
 

©  Steven B. Gorin 2005-present.  All rights reserved.  (Printed October 31, 2018.)  This is not intended to 
be comprehensive; many portions only lightly touch the surface; and not all of the issues are updated at 
the same time (in fact, the author does not systematically refresh citations), so some parts may be less 
current than others.  The author invites suggested changes, whether substantive or to point out typos (the 
author does not have a second set of eyes reviewing the authorôs work).  The views expressed herein 
reflect the authorôs preliminary thoughts when initially written and are not necessarily those of Thompson 
Coburn LLP (or even of the author).  Before using any information contained in these materials, a 
taxpayer should seek advice based on the taxpayerôs particular circumstances from an independent tax 
advisor.  Tax advisors should research these issues independently rather than rely on these materials. 
 
This document may be cited as Gorin, [number and name of part as shown in the Table of Contents], 
ñStructuring Ownership of Privately-Owned Businesses: Tax and Estate Planning Implicationsò 
(printed 10/31/2018), available by emailing the author at sgorin@thompsoncoburn.com.  The author 
refers to this document not as a ñtreatiseò or ñbookò but rather as his ñmaterials,ò because the author 
views this as a mere compilation of preliminary ideas (albeit a large compilation) and not as a scholarly 
work.  To receive quarterly a link to the most recent version, please complete 
http:\www.thompsoncoburn.com\forms\gorin-newsletter. 

Choice of Entity 

In Light of 2017 

Tax Law Changes 
 
 
 
 

(excerpted from 
Structuring Ownership of Privately-Owned Businesses: 

Tax and Estate Planning Implications) 
 
 
 

Steven B. Gorin 
Thompson Coburn LLP 

One US Bank Plaza 
505 N. 7th St. 

St. Louis, MO 63101 
sgorin@thompsoncoburn.com 

phone 314-552-6151 
http://www.thompsoncoburn.com/people/steve-gorin 

http://www.thompsoncoburn.com/insights/blogs/business-succession-solutions 
 
 
 

 

 
 



 

 - i - 

TABLE OF CONTENTS 
 Page 
 

I. Introduction ........................................................................................................................... 1 

II.A.1.e. Personal Holding Company Tax ............................................................... 2 

II.A.2.f. Shareholders Eligible to Hold S corporation Stock .................................... 9 

II.A.2.g. Qualified Subchapter S Subsidiary (QSub) ............................................. 13 

II.C.9. Whether an Arrangement (Including Tenancy-in-Common) Constitutes 
a Partnership ................................................................................................ 19 

II.E. Recommended Structure for Entities ....................................................................... 33 

II.E.1. Comparing Taxes on Annual Operations of C Corporations and Pass-
Through Entities ........................................................................................... 33 

II.E.1.a. Taxes Imposed on C Corporations ......................................................... 34 

II.E.1.b. Taxes Imposed on S corporations, Partnerships, and Sole 
Proprietorships ....................................................................................... 37 

II.E.1.c. Code § 199A Pass-Through Deduction for Qualified Business 
Income ................................................................................................... 39 

II.E.1.c.i. What Kind of Deduction; Maximum Impact of Deduction ................45 

 Summary of Impact of Deduction .......................................45 

 Other Effects of Code § 199A Deduction ...........................47 

II.E.1.c.ii. Types of Income and Activities Eligible or Ineligible for 
Deduction ......................................................................................47 

 Generally; List of Items Included in QBI .............................47 

 Trade or Business of Being an Employee (Excluded 
from QBI) ...........................................................................50 

 Items Excluded from Treatment as Qualified 
Business Income Under Code § 199A ...............................55 

II.E.1.c.iii.  ñTrade or Businessò for Code § 199A ............................................60 

 General Standards for ñTrade or Businessò for 
Code § 199A .....................................................................61 



 

 - ii - 

 Aggregating Activities for Code § 199A .............................62 

 ñTrade or Businessò in Other Areas of Tax Law .................74 

II.E.1.c.iv. Specified Service Trade or Business (SSTB) If Taxable 
Income Exceeds Certain Thresholds .............................................76 

 Introduction to Specified Service Trade or Business 
(SSTB)...............................................................................76 

 Health ................................................................................84 

 Law ....................................................................................85 

 Accounting .........................................................................85 

 Actuarial Science ...............................................................86 

 Performing Arts ..................................................................86 

 Consulting .........................................................................87 

 Athletics .............................................................................89 

 Financial Services .............................................................90 

 Brokerage Services ...........................................................91 

 Investing and Investment Management .............................91 

 Trading ..............................................................................92 

 Dealing in Securities, Partnership Interests, or 
Commodities .....................................................................92 

 Any Trade or Business Where the Principal Asset of 
Such Trade or Business Is the Reputation or Skill of 
One or More of Its Employees or Owners ..........................94 

 SSTB Very Broad Anti-Abuse Rules ..................................97 

II.E.1.c.v. Calculation of Deduction Generally ................................................99 

 Taxable Income ñThreshold Amountò ............................... 101 

 Calculation When Taxable Income Does Not Exceed 
the Threshold Amount ..................................................... 104 

 Calculation When Taxable Income Exceeds the 
Threshold Amount ........................................................... 106 



 

 - iii - 

II.E.1.c.vi. Wage Limitation If Taxable Income Is Above Certain 
Thresholds ................................................................................... 114 

 W-2 Wages under Code § 199A ...................................... 115 

 Unadjusted Basis Immediately after Acquisition 
(UBIA) of Qualified Property under Code § 199A ............. 122 

II.E.1.c.vii. Effect of Losses from Qualified Trades or Businesses on the 
Code § 199A Deduction ............................................................... 134 

II.E.1.c.viii. Income or Gain from or Sale of Property Used in the 
Business or Business Interest Itself ............................................. 139 

 Passthrough Sale of Equipment It Is Using ...................... 140 

 Passthrough Sale of a Building It Is Using ....................... 140 

 Sale of an Interest in a Partnership Conducting a 
Trade or Business ........................................................... 141 

 Sale of a Stock in an S corporation Conducting a 
Trade or Business ........................................................... 141 

II.E.1.c.ix. QBI and Effectively Connected Income ........................................ 141 

II.E.1.c.x. Bonus Depreciation and the Code § 199A Deduction .................. 166 

II.E.1.d. Partnerships Compared to S corporations for Code § 199A ................. 166 

II.E.1.e. Whether Real Estate Qualifies As a Trade or Business ........................ 167 

II.E.1.e.i. General Rules Regarding Real Estate As a Trade or 
Business ...................................................................................... 167 

II.E.1.e.ii. Real Estate As a Trade or Business under the Effectively 
Connected Income (ECI) Rules ................................................... 169 

II.E.1.f. Trusts/Estates and the Code § 199A Deduction ................................... 174 

II.E.1.f.i. Allocation under Former Code § 199 That Applies for 
Code § 199A ................................................................................ 181 

II.E.1.f.ii. Nongrantor Trusts Other Than ESBTs ......................................... 187 

 How Qualified Business Income Flows to 
Beneficiaries .................................................................... 187 

 When to Shift Qualified Business Income (QBI) to 
Beneficiaries .................................................................... 188 



 

 - iv - 

 Shifting or Trapping Income Other Than by Making 
Distributions; Collateral Advantages and 
Disadvantages of ESBTs and QSSTs .............................. 188 

II.E.1.f.iii. Electing Small Business Trusts (ESBTs) ..................................... 189 

II.E.1.f.iv. Grantor Trusts (Including QSSTs) ................................................ 190 

II.E.1.f.v. Interaction with Net Investment Income Tax ................................ 191 

II.E.1.f.vi. Example Using Trusts to Split Income ......................................... 191 

II.E.1.f.vii. Ownership Restrictions ................................................................ 193 

II.E.1.g. Whether a High-Bracket Taxpayer Should Hold Long-Term 
Investments in a C Corporation ............................................................ 193 

II.E.1.h. Effect of 2017 Tax Reform on Debt-Equity Structure ............................ 195 

II.E.1.i. Conducting Businesses in Different Entities to Facilitate Using the 
Code § 199A Deduction ....................................................................... 195 

II.E.2. Comparing Exit Strategies from C Corporations and Pass-Through 
Entities ....................................................................................................... 196 

II.E.2.a. Transferring the Business ..................................................................... 196 

II.E.2.b. Converting from S corporation to C Corporation ................................... 197 

II.E.2.c. Converting a C Corporation to an S corporation ................................... 198 

II.E.3. Recommended Structure for Start-Ups ...................................................... 198 

II.E.4. Reaping C Corporation Annual Taxation Benefits Using Hybrid 
Structure .................................................................................................... 201 

II.E.5. Recommended Long-Term Structure for Pass-Throughs ï Description 
and Reasons .............................................................................................. 202 

II.E.5.a. Strategic Income Tax Benefits of Recommended Structure .................. 202 

II.E.5.b. Self-Employment Tax and State Income Tax Implications of 
Recommended Structure ...................................................................... 204 

II.E.5.c. Operating the Recommended Structure ............................................... 204 

II.E.5.c.i. General Considerations ............................................................... 204 

II.E.5.c.ii. Code § 199A Deduction under Recommended Structure ............. 206 



 

 - v - 

II.E.5.d. Net Investment Income Tax and Passive Loss Rules Under 
Recommended Structure ...................................................................... 207 

II.E.5.e. Estate Planning Aspects of Recommended Structure ........................... 207 

II.E.5.e.i. Family Conflicts ........................................................................... 207 

II.E.5.e.ii. Estate Tax Deferral Using Recommended Structure .................... 207 

II.E.5.e.iii. Grantor Trust Planning................................................................. 208 

II.E.5.f. Recommended Structure with C Corporation ....................................... 208 

II.E.5.g. Other Aspects of Recommended Structure .......................................... 208 

II.E.6. Recommended Partnership Structure ï Flowchart ..................................... 209 

II.E.7. Migrating into Partnership Structure ........................................................... 209 

II.E.7.a. Overview of How to Migrate into Desired Structure .............................. 209 

II.E.7.b. Flowcharts:  Migrating LLC into Preferred Structure ............................. 211 

II.E.7.b.i. Using Cash Contribution to Fund New S corporation ................... 211 

II.E.7.b.ii. Using LLC to Fund New S corporation ......................................... 212 

II.E.7.c. Flowcharts:  Migrating Existing Corporation into Preferred 
Structure............................................................................................... 212 

II.E.7.c.i. Corporation Forms New LLC ....................................................... 212 

 Direct Formation of LLC ................................................... 212 

 Use F Reorganization to Form LLC ................................. 213 

II.E.7.c.ii. Moving New LLC into Preferred Structure .................................... 214 

II.E.7.c.iii. Migrating Gradually Over Time .................................................... 214 

II.E.8. Alternative Partnership Structure ï LLLP Alone or LP with LLC 
Subsidiary .................................................................................................. 215 

II.E.8.a. Description of Structure; Nontax Issues ................................................ 215 

II.E.8.b. Tax Issues ............................................................................................ 215 

II.E.8.c. Migrating to LP with LLC Subsidiary Structure ...................................... 217 

II.E.9. Real Estate Drop Down into Preferred Limited Partnership ........................ 218 



 

 - vi - 

II.E.10. What if Self-Employment Tax Rules Change Unfavorably? ........................ 219 

II.G.3.i. Business Deductions and Losses ......................................................... 220 

II.G.3.i.i. Trade or Business; Limitations on Deductions Attributable to 
Activities Not Engaged in for Profit ............................................... 220 

 ñTrade or Businessò Under Code § 162 ........................... 220 

 Requirements for Deduction Under Code § 212 .............. 226 

 Hobby Loss Benefits of Code § 183 ................................. 227 

 Whether Managing Investments Constitutes a Trade 
or Business ...................................................................... 238 

 Family Office As a Trade or Business .............................. 252 

 Family Office ï Securities Law Issues ............................. 255 

II.G.3.i.ii. Itemized Deductions; Deductions Disallowed for Purposes of 
the Alternative Minimum Tax ....................................................... 259 

II.G.3.i.iii. Code § 172 Net Operating Loss Deduction .................................. 262 

II.G.3.i.iv. Code § 267 Disallowance of Related-Party Deductions or 
Losses ......................................................................................... 262 

II.G.4. Code § 179 Expensing Substitute for Depreciation; Bonus 
Depreciation ............................................................................................... 264 

II.G.4.a. Code 179 Expense ............................................................................... 264 

II.G.4.b. Bonus Depreciation .............................................................................. 265 

II.G.4.c. Cost Segregation Studies to Accelerate Depreciation .......................... 268 

II.G.19. Debt vs. Equity; Potential Denial of Deduction for Business Interest 
Expense ..................................................................................................... 269 

II.G.19.a. Limitations on Deducting Business Interest Expense ........................... 269 

II.G.19.b. When Debt Is Recharacterized as Equity ............................................. 275 

II.I.8. Application of 3.8% Tax to Business Income .............................................. 283 

II.I.8.a. General Application of 3.8% Tax to Business Income........................... 283 

II.I.8.a.i. Passive Activity Recharacterization Rules ................................... 285 

II.I.8.a.ii. Passive Activity Grouping Rules .................................................. 286 



 

 - vii - 

II.I.8.a.iii. Qualifying Self-Charged Interest or Rent Is Not NII ...................... 287 

II.I.8.a.iv. Determination of Trade or Business Status, Passive Activity 
Status, or Trading Status of Pass-Through Entities ...................... 288 

II.I.8.a.v. Working Capital Is NII .................................................................. 289 

 Policy of Working Capital as NII ....................................... 289 

 What Is Working Capital .................................................. 290 

II.I.8.a.vi. What is a ñTrade or Businessò? .................................................... 292 

II.I.8.a.vii. Former Passive Activities ï NII Implications ................................. 293 

II.I.8.b. 3.8% Tax Does Not Apply to Gain on Sale of Active Business 
Assets .................................................................................................. 294 

II.I.8.c. Application of 3.8% Tax to Rental Income ............................................ 295 

II.I.8.c.i. If Not Self-Rental, Most Rental Income Is Per Se Passive 
Income and Therefore NII ............................................................ 295 

II.I.8.c.ii. Real Estate Classified as Nonpassive for Real Estate 
Professionals ............................................................................... 296 

II.I.8.c.iii. Rental as a Trade or Business ..................................................... 297 

II.I.8.d. Partnership Structuring in Light of the 3.8% Tax on Net Investment 
Income ................................................................................................. 303 

II.I.8.d.i. Interest for Use of Capital Compared with Distributive Share ....... 303 

II.I.8.d.ii. Overview of Interaction between Code § 1411 and 
Code §§ 707(c) and 736 .............................................................. 304 

II.I.8.d.iii. Treatment of Code § 707(c) Guaranteed Payments under 
Code § 1411 ................................................................................ 304 

II.I.8.d.iv. Treatment of Code § 736 Redemption Payments under 
Code § 1411 ................................................................................ 306 

II.I.8.e. NII Components of Gain on the Sale of an Interest in a 
Partnership or S corporation ................................................................. 311 

II.I.8.f. Summary of Business Activity Not Subject to 3.8% Tax ....................... 316 

II.I.8.g. Structuring Businesses in Response to 3.8% Tax ................................ 318 

II.I.9. Elections or Timing Strategies to Consider to Minimize the 3.8% Tax 
on NII ......................................................................................................... 319 



 

 - viii - 

II.J. Fiduciary Income Taxation ..................................................................................... 320 

II.J.1. Trustôs Income Less Deductions and Exemptions Is Split Between 
Trust and Beneficiaries............................................................................... 321 

II.J.2. Tactical Planning Shortly After Yearend to Save Income Tax for Year 
That Ended ................................................................................................ 322 

II.J.3. Strategic Fiduciary Income Tax Planning ................................................... 322 

II.J.3.a. Who Is Best Taxed on Gross Income ................................................... 323 

II.J.3.b. Effect of Kiddie Tax on Rates ............................................................... 324 

II.J.3.c. Who Is Benefits the Most from Losses ................................................. 325 

II.J.3.d. Who Benefits Most from Deductions ..................................................... 325 

II.J.3.e. State and Local Income Tax ................................................................. 326 

II.J.3.e.i. Residence Generally ................................................................... 326 

II.J.3.e.ii. Whether a State Recognizes Grantor Trust Status; Effect of 
Grantor Trust Status on a Trustôs Residence ............................... 327 

II.J.3.f. Consider Trust Purposes ...................................................................... 328 

II.J.3.g. Effect on Future Years .......................................................................... 328 

II.J.3.h. Drafting for Flexibility in Trust Income Taxation .................................... 329 

II.J.3.i. Planning for Excess Losses.................................................................. 330 

II.J.9. Separate Share Rule; Trust Divisions ......................................................... 332 

II.J.9.a. Separate Share Rule ............................................................................ 332 

II.J.9.b. Trust Divisions ...................................................................................... 337 

II.J.9.c. Multiple Trusts Created for Tax Avoidance ........................................... 337 

II.J.10. Consider Extending Returns for Year of Death and Shortly Thereafter ....... 341 

II.J.11. Trust Business Income Tax Nuances ......................................................... 341 

II.J.11.a. Depreciation Advantages and Disadvantages ...................................... 341 

II.J.11.a.i. Code § 179 Disallowance for Estate or Nongrantor Trust ............ 341 

II.J.11.a.ii. Allocating Depreciation to Beneficiaries (Including Surprising 
Result Regarding Losses) ............................................................ 342 



 

 - ix - 

 Separate Reporting of Depreciation Deductions 
Allocable to Beneficiary ................................................... 342 

 Beneficiaryôs Ability to Deduct Depreciation That 
Generates Net Loss ......................................................... 343 

 Trust vs. Separately Recognized Business Entity 
Holding Depreciable Property .......................................... 344 

II.J.11.b. Code § 1244 Treatment Not Available for Trusts .................................. 345 

II.J.12. Equitable Adjustments to Reimburse Income Tax Paid or Tax Benefit 
Received by a Party That Does Not Bear the Burden Under the 
Principal & Income Act ............................................................................... 345 

II.J.13. Applying 3.8% Tax to Trusts Owning Businesses Other than 
S corporations If the Beneficiary is Active But the Trustee Is Not ............... 350 

II.J.14. Application of 3.8% NII Tax to ESBTs ........................................................ 350 

II.J.15. QSST Issues That Affect the Trustôs Treatment Beyond Ordinary K-1 
Items .......................................................................................................... 351 

II.J.15.a. QSST Treatment of Sale of S Stock or Sale of Corporationôs 
Business Assets (Including Preamble to Proposed Regulations on 
NII Tax) ................................................................................................ 351 

II.J.15.b. QSSTs and State Income Tax Issues ................................................... 353 

II.J.16. Fiduciary Income Taxation When Selling Interest in a Pass-Through 
Entity or When the Entity Sells Its Assets ................................................... 353 

II.J.17. Planning for Grantor and Nongrantor Trusts Holding Stock in 
S corporations in Light of the 3.8% Tax ...................................................... 355 

II.J.18. Trust Mergers and Divisions; Decanting ..................................................... 356 

II.K.2. Passive Loss Rules Applied to Trusts or Estates Owning Trade or 
Business .................................................................................................... 358 

II.K.2.a. Overview of Passive Loss Rules Applied to Trusts or Estates .............. 358 

II.K.2.b. Participation by an Estate or Nongrantor Trust ..................................... 360 

II.K.2.b.i. Participation by a Nongrantor Trust: Authority .............................. 360 

II.K.2.b.ii. Participation by a Nongrantor Trust: Planning Issues ................... 368 

II.K.2.b.iii. Participating in Business Activities Does Not Convert a Trust 
Created by Only One Grantor into a Business Entity, But Be 
Wary If Multiple Grantors ............................................................. 371 



 

 - x - 

II.K.2.b.iv. Character of Passive Activities Flowing from Nongrantor 
Trust to a Beneficiary; Interaction with Special Depreciation 
Rules ........................................................................................... 372 

II.K.2.b.v. Electing Small Business Trusts (ESBTs) and the Passive 
Loss Rules ................................................................................... 374 

II.K.2.c. Participation When Grantor Trusts Are Involved; Effect of Toggling ...... 374 

II.K.2.d. Effect of Death of an Individual or Termination of Trust on 
Suspended Losses ............................................................................... 375 

II.K.3. NOL vs. Suspended Passive Loss - Being Passive Can Be Good ............. 376 

II.K.3.a. Why Being Passive Can Be Good ........................................................ 376 

II.K.3.b. Maximizing Flexibility to Avoid NOLs and Use Losses in the Best 
Year ..................................................................................................... 377 

II.L.2.a.ii. Rental Exception to SE Tax ......................................................... 378 

II.M.4.f. Issuing a Profits Interest to a Service Provider ..................................... 383 

II.M.4.f.i. Overview of Profits Interest; Contrast with Code § 409A .............. 383 

II.M.4.f.ii. Tax Effects of Profits Interests ..................................................... 384 

 Tax Effects of Issuing a Profits Interest ............................ 384 

 Certain Sales of Compensatory Partnership Interests 
Recharacterized from Long-Term to Short-Term 
Gains ............................................................................... 388 

II.M.4.f.iii. What Happens If a Nonvested Partnership Interest Does Not 
Qualify As a Profits Interest ......................................................... 393 

II.M.4.f.iv. Alternative If a Prospective Partner Wants a Capital Interest 
Instead of a Profits Interest .......................................................... 394 

II.P.3. Conversions ............................................................................................... 395 

II.P.3.a. Need for New Tax ID ............................................................................ 396 

II.P.3.b. From Corporations to Partnerships and Sole Proprietorships ............... 396 

II.P.3.c. Conversion from C Corporation to S corporation .................................. 397 

II.P.3.c.i. LIFO Recapture ........................................................................... 397 

II.P.3.c.ii. Built-in Gain Tax on Former C Corporations under 
Code § 1374 ................................................................................ 398 



 

 - xi - 

 Explanation of Built-in Gain Tax on Former 
C Corporations under Code § 1374 ................................. 398 

 Consider S Election Even If Plan to Sell Within 5 
Years ............................................................................... 400 

II.P.3.c.iii. Excess Passive Investment Income ............................................. 401 

II.P.3.c.iv. Problem When S corporation with Earnings & Profits Invests 
in Municipal Bonds ....................................................................... 406 

