalize SSTBs in order to 
avoid the harshness of the disallow-
ance rules. Anti-abuse mechanisms, in 
the form of strict attribution rules, op-
erate to prevent segregating business-
es to avoid application of the SSTB 
rules. The final regulations provide 
that if non-SSTB and SSTB activities 
are in separate trades or businesses, 
the fact that the businesses are com-
monly controlled and share expenses 
will not cause the non-SSTB business 
to be treated as an SSTB. However, if 
the SSTB and non-SSTB activities are 
part of the same business, and are 
commonly controlled, the de minimis 
rules will apply. Common ownership 
is determined by applying the attribu-
tion rules of Sections 267(b) or 707
(b). Avoidance of common control 
test may therefore be important.  

Reg. 1.446-1(d) generally re-
quires that separate books and records 
be maintained for a separate business. 
A taxpayer who wishes to segregate 
an SSTB from other trades or busi-
nesses should be aware of this rule.  

 
Illustration X-BH 

 
Lawn Company, an LLC, sells 

lawn care and landscaping equipment, 
and also provides landscape design 
consulting services. Lawn Company 
keeps one set of books and treats the 
sales and design services as a single 
trade or business for purposes of Sec-
tions 162 and 199A. Revenues from 
the design service are $250,000, and 
total revenues for the company are $1 
million. Since the design services pro-
vide more than 10 percent of gross 
revenues, the entire business is con-
sidered an SSTB. Reg. 1.199A-5(c)(1)
(iii)(A) Ex 1. (See supra, Section X, 
“SSTB: Exceptions.) 

 
Illustration X-C 

 
Bark, LLC provides veterinary 

services (an SSTB in the health field) 
and its own line of non-GMO organic 
dog food. Bark keeps separate books 
and records for the veterinarian and 
dog food businesses, has separate em-
ployees, separately invoices custom-
ers, and treats the two divisions as 
separate trades or businesses for pur-
poses of Sections 162 and 199A. The 

veterinary practice generates one-third 
of total revenues of Bark. In contrast 
to the facts in the previous illustration 
involving Lawn Company, the dog 
food business is not considered an 
SSTB because the veterinary practice 
and the dog food development and 
sales are separate trades or businesses 
under Section 162. Reg. 1.199A-5(c)
(1)(iii)(B) Ex. 2. 
 
XI.   Aggregation of Multiple  
          Trades or Businesses 

 
The preamble to the final regu-

lations provides that aggregation is in-
tended to assist taxpayers in applying 
the Alternative Limitation across mul-
tiple entities. In some cases, but not 
all, aggregating businesses may yield 
a higher deduction than if the Alterna-
tive Limitation were calculated sepa-
rately. A taxpayer may elect to aggre-
gate multiple qualified trades or busi-
nesses and treat them as a single trade 
or business in applying the Alterna-
tive Limitation.  

Aggregation is unnecessary for 
taxpayers whose taxable income is be-
low the threshold amount, since they 
are not subject to the Alternative Lim-
itation and aggregation will produce 
no tax benefit. Those taxpayers simp-
ly determine 20 percent of QBI for 
each trade or business. If an election 
to aggregate is made, the QBI, W-2 
wages, and UBIA of qualified proper-
ty in all trades and businesses are 
combined before applying the Alter-
native Limitation.  

 
Trade or Business Requirement 
 

As a prerequisite to aggrega-
tion, the qualified trade or business re-
quirement must be satisfied.  

 
Aggregation Criteria 
 

The final regulations impose 
five criteria each of which must be 
satisfied in order for trades or busi-
nesses to be aggregated: 

 
1.     Ownership Requirement    
 

The same person or group of 
persons, directly or by attribution un-
der Sections 267(b) or 707(b), must 
own 50 percent or more of each trade 

or business. In the case of S corpora-
tions, this means 50 percent or more 
of stock; and in the case of partner-
ships, 50 percent or more of the capi-
tal or profits interest in the partner-
ship. The preamble to the final regula-
tions provides that a C corporation 
may comprise part of the ownership 
group.  Note that the common owner-
ship test applies to owners (as a 
group) of the entity. It is immaterial 
whether the taxpayer seeking to make 
the election meets these requirements. 
Regs. 1.199A-4(b)(1)(i),(ii).  
 