II.P.3.c.v. Conversion from S corporation to C Corporation then Back 
to S corporation ........................................................................... 406 

II.P.3.d. Conversions from Partnerships and Sole Proprietorships to 
C Corporations or S corporations ......................................................... 407 

II.P.3.d.i. Formless Conversion ................................................................... 408 

II.P.3.d.ii. Transfer of Partnership Assets and Liabilities to a Newly 
Formed Corporation in Exchange for All of its Stock .................... 409 

II.P.3.e. Conversion from S corporation to C Corporation .................................. 412 

II.P.3.f. Conversion from Qualified Subchapter S Subsidiary to Single 
Member LLC ........................................................................................ 413 

II.P.3.g. Conversions from Partnership to Sole Proprietorships and Vice 
Versa .................................................................................................... 413 

II.P.3.h. Rescissions, Including Rescinding Conversion of Entity ....................... 417 

II.P.3.i. Change of State Law Entity without Changing Corporate Tax 
Attributes ï Code § 368(a)(1)(F) Reorganization .................................. 420 

II.Q.7.a.vi. Redemptions and Accumulated Earnings Tax ............................. 425 

II.Q.7.k. Exclusion of Gain on the Sale of Certain Stock in a C Corporation ....... 427 

II.Q.7.k.i. Rules Governing Exclusion of Gain on the Sale of Certain 
Stock in a C Corporation .............................................................. 427 

II.Q.7.k.ii. Limitation on Assets a Qualified Small Business May Hold .......... 436 

II.Q.7.k.iii. Does the Exclusion for Sale of Certain Stock Make Being a 
C Corporation More Attractive Than an S corporation or a 
Partnership? ................................................................................ 440 

II.Q.7.l. Special Provisions for Loss on the Sale of Stock in a Corporation 
under Code § 1244 ............................................................................... 443 



 

 - xii - 

II.Q.7.m. Deferring Gain on Sale of Marketable Securities by Investing in a 
Specialized Small Business Investment Company ............................... 444 

II.Q.8. Exiting From or Dividing a Partnership ....................................................... 444 

II.Q.8.a. Partnership as a Master Entity .............................................................. 445 

II.Q.8.a.i. Partnership Rules Allowing Basis Shifting .................................... 445 

II.Q.8.a.ii. Caution When Using Master Entity If Liquidity Needed to Pay 
Estate Tax ................................................................................... 446 

II.Q.8.a.iii. Examples of Using Partnership to Shift Basis .............................. 447 

 Applying Outside Basis to Very Low Inside Basis ............ 447 

 Basis Stripped from Distributed Property and Applied 
to Remaining Property ..................................................... 447 

 Basis Stripped from New Property and Applied to 
Existing Property ............................................................. 447 

 Basis Shift When Parent Owns Large Majority................. 448 

II.Q.8.b. Partnership Redemption or Other Distribution ...................................... 449 

II.Q.8.b.i. Distribution of Property by a Partnership ...................................... 449 

 Code § 731:  General Rule for Distributions ..................... 449 

 Code § 731(c): Distributions of Marketable Securities 
(Or Partnerships Holding Them) ...................................... 452 

 Disguised Sale from Partnership to Partner ..................... 455 

 Basis in Property Distributed from a Partnership; 
Possible Opportunity to Shift Basis or Possible Loss 
in Basis When a Partnership Distributes Property ............ 456 

 Code §§ 704(c)(1)(B) and 737 ï Distributions of 
Property When a Partner Had Contributed Property 
with Basis Not Equal to Fair Market Value or When a 
Partner Had Been Admitted When the Partnership 
Had Property with Basis Not Equal to Fair Market 
Value ............................................................................... 465 

 Code § 751 ï Hot Assets ................................................. 471 

 Characteristics of Distributed Property ............................. 473 



 

 - xiii - 

II.Q.8.b.ii. Partnership Redemption ï Complete Withdrawal Using 
Code § 736 .................................................................................. 475 

 Introduction to Code § 736 .............................................. 475 

 Flexibility in Choosing between Code § 736(a) 
and (b) Payments ............................................................ 477 

 Comparing Code § 736(a) with (b) Strategically ............... 479 

 Comparing Code § 736(b) to an Installment Sale ............ 481 

 Effect of Code § 736 Payments, Installment Sale 
Payments, or Deferred Compensation on Balance 
Sheet ............................................................................... 488 

 Planning for the 3.8% Tax on Net Investment Income 
and Passive Loss Rules When Using Code § 736 
Payments ........................................................................ 489 

 Code § 736 Payments as Retirement Income ï 
Possible FICA and State Income Tax Benefits................. 489 

 Interaction of Death with Code § 736 Payments .............. 490 

II.Q.8.b.iii. Partnership Alternative to Seller-Financed Sale of Goodwill ........ 490 

 Non-Tax Financial Issues When Using a Preferred 
Partnership to Acquire Goodwill and Other Assets .......... 493 

 Tax Issues When Transferring Assets to New Entity........ 493 

II.Q.8.c. Related Party Sales of Non-Capital Assets by or to Partnerships ......... 494 

II.Q.8.e.iii. Inside Basis Step-Up (or Step-Down) Applies to Partnerships 
and Generally Not C or S corporations ........................................ 496 

 Illustration of Inside Basis Issue ....................................... 496 

 Transfer of Partnership Interests: Effect on 
Partnershipôs Assets (Code § 754 Election or 
Required Adjustment for Built-in Loss) ............................. 497 

 When Code § 754 Elections Apply; Mandatory Basis 
Reductions When Partnership Holds or Distributes 
Assets with Built-In Losses Greater Than $250,000 ........ 503 

 Code § 743(b) Effectuating Code § 754 Basis 
Adjustment on Transfer of Partnership Interest ................ 507 



 

 - xiv - 

 Code § 734 Basis Adjustment Resulting from 
Distributions, Including Code § 732(d) Requiring an 
Adjustment Without Making Code § 754 Election ............ 519 

 Code §§ 338(g), 338(h)(10), and 336(e) Exceptions 
to Lack of Inside Basis Step-Up for Corporations: 
Election for Deemed Sale of Assets When All Stock 
Is Sold ............................................................................. 523 

 Certain Changes in Inside Basis May Reduce 
Foreign Tax Credits ......................................................... 528 

II.Q.8.e.iv. Transfer of Partnership Interests Resulting in Deemed 
Termination: Effect on Partnership (repealed by 2017 tax 
reform) ......................................................................................... 529 

II.Q.8.e.v. Partnership Mergers .................................................................... 532 

II.Q.8.e.vi. Required Documentation to Avoid Withholding on Sale or 
Redemption of Partnership Interest ............................................. 536 

III.A.3.e. QSSTs and ESBTs ............................................................................... 537 

III.A.3.e.i. QSSTs ......................................................................................... 537 

 QSSTs Generally ............................................................. 537 

 QSST Issues When Beneficiary Dies ............................... 542 

III.A.3.e.ii. ESBTs ......................................................................................... 544 

 Qualification as an ESBT ................................................. 544 

 ESBT Income Taxation - Overview .................................. 549 

 When ESBT Income Taxation Might Help ........................ 551 

III.A.3.e.iii. Comparing QSSTs to ESBTs ....................................................... 552 

III.A.3.e.iv. Flexible Trust Design When Holding S corporation Stock ............ 554 

III.A.3.e.v. Converting a Multiple Beneficiary ESBT into One or More 
QSSTs ......................................................................................... 556 

 Strategic Issues ............................................................... 556 

 Implementation ................................................................ 557 

 Timing Tax Deductions in Year of Conversion ................. 558 

III.A.3.e.vi. QSST as a Grantor Trust; Sales to QSSTs .................................. 558 



 

 - xv - 

 Grantor Trust Issues Involved in a Sale of S Stock to 
a QSST............................................................................ 559 

 Disadvantages of QSSTs Relative to Other 
Beneficiary Grantor Trusts (Whether or Not a Sale Is 
Made) .............................................................................. 562 

 Required Structure for a Sale to a QSST (Including 
Possible Pitfalls) .............................................................. 564 

 Using a QSST to Buy Stock When Using a ñOne-
Lungò Marital Deduction Plan ........................................... 567 

 Converting Existing Trust to a QSST to Obtain 
Beneficiary Grantor Trust Status ...................................... 568 

 QSST to Convert Terminating Trust to GST-Exempt 
Life Trust ......................................................................... 569 

III.B.2.b. General Description of GRAT vs. Sale to Irrevocable Grantor Trust ..... 569 

III.B.7.b. Code § 2701 Overview ......................................................................... 576 

III.B.7.b.i. Code § 2701 Definitions............................................................... 576 

III.B.7.b.ii. Certain Exclusions from Code § 2701 .......................................... 581 

III.B.7.b.iii. Capital Structure Transaction, If Each Individual Holds 
Substantially the Same Interest After the Transaction as 
That Individual Held Before the Transaction ................................ 582 

III.B.7.b.iv. Divorce Planning to Avoid Code § 2701 ....................................... 583 

III.B.7.c. Code § 2701 Interaction with Income Tax Planning .............................. 583 

III.B.7.c.i. Profits Interest in a Partnership that Was a Straight-Up 
Partnership before the Transfer ................................................... 584 

 General Discussion of Implications of Profits Interest 
in a Partnership that Was a Straight-Up Partnership 
before the Transfer .......................................................... 584 

 CCA 201442053 Discusses Profits Interest in a 
Partnership That Was a Straight-Up Partnership 
before the Transfer .......................................................... 587 

III.B.7.c.ii. Profits Interest in a Partnership in Which Transferor and 
Applicable Family Members Initially Hold Only a Profits 
Interest ........................................................................................ 592 



 

 - xvi - 

III.B.7.c.iii. Same Class Exception - Possible Application to Profits 
Interests and Other Situations...................................................... 593 

III.B.7.c.iv. Transfers When Owner Holds Profits Interest/Carried 
Interest and Other Interests ......................................................... 595 

III.B.7.c.v. Income Tax Dynamics of Using Deferred Compensation 
Instead of Profits Interest ............................................................. 596 

III.B.7.c.vi. Deferred Compensation ............................................................... 597 

III.B.7.c.vii. Stock Options .............................................................................. 598 

III.B.7.c.viii. Creative Bonus Arrangements ..................................................... 599 

III.B.7.c.ix. Debt vs. Equity ............................................................................ 600 
 



 

 

Choice of Entity 

In Light of 2017 

Tax Law Changes 

by Steven B. Gorin* 

I. Introduction 

This document is excerpted from ñStructuring Ownership of Privately-Owned Businesses:  Tax 
and Estate Planning Implications,ò over 1,700 pages in a fully searchable PDF that discusses 
how federal income, employment and transfer taxes and estate planning and trust 
administration considerations affect how one might structure a business and then transition the 
business through ownership changes, focusing on structural issues so that readers can plan the 
choice of entity or engage in estate planning with an eye towards eventual transfer of ownership 
in the business. 

The author sends a link to the most recent version in his free electronic newsletter 
(roughly quarterly), called ñGorinôs Business Succession Solutions.ò  If you would like to 
receive this newsletter, please complete https://www.thompsoncoburn.com/forms/gorin-
newsletter or email the author at sgorin@thompsoncoburn.com with ñGorinôs Business 
Succession Solutionsò in the subject line; the newsletter email list is opt-in only.  Please 
include your complete contact information; to comply with the anti-spam laws, we must 
have a physical mailing address, even though delivery is electronic.  Please also add 

                                                
* Steve Gorin is a partner in the Private Client practice group of Thompson Coburn LLP.  He is a past 
chair of the Business Planning group of committees of the Real Property, Trust & Estate Law Section of 
the American Bar Association.  Steve is a member of the Business Planning Committee of the American 
College of Trust and Estate Counsel.  He is a past chair of the Business Law Section of the Bar 
Association of Metropolitan St. Louis.  In addition to helping clients directly with their needs, Steve serves 
as a consultant to other attorneys in various areas of the country, primarily regarding the subject matter of 
these materials.  For more details about the author, see http://www.thompsoncoburn.com/people/steve-
gorin.  He would welcome any questions or comments the reader might have regarding these materials; 
please email him at sgorin@thompsoncoburn.com.  For those who wish to use part of these materials for 
presentations for professional organizations, Steve might prepare an excerpt that the presenter can use, 
with full attribution and without charge. 
©  Steven B. Gorin 2005-present.  All rights reserved.  (Printed October 30, 2018.)  This is not intended to 
be comprehensive; many portions only lightly touch the surface; and not all of the issues are updated at 
the same time (in fact, the author does not systematically refresh citations), so some parts may be less 
current than others.  The author invites suggested changes, whether substantive or to point out typos (the 
author does not have a second set of eyes reviewing the authorôs work).  The views expressed herein 
reflect the authorôs preliminary thoughts when initially written and are not necessarily those of Thompson 
Coburn LLP (or even of the author).  Before using any information contained in these materials, a 
taxpayer should seek advice based on the taxpayerôs particular circumstances from an independent tax 
advisor.  Tax advisors should research these issues independently rather than rely on these materials. 
This document may be cited as Gorin, [number and name of part as shown in the Table of Contents], 
ñStructuring Ownership of Privately-Owned Businesses: Tax and Estate Planning Implicationsò 
(printed 10/30/2018), available by emailing the author at sgorin@thompsoncoburn.com.  The author 
refers to this document not as a ñtreatiseò or ñbookò but rather as his ñmaterials,ò because the author 
views this as a mere compilation of preliminary ideas (albeit a large compilation) and not as a scholarly 
work. 
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ThompsonCoburnNews@tcinstitute.com to your ñtrustedò list so that your spam blocker 
will not block it. Send any inquiries to the author at sgorin@thompsoncoburn.com and 
not to ThompsonCoburnNews@tcinstitute.com, which is not the authorôs email address 
but rather is an address used to transmit newsletters. 

You might also check out the authorôs blog at 
http://www.thompsoncoburn.com/insights/blogs/business-succession-solutions. 

II.A.1.e. Personal Holding Company Tax 

Code § 541 provides that any personal holding company is taxed on 20% of its undistributed 
personal holding company income. 

Code § 541 is intended to require most C Corporations with excess investment income to pay 
dividends.59  ñUndistributed personal holding company incomeò is the excess of a personal 
holding companyôs adjusted taxable income60 over dividends paid or deemed paid.61  Dividends 
paid or deemed paid include dividends paid during or shortly after62 the taxable year, consent 
dividends63 for the taxable year, and dividends carried over from a prior year64 for purposes of 
this test.65 

                                                
59 ñDividendò means a taxable dividend paid from the corporationôs current or accumulated earnings and 
profits.  Code § 562(a).  Preferred dividends do not count, except from a publicly offered regulated 
investment company or a publicly offered REIT.  Code § 562(c)(1). 
60 Code § 545(b) adjusts taxable income for various federal income tax and similar taxes, adjusts the 
charitable contribution deduction, disallows certain dividend-received deductions, adjusts the deduction 
for net operating losses, deducts U.S. net after-tax capital gain, and limits depreciation to that allowed 
with respect to rental income. 
61 Code § 545(a). 
62 Code § 563 allows a corporation to elect to treat a dividend paid after the close of any taxable year and 
on or before the 15th day of the fourth month following the close of such taxable year to be considered as 
paid on the last day of that taxable year.  However, the amount so elected cannot  exceed either the 
corporationôs undistributed personal holding company income for the taxable year, computed without 
regard to this rule, or 20% of the sum of the dividends paid during the taxable year, computed without 
regard to this rule. 
63 A corporation and its shareholders may agree to deem dividends as paid on the last day of the 
corporationôs taxable year, Code § 565(a), and contributed to the capital of the corporation by the 
shareholder on that last day.  Code § 565(c).  However, generally the deemed dividend must qualify 
under fn 59.  Code § 565(b). 
64 Code § 564(b) determines the dividend carryover as follows: 

(1) For each of the 2 preceding taxable years there shall be determined the taxable income 
computed with the adjustments provided in section 545 (whether or not the taxpayer was a 
personal holding company for either of such preceding taxable years), and there shall also be 
determined for each such year the deduction for dividends paid during such year as provided 
in section 561 (but determined without regard to the dividend carryover to such year). 

(2) There shall be determined for each such taxable year whether there is an excess of such 
taxable income over such deduction for dividends paid or an excess of such deduction for 
dividends paid over such taxable income, and the amount of each such excess. 

(3) If there is an excess of such deductions for dividends paid over such taxable income for the 
first preceding taxable year, such excess shall be allowed as a dividend carryover to the 
taxable year. 

(4)  If there is an excess of such deduction for dividends paid over such taxable income for the 
second preceding taxable year, such excess shall be reduced by the amount determined in 
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Code § 542(a) provides that, unless excluded from this tax, 66  a corporation is a ñpersonal 
holding companyò if: 

(1) Adjusted ordinary gross income requirement.  At least 60 percent of its adjusted 
ordinary gross income (as defined in section 543(b)(2)) for the taxable year is 
personal holding company income (as defined in section 543(a)), and 

                                                
paragraph (5), and the remainder of such excess shall be allowed as a dividend carryover to 
the taxable year. 

(5) The amount of the reduction specified in paragraph (4) shall be the amount of the excess of 
the taxable income, if any, for the first preceding taxable year over such deduction for 
dividends paid, if any, for the first preceding taxable year. 

65 Code § 561. 
66 Code § 542(c) excludes the following: 

(1) a corporation exempt from tax under subchapter F (sec. 501 and following); 
(2) a bank as defined in section 581, or a domestic building and loan association within the 

meaning of section 7701(a)(19); 
(3) a life insurance company; 
(4) a surety company; 
(5) a foreign corporation, 
(6) a lending or finance company if- 

(A) 60 percent or more of its ordinary gross income (as defined in section 543(b)(1)) is 
derived directly from the active and regular conduct of a lending or finance business; 

(B) the personal holding company income for the taxable year (computed without regard to 
income described in subsection (d)(3) and income derived directly from the active and 
regular conduct of a lending or finance business, and computed by including as personal 
holding company income the entire amount of the gross income from rents, royalties, 
produced film rents, and compensation for use of corporate property by shareholders) is 
not more than 20 percent of the ordinary gross income; 

(C) the sum of the deductions which are directly allocable to the active and regular conduct of 
its lending or finance business equals or exceeds the sum of- 
(i) 15 percent of so much of the ordinary gross income derived therefrom as does not 

exceed $500,000, plus 
(ii) 5 percent of so much of the ordinary gross income derived therefrom as 

exceeds $500,000; and 
(D) the loans to a person who is a shareholder in such company during the taxable year by or 

for whom 10 percent or more in value of its outstanding stock is owned directly or 
indirectly (including, in the case of an individual, stock owned by members of his family 
as defined in section 544(a)(2)), outstanding at any time during such year do not 
exceed $5,000 in principal amount; 

(7) a small business investment company which is licensed by the Small Business Administration 
and operating under the Small Business Investment Act of 1958 (15 U.S.C. 661 and 
following) and which is actively engaged in the business of providing funds to small business 
concerns under that Act.  This paragraph shall not apply if any shareholder of the small 
business investment company owns at any time during the taxable year directly or indirectly 
(including, in the case of an individual, ownership by the members of his family as defined in 
section 544(a)(2)) a 5 per centum or more proprietary interest in a small business concern to 
which funds are provided by the investment company or 5 per centum or more in value of the 
outstanding stock of such concern; and 

(8) a corporation which is subject to the jurisdiction of the court in a title 11 or similar case (within 
the meaning of section 368(a)(3)(A)) unless a major purpose of instituting or continuing such 
case is the avoidance of the tax imposed by section 541. 

Code § 542(d) further describes Code § 542(c)(6). 
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(2) Stock ownership requirement.  At any time during the last half of the taxable year 
more than 50 percent in value of its outstanding stock is owned, directly or indirectly, 
by or for not more than 5 individuals.  For purposes of this paragraph, an 
organization described in section 401(a), 501(c)(17), or 509(a) or a portion of a trust 
permanently set aside or to be used exclusively for the purposes described in 
section 642(c) or a corresponding provision of a prior income tax law shall be 
considered an individual. 

In calculating adjusted ordinary gross income, any business income is based on gross receipts, 
not net income.67 

Code § 543(a) provides that ñpersonal holding company incomeò means the portion of the 
adjusted ordinary gross income consisting of: 

(1) Dividends, etc.  Dividends, interest, royalties (other than mineral, oil, or gas royalties 
or copyright royalties), and annuities.  This paragraph shall not apply to- 

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

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

(C) dividends received by a United States shareholder (as defined in section 951(b)) 
from a controlled foreign corporation (as defined in section 957(a)). 

(D) active business computer software royalties (within the meaning of 
subsection (d)), and 

(E) interest received by a broker or dealer (within the meaning of section 3(a)(4) 
or (5) of the Securities and Exchange Act of 1934) in connection with- 

(i) any securities or money market instruments held as property described in 
section 1221(a)(1), 

(ii) margin accounts, or 

(iii) any financing for a customer secured by securities or money market 
instruments. 

(2) Rents.  The adjusted income from rents; except that such adjusted income shall not 
be included if- 

                                                
67 Reg. § 1.542-2 begins: 

To meet the gross income requirement it is necessary that at least 80 percent of the total gross 
income of the corporation for the taxable year be personal holding company income as defined in 
section 543 and §§1.543-1 and 1.543-2. For the definition of ñgross incomeò see section 61 and 
§§1.61-1 through 1.61-14. Under such provisions gross income is not necessarily synonymous 
with gross receipts. 

The latter refers to the fact that basis, cost of goods sold, and similar items are subtracted. 
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(A) such adjusted income constitutes 50 percent or more of the adjusted ordinary 
gross income, and 

(B) the sum of- 

(i) the dividends paid during the taxable year (determined under section 562), 

(ii) the dividends considered as paid on the last day of the taxable year under 
section 563(d) (as limited by the second sentence of section 563(b)), and 

(iii) the consent dividends for the taxable year (determined under section 565), 

equals or exceeds the amount, if any, by which the personal holding company 
income for the taxable year (computed without regard to this paragraph and 
paragraph (6), and computed by including as personal holding company income 
copyright royalties and the adjusted income from mineral, oil, and gas royalties) 
exceeds 10 percent of the ordinary gross income. 