2.  Temporal Requirement  
 

The ownership requirement 
must be satisfied for a majority of the 
tax year, including the last day of the 
tax year in which the items attributa-
ble to each trade or business to be ag-
gregated are included in income. 

 
3. Same Tax Year 
 

All items attributable to each 
trade or business must be reported in 
the same tax year. Therefore, trades or 
businesses sought to be aggregated 
must all report either on the calendar 
year, or on the fiscal year.  
 
4.  No SSTBs Can Be Aggregated 

 
Trades or businesses sought to 

be aggregated cannot be Specified 
Service Trades or Businesses. 
 
5.  At Least 2 of 3 Factors Satisfied 
 

A taxpayer wishing to aggre-
gate must satisfy at least two of the 
following factors based on all of the 
facts and circumstances: (i) the trades 
or businesses provide products, prop-
erty, or services that are customarily 
offered together; (ii) the trades or 
businesses share facilities or share 
centralized business elements, such as 
personnel, accounting, legal, manu-
facturing, etc., and (iii) the trades or 
businesses are operated in coordina-
tion with, or reliance on, one or more 
of the businesses (e.g., supply chain 
interdependencies).  

 
Aggregation: Annual Election 
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An annual election is required 
disclosing the entities being aggregat-
ed. Despite the annual reporting re-
quirement, the election is irrevocable. 
The election cannot be changed from 
year to year unless there is a material 
change in circumstances. However, 
new entities can be added to the exist-
ing group if they meet the qualifica-
tion requirements. Conversely, if the 
trade or business no longer qualifies 
for aggregation, it must be removed 
from the aggregated group.  

Aggregation of multiple trades 
or businesses was not in the original 
statute. Instead, aggregation was add-
ed via regulations to make it easier for 
both the IRS and taxpayers to admin-
ister Section 199A. Aggregation is in-
tended when a single business is oper-
ated across multiple entities for vari-
ous legal, economic, or other non-tax 
reasons. Irrespective of the rationale 
for its inclusion in the regulations, ag-
gregation can offer substantial tax 
benefits 

 
Relevant Passthrough  
Entities (RPEs) May Aggregate 
 

The final regulations clarify 
that the aggregation rules are applied 
at the trade or business level, meaning 
relevant pass-through entities (RPEs) 
can also make the aggregation elec-
tion (proposed regulations only al-
lowed taxpayers to make the election). 
The final regulations permit an RPE 
to aggregate trades or businesses it 
operates directly or through lower-tier 
RPEs. If an RPE makes the election, 
the RPE is subject to the same disclo-
sure requirements. The taxpayer must 
follow the aggregation of the RPE 
(i.e., taxpayers cannot decide to group 
the RPE items differently). Aggrega-
tion made at the RPE level is binding 
on all owners of the RPE.  

The final regulations permit 
taxpayers who have not previously re-
ported businesses as aggregated on 
filed returns may report those busi-
nesses as aggregated on a future re-
turn. However, taxpayers may not re-
port new aggregation of trades or 
businesses on amended returns since 
this would give taxpayers the benefit 
of hindsight. Since many taxpayers 
were not previously aware of the rules 

permitting aggregation, 2018 returns 
that are amended may report aggrega-
tion.  

 
Aggregation:  
Reporting and Compliance 
 

The final regulations expanded 
the aggregation rules to permit aggre-
gation by RPEs in addition to individ-
ual. Individuals may aggregate any 
businesses in which they have an 
ownership interest, whether operated 
directly or through an RPE. RPEs 
may also aggregate businesses con-
ducted directly or through lower-tier 
RPEs.  