(3) Mineral, oil, and gas royalties.  The adjusted income from mineral, oil, and gas 
royalties; except that such adjusted income shall not be included if- 

(A) such adjusted income constitutes 50 percent or more of the adjusted ordinary 
gross income, 

(B) the personal holding company income for the taxable year (computed without 
regard to this paragraph, and computed by including as personal holding 
company income copyright royalties and the adjusted income from rents) is not 
more than 10 percent of the ordinary gross income, and 

(C) the sum of the deductions which are allowable under section 162 (relating to 
trade or business expenses) other than- 

(i) deductions for compensation for personal services rendered by the 
shareholders, and 

(ii) deductions which are specifically allowable under sections other than 
section 162, 

equals or exceeds 15 percent of the adjusted ordinary gross income. 

(4) Copyright royalties.  Copyright royalties; except that copyright royalties shall not be 
included if- 

(A) such royalties (exclusive of royalties received for the use of, or right to use, 
copyrights or interests in copyrights on works created in whole, or in part, by any 
shareholder) constitute 50 percent or more of the ordinary gross income, 

(B) the personal holding company income for the taxable year computed- 

(i) without regard to copyright royalties, other than royalties received for the use 
of, or right to use, copyrights or interests in copyrights in works created in 
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whole, or in part, by any shareholder owning more than 10 percent of the total 
outstanding capital stock of the corporation, 

(ii) without regard to dividends from any corporation in which the taxpayer owns 
at least 50 percent of all classes of stock entitled to vote and at least 
50 percent of the total value of all classes of stock and which corporation 
meets the requirements of this subparagraph and subparagraphs (A) and (C), 
and 

(iii) by including as personal holding company income the adjusted income from 
rents and the adjusted income from mineral, oil, and gas royalties, 

is not more than 10 percent of the ordinary gross income, and 

(C) the sum of the deductions which are properly allocable to such royalties and 
which are allowable under section 162, other than- 

(i) deductions for compensation for personal services rendered by the 
shareholders, 

(ii) deductions for royalties paid or accrued, and 

(iii) deductions which are specifically allowable under sections other than 
section 162, 

equals or exceeds 25 percent of the amount by which the ordinary gross income 
exceeds the sum of the royalties paid or accrued and the amounts allowable as 
deductions under section 167 (relating to depreciation) with respect to copyright 
royalties. 

For purposes of this subsection, the term ñcopyright royaltiesò means compensation, 
however designated, for the use of, or the right to use, copyrights in works protected 
by copyright issued under title 17 of the United States Code and to which copyright 
protection is also extended by the laws of any country other than the United States of 
America by virtue of any international treaty, convention, or agreement, or interests 
in any such copyrighted works, and includes payments from any person for 
performing rights in any such copyrighted work and payments (other than produced 
film rents as defined in paragraph (5)(B)) received for the use of, or right to use, 
films.  For purposes of this paragraph, the term ñshareholderò shall include any 
person who owns stock within the meaning of section 544.  This paragraph shall not 
apply to active business computer software royalties. 

(5) Produced film rents. 

(A) Produced film rents; except that such rents shall not be included if such rents 
constitute 50 percent or more of the ordinary gross income. 

(B) For purposes of this section, the term ñproduced film rentsò means payments 
received with respect to an interest in a film for the use of, or right to use, such 
film, but only to the extent that such interest was acquired before substantial 
completion of production of such film. In the case of a producer who actively 
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participates in the production of the film, such term includes an interest in the 
proceeds or profits from the film, but only to the extent such interest is 
attributable to such active participation. 

(6) Use of corporate property by shareholder. 

(A) Amounts received as compensation (however designated and from whomever 
received) for the use of, or the right to use, tangible property of the corporation in 
any case where, at any time during the taxable year, 25 percent or more in value 
of the outstanding stock of the corporation is owned, directly or indirectly, by or 
for an individual entitled to the use of the property (whether such right is obtained 
directly from the corporation or by means of a sublease or other arrangement). 

(B) Subparagraph (A) shall apply only to a corporation which has personal holding 
company income in excess of 10 percent of its ordinary gross income. 

(C) For purposes of the limitation in subparagraph (B), personal holding company 
income shall be computed- 

(i) without regard to subparagraph (A) or paragraph (2), 

(ii) by excluding amounts received as compensation for the use of (or right to 
use) intangible property (other than mineral, oil, or gas royalties or copyright 
royalties) if a substantial part of the tangible property used in connection with 
such intangible property is owned by the corporation and all such tangible 
and intangible property is used in the active conduct of a trade or business by 
an individual or individuals described in subparagraph (A), and 

(iii) by including copyright royalties and adjusted income from mineral, oil, and 
gas royalties. 

(7) Personal service contracts. 

(A) Amounts received under a contract under which the corporation is to furnish 
personal services; if some person other than the corporation has the right to 
designate (by name or by description) the individual who is to perform the 
services, or if the individual who is to perform the services is designated (by 
name or by description) in the contract; and 

(B) amounts received from the sale or other disposition of such a contract. 

This paragraph shall apply with respect to amounts received for services under a 
particular contract only if at some time during the taxable year 25 percent or more in 
value of the outstanding stock of the corporation is owned, directly or indirectly, by or 
for the individual who has performed, is to perform, or may be designated (by name 
or by description) as the one to perform, such services. 

(8) Estates and trusts.  Amounts includible in computing the taxable income of the 
corporation under part I of subchapter J (sec. 641 and following, relating to estates, 
trusts, and beneficiaries). 
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Code § 543(b)(2) provides that ordinary gross income is adjusted as follows to determine 
ñadjusted ordinary gross incomeò: 

(A) Rents.  From the gross income from rents (as defined in the second sentence of 
paragraph (3) of this subsection) subtract the amount allowable as deductions for- 

(i) exhaustion, wear and tear, obsolescence, and amortization of property other than 
tangible personal property which is not customarily retained by any one lessee 
for more than three years, 

(ii) property taxes, 

(iii) interest, and 

(iv) rent, 

to the extent allocable, under regulations prescribed by the Secretary, to such gross 
income from rents. The amount subtracted under this subparagraph shall not exceed 
such gross income from rents. 

(B) Mineral royalties, etc.  From the gross income from mineral, oil, and gas royalties 
described in paragraph (4), and from the gross income from working interests in an 
oil or gas well, subtract the amount allowable as deductions forð- 

(i) exhaustion, wear and tear, obsolescence, amortization, and depletion, 

(ii) property and severance taxes, 

(iii) interest, and 

(iv) rent, 

to the extent allocable, under regulations prescribed by the Secretary, to such gross 
income from royalties or such gross income from working interests in oil or gas wells. 
The amount subtracted under this subparagraph with respect to royalties shall not 
exceed the gross income from such royalties, and the amount subtracted under this 
subparagraph with respect to working interests shall not exceed the gross income 
from such working interests. 

(C) Interest.  There shall be excluded- 

(i) interest received on a direct obligation of the United States held for sale to 
customers in the ordinary course of trade or business by a regular dealer who is 
making a primary market in such obligations, and 

(ii) interest on a condemnation award, a judgment, and a tax refund. 

(D) Certain excluded rents.  From the gross income consisting of compensation 
described in subparagraph (D) of paragraph (3) subtract the amount allowable as 
deductions for the items described in clauses (i), (ii), (iii), and (iv) of 
subparagraph (A) to the extent allocable, under regulations prescribed by the 
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Secretary, to such gross income.  The amount subtracted under this subparagraph 
shall not exceed such gross income. 

II.A.2.f. Shareholders Eligible to Hold S corporation Stock 

To be eligible for an S election, a corporation must be a domestic corporation that is not an 
ineligible corporation and does not have:134 

¶ more than 100 shareholders, 

¶ a shareholder who is a person (other than an estate, an eligible trust,135 or a qualified 
retirement plan136 or charity137) who is not an individual,138 

¶ a nonresident alien as a shareholder, and 

¶ more than 1 class of stock. 

As mentioned above, a person who does not hold formal legal title but has a community 
property interest in stock is counted as a shareholder whose consent is required. 139  
Accordingly, consider making sure that the spouse of each shareholder, who lives or has lived 
in a community property state, is not and does not become a nonresident alien. 

However, an electing small business trust (ESBT)140 may have a nonresident alien (NRA) as a 
permissible current distributee.141  Thus, one may give or bequeath stock to NRA by making 
sure the bequest is to a trust that has an ESBT election in place.  Make sure, however, that 
Code § 678 does not make the NRA a deemed owner. 142 

If an individual holds S corporation stock through a disregarded entity, the individual and not the 
disregarded entity is treated as the shareholder, whether the disregarded entity is a single 

                                                
134 Code § 1361(b)(1). 
135 Code § 1361(c)(2) describes eligible trusts, which are described in more detail in part III.A.3 Trusts 
Holding Stock in S corporations. 
136 Described in Code § 401(a) and exempt from taxation under Code § 501(a). 
137 Described in Code § 501(c)(3) and exempt from taxation under Code § 501(a). 
138 Although a corporation cannot hold stock in an S corporation, a parent S corporation may elect to treat 
its wholly owned subsidiary as a ñqualified subchapter S subsidiary,ò which is treated as a disregarded 
entity.  See part II.A.2.g Qualified Subchapter S Subsidiary. 
139 See part II.A.2.e.ii Procedure for Making the S Election; Verifying the S Election; Relief for Certain 
Defects in Making the Election, especially fns. 121-122. 
140 See part III.A.3.e.ii ESBTs 
141 Code § 1361(c)(2)(B)(v) provides: 

In the case of a trust described in clause (v) of subparagraph (A), each potential current 
beneficiary of such trust shall be treated as a shareholder; except that, if for any period there is 
no potential current beneficiary of such trust, such trust shall be treated as the shareholder during 
such period.  This clause shall not apply for purposes of subsection (b)(1)(C). 

The first sentence states that each person who may receive a distribution for the current taxable year is 
counted as a shareholder, so that an ESBT cannot have any such beneficiaries whose stock ownership 
would make the S corporation ineligible.  However, 2017 tax reform added the last sentence, stating the 
usual disqualification of an NRA does not apply if the NRA is merely a beneficiary of an ESBT. 
142 See part III.B.2.i Code § 678 (Beneficiary Grantor) Trusts. 
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member LLC,143 is a partnership of disregarded entities all taxed to the same person (and 
therefore the partnership itself is disregarded),144 or is an unincorporated entity owned by a 
married couple as community property that the couple elects to treat as disregarded.145  Note, of 
course, that such a disregarded entity146  or nominee147  could easily be transformed into a 
partnership, thereby becoming an ineligible shareholder; however, inadvertent termination relief 
may be available.148  Bequeathing a partnership interest to the only other partner through oneôs 

                                                
143 Letter Rulings 9739014 and 200008015, which are implicitly reinforced by fn. 147. 
144  Letter Rulings 200008015 and 200513001 (the latter expressly mentioning that Rev. Rul. 2004-77 
disregards a partnership of disregarded entities all taxed to the same person), which are implicitly 
reinforced by fn. 147.  Also see fn. 293 in part II.B Limited Liability Company (LLC), discussing generally 
when an LLC with more than one member constitutes a disregarded entity. 
145 Letter Ruling 201610007.  For disregarding such an entity, see Rev. Proc. 2002-69, which is described 
in fn. 311, found in part II.B Limited Liability Company (LLC).  Rev. Proc. 2002-69 allows a married couple 
to disregard the entity by reporting its activity directly on their tax returns.  In Letter Ruling 201610007, the 
couple filed partnership tax returns, which the Letter Ruling ruled was an inadvertent termination.  The 
IRS approved the S election so long as the couple elected to disregard the entity as provided in Rev. 
Proc. 2002-69 for all open taxable years. 
146  Regarding a partnership of disregarded entities, Letter Ruling 201730002 granted inadvertent 
termination relief for the following: 

On Date 2, A, the sole shareholder of X, transferred Aôs entire interest in X to Y, a limited liability 
company wholly owned by A and treated as a disregarded entity for federal tax purposes.  On 
Date 3, A transferred a n% interest in Y to Trust, a grantor trust that was treated (under subpart E 
of part I of subchapter J of chapter 1) as entirely owned by A.  Trust was an eligible shareholder 
under § 1361(c)(2)(A)(i).  On Date 4, A died, causing Trust to cease being a grantor trust.  On 
Date 4, Xôs S corporation election terminated as Y, the sole owner of X, became a partnership for 
federal tax purposes, an ineligible shareholder.  On Date 5, Y redeemed the shares of Estate 
(which were received by Estate at Aôs death), causing Y to be treated as a disregarded entity 
owned by Trust for federal tax purposes. 

147 Reg. § 1.1361-1(e)(1), added by T.D. 8600 (7/20/1995), includes: 
The person for whom stock of a corporation is held by a nominee, guardian, custodian, or an 
agent is considered to be the shareholder of the corporation for purposes of this paragraph (e) 
and paragraphs (f) and (g) of this section.  For example, a partnership may be a nominee of 
S corporation stock for a person who qualifies as a shareholder of an S corporation.  However, if 
the partnership is the beneficial owner of the stock, then the partnership is the shareholder, and 
the corporation does not qualify as a small business corporation. 

In light of the regulation expressly authorizing nominees, the Letter Rulings in fns. 143 and 144 ignoring 
disregarded entities seem doubly well-grounded (grounded in the check-the-box regulations and this 
regulation). 
Note also that a partnership that has long ago wound up its operations might be an eligible shareholder.  
See fn. 151. 
148 Letter Ruling 200841007 granted relief as follows: 

A, an individual, owned X stock indirectly through Y, Aôs wholly-owned limited liability company, 
which was a disregarded entity for federal tax purposes.  On D2 of Year 1, A transferred interests 
in Y to each of Trust 1, Trust 2, Trust 3, Trust 4, and Trust 5 (collectively, the Trusts), which are 
represented as having been wholly-owned grantor trusts under § 671 with respect to A.  A died 
on D3 of Year 1 and Y became a partnership for federal tax purposes.  A partnership is not an 
eligible S corporation shareholder and therefore, Xôs S corporation election terminated on D3 of 
Year 1. On D4 of Year 1, Y liquidated and distributed its X stock among the Trusts. 
é we conclude that Xôs S corporation election terminated on D3 of Year 1 and that the 
termination was inadvertent within the meaning of § 1362(f).  We further hold that, pursuant to the 
provisions of § 1362(f), X will be treated as continuing to be an S corporation from D3 to D4 of 
Year 1 and thereafteré. 
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will generally is not enough to prevent the partnership from being a separate entity, because the 
process of estate administration causes the estate itself to have a legal life.149  Query whether a 
nonprobate transfer through a transfer on death statute150 might be considered instantaneous, 
because any claims are asserted after the transfer to the beneficiary, not before.  Having the 
partnership term end upon the death of the grantor of multiple grantor trusts that are the sole 
partners might prevent the stock from being considered owned by a partnership,151 but I would 
not recommend that in planning mode.  Rather than hold S corporation stock in a partnership 
that is a disregarded entity and risk the need for an inadvertent termination ruling, consider 

                                                
Letter Rulings 201709015, 200237011 and 200237014 also granted inadvertent termination relief for a 
partnership owning S corporation stock.  In granting relief, Letter Ruling 201709015 treated the partners 
as the shareholders, allowing QSST and ESBT elections retroactive to when the partnership first obtained 
the stock. 
Letter Rulings 8948015 (partnership and individuals transfer to empty shell), 8934020 (transfer to empty 
shell), 8926016 (transfer to empty shell), 9010042 (transfer to empty shell), and 9421022 (transfer to 
empty shell) ignored transitory ownership by a partnership of an S corporation as part of a series of 
immediately effective transactions.  See also parts II.A.2.j.ii Disregarding Transitory Owners 
and II.P.3.d.i Formless Conversion, text accompanying fn. 3344 (formless conversion of a partnership to 
an S corporation the same as a Code § 351 followed by a liquidation of the partnership, and the transitory 
ownership of the S corporation by the partnership is disregarded). 
149 Rev. Rul. 62-116. 
150 See, e.g., RSMo Chapter 461. 
151 Guzowski v. Commissioner, T.C. Memo. 1967-145, approved ownership of S corporation stock by a 
partnership that had terminated, but its termination had occurred long before the S election was made: 

In the final analysis, our decision turns on whether paper transfer of the shares from the 
Partnership to the individual Guzowskis was required.  The Partnership discontinued 
manufacturing operations by February 28, 1953 and all other operations by June 30, 1953.  
Sometime after that date all of the assets were disposed of.  The term of the Partnership expired 
on January 2, 1957, and there is not one scintilla of evidence that there was any intent or action 
on the part of the partners to extend the term.  Long prior to September 2, 1958ðthe critical date 
for our purposesðthe Partnership was in limbo.  The only possible remaining vestige of 
partnership identity stems from the fact that a certificate for 100,000 shares of stock of the 
Corporation was registered in the name of the Partnership.  Even assuming that this certificate 
had not been cancelled and new certificates had not been issued in the names of the individual 
partnersðas to which there was considerable confusing and conflicting testimonyðwe are 
satisfied that the ownership of the stock had passed to the partners individually.  Stock 
certificates and stock record books are only one indication of who the real shareholders are.  
Bijou Park Properties, 47 T.C. 207 (1966).  Sections 761 and 7701 define ñpartnershipò as an 
unincorporated organization ñthrough or by means of which any business, financial operation, or 
venture is carried on.ò  Cf. sec. 1.708-1, Income Tax Regs.  The touchstone of a partnership is 
activity.  Cf. Seattle Renton Lumber Co. v. United States, 135 F.2d 989 (C.A. 9, 1943); Albert 
Bettens, 19 B.T.A. 1166 (1930); Royal Wet Wash Laundry, Inc., 14 B.T.A. 470 (1928).  Mere 
common ownership of property is not to be equated with the existence of a partnership.  Cf. 
George Rothenberg, 48 T.C. ð (June 21, 1967); see 6 Mertens, Law of Federal Income Taxation 
(Zimet Revision), sec. 35.02. 
We have previously held that the absence of formal steps to change the identity of a stockholder 
is not critical in determining the applicability of Subchapter S.  Old Virginia Brick Co., 44 T.C. 724 
(1965), affd. 367 F.2d 276 (C.A. 4, 1966).  We hold that, under the circumstances of this case, 
the stock of the corporation was owned by the four Guzowskis in their individual capacities at all 
times from and after September 2, 1958 and that the Subchapter S election was valid. 

This case preceded Reg. § 1.1361-1(e)(1), which allows a partnership to hold S corporation stock as a 
nominee; see fn. 147. 
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whether the S corporationôs business can be moved to a partnership;152 such an arrangement 
can be done seamlessly via merger or conversion statutes through a reorganization under 
Code § 368(a)(1)(F),153 and the IRS generally accepts using a partnership to avoid concerns 
over ineligible shareholders.154 

If an S corporation that is a partner in a partnership gives its stock to an employee of the 
partnership as compensation, which presumably would be treated as contributing the stock to 
the partnership and the partnership then transferring the stock as compensation to the 
employee,155 the partnership will not be treated as a momentary owner of the S corporation 
stock.156 

In counting the number of shareholders, the following are treated as 1 shareholder:157 

¶ a husband and wife (and their estates), and 

¶ all members of a family (and their estates). 

The term ñmembers of a familyò means a common ancestor, any lineal descendant of such 
common ancestor, and any spouse or former spouse of such common ancestor or any such 
lineal descendant.158 

An individual is considered to be a common ancestor only if, on the applicable date, the 
individual is not more than six generations removed from the youngest generation of 
shareholders who otherwise would be members of the family.159  ñApplicable dateò means the 
latest of the date the S election is made, the earliest date that a member of the family holds 
stock in the S corporation, or October 22, 2004.160  The test is only applied as of the applicable 
date, and lineal descendants (and spouses) more than six generations removed from the 
common ancestor will be treated as members of the family even if they acquire stock in the 
corporation after that date.161 

                                                
152 As described in parts II.E.5 Recommended Long-Term Structure for Pass-Throughs ï Description and 
Reasons and II.E.6 Recommended Partnership Structure ï Flowchart, a partnership (whether LLC or 
limited partnership) generally has tax characteristics better than that of an S corporation. 
153  See part II.E.7.c Flowcharts:  Migrating Existing Corporation into Preferred Structure, especially 
part II.E.7.c.i.(b) Use F Reorganization to Form LLC.  See also part II.P.3.i Change of State Law Entity 
without Changing Corporate Tax Attributes ï Code § 368(a)(1)(F) Reorganization. 
154 See part II.A.2.j.i Using a Partnership to Avoid S corporation Limitations on Identity or Number of 
Owners or to Permit Non-Pro Rata Equity Interests. 
155 Presumably such a transfer would be analogous to a shareholderôs transfer of stock to an employee of 
the corporation described in part II.M.4.c.i When a Gift to an Employee Is Compensation and Not a Gift, 
fn. 3043. 
156 Letter Ruling 200009029. 
157 Code § 1361(c)(1)(A). 
158 Code § 1361(c)(1)(B)(i).  Any legally adopted child of an individual, any child who is lawfully placed 
with an individual for legal adoption by the individual, and any eligible foster child of an individual (under 
Code § 152(f)(1)(C)), shall be treated as a child of such individual by blood.  Code § 1361(c)(1)(C). 
159 Code § 1361(c)(1)(B)(ii).  For purposes of the preceding sentence, a spouse (or former spouse) shall 
be treated as being of the same generation as the individual to whom such spouse is (or was) married. 
160 Code § 1361(c)(1)(B)(iii). 
161 Reg. § 1.1361-1(e)(3)(i). 
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The members of a family are treated as one shareholder solely for purposes of counting 
shareholders.162 Each member of the family who owns or is deemed to own stock must be an 
eligible shareholder.163 Although a person may be a member of more than one family under 
these rules, each family (not all of whose members are also members of the other family) will be 
treated as one shareholder.164 

In counting shareholders, the estate or grantor trust of a deceased member of the family will be 
considered to be a member of the family during the period in which the estate or trust (such trust 
during the two years the trust is eligible) holds stock in the S corporation, and the members of 
the family also include:165 

¶ In the case of an ESBT, each potential current beneficiary who is a member of the 
family; 

¶ In the case of a QSST, the income beneficiary who makes the QSST election, if that 
income beneficiary is a member of the family; 

¶ In the case of a qualified voting trust, each beneficiary who is a member of the family; 

¶ The deemed owner of a grantor trust if that deemed owner is a member of the family; 
and  

¶ The owner of an entity disregarded as an entity separate from its owner under the 
check-the-box rules, if that owner is a member of the family. 

II.A.2.g. Qualified Subchapter S Subsidiary (QSub) 

An S corporation can own a wholly owned subsidiary, which the Code calls a ñqualified 
subchapter S subsidiaryò166 and the regulations and this author refer to as a QSub.167 

A QSub is any domestic corporation that is not an ineligible corporation,168 is wholly owned by 
an S corporation, and that the parent elects to treat as a QSub.169  The parent files Form 8869 
no more than 12 months before or 2 months and 15 days after the electionôs effective date.170  
For relief for a late election, see part II.A.2.e.ii Procedure for Making the S Election; Verifying 

                                                
162 Reg. § 1.1361-1(e)(3)(i). 
163 Reg. § 1.1361-1(e)(3)(i). 
164 Reg. § 1.1361-1(e)(3)(i). 
165 Reg. § 1.1361-1(e)(3)(ii). 
166 Code § 1361(b)(3), especially Code § 1361(b)(3)(B). 
167 Reg. § 1.1361-2(a). 
168 Referring to Code § 1362(b)(2), which provides that the following are ineligible to make an S election: 

(A) a financial institution which uses the reserve method of accounting for bad debts described in 
section 585, 

(B) an insurance company subject to tax under subchapter L, 
(C) a corporation to which an election under section 936 applies, or 
(D) a DISC or former DISC. 

169 Code § 1361(b)(3)(B); Reg. § 1.1361-2(a). 
170 Reg. § 1.1361-3(a)(4).  If the parent is a newly formed holding company and the subsidiary is electing 
to be a QSub, see fn 3429 in part II.P.3.i Change of State Law Entity without Changing Corporate Tax 
Attributes ï Code § 368(a)(1)(F) Reorganization. 
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the S Election; Relief for Certain Defects in Making the Election, especially part II.A.2.e.iv Relief 
for Late QSub Elections. 

A QSub is not treated as a separate corporation, and all of the QSubôs assets, liabilities, and 
items of income, deduction, and credit are treated as assets, liabilities, and such items (as the 
case may be) of its parent;171 this treatment applies for all purposes of the Code, except as 
provided in regulations.172  Reg. § 1.1361-4(a)(1) states that this rule applies ñfor Federal tax 
purposes,ò except for certain provisions it references: 

¶ If the parent or a QSub is a bank, then the special bank rules govern items of income, 
deduction, and credit at the bank entity level; however, after applying those rules, all of the 
QSubôs assets, liabilities, and items of income, deduction, and credit, as determined in 
accordance with the special bank rules, are treated as the parentôs.173 

¶ A QSub is treated as a separate corporation for purposes of its Federal tax liabilities with 
respect to any taxable period for which the QSub was treated as a separate corporation, 
Federal tax liabilities of any other entity for which the QSub is liable, and refunds or credits 
of Federal tax.174 

¶ A QSub is treated as a separate corporation for purposes of Federal employment taxes and 
withholding.175 

¶ A QSub is treated as a separate corporation for purposes of certain excise taxes,176 none of 
which seem to have anything to do with estate, gift, or generation-skipping transfer taxes.177 

                                                
171 CCA 201552026 asserts that a parent may not take a Code § 165(g)(3) worthless stock deduction with 
respect to its QSubôs stock. 
172 Code § 1361(b)(3)(A). 
173 Reg. § 1.1361-4(a)(3), especially Reg. § 1.1361-4(a)(3)(ii), Example (2). 
174 Reg. § 1.1361-4(a)(6). 
175 Reg. § 1.1361-4(a)(7) provides: 

(i) In general.  A QSub is treated as a separate corporation for purposes of Subtitle C -
Employment Taxes and Collection of Income Tax (Chapters 21, 22, 23, 23A, 24, and 25 of 
the Internal Revenue Code). 

(ii) Effective/applicability date.  This paragraph (a)(7) applies with respect to wages paid on or 
after January 1, 2009. 

176 Reg. § 1.1361-4(a)(8) provides: 
(i) In general.  A QSub is treated as a separate corporation for purposes ofð 

(A) Federal tax liabilities imposed by Chapters 31, 32 (other than section 4181), 33, 34, 35, 
36 (other than section 4461), 38, and 49 of the Internal Revenue Code, or any floor 
stocks tax imposed on articles subject to any of these taxes; 

(B) Collection of tax imposed by Chapters 33 and 49 of the Internal Revenue Code; 
(C) Registration under sections 4101, 4222, and 4412; 
(D) Claims of a credit (other than a credit under section 34), refund, or payment related to a 

tax described in paragraph (a)(8)(i)(A) of this section or under section 6426 or 6427; and 
(E) Assessment and collection of an assessable payment imposed by section 4980H and 

reporting required by section 6056. 
(ii) Effective/applicability date. 

(A) Except as provided in this paragraph (a)(8)(ii), paragraph (a)(8) of this section applies to 
liabilities imposed and actions first required or permitted in periods beginning on or after 
January 1, 2008. 
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¶ QSubs separately file certain information returns,178 none of which seem to have anything to 
do with estate, gift, or generation-skipping transfer taxes.179 

QSubs have some nice uses.  First, suppose one would like to drop all of an S corporationôs 
assets into a partnership, per part II.E.5 Recommended Long-Term Structure for Pass-
Throughs ï Description and Reasons.  The shareholders can contribute their stock to a new 
corporation and make a QSub election for the old S corporation, both as part of a tax-free 
reorganization, 180  then merge the QSub into a new disregarded LLC as a disregarded 
transaction, even if the new LLC converts to a partnership immediately thereafter; 181  this 

                                                
(B) References to Chapter 49 in paragraph (a)(8) of this section apply to taxes imposed on 

amounts paid on or after July 1, 2012. 
(C) Paragraph (a)(8)(i)(E) of this section applies for periods after December 31, 2014. 

Reg. § 1.1361-4T(a)(8)(iii)(A) treated a QSub as a separate corporation for purposes of Chapter 49, the 
latter of which imposed a tax on indoor tanning services.  Reg. § 1.1361-4T(a)(8)(iii)(C) provided that 
Reg. § 1.1361-4T(a)(8)(iii)(A) expired June 22, 2015. 
177  Estate, gift, or generation-skipping transfer taxes are imposed by Chapters 11, 12, and 13, 
respectively.  Special valuation rules are in Chapter 14.  Code §§ 6161, 6163, 6165 and 6166, relating to 
estate tax extensions, are in Chapter 62.  Liens, including Code §§ 6324, 6324A, and 6324B (relating to 
estate and gift taxes, Code § 6166 deferral, and special use valuation) are in Chapter 64. 
178 Reg. § 1.1361-4(a)(9) provides: 

(i) In general.  Except to the extent provided by the Secretary or Commissioner in guidance 
(including forms or instructions), paragraph (a)(1) of this section shall not apply to part III of 
subchapter A of chapter 61, relating to information returns. 

(ii) Effective/applicability date.  This paragraph (a)(9) is effective on August 14, 2008. 
179  Part III of subchapter A of chapter 61 consists of Code §§ 6031-6060.  Although Code §§ 6034, 
6034A, and 6035 deal with information returns filed by trusts and estates, they are meaningless in a 
QSub context because a trust or estate would own the parent, not the QSub (given that a QSub must be 
wholly owned by a parent corporation).  Estate and gift tax returns are required by Code §§ 6018 
and 6019, respectively, which are in Part II, not Part III, of subchapter A of chapter 61.  Generation-
skipping transfer tax returns are required by Code § 2662, which is in Chapter 13. 
180  See part II.P.3.i Change of State Law Entity without Changing Corporate Tax Attributes ï 
Code § 368(a)(1)(F) Reorganization, especially fn. 3429, which includes the procedure when one 
combines such a reorganization with a QSub election.  Consider whether the election to treat the old 
S corporation as a QSub should be made before merging into the LLC, out of concern that the surviving 
LLC is not taxed as a corporation and therefore can no longer make a QSub election on behalf of the old 
S corporation.  See Letter Rulings 201501007 and 201724013. 
181 Reg. § 1.1361-5(b)(3), Example (2) clarifies that the merger into a wholly owned LLC has no federal 
income tax consequences, even if immediately thereafter the LLC is converted into a partnership, with the 
partnership tax rules governing the formation of such a partnership: 

(i) X, an S corporation, owns 100 percent of the stock of Y, a corporation for which a QSub 
election is in effect.  As part of a plan to sell a portion of Y, X causes Y to merge into T, a limited 
liability company wholly owned by X that is disregarded as an entity separate from its owner for 
Federal tax purposes.  X then sells 21 percent of T to Z, an unrelated corporation, for cash.  
Following the sale, no entity classification election is made under § 301.7701-3(c) of this 
chapter to treat the limited liability company as an association for Federal tax purposes. 

(ii) The merger of Y into T causes a termination of Yôs QSub election.  The new corporation Newco) 
that is formed as a result of the termination is immediately merged into T, an entity that is 
disregarded for Federal tax purposes.  Because, at the end of the series of transactions, the 
assets continue to be held by X for Federal tax purposes, under step transaction principles, the 
formation of Newco and the transfer of assets pursuant to the merger of Newco into T are 
disregarded.  The sale of 21 percent of T is treated as a sale of a 21 percent undivided interest 
in each of Tôs assets.  Immediately thereafter, X and Z are treated as contributing their 
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transaction is diagrammed and explained in part II.E.7.c.i.(b) Use F Reorganization to Form 
LLC.  A QSub might also allow a tiered structure to qualify for Code § 6166 estate tax deferral182 
when it might not have qualified or on more favorable terms than might otherwise have 
applied.183  It might also be used to preserve the AAA of a corporation whose S election is 
revoked.184  In the latter case, following the recommended reorganization the QSub election 
could be immediately terminated;185 terminating it the same day as the day the QSub election is 
made prevents the 5-year waiting period for re-electing QSub status186 from applying.187  The 
revocation of the QSub election is treated as forming a new C corporation.188 

                                                
respective interests in those assets to a partnership in exchange for ownership interests in the 
partnership. 

(iii) Under section 1001, X recognizes gain or loss from the deemed sale of the 21 percent interest 
in each asset of the limited liability company to Z.  Under section 721(a), no gain or loss is 
recognized by X and Z as a result of the deemed contribution of their respective interests in the 
assets to the partnership in exchange for ownership interests in the partnership. 

182 See part III.B.5.d.ii Code § 6166 Deferral, especially part III.B.5.d.ii.(b) Tiered Structures. 
183  See part II.A.2.d.i Benefits of Estate Planning Strategies Available Only for S Corporation 
Shareholders, especially the text accompanying fns. 96-99. 
184  See part II.P.3.c.v Conversion from S corporation to C Corporation then Back to S corporation, 
especially fns. 3332-3334. 
185 Reg. § 1.1361-3(b), ñRevocation of QSub election,ò provides in paragraphs (1) and (2): 

(1) Manner of revoking QSub election.  An S corporation may revoke a QSub election under 
section 1361 by filing a statement with the service center where the S corporationôs most recent 
tax return was properly filed.  The revocation statement must include the names, addresses, 
and taxpayer identification numbers of both the parent S corporation and the QSub, if any.  The 
statement must be signed by a person authorized to sign the S corporationôs return required to 
be filed under section 6037. 

(2) Effective date of revocation.  The revocation of a QSub election is effective on the date 
specified on the revocation statement or on the date the revocation statement is filed if no date 
is specified.  The effective date specified on the revocation statement cannot be more than two 
months and 15 days prior to the date on which the revocation statement is filed and cannot be 
more than 12 months after the date on which the revocation statement is filed.  If a revocation 
statement specifies an effective date more than two months and 15 days prior to the date on 
which the statement is filed, it will be effective two months and 15 days prior to the date it is 
filed. If a revocation statement specifies an effective date more than 12 months after the date on 
which the statement is filed, it will be effective 12 months after the date it is filed. 

186 Reg. § 1.1361-5(c)(1).  Code § 1361(b)(3)(D) provides: 
Election after termination.  If a corporationôs status as a qualified subchapter S subsidiary 
terminates, such corporation (and any successor corporation) shall not be eligible to make- 
(i) an election under subparagraph (B)(ii) to be treated as a qualified subchapter S subsidiary, or 
(ii) an election under section 1362(a) to be treated as an S corporation, 
before its 5th taxable year which begins after the 1st taxable year for which such termination was 
effective, unless the Secretary consents to such election. 

187 Reg. § 1.1361-3(b)(4) provides: 
Revocation before QSub election effective.  For purposes of Section 1361(b)(3)(D) and § 1.1361-
5(c) (five-year prohibition on re-election), a revocation effective on the first day the QSub election 
was to be effective will not be treated as a termination of a QSub election. 

Eustice, Kuntz & Bogdanski, Federal Income Taxation of S Corporations (WG&L), ¶ 3.08[3][g][ii] 
Revocation, includes this example: 

X, an S corporation, files a proper qualified subchapter S subsidiary election for its wholly owned 
subsidiary, S, on January 1, 2016, effective on that date.  On March 10 of the same year, while S is 
still an eligible qualified subchapter S subsidiary, X changes its mind and files a revocation of the 
election, effective January 1.  Because the intended effective date is less than two months and 
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If the parent later owns less than all of the stock of the subsidiary, the subsidiary becomes a 
C corporation.189  Consider merging a QSub into a wholly owned LLC that is a disregarded 
entity, so that its pass-flow status is not lost if ownership of part of the entity is transferred or if 
potential changes in capital structure cause equity to be deemed to be issued (it was suggested 
to me that an underpriced warrant issued in a financing might cause problems), but beware 
state income taxation if a state in which the company is subject to income tax does not treat a 
QSub as a disregarded entity190 and that a disregarded entity subsidiary might not have as 
strong an argument that Code § 6166 estate tax deferral applies.191 

                                                
fifteen days prior to the filing of the revocation statement, the revocation is effective, as stated, on 
January 1.  Because this was also the first day on which the election was to be effective, S is not 
barred from being a qualified subchapter S subsidiary, or an S corporation, in the years 
2016 to 2020. 

RIA Checkpoint ¶ 254:182 Termination by Revocation includes an example making the same point.  See 
Reg. § 1.1361-3(b)(2) in fn 185, supporting retroactive revocation in this manner. 
188 Reg. § 1.1361-5(b)(1)(i) provides: 

In general.  If a QSub election terminates under paragraph (a) of this section, the former QSub is 
treated as a new corporation acquiring all of its assets (and assuming all of its liabilities) 
immediately before the termination from the S corporation parent in exchange for stock of the new 
corporation.  The tax treatment of this transaction or of a larger transaction that includes this 
transaction will be determined under the Internal Revenue Code and general principles of tax law, 
including the step transaction doctrine.  For purposes of determining the application of section 351 
with respect to this transaction, instruments, obligations, or other arrangements that are not treated 
as stock of the QSub under § 1.1361-2(b) are disregarded in determining control for purposes of 
section 368(c) even if they are equity under general principles of tax law. 

Reg. § 1.1361-5(b)(3), Example (5) provides: 
X, an S corporation, owns 100 percent of the stock of Y, a corporation for which a QSub election is 
in effect.  X subsequently revokes the QSub election.  Y is treated as a new corporation acquiring 
all of its assets (and assuming all of its liabilities) immediately before the revocation from its 
S corporation parent in a deemed exchange for Y stock.  On a subsequent date, X sells 21 percent 
of the stock of Y to Z, an unrelated corporation, for cash.  Assume that under general principles of 
tax law including the step transaction doctrine, the sale is not taken into account in determining 
whether X is in control of Y immediately after the deemed exchange of assets for stock.  The 
deemed exchange by X of assets for Y stock and the deemed assumption by Y of its liabilities 
qualify under section 351 because, for purposes of that section, X is in control of Y within the 
meaning of section 368(c) immediately after the transfer. 

189 Reg. § 1.1361-5(a)(1)(iii) and Code § 1361(b)(3)(b)(i).  Reg. § 1.1361-5(b)(3), Example (1) provides: 
X, an S corporation, owns 100 percent of the stock of Y, a corporation for which a QSub election is 
in effect.  X sells 21 percent of the Y stock to Z, an unrelated corporation, for cash, thereby 
terminating the QSub election.  Y is treated as a new corporation acquiring all of its assets (and 
assuming all of its liabilities) in exchange for Y stock immediately before the termination from the 
S corporation.  The deemed exchange by X of assets for Y stock does not qualify under 
section 351 because X is not in control of Y within the meaning of section 368(c) immediately after 
the transfer as a result of the sale of stock to Z.  Therefore, X must recognize gain, if any, on the 
assets transferred to Y in exchange for its stock.  Xôs losses, if any, on the assets transferred are 
subject to the limitations of section 267. 

190 On the other hand, converting sooner rather than later might save higher state income tax on some 
later event, if the state does not recognize QSubs. 
191  See part II.A.2.d.i Benefits of Estate Planning Strategies Available Only for S Corporation 
Shareholders, especially the text accompanying fns. 96-98. 
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On the reverse side, if an S corporation makes a valid QSub election with respect to a 
subsidiary, the subsidiary is deemed to have liquidated into the S corporation in a generally tax-
free transaction.192 

                                                
192 Reg. § 1.1361-4(a)(2)(i), which further provides that, subject to certain transition rules that apply to 
pre-2001 QSub elections, ñthe tax treatment of the liquidation or of a larger transaction that includes the 
liquidation will be determined under the Internal Revenue Code and general principles of tax law, 
including the step transaction doctrine.ò Reg. § 1.1361-4(a)(2)(ii) illustrates this liquidation concept, 
including the Example (1) a liquidation that under Code §§ 332 and 337 is tax-free to the parent and 
subsidiary, respectively.  For the latter, see part II.Q.7.a.vii Corporate Liquidation. 



 

 

II.C.9. Whether an Arrangement (Including Tenancy-in-Common) Constitutes a 
Partnership 

Taxation as a partnership, although generally more flexible than corporate taxation, might be 
more unfavorable than taxation as co-owners who are not partners.  For example, if co-owners 
have different goals regarding whether to reinvest sale proceeds or engage in a Code § 1031 
like-kind exchange, 484  they might want to unwind anything that makes them considered 
partners.485  Also, the Code § 121 exclusion for gain on the sale of a residence does not apply 
when spouses hold their residence in a partnership.486  On the other hand, partnership income 
tax reporting generally is easier than separately listing every item on each co-ownerôs income 
tax return. 

Those holding properties as tenants-in-common487  or a trust created by its beneficiaries 488 
should consider whether they are deemed to have formed a partnership.  Generally, as a matter 
of state law, ñthe association of two or more persons to carry on as co-owners a business for 

                                                
484 See part II.G.15 Like-Kind Exchanges. 
485 For how to unwind a partnership in anticipation of a possible Code § 1031 exchange, see ñLike-Kind 
Exchanges of Partnership Properties,ò The Tax Adviser, page 812, December 2008.  Letter 
Ruling 9741017 drove this point home in the following situation: 
é each of the brothers, A and B, owns a one-half interest in Taxpayer, which itself owns ten 
rental real properties.  A and B have responsibility for making major decisions regarding their 
properties.  Management of the properties is performed by a property management corporation of 
which A and B are equal stockholders, but are no longer employees.  A and B represent that they 
have never executed any partnership agreement regarding Taxpayer or considered themselves 
to be anything other than equal owners of the properties.  For the five consecutive tax years 19x1 
to 19x5, however, all net income and losses of Taxpayer relating to the properties have been 
reported on Form 1065, a Partnership Return. 
A and B represent that irreconcilable differences have developed between them regarding their 
ownership of the properties.  Moreover, A and B are considering estate planning issues relating to 
the properties.  To address those issues, A and B propose a like-kind exchange between 
themselves involving nine of the properties.  After the exchange, six of the properties will be 
owned entirely by B, and three will be owned by A. The tenth property will continue to be owned 
by A and B as co-owners. 

The ruling held: 
Without making a determination under Rev. Rul. 75-374 regarding Aôs and Bôs joint business 
activities relating to the properties, we note a crucial test under case law of whether the co- 
owners of property intended to create a partnership, as evidenced by their actions, 
notwithstanding the lack of characterization of their relationship.  See Estate of Levine, 
72 T.C. 780, 785 (1979).  In this instance, we believe that Taxpayerôs filing of partnership tax 
returns for several tax years indicates an intention to be taxed as a partnership.  Accordingly, we 
conclude that Aôs and Bôs co-ownership of Taxpayer constitutes a partnership under 
section 761(a) and the regulations thereunder rather than a mere co-ownership. 
Since an exchange of partnership interests can not qualify for deferral under section 1031(a)(1) 
by reason of section 1031(a)(2)(D) we can not rule that the transaction qualifies for deferral as a 
like-kind exchange. 

486 Farah v. Commissioner, T.C. Memo. 2007-369, and Letter Ruling 200119014. 
487 For an excellent discussion of taxation of tenants-in-common, as well as when such an arrangement is 
taxed as a partnership, see Tucker and Langlieb, fn. 1299.  In the real estate context, see also fn. 327. 
488 See parts II.D.1 Trust as a Business Entity and II.K.2.b.iii Participating in Business Activities Does Not 
Convert a Trust Created by Only One Grantor into a Business Entity. 
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profit forms a partnership, whether or not the persons intend to form a partnership.ò489  
Furthermore, the Uniform Partnership Act490 provides: 

In determining whether a partnership is formed, the following rules apply: 

(1) Joint tenancy, tenancy in common, tenancy by the entireties, joint property, common 
property, or part ownership does not by itself establish a partnership, even if the co-
owners share profits made by the use of the property. 

(2) The sharing of gross returns does not by itself establish a partnership, even if the 
persons sharing them have a joint or common right or interest in property from which 
the returns are derived. 