Upper-tier RPEs or individuals 
with an interest in the RPE must 
maintain the aggregation made by a 
lower-tier RPE. Although an upper-
tier RPE or individual owner must 
maintain the aggregation of a lower-
tier RPE, the individual or higher-tier 
RPE may itself add additional trades 
or businesses to the aggregated group 
at their level, provided the rules of 
Regs. Sec. 1.199-4(b)(ii) are other-
wise satisfied.  

Aggregation at the RPE level 
provides some reporting simplifica-
tion, since the RPE reporting aggre-
gated trades or businesses are required 
to report QBI, W-2 wages, and UBIA 
to the owners for the aggregated 
group. If trades or businesses are not 
aggregated, each owner’s share of 
those items from each trade or busi-
ness must be reported. While aggre-
gating at the RPE level will result in 
simplified reporting, it removes the 
ability of individual owners to them-
selves decide whether to aggregate. 

Fortunately, since the final reg-
ulations allow taxpayers to aggregate 
where lower-tier RPEs have not done 
so, there is a reduced likelihood that a 
failure to aggregate by a lower-tier 
RPE will be met with disapproval by 
higher-tier owners. Neither must all 
owners make the same election where 
RPEs have not aggregated.  

Aggregation must be disclosed 
every tax year, even if there is no 
change in those trades or businesses 
that are aggregated. Failure to report 
aggregation may result in disaggrega-
tion by the IRS. If the IRS disaggre-
gates, aggregation will then be prohib-
ited for the following three tax years.  

If the reporting is by a taxpay-
er, a statement indicating aggregation 
must be included. If aggregation is by 
an RPE, a Schedule K-1 must be in-
cluded with the return. Required in-
formation includes (i) a description of 
each trade or business; (ii) the name 
and EIN of the business; (iii) Infor-
mation identifying any aggregated 
trade or business of an RPE in which 
either the taxpayer or upper-tier RPE 
holds an ownership interest; and (iv) 
any other information the IRS may re-
quire in published guidance. Regs. 
1.199A-(c)(4)(i), (ii).   

 
Deciding Whether to Aggregate 
 

The decision on whether to ag-
gregate involves an initial determina-
tion as to whether the trade or busi-
ness qualifies for aggregation. SSTBs 
do not qualify for aggregation. Then 
the taxpayer must determine whether 
aggregation is beneficial. This will re-
quire calculations and perhaps even a 
bit of clairvoyance, since the election 
is irrevocable. Aggregation may or 
may not provide a tax benefit. 

For example, if one trade or 
business has no W-2 wage income or 
UBIA of qualified property, but a sec-
ond business has a large amount of ei-
ther of these, then aggregating the two 
may increase the Alternative Limita-
tion, and consequently the QBI com-
ponent, and ultimately the Section 
199A deduction. One situation that 
could either militate against aggregat-
ing or counsel for it is where one of 
the trades or businesses has negative 
QBI. Again, to determine whether ag-
gregation makes sense, one must per-
form the necessary calculations and 
make assumptions as to future tax 
years.  

Since the election to aggregate 
is irrevocable barring a material 
change in circumstances, taxpayers 
must exercise caution and be willing 
to assume the risk that aggregating 
will continue to provide a tax benefit 
in future tax years. An RPE with 
many owners must be careful to when 
aggregating, since a decision to aggre-
gate made by lower-tier RPE binds all 
upper-tier RPEs. 
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XII.  Compliance 
 
Understatement Penalty 

 
The penalty for a substantial 

understatement of tax under Section 
6662(b)(2) has been made more strin-
gent if a Section 199A deduction is 
claimed on a return. The substantial 
understatement penalty of 20 percent 
will be triggered if the understatement 
exceeds the greater of 5 percent 
(rather than 10 percent) or $5,000, re-
gardless of whether the understate-
ment is attributable to QBI.   