(3) A person who receives a share of the profits of a business is presumed to be a 
partner in the business, unless the profits were received in payment: 

(A) of a debt by installments or otherwise; 

(B) for services as an independent contractor or of wages or other compensation to 
an employee; 

(C) of rent; 

(D) of an annuity or other retirement or health benefit to a beneficiary, representative, 
or designee of a deceased or retired partner; 

(E) of interest or other charge on a loan, even if the amount of payment varies with 
the profits of the business, including a direct or indirect present or future 
ownership of the collateral, or rights to income, proceeds, or increase in value 
derived from the collateral; or 

(F) for the sale of the goodwill of a business or other property by installments or 
otherwise. 

Co-owners of real estate might form a partnership with respect to operations conducted on the 
real estate without the partnership applying to the ability to sell the real estate itself,491 but 
equitable principles are likely to determine whether the court finds a partnership.492 

                                                
489 Section 202(a) of the Uniform Partnership Act (ñUPAò), found at 
http://www.uniformlaws.org/Act.aspx?title=Partnership Act (1997) (Last Amended 2013) (general 
description of the UPA) or 
http://www.uniformlaws.org/Shared/Docs/Partnership/UPA%20_Final_2014_2015aug19.pdf (text of the 
UPA). 
490  UPA § 202(c).  805 ILCS 202 follows the quoted language, and 805 ILCS 1201 provides that 
805 ILCS Act 206, the Uniform Partnership Act (1997), shall follow the uniform law. 
491 Holton v. Guinn, 76 F. 96 (W.D. Mo. 1896), held, ñIt might be conceded, for the purpose of this case, 
that a partnership existed between the parties in conducting a business on these lands, without affecting 
the legal status of the land or property, for the separate properties may be employed in partnership 
business.ò  Although one of a few co-tenants might engage in conduct suggesting a partnership, that 
conduct must be authorized to find a partnership.  Looking to the actions of all of the co-owners and 
finding a mere tenancy in common, Hudson v. French, 241 S.W. 443 (W.D. Mo. 1922), quoted Holton: 

 



 

 - 21 - 6833577 

Note some consequences to a tenancy in common being characterized as a partnership: 

¶ Joint and several liability for all of the partnershipôs debts, obligations, and other liabilities, 
subject to various exceptions.493 

¶ The right to withdraw at will,494 even in contravention to any agreement of the parties,495 
either giving the owner the right to cash out for the greater of the liquidation value or the 
value based on a sale of the entire business as a going concern without the person496 or 
causing the partnership to dissolve497 and wind up its business.498  The right to cash out 
might be especially troubling for the other owners.  Also, federal case law499 has established 

                                                
ñWhere the conduct and acts of the parties in dealing with the estate may with reason be referred 
to the office of a tenant in common, the courts, in construing those acts, will prefer to attribute 
them to that relation.ò 

Continuing this line of reasoning, Thomas v. Lloyd, 17 S.W.3d 177 (S.D. Mo. 2000), found a mere 
tenancy in common regarding real estate, analyzing the law as follows: 

In attempting to demonstrate that the parties intended for the real estate to be a partnership 
asset, Defendant points to the joint ownership of the farm and the fact that the parties operated 
the partnership cattle business on the farm as evidence that the two understood and intended for 
the farm to be a partnership asset.  His reliance on those facts is misplaced, however.  A joint 
purchase of real estate by two individuals does not, in and of itself, prove the land is a partnership 
asset.  See Hudson, 241 S.W. at 446; 68 C.J.S. Partnership § 73, at 274ï75 (1998).  On the 
contrary, when land is conveyed to partnership members without any statement in the deed that 
the grantees hold the land as property of the firm, there is a presumption that title is in the 
individual grantees.  68 C.J.S. Partnership § 75, at 277 (1998).  Moreover, ñ[e]vidence that the 
land is used by the firm is of itself insufficient to rebut the presumption.ò  Id.  The mere use of land 
by a partnership does little to show the land is owned by the partnership.  1 Bromberg and 
Ribstein on Partnership, § 3.02(b), at 3:7 (Release No. 7ð1999ï2 Supp.). Standing alone, 
evidence of partnership usage does not compel a finding that the land is a partnership asset.  
Mischke v. Mischke, 247 Neb. 752, 530 N.W.2d 235, 240 (1995); In re Estate of Schreiber, 
227 N.W.2d 917, 925[9] (Wis. Sup. 1975).  See Shawneetown Feed and Seed Co. v. Ford, 
468 S.W.2d 54, 56 (Mo. App. 1971). 

The result may be different if partnership funds were used to buy the property.  Engeman v. Engeman, 
123 S.W.3d 227 (W.D. Mo. 2003). 
492 State Auto. and Cas. Underwriters v. Johnson, 766 S.W.2d 113 (S.D. 1969), held that the building, 
furniture and fixtures destroyed by the fire constituted partnership property when a 50% tenant in 
common received insurance proceeds equal to 100% of the value of the property destroyed.  Although 
the partnership agreement was terminated: 
We hold the trial courtôs findings that no final division had ever been made of the partnership 
property or partnership debts, that the partnership affairs were never wound up, and that the 
partnership had not been terminated at the time of the fire are supported by substantial evidence 
and are not against the weight of the evidence, and that in making such findings the trial court 
neither erroneously declared nor erroneously applied the law. 

493 UPA § 306. 
494 UPA §§ 601(1), 602(a). 
495 UPA § 110(c)(9). 
496 UPA § 701. 
497 UPA § 801. 
498 UPA § 802. 
499 It has been suggested to me that ñthe New Jersey Division of Taxation has unilaterally proclaimed that 
they will not accept the assertion of a valuation discount for a 50% interest as a tenant in common of real 
property under any circumstances. In the past, I have routinely requested such a discount, citing federal 
case law, and I was never denied the discount. I had encountered difficulties with respect to valuation 
discounts for family limited partnerships and limited liability companies, even with a valuation report, but 
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that an interest as a tenant in common is worth less (15%-20% tends to be a common 
valuation adjustment, but much higher adjustments may be appropriate when property is not 
easily partitioned) than a percentage of the propertyôs value as a whole, this right to cash out 
might reduce that valuation adjustment.  In the federal tax lien area, courts tend to view this 
valuation adjustment as ground for forcing the sale of the underlying property, because 
selling the tenant-in-common interest would prejudice the governmentôs interest in collecting 
what is due.500 

As a matter of federal tax law, regulations provide a fundamental definition:501 

In general.  The Internal Revenue Code prescribes the classification of various 
organizations for federal tax purposes.  Whether an organization is an entity separate 
from its owners for federal tax purposes is a matter of federal tax law and does not 
depend on whether the organization is recognized as an entity under local law. 

Further regulations provide:502 

Certain joint undertakings give rise to entities for federal tax purposes. A joint venture or 
other contractual arrangement may create a separate entity for federal tax purposes if 
the participants carry on a trade, business, financial operation, or venture and divide the 
profits therefrom. For example, a separate entity exists for federal tax purposes if co-
owners of an apartment building lease space and in addition provide services to the 
occupants either directly or through an agent.  Nevertheless, a joint undertaking merely 
to share expenses does not create a separate entity for federal tax purposes.  For 
example, if two or more persons jointly construct a ditch merely to drain surface water 
from their properties, they have not created a separate entity for federal tax purposes.  
Similarly, mere co-ownership of property that is maintained, kept in repair, and rented or 
leased does not constitute a separate entity for federal tax purposes.  For example, if an 
individual owner, or tenants in common, of farm property lease it to a farmer for a cash 
rental or a share of the crops, they do not necessarily create a separate entity for federal 
tax purposes. 

The controlling U.S. Supreme Court case held:503 

The question is not whether the services or capital contributed by a partner are of 
sufficient importance to meet some objective standard supposedly established by the 
Tower case, but whether, considering all the factsðthe agreement, the conduct of the 

                                                
this is something new. Luckily, New Jersey is repealing the NJ Estate tax effective 1/1/2018, but we have 
to deal with them in the interim.ò 
500 See U.S. v. Adent, cited in fn. 6088, found in part III.B.5.d.iv.(i) Effect of Liens on Dealings with Third 
Parties. 
501 Reg. § 301.7701-1(a)(1). 
502  Reg. § 301.7701-1(a)(2).  Code § 7701(a)(2) provides: 
The term ñpartnershipò includes a syndicate, group, pool, joint venture, or other unincorporated 
organization, through or by means of which any business, financial operation, or venture is 
carried on, and which is not, within the meaning of this title, a trust or estate or a corporation; and 
the term ñpartnerò includes a member in such a syndicate, group, pool, joint venture, or 
organization.  

503 Commissioner v. Culbertson, 337 U.S. 733 (1949), clarifying Commissioner v. Tower, 327 U.S. 280 
(1946). 
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parties in execution of its provisions, their statements, the testimony of disinterested 
persons, the relationship of the parties, their respective abilities and capital contributions, 
the actual control of income and the purposes for which it is used, and any other facts 
throwing light on their true intentðthe parties in good faith and acting with a business 
purpose intended to join together in the present conduct of the enterprise. 

Presenting sufficient evidence to raise a genuine issue of material fact as to the partiesô intent 
prevents the IRS from winning on summary judgment;504 the IRS canôt succeed merely by 
showing that the generation of tax losses was one of the purposes of a partnershipôs 
formation.505 

                                                
504  In denying summary judgment to the government, Broadwood Investment Fund, LLC v. U.S., 
116 A.F.T.R.2d 2015-5492 (9th Cir.  2015), held: 

In particular, Petitioners presented evidence that some of the investment materials projected that 
the partnerships could be profitable, and that the partners performed due diligence on the assets 
before acquiring them.  Petitioners also presented evidence of efforts made to collect on the 
debts owned by the partnerships.  And there is no dispute that the partnerships allocated 
distributions, profits, and losses to partners pro rata.  The government also presented substantial 
evidence in support of its determination that the partnerships were shams, and we express no 
opinion on how this issue ultimately should be resolved on the merits.  But the genuine factual 
dispute as to the partnersô intent precludes summary judgment on the issue. 

505 Peking Investment Fund LLC v. Commissioner, Tax Court Docker No. 12772-09 Order 2/13/2018, 
regarding a distressed asset/debt (ñDADò) transaction: 

Respondent has moved for partial summary adjudication in his favor that his FPAA properly 
disallowed a loss of $26,903,619 that PIF claimed for its taxable year ended December 31, 2001, 
as a result of its exchange of an interest in one portfolio of nonperforming loans (NPLs) for 
another.  Specifically, PIF transferred an interest in a portfolio of NPLs originated by China 
Construction Bank (the CCB NPL portfolio) that it had received as a contribution from China 
Cinda Asset Management Corporation (Cinda).  In exchange, PIF received interests in portfolios 
of NPLs originated by Korean Development Bank (the KDB NPL portfolios)é. 
To determine whether respondent has submitted sufficient evidence to establish that, as a matter 
of law, PIF should be disregarded as a sham, we must first identify the relevant legal standard.  
The prior cases that have disregarded DAD partnerships as shams applied the Culbertson test.  
See Southgate Master Fund, LLC v. United States, 659 F.3d 466, 485 (5th Cir. 2011); Kenna 
Trading, LLC v. Commissioner, 143 T.C. 322, 351 (2014); Superior Trading, LLC v. 
Commissioner, 137 T.C. at 81; Russian Recovery Fund Ltd. v. United States, 122 Fed. Cl. 
At 615.  And, as noted above, the parties before us appear to agree that Culbertson provides the 
governing test.  Therefore, for purposes of the present motion, we will treat Culbertson test as the 
legal standard governing the recognition of a partnership for Federal income tax purposes.  But 
see AD Inv. 2000 Fund, LLC v. Commissioner, T.C. Memo. 2015-223, at *25 (observing that 
Culbertson predated entity classification regulations adopted in 1997 that ñmay place the question 
of whether there is a tax-recognized entity ahead of the classification of the entity as a 
partnership or corporation for tax purposesò), vacated and superseded on reconsideration, T.C. 
Memo. 2016-226é. 
The mere fact that the generation of tax losses was one of the purposes of a partnershipôs 
formation would not justify disregarding the partnership as a sham under the Culbertson test.  
That test requires us to ask ñwhether, considering all the facts é the parties in good faith and 
acting with a business purpose intended to join together in the present conduct of é [a business] 
enterprise.ò  Commissioner v. Culbertson, 337 U.S. at 742.  Even if the generation of tax losses is 
the primary purpose for a partnershipôs formation, the partnership may also have as a secondary 
purpose the conduct of a business enterprise.  To prevail in disregarding a DAD partnership as a 
sham under Culbertson, the Commissioner must establish that carrying out a business of 
collecting NPLs was so minimal a factor in the decision to form the partnership that it can be 
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The most commonly cited factors in federal tax case law, none of which is conclusive, are:506 

¶ [t]he agreement of the parties and their conduct in executing its terms; 

¶ the contributions, if any, which each party has made to the venture; 

¶ the partiesô control over income and capital and the right of each to make 
withdrawals;507 

¶ whether each party was a principal and coproprietor, sharing a mutual proprietary 
interest in the net profits and having an obligation to share losses,508 or whether one 

                                                
dismissed.  In prior cases in which this Court and others have disregarded DAD partnerships as 
shams, the evidence showed that the partners ultimately had no real interest in collecting the 
NPLs.  See, e.g., Superior Trading, LLC v. Commissioner, 728 F.3d at 680 (noting that 
partnershipôs ñpurportedly active partnerò made only ña few, feeble attemptsò at collection and 
dismissing those efforts as ñwindow dressingò because the partnership had not taken measures 
necessary under Brazilian law to pursue collection); Southgate, 659 F.3d at 485 (reasoning that 
partnersô decision to abandon efforts to improve collection by servicer ñmanifests an unmistakable 
intent to forego the joint conduct of a profit-seeking ventureò); Kenna Trading, LLC v. 
Commissioner, 143 T.C. at 353 (finding ambiguities in the record regarding the identity of the 
partners and their proportionate interests and observing that ñ[p]arties genuinely embarking on a 
joint business endeavor é would not accept such ambiguityò).  But if the facts show an objective 
of profiting from collection, even though that objective may be outweighed by investorsô objective 
of realizing the benefit of substantial tax losses, the partnership should not be disregarded as a 
sham under Culbertson. 
é the partiesô interest in or indifference to collections on PIFôs NPL portfolio is a contested 
question of fact to be resolved at trial. 

506 Luna v. Commissioner, 42 T.C. 1067, 1077-78 (1964).  Although this case dealt with an insurance 
agent, it has been cited in many other situations, including CCA 201323015 (joint venture between two 
corporations constituted a partnership because of their ñsharing in the net profits and losses from the 
manufacture, development, and marketing ofò [a particular undisclosed product]), Holdner v. 
Commissioner, T.C. Memo. 2010-175 (presumption of partners holding equal interests), affôd 
110 A.F.T.R.2d 2012-6324 (9th Cir. unpublished summary opinion), and 6611, Ltd., Ricardo Garcia, Tax 
Matters Partner, v. Commissioner, T.C. Memo. 2013-49 (disregarding a partnership for purposes of 
applying IRS partnership audit procedures).  In the context of whether an arrangement to provide services 
that awards equity-type incentives might constitute a partnership, see part III.B.7.c.viii Creative Bonus 
Arrangements. 
507  This factor is not, by itself, sufficient to prove the existence of a partnership.  Azimzadeh v. 
Commissioner, T.C. Memo. 2013-169. 
508 Later cases held that, if a purported partner lacks any meaningful downside or upside potential, that 
person is not a partner.  Historic Boardwalk Hall, LLC v. Commissioner, 694 F.3d 425 (3rd Cir. 2012), cert. 
den. 2013 WL 249846 (5/28/2013); Virginia Historic Tax Credit Fund 2001, LP v. Commissioner, 
107 AFTR.2d 2011-1523 (4th Cir. 2011).  On the other hand, a mere interest in future capital appreciation 
might suffice.  See CCA 201326018, discussed in Banoffôs and. Liptonôs Shop Talk column, ñGeneral 
Partners Who Only Share in Capital Appreciation,ò Journal of Taxation (8/2013) (in-depth discussion of 
the issue of treating as a partner someone with no interest in the current yearôs operating profits) and their 
follow-up, ñGeneral Partners Who Only Share in Future Yearsô Profits: TEFRA and Beyond,ò Journal of 
Taxation (5/2014). 
In response to concern about how the Historic Boardwalk case, Rev. Proc. 2014-12 provides a safe 
harbor regarding the allocation of Code § 47 rehabilitation credits.  Among other requirements, 
Section 4.02(1) of the Rev. Proc. requires the principal to have at least a 1% interest in each material item 
of partnership income, gain, loss, deduction, and credit at all times during the partnershipôs existence, and 
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party was the agent or employee of the other, receiving for his services contingent 
compensation in the form of a percentage of income; 

¶ whether business was conducted in the joint names of the parties; 

¶ whether the parties filed Federal partnership returns or otherwise represented to [the 
IRS] or to persons with whom they dealt that they were joint venturers; 

¶ whether separate books of account were maintained for the venture; and 

¶ whether the parties exercised mutual control over and assumed mutual 
responsibilities for the enterprise. 

Furthermore:509 

[T]he parties, to form a valid tax partnership, must have two separate intents: (1) the 
intent to act in good faith for some genuine business purpose and (2) the intent to be 
partners, demonstrated by an intent to share ñthe profits and losses.ò  If the parties lack 
either intent, then no valid tax partnership has been formed.  To determine whether the 
parties had these intents, a court must consider ñall the relevant facts and 
circumstances,ò including (a) òthe agreement,ò (b) òthe conduct of the parties in 
execution of its provisions,ò (c) the partiesô statements, (d) òthe testimony of disinterested 
persons,ò (e) òthe relationship of the parties,ò (f) the partiesô ñrespective abilities and 
capital contributions,ò (g) òthe actual control of income and the purposes for which it is 
used,ò and (h) òany other facts throwing light on their true intent.ò 

LAFA 20161101F asserted that in an investor in a coal production partnership was not entitled 
to the related credits because the capital contributions were based on future production and 
were nonrecourse and any chance of profit other than through tax credits was small. 

The Tax Court has ñconsistently disregarded entities that attempt to generate artificial losses by 
exploiting the partnership tax rules.ò510  When a partnership is disregarded for tax purposes, 

                                                
Section 4.02(2) requires to investor to have, at all times during the period it owns an interest in the 
partnership, a minimum interest in each material item of Partnership income, gain, loss, deduction, and 
credit equal to at least 5% of the investorôs percentage interest in each such item for the taxable year for 
which the investorôs percentage share of that item is the largest (as adjusted for sales, redemptions, or 
dilution of the investorôs interest) and must participate in profits in a manner that is not limited to a 
preferred return that is in the nature of a payment for capital. 
509  Chemtech Royalty Associates, L.P. v. U.S., 114 A.F.T.R.2d 2014-5940 (5th Cir 2014), quoting 
Southgate Master Fund, L.L.C. ex rel. Montgomery Capital Advisors, LLC v. United States, 659 F.3d 466, 
488 (5th Cir. 2011). 
510 New Millennium Trading, LLC v. Commissioner, T.C. Memo. 2017-9, supporting this statement with: 

See AD Inv. 2000 Fund, LLC v. Commissioner, T.C. Memo. 2016-226; 436, Ltd. v. 
Commissioner,  T.C. Memo. 2015-28; Markell Co. v. Commissioner,  T.C. Memo. 2014-86; 6611, 
Ltd. v. Commissioner,  T.C. Memo. 2013-49; Palm Canyon X Invs., LLC v. Commissioner, T.C. 
Memo. 2009-288; see also New Phoenix Sunrise Corp. v. Commissioner, 132 T.C. 161 (2009) 
(disallowing the losses because the ñtransaction lacked economic substanceò), affôd, 408 
F.Appôx 908 (6th Cir. 2010); Humboldt Shelby Holding Corp. v. Commissioner, T.C. Memo. 2014-
47 (similar), affôd per summary order, 606 F.Appôx 20 (2d Cir. 2015).  Each scheme involved an 
entity (partnership or LLC) whose sole purpose was to provide its members with a high-basis 
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partnership income rules no longer apply, and one or more of the purported partners will be 
deemed to have engaged in the partnershipôs activities.511 

If preferred payments are relatively fixed and certain, the following facts need to be 
considered:512 

¶ whether the partners really and truly intended to join together for the purpose of carrying on 
the business and sharing in the profits and losses or both 

¶ whether the preferred partner was a bona fide partner because the payments it expected to 
receive were essentially fixed and relatively secure513 

¶ whether the existence of a preferred equity interest in a partnership, providing a relatively 
secure return, is sufficient to treat the holder of the interest as other than a partner 

When one person contributes capital, another contributes management skill, and the person 
contributing management skill takes reduced compensation and a 20% share of the sale 
proceeds after the moneyed partner receives a nice preferred return, the person contributing 
management skill is a partner who can treat the receipt of 20% of the sale proceeds as capital 
gain.514 

                                                
membership interest to be disposed of at a loss; or, on its redemption, to put high-basis entity 
assets into the hands of the member, who would then dispose of them at a loss. 

511 New Millennium Trading, LLC v. Commissioner, T.C. Memo. 2017-9, supporting this statement with: 
See, e.g., 6611, Ltd. v. Commissioner, T.C. Memo. 2013-49. A disregarded partnership has no 
identity separate from its owners, and we treat is as an agent or nominee. See Tigers Eye 
Trading v. Commissioner, 138 T.C. at 94, 99.  Pursuant to section 6233(a) and (b), TEFRA 
procedures still apply to the entity, its items, and persons holding an interest in the entity as long 
as the purported partnership filed a return, which NMT did for tax year 1999.  See sec. 6233(b); 
sec. 301.6233-1987).  Thus, we have jurisdiction to determine any items that would have been 
ñpartnership itemsò, as defined in section 6231(a)(3), and section 301.6231(a)(3)-1, Proced. & 
Admin. Regs., had NMT been a valid partnership for tax purposes.  See Tigers Eye Trading v. 
Commissioner, 138 T.C. at 97. 

512 Principal Life Ins. Co. & Subs v. U.S., 120 Fed. Cl. 41 (Ct. Fed. Cl. 2/4/2015). 
513 The court also held: 
Even if a partnership exists, ñconsideration whether an interest has the prevailing character of 
debt or equity can be helpful in analyzing whether, for tax purposes, the interest should be 
deemed a bona fide equity participation in a partnership.ò [citations omitted]  A party will not be 
considered a bona fide partner in a partnership if its interest is more akin to a debt-like interest, 
with little or no risk aside from credit risk, than to an equity participation, a share of ownership in 
which the party takes on true entrepreneurial risk in the partnership venture. [citations omitted]   
In the courtôs view, significant questions of fact remain as to how the interests in question should 
be treated in this regard, precluding a ruling on summary judgmenté. 

514 U.S. v. Stewart, 116 A.F.T.R.2d 2015-5720 (S.D. Tex. 8/20/2015), relying on Haley v. Commissioner, 
203 F.2d 815, 818 (5th Cir. 1953).  Stewart did not cite Luna or any of the traditional cases defining what a 
partnership is. 
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In light of uncertainty, generally co-owners may elect not to be treated as a partnership in either 
of two circumstances:515 

(2) Investing partnership. Where the participants in the joint purchase, retention, sale, or 
exchange of investment property ï 

(i) Own the property as coowners,516 

(ii) Reserve the right separately to take or dispose of their shares of any property 
acquired or retained, and 

(iii) Do not actively conduct business or irrevocably authorize some person or 
persons acting in a representative capacity to purchase, sell, or exchange such 
investment property, although each separate participant may delegate authority 
to purchase, sell, or exchange his share of any such investment property for the 
time being for his account, but not for a period of more than a year, é. [or] 

(3) Operating agreements. Where the participants in the joint production, extraction, or 
use of propertyð  

(i) Own the property as coowners, either in fee or under lease or other form of 
contract granting exclusive operating rights, and 

(ii) Reserve the right separately to take in kind or dispose of their shares of any 
property produced, extracted, or used, and 

(iii) Do not jointly sell services or the property produced or extracted, although each 
separate participant may delegate authority to sell his share of the property 
produced or extracted for the time being for his account, but not for a period of 
time in excess of the minimum needs of the industry, and in no event for more 
than 1 year.... 

This election-out of partnership treatment applies only for the purposes of the partnership 
income tax rules of subchapter K.517 

                                                
515 Reg. § 1.761-2(a)(2), (3).  CCA 201323015 asserted that a joint venture between two corporations 
could not make this election. It was not an investment partnership under Reg. § 1.761-2(a)(2) for either 
one of two reasons: 

¶ The product produced did not qualify as ñinvestment propertyò (looking to the Code § 148(b)(2) 
definition of ñinvestment propertyò the Reg. § 1.148-1(e) definition of ñinvestment-type propertyò). 

¶ It actively conducted the business of producing and selling the product. 
The joint venture failed the requirements of Reg. § 1.761-2(a)(3) because the two corporations jointly sold 
the product. 
516  [my footnote ï not found in the regulations that are quoted above:] The IRS has asserted that 
ñcoownersò means direct co-ownership and not ownership through a commonly owned LLC.  
FSA 200216005. 
517 In Methvin v. Commissioner, T.C. Memo. 2015-81, affôd 653 Fed. Appx. 616 (10th Cir. 6/24/2016), the 
Tax Court held: 

Petitioner also argues that in article 14 of the operating agreement the parties specifically elected 
to be excluded from the application of subchapter K and therefore cannot be considered a 
partnership.   We have held that making this election ñódoes not operate to change the nature of 
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A group of owners of undivided interests in rental real property518 might seek a private letter 
ruling that their ownership does not rise to the level of being a partnership.  To do so, they must 
satisfy the following conditions:519 

Each of the co-owners must hold title to the Property (either directly or through a 
disregarded entity) as a tenant in common under local law. Thus, title to the Property as 
a whole may not be held by an entity recognized under local law. 

The number of co-owners must be limited to no more than 35 persons. For this purpose, 
ñpersonò is defined as in § 7701(a)(1), except that a husband and wife are treated as a 
single person and all persons who acquire interests from a co-owner by inheritance are 
treated as a single person. 

The co-owners may enter into a limited co-ownership agreement that may run with the 
land. For example, a co-ownership agreement may provide that a co-owner must offer 
the co-ownership interest for sale to the other co-owners, the sponsor, or the lessee at 
fair market value (determined as of the time the partition right is exercised) before 
exercising any right to partition (see section 6.06 of this revenue procedure for 
conditions relating to restrictions on alienation); or that certain actions on behalf of the 
co-ownership require the vote of co-owners holding more than 50 percent of the 
undivided interests in the Property (see section 6.05 of this revenue procedure for 
conditions relating to voting). 

The co-owners must retain the right to approve the hiring of any manager, the sale or 
other disposition of the Property, any leases of a portion or all of the Property, or the 
creation or modification of a blanket lien. Any sale, lease, or re-lease of a portion or all of 
the Property, any negotiation or renegotiation of indebtedness secured by a blanket lien, 
the hiring of any manager, or the negotiation of any management contract (or any 
extension or renewal of such contract) must be by unanimous approval of the co-
owners. For all other actions on behalf of the co-ownership, the co-owners may agree to 
be bound by the vote of those holding more than 50 percent of the undivided interests in 

                                                
the entity. A partnership remains a partnership; the exclusion simply prevents the application of 
subchapter K.  The partnership remains intact and other sections of the Code are applicable as if 
no exclusion existed.ôò Cokes v. Commissioner, 91 T.C. at 230-231 (quoting Bryant v. 
Commissioner, 46 T.C. 848, 864 (1966), affôd, 399 F.2d 800 (5th Cir. 1968)).  Accordingly, the 
partiesô election under section 761(a) does not prevent us from finding that the operating 
agreements created a partnership. 
We conclude that the working interest owners and well operator created a pool or joint venture for 
operation of the wells.  Accordingly, petitionerôs income from the working interests was income 
from a partnership of which he was a member under the broad definition of ñpartnershipò found in 
section 7701(a)(2).  See Cokes v. Commissioner, 91 T.C. at 232; Bentex Oil Corp. v. 
Commissioner, 20 T.C. 565 (1953).  Therefore, petitioner is liable for self-employment tax on the 
net income received from his working interests. 

518 For an excellent discussion of taxation of tenants-in-common, as well as when such an arrangement is 
taxed as a partnership, see Tucker and Langlieb, fn. 1299.  In Letter Ruling 200826005, two individuals 
held a number of properties together, and their tenancy-in-common agreements, which included buy-sell 
provisions, were held not to constitute a partnership.  As natural products of the land that are attached to 
the land, commercial plants, that were mature, had complex root systems, and were expected to produce 
a commercially harvestable crop, constituted real estate under Code § 865.  Letter Ruling 201424017. 
519  Rev. Proc. 2002-22, Section 6, as modified by Rev. Proc. 2003-3, Section 1.02(8), which deleted 
Sections 6.03 and 6.06 of Rev. Proc. 2002-22. 
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the Property. A co-owner who has consented to an action in conformance with this 
section 6.05 may provide the manager or other person a power of attorney to execute a 
specific document with respect to that action, but may not provide the manager or other 
person with a global power of attorney. 

If the Property is sold, any debt secured by a blanket lien must be satisfied and the 
remaining sales proceeds must be distributed to the co-owners. 

Each co-owner must share in all revenues generated by the Property and all costs 
associated with the Property in proportion to the co-ownerôs undivided interest in the 
Property. Neither the other co-owners, nor the sponsor, nor the manager may advance 
funds to a co-owner to meet expenses associated with the co-ownership interest, unless 
the advance is recourse to the co-owner (and, where the co-owner is a disregarded 
entity, the owner of the co-owner) and is not for a period exceeding 31 days. 

The co-owners must share in any indebtedness secured by a blanket lien in proportion 
to their undivided interests. 

A co-owner may issue an option to purchase the co-ownerôs undivided interest (call 
option), provided that the exercise price for the call option reflects the fair market value 
of the Property determined as of the time the option is exercised. For this purpose, the 
fair market value of an undivided interest in the Property is equal to the co-ownerôs 
percentage interest in the Property multiplied by the fair market value of the Property as 
a whole. A co-owner may not acquire an option to sell the co-ownerôs undivided interest 
(put option) to the sponsor, the lessee, another co-owner, or the lender, or any person 
related to the sponsor, the lessee, another co-owner, or the lender. 

The co-ownersô activities must be limited to those customarily performed in connection 
with the maintenance and repair of rental real property (customary activities). See Rev. 
Rul. 75-374, 1975-2 C.B. 261. Activities will be treated as customary activities for this 
purpose if the activities would not prevent an amount received by an organization 
described in § 511(a)(2) from qualifying as rent under § 512(b)(3)(A) and the regulations 
thereunder. In determining the co-ownersô activities, all activities of the co-owners, their 
agents, and any persons related to the co-owners with respect to the Property will be 
taken into account, whether or not those activities are performed by the co-owners in 
their capacities as co-owners. For example, if the sponsor or a lessee is a co-owner, 
then all of the activities of the sponsor or lessee (or any person related to the sponsor or 
lessee) with respect to the Property will be taken into account in determining whether the 
co-ownersô activities are customary activities. However, activities of a co-owner or a 
related person with respect to the Property (other than in the co-ownerôs capacity as a 
co-owner) will not be taken into account if the co-owner owns an undivided interest in the 
Property for less than 6 months. 

The co-owners may enter into management or brokerage agreements, which must be 
renewable no less frequently than annually, with an agent, who may be the sponsor or a 
co-owner (or any person related to the sponsor or a co-owner), but who may not be a 
lessee. The management agreement may authorize the manager to maintain a common 
bank account for the collection and deposit of rents and to offset expenses associated 
with the Property against any revenues before disbursing each co-ownerôs share of net 
revenues. In all events, however, the manager must disburse to the co-owners their 
shares of net revenues within 3 months from the date of receipt of those revenues. The 



 

 - 30 - 6833577 

management agreement may also authorize the manager to prepare statements for the 
co-owners showing their shares of revenue and costs from the Property. In addition, the 
management agreement may authorize the manager to obtain or modify insurance on 
the Property, and to negotiate modifications of the terms of any lease or any 
indebtedness encumbering the Property, subject to the approval of the co-owners. (See 
section 6.05 of this revenue procedure for conditions relating to the approval of lease 
and debt modifications.) The determination of any fees paid by the co-ownership to the 
manager must not depend in whole or in part on the income or profits derived by any 
person from the Property and may not exceed the fair market value of the managerôs 
services. Any fee paid by the co-ownership to a broker must be comparable to fees paid 
by unrelated parties to brokers for similar services. 

All leasing arrangements must be bona fide leases for federal tax purposes. Rents paid 
by a lessee must reflect the fair market value for the use of the Property. The 
determination of the amount of the rent must not depend, in whole or in part, on the 
income or profits derived by any person from the Property leased (other than an amount 
based on a fixed percentage or percentages of receipts or sales). See 
section 856(d)(2)(A) and the regulations thereunder. Thus, for example, the amount of 
rent paid by a lessee may not be based on a percentage of net income from the 
Property, cash flow, increases in equity, or similar arrangements. 

The lender with respect to any debt that encumbers the Property or with respect to any 
debt incurred to acquire an undivided interest in the Property may not be a related 
person to any co-owner, the sponsor, the manager, or any lessee of the Property. 

Except as otherwise provided in this revenue procedure, the amount of any payment to 
the sponsor for the acquisition of the co-ownership interest (and the amount of any fees 
paid to the sponsor for services) must reflect the fair market value of the acquired co-
ownership interest (or the services rendered) and may not depend, in whole or in part, 
on the income or profits derived by any person from the Property. 

A co-tenancy agreement satisfied these requirements, where the initial landlord owned 100% of 
the property through a disregarded LLC and had the right to sell fractional interests to the tenant 
(or the tenantôs disregarded LLC) for fair market value, determined taking the initial appraised 
value and increasing it annually by a flat percentage that was a reasonable appreciation 
factor.520 

See also part II.D.1 Trust as a Business Entity for whether pooling together ownership interests 
rises to the level of a business entity, when the owners used a trust to own real estate ï 
especially for guidelines on whether a lease arrangement might separate ownership of the real 
estate from the activity done on the property. 

Spouses who own and operate a business as co-owners and who materially participate521 may 
elect to treat the business as a disregarded entity (a ñqualified joint ventureò)522 if it is not in the 

                                                
520 Letter Ruling 201622008. 
521  Code § 761(f)(2)(B) cross-references Code § 469(h) but eliminates the application of 
Code § 469(h)(5), the latter of which would let each spouse count the otherôs participation.  For more on 
Code § 469(h), see part II.K.1.a Counting Work as Participation in Business under the Passive Loss 
Rules. 
522 Code §761(f)(2), effective tax years beginning after December 31, 2006. 
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name of a limited partnership, limited liability company or other state law entity.523  If both 
spouses make that election, then ñall items of income, gain, loss, deduction, and credit shall be 
divided between the spouses in accordance with their respective interests in the venture, and 
each spouse shall take into account such spouseôs respective share of such items as if they 
were attributable to a trade or business conducted by such spouse as a sole proprietor.524  
Thus, each reports his or her portion of business income on a separate Schedule C or E.525 

A purported partnership shall be treated as a lease of property if the arrangement is properly 
treated as a lease of property, taking into account all relevant factors.526 

For additional ways that co-owners might escape partnership income tax treatment, see 
part II.D.4 Disregarding Multiple Owner Trust for Income Tax Purposes. 

When an LLC that is taxed as a partnership signed a revenue sharing agreement with a person, 
held him out as an owner, and treated him as a partner in tax filings, the person was taxed as a 
partner even though he never signed the LLCôs operating agreement and even though the K-1 
the LLC issued to him reported only guaranteed payments and no profits interest.527 

                                                
523  If one goes to www.irs.gov, searches ñqualified joint venture,ò and follows the hyperlink entitled 
ñElection for Husband and Wife Unincorporated Businesses,ò then one can find (at 
https://www.irs.gov/businesses/small-businesses-self-employed/election-for-husband-and-wife-
unincorporated-businesses when I last searched) the IRSô view that a state law entity owned by a married 
couple cannot qualify for treatment as a qualified joint venture.  Similarly, an LLC owned by spouses does 
not qualify under special procedures for a favorable private letter ruling, which pre-date Code § 761(f) but 
remain in effect; see Section 6.01 of Rev. Proc. 2002-22 (which does, however, allow each spouse to 
have a single member LLC and have those LLCs own the properties as tenants in common).  The IRSô 
view does not appear to be confirmed or refuted by the legislative history.  Argosy Technologies, LLC v. 
Commissioner, T.C. Memo. 2018-35, subjected to penalties, for late filing of 2010 and 2011 returns, an 
LLC owned 100% by a married couple; the LLC protested, claiming it was a disregarded entity, but the 
court held that filing partnership returns admitted to partnership status and pointed out that there was no 
evidence of a Code § 761(f) election.  The court did not reach the merits of whether a Code § 761(f) 
election could have been made. 
524 Code §761(f)(1), effective tax years beginning after December 31, 2006. 
525 Chief Counsel Advice 200816030 held that active rental that qualified as a Code § 761(f) trade or 
business did not generate self-employment income, reasoning that Code § 1402(17) is intended to 
allocate income one-half to each spouse rather than overriding various exceptions (including the rental 
exception) to self-employment tax.  This CCA carries much more weight than most CCAs, as it was to the 
Asst. Division Counsel (Prefiling) (Small Business/Self-Employed) from the Branch Chief, Employment 
Tax Branch 1 (Exempt Organizations/Employment Tax/Government Entities) and recommended specific 
procedures for IRS Service Centers. See also ñNew Law Has Social Security Impact on Husband-Wife 
Partnerships,ò Business Entities (WG&L), Jan/Feb 2009. 
526 Code § 7701(e)(2). 
527 Cahill v. Commissioner, T.C. Memo. 2013-220.  This case involved an insurance agent.  The court 
pointed out: 

Petitioner entered into the memorandum of agreement and the revenue sharing agreement, both 
of which provided for the mechanism under which he would share in the profits of FC/CFC. 
Moreover, the memorandum of agreement and the revenue sharing agreement stated that 
FC/CFC would issue petitioner a Form 1099-MISC or a Schedule K-1 with respect to any money 
he received under either agreement. There is no indication in the record that petitioner objected 
to receiving a Schedule K-1 on the grounds that he was not a partner. 

The court also pointed out that the parties held out the taxpayer as an owner and changed the LLCôs 
name to include the taxpayerôs. 
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Transitory ownership in a partnership with almost no rights does not make a person a partner:528 

In the present case, Organization, as an assignee of Partner, was not a full-fledged 
partner of Partnership. Partnerôs assignment of Units to Organization entitled 
Organization to distributions made with respect to Units while Partner retained all other 
indicia of ownership of Units.  Organization was only an assignee of Partner for one day 
before the Organization transferred it rights in Units to Corporation in exchange for Note.  
Partner determined the selling price of Units.  Organizationôs momentary rights to 
distribution (which are totally controlled by Partner) are not sufficient to make 
Organization a partner in Partnership.  Organization had no meaningful right to 
participate in Partnershipôs success or failure and as such, was not in substance a 
partner of Partnership. 

                                                
528 CCA 201507018, which also invoked Reg. § 1.701-2 to disregard a transitory interest as a partner in a 
partnership: 

In this case, Partner purportedly transferred Units in Partnership with a low basis and a high fair 
market value to Organization, for which Partner took a charitable deduction based on the fair 
market value of Units on Partnerôs personal tax return.  Subsequently, Partner arranged for 
Organization to sell those Units to Corp for the Note.  As a result of this second purported 
transfer, Corp takes a deduction for interest payments on Note and a goodwill amortization 
deduction as a result of Partnershipôs Ä 743(b) adjustment.  In this way, Partner and Partner 
affiliates take three deductions for one charitable contribution that never in substance occurred. 
Transaction significantly reduced Partner and Corpôs tax liability.  The purported transfer of Units 
to Organization was necessary to achieve that claimed result.  Organization, an assignee of 
Partner with respect to Units, only momentarily had rights to distributions and no other rights to 
Units. 
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II.E. Recommended Structure for Entities 

II.E.1. Comparing Taxes on Annual Operations of C Corporations and Pass-Through 
Entities 

Below is a comparison of annual federal and state income tax burdens when the owners are in 
the highest or in a modest tax bracket, based on calculations shown in Parts II.E.1.a Taxes 
Imposed on C Corporations and II.E.1.b Taxes Imposed on S corporations, Partnerships, and 
Sole Proprietorships.  The assumptions made in putting together the chart can be criticized, but 
hopefully reviewing them helps one understand the post-2017 paradigm. 

 Individual in Top 
Bracket 

Individual in Modest 
Bracket 

Distributing 100% of Corporate Net Income 
After Income Tax 

47.3% 40.8% 

Distributing 50% of Corporate Net Income After 
Income Tax 

36.7% 33.4% 

Distributing None of Corporate Net Income After 
Income Tax 

26.0% 26.0% 

S corporation, Partnership, or Sole 
Proprietorship (Pass-Through) 

34.6%-45.8% 27.4%-46.2% 

Note, however, that distributing less than 100% of corporate net income after tax does 
not reflect the true tax cost, because additional tax will often be incurred when extracting 
the earnings later through a dividend or sale.  For a discussion of the extent to which that is 
true and how choice of entity affects exit strategies, see part II.E.2.a Transferring the Business. 

Also consider that the excess of pass-through income tax rates over corporate rates is at an all-
time high. 

A partnership or S corporation that does business in many states incurs extra state compliance 
obligations, because states often require withholding on nonresident owners, require all owners 
to file in all of those states, or require both.  Also note that individuals or trusts owning pass-
through businesses will be able to deduct little or no of the state income tax on their business 
income, whereas C corporations are not subject to such limitations.605 

For a start-up entity, consider that most businesses lose money initially, and some never get 
into the black.  An LLC taxed as a sole proprietorship or partnership is a much better vehicle for 
deducting losses606 than is an S corporation607 or C corporation.608  If one is enamored with 

                                                
605 See text accompanying fn 21 in part II.A.1.b C Corporation Tactic of Using Shareholder Compensation 
to Avoid Dividend Treatment. 
606 See part II.G.3 Limitations on Losses and Deductions; Loans Made or Guaranteed by an Owner, 
especially part II.G.3.c.ii Basis Limitations for Partners in a Partnership. 
607 See part II.G.3.c.i Basis Limitations for S corporation Owners Beyond Just Stock Basis. 
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corporate income taxation, one might start as an LLC and then contribute the LLC to a 
corporation when one becomes sufficiently profitable to save taxes.609  The disadvantage of 
such an approach occurs when the owner is in a low tax bracket, so that losses provide little, if 
any, benefit; in that case, having the C corporation carry forward its losses to offset them 
against income that would otherwise have been taxed at a higher rate ï and relying on 
Code § 1244 for ordinary loss treatment if the business is unsuccessful610 ï might be of greater 
benefit. 

Incentive pay and deferred compensation can be more difficult in a corporate setting than in a 
partnership setting.611  However, C corporations provide better fringe benefits.612 

II.E.1.a. Taxes Imposed on C Corporations 

For taxable years beginning after December 31, 2017, all C corporations pay tax at a flat 
21% rate, unless some industry-specific exclusions, such as those for insurance companies, 
apply.613  However, if a C corporation receives a dividend from another corporation, only part of 
that dividend is taxed,614 reducing the effective tax rate to 10.5% for dividends from unrelated 
companies or zero or 7.35% for dividends from affiliates. 