 
Self-Employment Taxes 
 

The regulations provide that 
the Section 199A deduction will not 
reduce net earnings from self employ-
ment under Section 1402 or net in-
vestment income under Section 1411. 
Nor will Section 199A affect the ap-
plication of the AMT tax. The QBI 
deduction calculated under Section 
199A will also be allowed for AMT 
purposes.  
 
Reporting Requirements for RPEs 
 

The regulations require that the 
RPE (Relevant Passthrough Entity) 
maintain records and report relevant 
information to owners on Schedule K-
1, whether or not the owner is eligible 
for the deduction. The RPE must (i) 
determine whether it is engaged in 
one or multiple businesses; (ii) deter-
mine whether any business is an 
SSTB; (iii) determine QBI for each 
business in which it is engaged; (iv) 
calculate W-2 wages and qualified 
UBIA for each business in which it is 
engaged; (v) determine W-2 wages 
and UBIA for each trade or business 
in which the RPE is directly engaged; 
(vi) determine the total amount of 
qualified REIT dividends it earns di-
rectly or indirectly; and (vii) deter-
mine net qualified income through 
publicly traded partnerships (PTPs) in 
which it invests directly or indirectly. 

Once the foregoing data is 
compiled, it must be reported to own-
ers. The RPE must report on a sepa-
rate Schedule K-1 each owner’s allo-
cable share of QBI, W-2 wages, and 

UBIA of qualified property. The 
Schedule K-1 must also disclose 
whether any of the trades or business-
es are SSTBs. On a separate schedule 
attached to the K-1, the RPE must re-
port items reported to it by another 
RPE as well as the owner’s share of 
REIT dividends and PTP income 
whether received from the RPE di-
rectly or indirectly through another 
RPE. The penalty for noncompliance 
with the above rules are draconian: 
The final regulations provide that fail-
ure to report an item of QBI, wages, 
or UBIA will result in that item pre-
sumed to be zero. (The proposed reg-
ulations were harsh, in concluding 
that the omission of any one of these 
items would result in all three being 
presumed to be zero.) The final regu-
lations provide that an item may be 
reported on an amended or late filed 
return provided the period of limita-
tions is open.  

 
Reporting Requirements for PTPs  
 

Publicly traded partnerships 
have reporting requirement as well. 
They must report to owners QBI for 
each traded or business in which the 
PTP is engaged in directly or indirect-
ly. It must, like RPEs, also disclose 
whether any are SSTBs. Each PTP 
must also determine any qualified 
REIT dividends and qualified PTP in-
come that it receives from another 
RPE, REIT, or PTP. The foregoing in-
formation must be reported on Sched-
ule K-1 to each partner.  Since PTPs 
are not subject to W-2 wage limitation 
or qualified UBIA limitations, they 
are not required to report these items. 

 
XIII.  Examples and Illustrations 

 
Illustration XIV-A 

 
Facts: Taxpayer A in Tier 3 has a sin-
gle trade or business which is an 
SSTB, with allocations of $25,000 in 
qualified W-2 wages, $25,000 in qual-
ified UBIA, QBI allocations of 
$10,000.  
 
Analysis: Since Business C is an 
SSTB, the allocation of QBI income, 
as well as the allocation of qualified 
W-2 wages and qualified UBIA of 
qualified property are ignored. Tax-

payer A has no QBI Component, no 
Combined QBI Amount, and conse-
quently, no Section 199A deduction.     
 

Illustration XIV-B 
 

Facts:  The same as in Illustration XI-
A, except taxpayer A is in Tier 1. 
 
Analysis:  Since Tier 1 taxpayers are 
not subject to either SSTB restrictions 
involving the Applicable Percentage 
or the Alternative Limitation, all QBI 
items allocated to the taxpayer 
“count” toward calculating the QBI 
Component and the Section 199A de-
duction. 
 

Illustration XIV-C 
 
Facts: Taxpayer A in Tier 3 has a sin-
gle trade or business which is not an 
SSTB. A receives allocations of QBI 
of 10,000.  The Alternative Limitation 
is $7,500.   
 
Analysis:  The QBI Component is the 
lesser of  20 percent of QBI and the 
Alternative Limitation of $7,500.  
Since $2,000 is less than $7,500, the 
QBI Component is $2,000.   
 

Illustration XIV-D 
 

Facts: The taxpayer is in Tier 2, the 
business is not an SSTB, allocated 
QBI is $10,000, and W-2 Wages are 
$10,000.  
 
Analysis:  Since 20 percent of QBI, 
$10,000, exceeds the Alternative Lim-
itation, $5,000, calculation of the Re-
duction Amount is required.  Once 
calculated, the Reduction Amount 
will reduce QBI.  The QBI Compo-
nent will equal the QBI reduced by 
the Reduction Amount.   
 

Illustration XIV-E 
 

Facts: Z is single and has $215,000 of 
taxable income Z has QBI of 
$100,000, all of which is allocated 
from an SSTB. Z has $10,000 of QBI 
from another business which is not an 
SSTB. 

 
Analysis:  The phase-in range for Z is 
the Threshold Amount plus the Phase-
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in Amount, or $160,700 plus $50,000, 
or $210,700. Z’s taxable income of 
$215,000 places Z above the phase-in 
limit of $210,700, and places him in 
Tier 3. Therefore, the $100,000 in 
QBI allocated to Z from the SSTB 
will be disregarded. Z’s other, non-
SSTB income, will be subject to the 
Alternative Limitation, but not the Re-
duction Amount, since that limitation 
applies only to taxpayers in Tier 2.  

 
Illustration XIV-F 

 
Facts: Y files jointly, has allocated 
QBI from an SSTB of $50,000, and 
has taxable income of $371,400. What 
is the procedure for calculating the 
Section 199A deduction? 
 
Analysis:  The phase-in range for Y is 
that amount between the Threshold 
Amount and the Threshold Amount 
plus the Phase-in Amount, (i.e., 
$100,000); or put another way, the 
range of taxable income between 
$321,400 and $421,400.  
 
Y is in Tier 2. Since $371,400 is mid-
way through the phase-in range, the 
SSTB income gets a “haircut” of 50 
percent. (Formula 6). The resulting 
$25,000 of QBI from the SSTB will 
be subject to the Alternative Limita-
tion and, if applicable, the Reduction 
Amount. The Applicable Percentage 
limitation is always applied before the 
Alternative Limitation. If 20 percent 
of QBI exceeds the Alternative Limi-
tation, the Reduction Amount must be 
calculated. Twenty percent of (already 
reduced) QBI less the Reduction 
Amount will yield the QBI Compo-
nent, from which the Section 199A 
deduction may be calculated, after 
taking into account the possibility of 
qualified REIT Dividends and quali-
fied PTP income from the business, as 
well as the possibility that Y may 
have other QBI Components (and 
REIT Dividends and PTP income 
from other businesses. 

 
Note: Since the taxpayer is in Tier 2, 
had there been qualified W-2 wages 
UBIA of qualified property, or quali-
fied PTP Income, those items would 
have been subject to being reduced by 

the Applicable Percentage as well.  
 

Observation:  If Y’s taxable income 
had been $421,000, all SSTB alloca-
tions except $400 would have been 
phased-out, leaving only $400 of QBI 
in which to apply first the Applicable 
Percentage, and if 20 percent of QBI 
exceeded the Alternative Limitation, 
the Reduction Amount.  
 
Observation:  Since Section 199A is 
not elective, these calculations would 
be mandatory, even though they 
would likely produce virtually no tax 
benefit. Since Y would be required to 
report a Section 199A deduction, the 
threshold for the imposition of 20 per-
cent penalty for an understatement of 
income would be triggered if an un-
derstatement exceeded the greater of 5 
percent (rather than 10 percent) or 
$5,000, regardless of whether the un-
derstatement were attributable to QBI.   