In addition to taxes on annual operations, consider: 

¶ Dividends to shareholders, which are distributions out of a corporationôs current or 
accumulated earnings and profits, are subject to regular tax at capital gain rates615  (if 
qualified dividends)616 and the 3.8% tax on net investment income.617 

                                                
608  See parts II.G.3.b C Corporations: Losses Incurred by Business, Owner, or Employee 
and II.G.3.c.iii Comparing C Corporation Loss Limitations to Those for Partnership and S corporation 
Losses. 
609 Although one could just ñcheck the boxò by filing Form 8832 or 2553, as the case may be, contributing 
an interest in the LLC sets one up for an ideal entity structure and avoids possible (remote) self-
employment tax issues.  See parts II.E Recommended Structure for Entities and II.L.5.b Self-Employment 
Tax Caution Regarding Unincorporated Business That Makes S Election, respectively.  For entity 
conversion issues, see part II.P.3 Conversions. 
610 See parts II.Q.7.l Special Provisions for Loss on the Sale of Stock in a Corporation under Code § 1244 
and II.J.11.b Code § 1244 Treatment Not Available for Trusts. 
611  See parts II.M.4.d Introduction to Code § 409A Nonqualified Deferred Compensation Rules 
and II.M.4.f.i Overview of Profits Interest; Contrast with Code § 409A. 
612 See part II.P.2 C Corporation Advantage Regarding Fringe Benefits. 
613 Code § 11(a), (b).  Code § 11(c) provides that corporate income tax does not apply to a corporation 
subject to a tax imposed by: 

(1) section 594 (relating to mutual savings banks conducting life insurance business), 
(2) subchapter L (sec. 801 and following, relating to insurance companies), or 
(3) subchapter M (sec. 851 and following, relating to regulated investment companies and real 

estate investment trusts). 
Code § 11(d), ñForeign corporations,ò provides: 

In the case of a foreign corporation, the tax imposed by subsection (a) shall apply only as 
provided by section 882. 

614 See fns. 10-14 in part II.A.1.a C Corporations Generally. 
615 Code §§ 1(h)(3), 1(h)(11)(A). 
616 Code § 1(h)(11)(B) provides the following parameters for ñqualified dividend incomeò: 
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¶ A corporation that does not pay dividends may become subject to the 20% accumulated 
earnings tax.  See part II.Q.7.a.vi Redemptions and Accumulated Earnings Tax. 

¶ A corporation that distributes property to its shareholders generally is subject to tax on the 
excess of value over basis (but cannot deduct a loss).  See part II.Q.7.h.iii Taxation of 
Corporation When It Distributes Property to Shareholders. 

Letôs examine the effects of earning $100,000 taxable income inside the corporation and 
distributing various proportions of the net after-tax profits, assuming the taxpayer lives in a state 
that imposes moderate (5%) income tax on corporations and individuals.  The individual in a top 
bracket is assumed taxed at a rate of 28.8%, consisting of 20% capital gain tax, 3.8% net 
investment income tax, and 5% state income tax.  The individual in a modest bracket is 
assumed taxed at a rate of 20%, consisting of 15% capital gain tax, no net investment income 
tax, and 5% state income tax. 

                                                
(i) In general.  The term ñqualified dividend incomeò means dividends received during the 

taxable year from- 
(I) domestic corporations, and 
(II) qualified foreign corporations. 

(ii) Certain dividends excluded.  Such term shall not include- 
(I) any dividend from a corporation which for the taxable year of the corporation in which the 

distribution is made, or the preceding taxable year, is a corporation exempt from tax 
under section 501 or 521, 

(II) any amount allowed as a deduction under section 591 (relating to deduction for dividends 
paid by mutual savings banks, etc.), and 

(III) any dividend described in section 404(k). 
(iii) Coordination with section 246(c).  Such term shall not include any dividend on any share of 

stock- 
(I) with respect to which the holding period requirements of section 246(c) are not met 

(determined by substituting in section 246(c) ñ60 daysò for ñ45 daysò each place it 
appears and by substituting ñ121-day periodò for ñ91-day periodò), or 

(II) to the extent that the taxpayer is under an obligation (whether pursuant to a short sale or 
otherwise) to make related payments with respect to positions in substantially similar or 
related property. 

Elaborating on Code § 1(h)(11)(B)(i)(II), Code § 1(h)(11)(C) provides rules for qualified foreign 
corporations. 
Code § 1(h)(11)(D) provides special rules: 

(i) Amounts taken into account as investment income.  Qualified dividend income shall not 
include any amount which the taxpayer takes into account as investment income under 
section 163(d)(4)(B).  [My note:  This relates to income against which investment interest may 
be deducted.  See part II.G.19.a Limitations on Deducting Business Interest Expense, which 
mentions in passing investment interest expense.] 

(ii) Extraordinary dividends.  If a taxpayer to whom this section applies receives, with respect to 
any share of stock, qualified dividend income from 1 or more dividends which are 
extraordinary dividends (within the meaning of section 1059(c)), any loss on the sale or 
exchange of such share shall, to the extent of such dividends, be treated as long-term capital 
loss. 

(iii) Treatment of dividends from regulated investment companies and real estate investment 
trusts.  A dividend received from a regulated investment company or a real estate investment 
trust shall be subject to the limitations prescribed in sections 854 and 857. 

617 See part II.I 3.8% Tax on Excess Net Investment Income (NII). 
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Distributing 100% of Corporate Net 
Income After Income Tax 

Individual in Top 
Bracket 

Individual in Modest 
Bracket 

Corporate Taxable Income $100,000 $100,000 

Federal and State Income Tax -26,000 -26,000 

Net Income after Income Tax $74,000 $74,000 

Income Taxes at 28.8% or 20% -21,312 -14,800 

Net Cash to Owner $52,688 $59,200 

Note that the tax rates above seem somewhat high ï 47.312% or 40.8%, depending on whether 
the shareholder is in a high or modest bracket.  The corporation might try paying more 
compensation to avoid double taxation, but compensation income is taxed at ordinary income 
rates, and the employerôs and employeeôs share of FICA combines to add tax equal to 2.5%-
13.3%.618  So, add that tax to the employeeôs federal, state, and local income tax rate and 
compare to the above.  Consider, however, that a corporation cannot deduct more than 
reasonable compensation - see part II.A.1.b C Corporation Tactic of Using Shareholder 
Compensation to Avoid Dividend Treatment ï and in 2017 the IRS has instructed its examiners 
how to prevent taxpayers from contesting the issue in Tax Court.619 

Distributing 50% of Corporate Net 
Income After Income Tax 

Individual in Top 
Bracket 

Individual in Modest 
Bracket 

Corporate Taxable Income $100,000 $100,000 

Federal and State Income Tax -26,000 -26,000 

Net Income after Income Tax $74,000 $74,000 

Distribution to Owner $37,000 $37,000 

Income Taxes at 28.8% or 20% -10,656 -7,400 

Net Cash to Owner $26,344 $29,600 

Corporate Cash Plus Shareholder Cash $63,344 $66,600 

 

                                                
618  The tax hit is 2.9%-15.3%, as described in part II.E.1.b Taxes Imposed on S corporations, 
Partnerships, and Sole Proprietorships, text accompanying fn 621-623.  However, the employerôs 
deduction for half of this amount at an assumed 26% rate lowers the effective rate to 2.5%-13.3%. 
619 See fns. 87-89 in part II.A.2.c New Corporation - Avoiding Double Taxation and Self-Employment Tax. 
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Distributing None of Corporate Net Income After Income Tax  

Corporate Taxable Income $100,000 

Federal and State Income Tax -26,000 

Net Income after Income Tax $74,000 

Many years ago, Congress incentivized corporations to declare dividends, through the 
imposition of two taxes: 

¶ Personal holding company tax.  A personal holding company is taxed on 20% of its 
undistributed personal holding company income.  See part II.A.1.e Personal Holding 
Company Tax. 

¶ Accumulated earnings tax.  Generally, a C corporation that accumulates funds could be 
subject to the 20% accumulated earnings tax on its excess undistributed accumulated 
earnings and profits.  The corporation needs to articulate specific reasons why its needs to 
reinvest its earnings.  For details, see part II.Q.7.a.vi Redemptions and Accumulated 
Earnings Tax.  This tax does not apply to personal holding companies (as used in the 
preceding bullet point).  If the company not a personal holding company but is a mere 
holding or investment company, the tax kicks in if undistributed earnings 
exceed $125,000.620 

Each of these taxes can be avoided by paying sufficient dividends.  The corporation may 
manage these taxes by actual or deemed dividends; see the relevant tax for rules on the extent 
to which this is permitted and how to do it. 

II.E.1.b. Taxes Imposed on S corporations, Partnerships, and Sole Proprietorships 

Generally, S corporations and partnerships do not pay entity-level income tax; instead, their 
owners pay tax on their distributive share of the entityôs income.  However, some state or local 
governments do impose an entity-level tax, which may be in addition to imposing income tax on 
the ownersô distributive share of the entityôs income. 

Tax reform in 2017 introduced a deduction of up to 20% of business earnings.  See 
part II.E.1.c Code § 199A Pass-Through Deduction for Qualified Business Income. 

An owner of a partnership or sole proprietorship also generally pays tax self-employment (ñSEò) 
tax on income from a trade or business, subject to various exceptions; see part  II.L Self-
Employment Tax (FICA).  SE tax is 15.3% OASDI and Medicare taxes until the taxpayer 
reaches the taxable wage base ($128,400 in 2018 and $132,900 in 2019),621 then is 2.9% 
Medicare tax until it reaches 3.8%, when the supplemental Medicare tax (employeeôs portion) 
kicks in.622  The employerôs portion of SE tax, which is 7.65% up to the taxable wage base and 

                                                
620 See fn 4021 in part II.Q.7.a.vi Redemptions and Accumulated Earnings Tax. 
621 See http://www.ssa.gov/OACT/COLA/cbb.html for the current amount. 
622 See fns 2781-2783 in part II.L.2.a.i General Rules for Income Subject to Self-Employment Tax. 
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1.45% thereafter, is deductible in determining adjusted gross income (not as an itemized 
deduction).623 

An owner of an S corporation or partnership may pay the 3.8% tax on net investment income 
(ñNIIò); see part  II.I 3.8% Tax on Excess Net Investment Income (NII).  SE income is excluded 
from NII.624  The deduction for the employerôs share of SE tax makes SE tax preferable to NII 
tax, except to the extent that the income would be below the taxable wage base. 

To the extent that an ownerôs distributive share of a partnershipôs or S corporationôs income is 
reinvested, the ownerôs basis in the partnership interest625 or stock626 increases.  Generally, an 
owner can withdraw the earnings tax-free, merely reducing basis in the ownerôs partnership 
interest or stock.  See parts II.Q.8.b.i Distribution of Property by a Partnership 
and II.Q.7.b Redemptions or Distributions Involving S corporations.  However, an S corporation 
that distributes property triggers tax on the gain,627 which gain is taxed at its shareholdersô 
respective income tax rates and in many cases does not qualify for favorable capital gain 
rates.628 

Letôs examine the effects of earning $100,000 taxable income inside the entity, assuming the 
taxpayer lives in a state that imposes moderate (5%) income tax on corporations and 
individuals: 

An individual in a top bracket might be taxed at a rate of 34.6%-45.8%, consisting of: 

¶ 29.6%-37% ordinary income tax (depending on whether the Code § 199A 20% deduction is 
available) 

¶ zero-3.8% net investment income tax (working in the business may avoid this tax, and 
exceptions to SE tax may apply as well), and 

¶ 5% state income tax. 

An individual in a modest bracket might be taxed at a rate of 27.4%-46.2%, consisting of: 

                                                
623 Code § 164(f), ñDeduction for one-half of self-employment taxes,ò provides: 

(1) In general.  In the case of an individual, in addition to the taxes described in subsection (a), 
there shall be allowed as a deduction for the taxable year an amount equal to one-half of the 
taxes imposed by section 1401 (other than the taxes imposed by section 1401(b)(2)) for such 
taxable year. 

(2) Deduction treated as attributable to trade or business.  For purposes of this chapter, the 
deduction allowed by paragraph (1) shall be treated as attributable to a trade or business 
carried on by the taxpayer which does not consist of the performance of services by the 
taxpayer as an employee. 

624 As to SE income being excluded from NII, see fn 1874 in part II.I.5 What is Net Investment Income 
Generally. 
625 Code § 705. 
626 Code § 1367. 
627 See part II.Q.7.h.iii Taxation of Corporation When It Distributes Property to Shareholders. 
628 See parts II.G.5 Gain or Loss on the Sale or Exchange of Property Used in a Trade or Business 
and II.Q.7.g Code § 1239: Distributions or Other Dispositions of Depreciable or Amortizable Property 
(Including Goodwill). 
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¶ 22.4%-28% ordinary income tax (depending on whether the Code § 199A 20% deduction is 
available, and the wage limitations629 and restrictions on types of businesses do not apply to 
modest income taxpayers) 

¶ zero-13.2% SE tax income tax (after considering the deduction for one-half of SE tax) 

¶ 5% state income tax. 

II.E.1.c. Code § 199A Pass-Through Deduction for Qualified Business Income 

For taxpayers other than C corporations,630 Code § 199A provides a deduction for taxable years 
beginning after December 31, 2017 but not beginning after December 31, 2025. 631   When 
applying Prop. Regs. §§ 1.199A-1 through 1.199A-6, a reference to an individual includes a 
reference to a trust (other than a grantor trust) or an estate to the extent that the Code § 199A 
deduction is determined by the trust or estate under the rules of Prop. Reg. § 1.199A-6.632  The 
Proposed Regulations and preamble are found at 
https://www.federalregister.gov/documents/2018/08/16/2018-17276/qualified-business-income-
deduction. 

In the case of a partnership or S corporation, Code § 199A applies at the partner or shareholder 
level.633  In the case of an S corporation, an allocable share is the shareholderôs pro rata share 
of an item.634  The deduction does not reduce oneôs basis in oneôs partnership interest or 
S corporation stock.635 

Grantor trusts are of course disregarded and their activity attributed to their deemed owners, but 
estates and nongrantor trusts compute their distributive net income (ñDNIò) with considering the 
Code § 199A deduction.  Then they allocate each Code § 199A item to the trust and the 
beneficiaries according to their respective shares of DNI.  The trust uses its taxable income for 
its Code § 199A calculation, and each beneficiary uses his or her taxable income for his or her 
own Code § 199A calculation.  See part II.E.1.f Trusts/Estates and the Code § 199A Deduction. 

The IRS is to ñprescribe such regulations as are necessary to carry out the purposes ofò 
Code § 199A, including regulations:636 

(A) for requiring or restricting the allocation of items and wages under this section and 
such reporting requirements as the Secretary determines appropriate, and 

(B) for the application of this section in the case of tiered entities. 

                                                
629 See part II.E.1.c.vi Wage Limitation If Taxable Income Is Above Certain Thresholds. 
630 Code § 199A(a). 
631 Code § 199A(i). 
632 Prop. Reg. § 1.199A-1(a)(2) 
633 Code § 199A(f)(1)(A)(i). 
634 Code § 199A(f)(1)(A) (flush language). 
635 Prop. Reg. § 1.199A-1(e)(1) provides: 

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

636 Code § 199A(f)(4). 
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The proposed regulations implementing subparagraph (A) follow the definitions below.  Prop. 
Reg. § 1.199A-1(f), ñEffective/applicability date,ò provides: 

(1) General rule.  Except as provided in paragraph (f)(2) of this section, the provisions 
of this section apply to taxable years ending after the date the Treasury decision 
adopting these regulations as final regulations is published in the Federal Register.  
However, taxpayers may rely on the rules of this section until the date the Treasury 
decision adopting these regulations as final regulations is published in the Federal 
Register. 

(2) Exception for non-calendar year RPE.  For purposes of determining QBI, W-2 
wages, and UBIA of qualified property, if an individual receives any of these items 
from an RPE with a taxable year that begins before January 1, 2018 and ends after 
December 31, 2017, such items are treated as having been incurred by the 
individual during the individual's taxable year in which or with which such RPE 
taxable year ends. 

Reg. § 1.199A-1(f)(2) allows a fiscal year estate (including a qualified revocable trust electing 
taxation as such)637 that distributes income to its beneficiaries to convert 2017 income into QBI.  
For example, suppose an S corporation issues a K-1 to an estate for calendar year 2017, and 
the estate elects a calendar year ending September 30, 2018.  That K-1 is reported on the 
estateôs return for a taxable year that begins before January 1, 2018 and ends after 
December 31, 2017, meaning that the K-1 will pass through QBI, W-2 wages and UBIA to the 
extent that the estate is an RPE.638  The estate is an RPE only to the extent QBI is allocated to 
beneficiaries on K-1s issued to them.639  The government is not disturbed by this conversion of 
2017 income to QBI.640  However, the RPE conducting the qualified trade or business may be ï 
it might not have been expecting to compute QBI, W-2 wages and UBIA for 2017!  
Nevertheless, I believe that they are required to report this information, because 
S corporations641 and partnerships642 must separately report any items that affect an ownerôs tax 
return differently than the entityôs overall taxable income. 

                                                
637 See part II.J.7 Code § 645 Election to Treat a Revocable Trust as an Estate. 
638 See part II.E.1.f Trusts/Estates and the Code § 199A Deduction, text accompanying fn 819. 
639 See part II.E.1.f.ii.(a) How Qualified Business Income Flows to Beneficiaries. 
640 The preamble to Prop. Reg. § 1.199A-6(d), REG-107892-18 (8/16/2018), explains: 

Section 199A applies to taxable years beginning after December 31, 2017.  However, there is no 
statutory requirement under section 199A that a qualified item arise after December 31, 2017. 

641 See fns 834-836 in part II.E.1.f.iii Electing Small Business Trusts (ESBTs). 
642 Using language similar to regulations referred to in fn 642, Reg. § 1.702-1(a)(8)(ii) provides: 

Each partner must also take into account separately the partner's distributive share of any 
partnership item which, if separately taken into account by any partner, would result in an income 
tax liability for that partner, or for any other person, different from that which would result if that 
partner did not take the item into account separately. 

Instructions for Form 1065 (2017), pages 34-35 provide much detail on how partnerships report items 
relating to Code § 199, which Code § 199A replaced. 
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The rules described in the various subparts of this part II.E.1.c apply to pass-throughs, but 
similar rules apply to any ñspecified agricultural or horticultural cooperative.ò643 

Prop. Reg. § 1.199A-1(b) provides the following definitions for Code § 199A and Prop. 
Regs. §§ 1.199A-1 through 1.199A-6: 

(1) Aggregated trade or business means two or more trades or businesses that have 
been aggregated pursuant to § 1.199A-4. 

(2) Applicable percentage means, with respect to any taxable year,100 percent 
reduced (not below zero) by the percentage equal to the ratio that the taxable 
income of the individual for the taxable year in excess of the threshold amount, 
bears to $50,000 (or $100,000 in the case of a joint return). 

(3) Phase-in range means a range of taxable income, the lower limit of which is the 
threshold amount, and the upper limit of which is the threshold amount plus $50,000 
(or $100,000 in the case of a joint return). 

(4) Qualified business income (QBI) means the net amount of qualified items of 
income, gain, deduction, and loss with respect to any trade or business as 
determined under the rules of § 1.199A-3(b). 

(5) QBI component means the amount determined under paragraph (d)(2) of this 
section. 

(6) Qualified PTP income is defined in § 1.199A-3(c)(3). 

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

(8) Reduction amount means, with respect to any taxable year, the excess amount 
multiplied by the ratio that the taxable income of the individual for the taxable year in 
excess of the threshold amount, bears to $50,000 (or $100,000 in the case of a joint 
return). For purposes of this paragraph (b)(8), the excess amount is 20 percent of 
QBI over the greater of 50 percent of W-2 wages or the sum of 25 percent of 
W-2 wages plus 2.5 percent of the UBIA of qualified property. 

(9) Relevant passthrough entity (RPE) means a partnership (other than a PTP) or an 
S corporation that is owned, directly or indirectly by at least one individual, estate, or 

                                                
643 Code § 199A(g) describes qualified entities and the related deduction.  The Senate report said (note 
that the Conference Committee reduced the deduction from 23% to 20% and pushed up the effective 
date by one year): 

For taxable years beginning after December 31, 2018 but not after December 31, 2025, a 
deduction is allowed to any specified agricultural or horticultural cooperative equal to the lesser of 
23 percent of the cooperativeôs taxable income for the taxable year or 50 percent of the W-2 
wages paid by the cooperative with respect to its trade or business.  A specified agricultural or 
horticultural cooperative is an organization to which subchapter T applies that is engaged in 
(a) the manufacturing, production, growth, or extraction in whole or significant part of any 
agricultural or horticultural product, (b) the marketing of agricultural or horticultural products that 
its patrons have so manufactured, produced, grown, or extracted, or (c) the provision of supplies, 
equipment, or services to farmers or organizations described in the foregoing. 
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trust.  A trust or estate is treated as an RPE to the extent it passes through QBI, 
W-2 wages, UBIA of qualified property, qualified REIT dividends, or qualified PTP 
income. 

(10) Specified service trade or business (SSTB) means a specified service trade or 
business as defined in § 1.199A-5(b). 

(11) Threshold amount means, for any taxable year beginning before 2019, $157,500 (or 
$315,000 in the case of a taxpayer filing a joint return).  In the case of any taxable 
year beginning after 2018, the threshold amount is the dollar amount in the 
preceding sentence increased by an amount equal to such dollar amount, multiplied 
by the cost-of-living adjustment determined under section 1(f)(3) of the Code for the 
calendar year in which the taxable year begins, determined by substituting 
ñcalendar year 2017] for ñcalendar year 2016] in section 1(f)(3)(A)(ii).  The amount 
of any increase under the preceding sentence is rounded as provided in 
section 1(f)(7) of the Code. 

(12) Total QBI amount means the net total QBI from all trades or businesses (including 
the individualôs share of QBI from trades or business conducted by RPEs). 

(13) Trade or business means a section 162 trade or business other than the trade or 
business of performing services as an employee.  In addition, rental or licensing of 
tangible or intangible property (rental activity) that does not rise to the level of a 
section 162 trade or business is nevertheless treated as a trade or business for 
purposes of section 199A, if the property is rented or licensed to a trade or business 
which is commonly controlled under § 1.199A-4(b)(1)(i) (regardless of whether the 
rental activity and the trade or business are otherwise eligible to be aggregated 
under § 1.199A-4(b)(1)). 

(14) Unadjusted basis immediately after acquisition of qualified property (UBIA of 
qualified property) is defined in § 1.199A-2(c). 

(15) W-2 wages means a trade or businessôs W-2 wages properly allocable to QBI as 
defined in § 1.199A-2(b). 

Various items described in part II.E.1.c.vi Wage Limitation If Taxable Income Is Above Certain 
Thresholds are to be allocated pursuant to fn 636 above.  Accordingly, Prop. Reg. § 1.199A-2(a) 
provides:644 

(1) In general.  This section provides guidance on calculating a trade or businessôs W-2 
wages properly allocable to QBI (W-2 wages) and the trade or businessôs unadjusted 
basis immediately after acquisition of all qualified property (UBIA of qualified 
property).  The provisions of this section apply solely for purposes of Section 199A of 
the Internal Revenue Code (Code). 