 
Example XIV-G 

 
Facts:  Taxpayer X is an architect and 
consults as a physician on a part time 
basis. X is single and has taxable in-
come of $600,000 from three trades or 
businesses, A, B, and C. Taxpayer X 
has net capital losses of $20,000, and 
qualified REIT dividends of $10,000 
as well as qualified PTP income of 
$10,000. X is in Tier 3. 
 
X has $300,000 of QBI from his ar-
chitectural practice, business A. X’s 
allocated share of W-2 wages is 
$100,000, and his allocated share of 
UBIA of qualified property is 
$10,000.  
 
X is allocated QBI of $200,000 from 
business B, his consulting practice as 
a physician, with W-2 wages of 
$20,000, and UBIA of  qualified prop-
erty of $1,000.  
 
X is allocated a QBI loss of $10,000 
from business C, which is a qualified 
trade or business as to X.  X is not al-
located any W-2 wages or UBIA of 
qualified property from business C. 
 
Analysis:   
 
Business A:  The architectural prac-
tice of X is a qualified trade or busi-

ness, since it is expressly excluded 
from the list of businesses that are 
SSTBs. The QBI Component is the 
lesser of (i) 20 percent of $300,000, 
and (ii) the greater of (a) 50% of W-2 
wages and (b) 25% of the sum of W-2 
wages and 2.5% of UBIA of qualified 
property. The Alternative Limitation 
is calculated to be $50,000. The QBI 
Component is the lesser of $60,000 
and $50,000, or $50,000. 
 
Business B: X’s consulting practice 
as a physician is, based on the infor-
mation provided, likely an SSTB. 
Since X is in Tier 3, allocations of 
QBI, qualified W-2 wages, UBIA of 
qualified property, and qualified PTP 
income are all disregarded.  
 
Observation: The trade or business 
of X, though clearly qualified Under 
Section 162, fails to qualify under 
Section 199A.  
 
Business C: Although QBI cannot be 
less than zero, X may offset the nega-
tive QBI Component of $10,000 with 
other positive QBI allocations.  
 
Netting: The QBI Components from 
businesses A and business C are net-
ted, resulting in Combined QBI Com-
ponents totaling $40,000 ($50,000 mi-
nus $10,000).   
 
Computing Combined  
QBI Amount:  
 
The Combined QBI Amount is the 
sum of the QBI Components, plus 20 
percent of the sum of aggregate quali-
fied REIT dividends and aggregate 
qualified PTP income. 20 percent of 
aggregate qualified REIT dividends 
and qualified PTP income equals 
$4,000. Therefore, the Combined QBI 
Amount is $44,000. (Formula 2). 
 
Taxable Income  
& Net Capital Gain    
 
The Section 199A deduction is the 
lesser of the Combined QBI Amount,  
$44,000, and 20 percent of the differ-
ence between taxable income of 
$600,000 and zero. Twenty percent of 
$600,000 is $200,000. Since $44,000 
is less than $200,000, X has a Section 
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199A deduction of $44,000. 
 
Observation: Although X has capital 
losses of $20,000, X has no net capital 
gain. X’s net capital loss for other  
would be subject to the usual rule lim-
iting capital losses.  In this case, 
$3,000 of capital losses would offset 
income, and $17,000 of capital losses 
would carry forward. 
 

Illustration XIV-H 
 

Facts:  Assume that single taxpayer X 
with taxable income of $200,000 has 
QBI from a non-SSTB qualified trade 
or business of $100,000, qualified W-
2 wages of $4,000 and UBIA of quali-
fied property of $1,000.  
 
Analysis:  Taxpayer X is in Tier 2. 
The first step is to compare 20 percent 
of QBI to the Alternative Limitation. 
If 20 percent of QBI is less than the 
Alternative Limitation, then that is the 
QBI Component. If 20 percent of QBI 
is more than  the Alternative Limita-
tion, calculation of the Reduction 
Amount is required. 
 
Here, 20 percent of QBI is $20,000, is 
clearly greater than the Alternative 
Limitation. That being the case, calcu-
lation of the Reduction Amount is 
necessary.  
 
Since the Excess Amount is a factor 
in the equation for the Reduction 
Amount, it must be determined in or-
der to calculate the Reduction 
Amount. The Excess Amount equals 
20 percent of QBI $20,000 minus the 
Alternative Limitation of $2,000, or 
$18,000. 
 
The Reduction Amount equals the Ex-
cess Amount times taxable income 
minus the threshold amount over the 
phase-in amount. Taxable income  of 
$200,000 minus $160,700 divided by 
$50,000 equals .786.  The Reduction 
Amount equals .786.   
 
The QBI Component equals 20 per-
cent of QBI, $20,000 reduced by the 
Reduction Amount. The Reduction 
Amount equals .786 ($20,000), or 
$15,720. The QBI Component equals 
$4,280.   

 
Observation: The Reduction Amount 
reflects the amount which 20 percent 
of QBI must be reduced to reflect the 
fact that X has traveled 78.6 percent 
of the way through the phase-in range, 
i.e., ($200,000 ─ 160,700)/$50,000.  
 
Check: Had X traveled to the cusp of 
Tier 3, the Phase-in Limit of 
$210,700, the fraction would equal 1, 
reflecting the fact that X had traveled 
the length of the Tier 2. 
 

Example XIV-J 
[Tier 2] 

 
Facts:  Taxpayer Y is single, has taxa-
ble income of $170,000, and $25,000 
of net capital gain. Since the Thresh-
old Amount is $160,700, Y is in Tier 
2. Y is allocated QBI of $100,000 
from Business A, which is not an 
SSTB. Y has no qualified REIT divi-
dends or qualified PTP income. Y’s 
allocated share of W-2 wages is 
$10,000, and Y’s allocated share of 
UBIA of qualified property is 
$500,000.  
 
Analysis:  
 
If 20 percent of QBI is less than the 
Alternative Limitation (i.e., the 
“greater than” calculation in Formula 
3), then the QBI Component is that 
amount. However, since the taxpayer 
is in Tier 2, if 20 percent of QBI is 
greater than the Alternative Limita-
tion, then the QBI must be reduced by 
the Reduction Amount. To calculate 
the Reduction Amount, the Excess 
Amount must be known. 

 
Here, the QBI Component must be re-
duced by the Reduction Amount, 
since 20 percent of $100,000, 
$20,000, is greater than Alternative 
Limitation of $15,000. [50% of W-2 
wages is $5,000; 25% of (W-2 wages 
+ UBIA) is $15,000].  
 
The Excess Amount (Formula 5) is 
$20,000 minus $15,000, or $5,000. 
The Reduction Amount (Formula 4) is  
the Excess Amount ($5,000) times 
taxable income less the Threshold 
Amount, over the phase-in Amount. 
(Formula 5).  
 

Stated Algebraically: 
 
Reduction Amount = Excess amount 
times [(Taxable Income ─ Threshold 
Amount) ÷ Phase-in Amount] 
 
Taxable Income ($170,000) less the 
Threshold Amount ($160,700) over 
the phase-in Amount ($50,000) 
equals .186. The Reduction Amount 
equals $5,000 times 0.186, or $930. 
The QBI Component for Y is $20,000 
minus $930, or $19,070.  (Formula 3).  
 
Twenty percent of the difference be-
tween Y’s taxable income and net 
capital gain is ($145,000) x .2, or 
$29,000. Since $19,070 is less than 
$29,000, Y’s Section 199A deduction 
is $19,070. 
 

Example XIV-K 
[Tier 2] 

 
Facts:  Taxpayer Z is single, has taxa-
ble income of $170,000 and $25,000 
of net capital gain. Since the Thresh-
old Amount is $160,700, Y is in Tier 
2. Y is allocated QBI of $10,000 from 
Business B, which is an SSTB. Y has 
no qualified REIT dividends or quali-
fied PTP income.  Z’s allocated share 
of A’s W-2 wages is $70,000, and Z’s 
allocated share of UBIA of qualified 
property is $500,000.  

 
Analysis:  Since the business is an 
SSTB, the Applicable Percentage 
must be determined before applying 
the Alternative Limitation and, if nec-
essary, the Reduction Amount. The 
Applicable Percentage equals 1 minus 
taxable income less the threshold 
amount over the phase-in amount. 
 
Expressed Algebraically: 
 
Applicable Percentage = 
1 ─   (Taxable Income ─  
        Threshold Amount) 
         Phase-in Amount 
 
Step 1: Determine the Applicable 
Percentage. The Applicable Percent-
age is 1 minus [170,000  - 160,700/
$50,000] x 100, or (1  - .186) x 100, 
or .818 x 100, or 81.8 percent.  QBI, 
W-2 wages, and QBIA of qualified 
property must each be multiplied by 
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the applicable percentage. After ap-
plying the Applicable Percentage, 
QBI is $16,360, W-2 wages are 
$57,260, and UBIA of qualified prop-
erty is $409,000. (Formulas 6 and 7).  
 
[Note: If Z had qualified PTP income, 
that would also have had to been re-
duced in the same manner as QBI, W-
2 wages, and UBIA.] 
 
Step 2:  Determine if Calculation of 
the Reduction Amount is Necessary.  
A. 20% of QBI is $16,360.   
B. 50% of W-2 wages  
     is $28,630 
C. 25% of the sum of W-2 wages 
    and 2.5% of UBIA of  
    qualified property is  
    $10,225 + $14,315, or $24,540.  
    B ($28,630) is greater than  
    C ($24,540). 
 
Step 3.  Since A is less than C,  calcu-
lation of the Reduction Amount is un-
necessary. The QBI Component is 
$16,360.  
 
Step 4.  Since Taxpayer Y has no 
qualified REIT dividends or qualified 
PTP income, Y’s Combined QBI 
Amount is $16,360. (Formula 2).  
 
Step 5. Y’s Section 199A deduction is 
the lesser of (i) $16,360 and (ii) 
$29,000 (i.e., 20% of $145,000).  Y’s 
Section 199A deduction is $16,360. 
 

Example XIV-L 
[Tier 2]  

 
Facts: The same as in the previous 
example, except Taxpayer Y has no 
W-2 wages and no UBIA of qualified 
property. 
 
Step 1: Determine the Applicable 
Percentage. The Applicable Percent-
age is 1  minus [170,000  - 160,700/
$50,000] x 100, or (1  - .186) x 100, 
or .818 x 100, or 81.8 percent.  QBI 
must be multiplied by the applicable 
percentage. After applying the Appli-
cable Percentage, QBI is $16,360.  
 
Step 1.  Calculation of the Reduction 
Amount is now necessary, since 20 
percent of QBI is greater than 0. In or-
der to calculate the Reduction 

Amount, one must first know the Ex-
cess Amount. 
 
Step 2. The Excess Amount equals 
the 20 percent of QBI less the Alter-
native Limitation. 20 percent of QBI 
(having been reduced by the Applica-
ble Percentage first) is $16,300. The 
Alternative Limitation is 0.   
 
Step 3.  The Reduction Amount 
equals the Excess Amount times taxa-
ble income minus the Threshold 
Amount over the Phase-in Amount. 
The Reduction Amount equals $3,272 
x ($170,000  ─  $160,700) ÷ $50,000) 
or $16,300 x .186, or $3,032.   
 
Step  4.  The QBI Component is 
$16,360 less $3,032, or $13,328.  (i.e., 
QBI less the Excess Amount, or 
$16,360, then less the Reduction 
Amount, of $3,032, or $13,328.  
(Formula 3).  
 
Step 5. Combined QBI equals 
$13,328 + 0, or $13,328. (Formula 2). 
 
Step 6.   The Section 199A deduction 
is the lesser of (i) $13,328 and (ii) 
$29,000. Y’s Section 199A deduction 
is $13,328.  ■ 
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