(2) W-2 wages.  Paragraph (b) of this section provides guidance on the determination of 
W-2 wages.  The determination of W-2 wages must be made for each trade or 

                                                
644  See parts II.E.1.c.vi.(a) W-2 Wages under Code § 199A and II.E.1.c.vi.(b) Unadjusted Basis 
Immediately after Acquisition (UBIA) of Qualified Property under Code § 199A. 



 

 - 43 - 6833577 

business by the individual or RPE that directly conducts the trade or business before 
applying the aggregation rules of § 1.199A-4.  In the case of W-2 wages paid by an 
RPE, the RPE must determine and report W-2 wages for each trade or business 
conducted by the RPE.  W-2 wages are presumed to be zero if not determined and 
reported for each trade or business. 

(3) UBIA of qualified property.  Paragraph (c) of this section provides guidance on the 
determination of the UBIA of qualified property.  The determination of the UBIA of 
qualified property must be made for each trade or business by the individual or RPE 
that directly conducts the trade or business before applying the aggregation rules of 
§ 1.199A-4.  In the case of qualified property held by an RPE, each partnerôs or 
shareholderôs share of the UBIA of qualified property is an amount which bears the 
same proportion to the total UBIA of qualified property as the partnerôs or 
shareholderôs share of tax depreciation bears to the RPEôs total tax depreciation with 
respect to the property for the year.  In the case of qualified property held by a 
partnership which does not produce tax depreciation during the year (for example, 
property that has been held for less than 10 years but whose recovery period has 
ended), each partnerôs share of the UBIA of qualified property is based on how gain 
would be allocated to the partners pursuant to sections 704(b) and 704(c) if the 
qualified property were sold in a hypothetical transaction for cash equal to the fair 
market value of the qualified property.  In the case of qualified property held by an 
S corporation which does not produce tax depreciation during the year, each 
shareholderôs share of the UBIA of qualified property is a share of the unadjusted 
basis proportionate to the ratio of shares in the S corporation held by the shareholder 
over the total shares of the S corporation.  The UBIA of qualified property is 
presumed to be zero if not determined and reported for each trade or business. 

Prop. Reg. § 1.199A-2(b) and (c) are described in part II.E.1.c.vi Wage Limitation If Taxable 
Income Is Above Certain Thresholds.  For now, letôs delve into how those items get reported to 
the ultimate individual or trust.  Note that the sentence describing S corporation UBIA is 
simplistic compared to part III.B.2.j.ii Tax Allocations on the Transfer of Stock in an 
S corporation. 

Prop. Reg. § 1.199A-6(b) describes computational and reporting rules for a relevant 
passthrough entity (RPE).  It provides: 

(1) In general.  An RPE must determine and report information attributable to any trades 
or businesses it is engaged in necessary for its owners to determine their 
Section 199A deduction. 

(2) Computational rules.  Using the following four rules, an RPE must determine the 
items necessary for individuals who own interests in the RPE to calculate their 
Section 199A deduction under § 1.199A-1(c) or (d): 

(i) First, the RPE must determine if it is engaged in one or more trades or 
businesses. The RPE must also determine whether any of its trades or 
businesses is an SSTB under the rules of § 1.199A-5. 

(ii) Second, the RPE must apply the rules in § 1.199A-3 to determine the QBI for 
each trade or business engaged in directly. 
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(iii) Third, the RPE must apply the rules in § 1.199A-2 to determine the W-2 wages 
and UBIA of qualified property for each trade or business engaged in directly. 

(iv) Fourth, the RPE must determine whether it has any qualified REIT dividends as 
defined in § 1.199A-3(c)(1) earned directly or through another RPE.  The RPE 
must also determine the net amount of qualified PTP income as defined in 
§ 1.199A-3(c)(2) earned directly or indirectly through investments in PTPs. 

(3) Reporting rules for RPEsð 

(i) Trade or business directly engaged in.  An RPE must separately identify and 
report on the Schedule K-1 issued to its owners for any trade or business 
engaged in directly by the RPE-- 

(A) Each ownerôs allocable share of QBI, W-2 wages, and UBIA of qualified 
property attributable to each such trade or business, and 

(B) Whether any of the trades or businesses described in paragraph (b)(3)(i)(A) 
of this section is an SSTB. 

(ii) Other items.  An RPE must also report on an attachment to the Schedule K-1, 
any QBI, W-2 wages, UBIA of qualified property, or SSTB determinations, 
reported to it by any RPE in which the RPE owns a direct or indirect interest.  
The RPE must also report each ownerôs allocated share of any qualified REIT 
dividends or qualified PTP income or loss received by the RPE (including through 
another RPE). 

(iii) Failure to report information.  If an RPE fails to separately identify or report on 
the Schedule K-1 (or any attachments thereto) issued to an owner any items 
described in paragraph (b)(3)(i) of this section, the ownerôs share (and the share 
of any upper-tier indirect owner) of positive QBI, W-2 wages, and UBIA of 
qualified property attributable to trades or businesses engaged in by that RPE 
will be presumed to be zero. 

Paragraph (3)(i), (ii) above is consistent with reporting requirements for partnerships in 
Code § 702(a)(7) and Reg. § 1.702-1(a)(8)(iii) and for S corporations in Code § 1366(a)(1)(A). 

This RPE paradigm means that each RPE is treated as a stand-alone taxpayer for purposes of 
evaluating the nature of the business.  This has negative consequences for real estate 
owners645 and for those conducting tiered partnerships.646 

The preamble, REG-107892-18 (8/16/2018), comments in part VI.A., ñComputational steps for 
RPEs and PTPs,ò starts with a description of RPE reporting requirements: 

Although RPEs cannot take the Section 199A deduction at the RPE level, each RPE 
must determine and report the information necessary for its direct and indirect owners to 
determine their own Section 199A deduction.  Proposed § 1.199A-6(b) follows the rules 

                                                
645 See fn 647. 
646 See part II.E.5.c.ii Code § 199A Deduction under Recommended Structure. 
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applicable to individuals with taxable income above the threshold amount set forth in 
§ 1.199A-1(d) in directing RPEs to determine what amounts and information to report to 
their owners and the IRS, including QBI, W-2 wages, the UBIA of qualified property for 
each trade or business directly engaged in, and whether any of its trades or businesses 
are SSTBs.  RPEs must also determine and report qualified REIT dividends and 
qualified PTP income received directly by the RPE.  Proposed § 1.199A-6(b)(3) then 
requires each RPE to report this information on or with the Schedules K-1 issued to the 
owners. RPEs must report this information regardless of whether a taxpayer is below the 
threshold.  The Treasury Department and the IRS request comments whether it is 
administrable to provide a special rule that if none of the owners of the RPE have 
taxable income above the threshold amount, the RPE does not need to determine and 
report W-2 wages, UBIA of qualified property, or whether the trade or business is an 
SSTB.  Although such a rule would relieve an RPE of an unnecessary burden, the RPE 
would need to have knowledge of the ultimate ownerôs taxable income. 

Part II.E.1.c.iii.(b) Aggregating Activities for Code § 199A describes when taxpayers may 
combine QBI, W-2 wages, and UBIA from multiple businesses.  It does not, however, change 
the fundamental concept that whether an activity rises to the level of a trade or business is 
tested only for the RPE and is not tested across RPEs: 

¶ For example, if a triple-net lease does not qualify for special relief due to common ownership 
and would not rise to the level of a trade or business,647 one cannot consider the fact the 
owners have 100 different RPEs with triple-net leases, which together add up to one big 
trade or business.  Instead, the owners would need to have one master partnership with 
multiple single-member LLCs that are disregarded for income tax purposes.  Presumably 
owners could have special allocations to adjust for any economic distortions of holding the 
various properties in one master partnership. 

¶ Suppose the activities are conducted within one or more S corporations (which is unusual 
for real estate but not other activities).  An S corporation could use as a subsidiary 
disregarded entity either an LLC or another corporation.  For the latter, see 
part II.A.2.g Qualified Subchapter S Subsidiary (QSub).  As part II.A.2.g discusses, unless 
there is a good state income tax or other reason, I tend to prefer single member LLC 
subsidiaries over QSubs. 

II.E.1.c.i. What Kind of Deduction; Maximum Impact of Deduction 

Summary of Impact of Deduction 

The deduction is not allowed in computing adjusted gross income648 but also is not an itemized 
deduction,649 so it is in its own category of deduction. 

The deduction applies for income tax but not for net investment income tax 650  or self-
employment tax651 purposes.652 

                                                
647  Part II.E.1.e.i General Rules Regarding Real Estate As a Trade or Business, text accompanying 
fns 795-782. 
648 Code § 62(a). 
649 Code § 63(d)(3). 
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When calculating alternative minimum taxable income under Code § 55, qualified business 
income is determined without regard to any adjustments under Code §§ 56-59.653 

Although wage income is not qualified business income,654 in computing withholding allowances 
and employee may take into account the estimated deduction under Code § 199A.655 

With a top regular income tax bracket of 37%, the deductionôs maximum relief is the equivalent 
of a 7.4% (20% of 37%) rate reduction, reducing the effective regular income tax rate to 29.6% 
(37% minus 7.4%). 

However, the rate reduction may be thought of as being somewhere between zero and 7.4%, 
for the following reasons: 

¶ Each trade or business the entity runs needs to be separately subjected to the limitations 
described below. 

¶ Some income does not qualify for the deduction at all, although generally business activities 
qualify if the taxpayerôs taxable income is below certain thresholds.  See 
parts II.E.1.c.ii Types of Income and Activities Eligible or Ineligible for Deduction 
and II.E.1.c.v.(a) Taxable Income ñThreshold. 

¶ An activity that does qualify may have its deduction limited if it has insufficient wages and 
not enough investment to make up for insufficient wages, although this limitation does not 
apply if the taxpayerôs taxable income is below certain thresholds.  See part II.E.1.c.vi Wage 
Limitation If Taxable Income Is Above Certain Thresholds regarding those particular items 
and part II.E.1.c.v Calculation of Deduction Generally showing how they affect the 
deduction. 

¶ Deducting a net operating loss may in some situations cause the taxpayer to lose part or all 
of the benefit of the Code § 199A deduction.656 

                                                
650 Net investment income tax, described in part II.I 3.8% Tax on Excess Net Investment Income (NII), is 
provided by Code § 1411, which is Chapter 2A. 
651 Self-employment tax, described in part II.L Self-Employment Tax (FICA), is provided by Code §§ 1401-
1403, which is Chapter 2. 
652 Code § 199A(f)(3) provides: 

DEDUCTION LIMITED TO INCOME TAXES.ðThe deduction under subsection (a) shall only be 
allowed for purposes of this chapter. 

Chapter 1 of Subtitle A of the Code includes Code §§ 1-1400U-3. 
Prop. Reg. § 1.199A-1(e)(2), ñSelf-employment tax and net investment income tax,ò provides: 

The deduction under section 199A does not reduce net earnings from self-employment under 
section 1402 or net investment income under section 1411. 

653 Code § 199A(f)(2).  Chapter 1 of Subtitle A of the Code includes Code §§ 1-1400U-3. 
Prop. Reg. § 1.199A-1(e)(4), ñCoordination with alternative minimum tax,ò provides: 

For purposes of determining alternative minimum taxable income under section 55, the deduction 
allowed under section 199A(a) for a taxable year is equal in amount to the deduction allowed 
under section 199A(a) in determining taxable income for that taxable year (that is, without regard 
to any adjustments under sections 56 through 59). 

654  See parts II.E.1.c.ii.(b) Trade or Business of Being an Employee (Excluded from QBI) 
and II.E.1.c.ii.(c) Items Excluded from Treatment as Qualified Business Income Under Code § 199A. 
655 Code § 3402(m)(1). 
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Other Effects of Code § 199A Deduction 

When determining how much Code § 172 net operating loss is applied, the Code § 199A 
deduction is disallowed.657 

Claiming the Code § 199A deduction makes the taxpayer more susceptible to the penalty for 
understatement of income tax.658 

The Code § 199A deduction does not reduce income when computing the percentages of 
income used in calculating the individual income tax charitable deduction.659 

It does not reduce taxable income in computing the taxable income limitation for percentage 
depletion under Code § 613(a) or 613A(d)(1). 

The Code § 199A deduction also has some interaction with the dividends-received deduction 
that I have not yet tried to analyze, 660  which is unexpected in that the dividends-received 
deduction applies only to corporations; presumably this applies to a specified agricultural or 
horticultural cooperative.661 

II.E.1.c.ii. Types of Income and Activities Eligible or Ineligible for Deduction 

Generally; List of Items Included in QBI 

QBI means ñthe net amount of qualified items of income, gain, deduction, and loss with respect 
to any qualified trade or business of the taxpayer;ò662 see part II.E.1.c.ii.(c) Items Excluded from 
Treatment as Qualified Business Income Under Code § 199A.  It does not include any ñqualified 
REIT dividends, qualified cooperative dividends, or qualified publicly traded partnership 
income.ò663  (Note that the Code § 199A separately takes into account qualified cooperative 
dividends in addition to QBI.) 

                                                
656 See part II.E.1.c.i.(b) Other Effects of Code § 199A Deduction, fn. 657. 
657 Code § 172(d)(8).  See part II.G.3.i.iii Code § 172 Net Operating Loss Deduction. 
658 Prop. Reg. § 1.199A-1(e)(5), ñImposition of accuracy-related penalty on underpayments,ò provides: 

For rules related to the imposition of the accuracy-related penalty on underpayments for 
taxpayers who claim the deduction allowed under section 199A, see section 6662(d)(1)(C). 

Code § 6662(d)(1)(C) provides: 
(C) Special Rule For Taxpayers Claiming Section 199A Deduction.  In the case of any taxpayer 

who claims the deduction allowed under section 199A for the taxable year, subparagraph (A) 
shall be applied by substituting ñ5 percentò for ñ10 percent.ò 

659 Code § 170(b)(2)(D)(vi). 
660 Code § 246(b)(1). 
661 See fn 643. 
662 Code § 199A(c)(1). 
663 Code § 199A(c)(1).  Code § 199A(e)(3) provides: 

QUALIFIED REIT DIVIDEND.ðThe term ñqualified REIT dividendò means any dividend from a 
real estate investment trust received during the taxable year whichð 
(A) is not a capital gain dividend, as defined in section 857(b)(3), and 
(B) is not qualified dividend income, as defined in section 1(h)(11). 

Code § 199A(e)(4) provides: 
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In the case of a partnership or S corporation, each partner or shareholder takes into account 
such personôs allocable share of each qualified item of income, gain, deduction, and loss.664  In 
the case of an S corporation, an allocable share is the shareholderôs pro rata share of an 
item.665 

To be a qualified item of ñincome, gain, deduction, and loss,ò the item must be a U.S.-source 
item666 and ñincluded or allowed in determining taxable income for the taxable year.ò667  Prop. 
Reg. § 1.199A-3(b)(2)(i) provides: 

In general.  The term qualified items of income, gain, deduction, and loss means items of 
gross income, gain, deduction, and loss to the extent such items areð 

(A) Effectively connected with the conduct of a trade or business within the United States 
(within the meaning of section 864(c), determined by substituting ñtrade or business 
(within the meaning of Section 199A)ò for ñnonresident alien individual or a foreign 
corporationò or for ña foreign corporationò each place it appears), and  

(B) Included or allowed in determining taxable income for the taxable year. 

See part II.E.1.c.ix QBI and Effectively Connected Income. 

                                                
QUALIFIED PUBLICLY TRADED PARTNERSHIP INCOME.  The term ñqualified publicly traded 
partnership incomeò means, with respect to any qualified trade or business of a taxpayer, the sum 
ofð 
(A) the net amount of such taxpayerôs allocable share of each qualified item of income, gain, 

deduction, and loss (as defined in subsection (c)(3) and determined after the application of 
subsection (c)(4)) from a publicly traded partnership (as defined in section 7704(a)) which is 
not treated as a corporation under section 7704(c), plus 

(B) any gain recognized by such taxpayer upon disposition of its interest in such partnership to 
the extent such gain is treated as an amount realized from the sale or exchange of property 
other than a capital asset under section 751(a). 

664 Code § 199A(f)(1)(A)(ii). 
665 Code § 199A(f)(1)(A) (flush language). 
666 Code § 199A(c)(3)(A)(i) requires the item to be: 

effectively connected with the conduct of a trade or business within the United States (within the 
meaning of section 864(c), determined by substituting óqualified trade or business (within the 
meaning of section 199A)ô for ónonresident alien individual or a foreign corporationô or for óa 
foreign corporationô each place it appears)ò 

I think this really just means that the individual seeking the Code § 199A deduction needs to be tested, 
because a literal plugging in of this language makes no sense: 

In the case of a qualified trade or business (within the meaning of section 199A) engaged in trade 
or business within the United States during the taxable year, the rules set forth in paragraphs (2), 
(3), (4), (6), (7), and (8) shall apply in determining the income, gain, or loss which shall be treated 
as effectively connected with the conduct of a trade or business within the United States. 

However, Code § 199A(f)(1)(C)(i) provides: 
In General.  In the case of any taxpayer with qualified business income from sources within the 
commonwealth of Puerto Rico, if all such income is taxable under section 1 for such taxable year, 
then for purposes of determining the qualified business income of such taxpayer for such taxable 
year, the term ñUnited Statesò shall include the Commonwealth of Puerto Rico. 

667 Code § 199A(c)(3)(A)(ii). 
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Prop. Reg. § 1.199A-3(b)(1) provides: 

In general.  For purposes of this section, the term qualified business income (QBI) 
means, for any taxable year, the net amount of qualified items of income, gain, 
deduction, and loss with respect to any trade or business of the taxpayer as described in 
paragraph (b)(2) of this section, provided the other requirements of this section and 
Section 199A are satisfied (including, for example, the exclusion of income not 
effectively connected with a United States trade or business). 

(i) Section 751 gain.  With respect to a partnership, if section 751(a) or (b) applies, then 
gain or loss attributable to assets of the partnership giving rise to ordinary income 
under section 751(a) or (b) is considered attributable to the trades or businesses 
conducted by the partnership, and is taken into account for purposes of computing 
QBI. 

(ii) Guaranteed payments for the use of capital.  Income attributable to a guaranteed 
payment for the use of capital is not considered to be attributable to a trade or 
business, and thus is not taken into account for purposes of computing QBI; 
however, the partnershipôs deduction associated with the guaranteed payment will be 
taken into account for purposes of computing QBI if such deduction is properly 
allocable to the trade or business and is otherwise deductible for Federal income tax 
purposes. 

(iii) Section 481 adjustments.  Section 481 adjustments (whether positive or negative) 
are taken into account for purposes of computing QBI to the extent that the 
requirements of this section and Section 199A are otherwise satisfied, but only if the 
adjustment arises in taxable years ending after December 31, 2017. 

(iv) Previously disallowed losses.  Generally, previously disallowed losses or deductions 
(including under sections 465, 469, 704(d), and 1366(d)) allowed in the taxable year 
are taken into account for purposes of computing QBI.  However, losses or 
deductions that were disallowed, suspended, limited, or carried over from taxable 
years ending before January 1, 2018 (including under sections 465, 469, 704(d), 
and 1366(d)), are not taken into account in a later taxable year for purposes of 
computing QBI. 

(v) Net operating losses.  Generally, a deduction under section 172 for a net operating 
loss is not considered with respect to a trade or business and therefore, is not taken 
into account in computing QBI.  However, to the extent that the net operating loss is 
disallowed under section 461(l), the net operating loss is taken into account for 
purposes of computing QBI. 

Comments submitted October 12, 2018 by the American Bar Associationôs Section on Taxation 
asserted that Prop. Reg. § 1.199A-3(b)(1)(ii) above incorrectly takes the position that 
guaranteed payments for the use of capital (GPUC) are per se not QBI.668  However, if the 

                                                
668 After making several arguments, the comments said (footnotes omitted): 
A plain reading of the statute would indicate Congressôs intent to include GPUCs as QBI. There is 
no provision in section 199A that excludes a guaranteed payment (either for services or for the 
use of capital) from being a Qualified Item.  Although guaranteed payments for services can be 
Qualified Items, they are specifically excluded from QBI under section 199A(c)(4)(B).  Notably, 
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government changes that rule, note that, to the extent that GPUC is viewed as the equivalent of 
an interest payment,669 that characterization may disallow part or all of the GPUC.670 

Various items of investment income, including short- or long-term capital gains and losses, are 
not qualified items.  Code § 199A(c)(3)(B), which is reproduced in full in part II.E.1.c.ii.(c) Items 
Excluded from Treatment as Qualified Business Income Under Code § 199A. 

ñQualified trade or businessò means any trade or business other than:671 

(A) a specified service trade or business,672 or 

(B) the trade or business of performing services as an employee.673 

Trade or Business of Being an Employee (Excluded from QBI) 

Code § 199A(d)(1)(B) excludes from a ñqualified trade or businessò the trade or business of 
performing services as an employee. 

Prop. Reg. § 1.199A-5(a)(3), ñTrade or business of performing services as an employee,ò 
provides: 

The trade or business of performing services as an employee is not a trade or business 
for purposes of section 199A and the regulations thereunder.  Therefore, no items of 
income, gain, loss, or deduction from the trade or business of performing services as an 
employee constitute QBI within the meaning of section 199A and § 1.199A-3.  No 

                                                
there is no exclusion of GPUCs from QBI.  This suggests that a GPUC may be QBI because a 
guaranteed payment may be a Qualified Item, but a guaranteed payment may not be included in 
QBI if it is paid with respect to services rendered by the partner to the partnershipôs trade or 
business.  In fact, if all guaranteed payments failed to be Qualified Items, then 
section 199A(c)(4)(B) would be superfluous because QBI only includes Qualified Items.  The 
statutory silence with respect to GPUCs could suggest that Congress had no intention to exclude 
GPUCs from QBI because Congress clearly contemplated guaranteed payments under 
section 707(c) and chose only to exclude from QBI those guaranteed payments that are made for 
services rendered with respect to the trade or business. 
On balance, there are strong arguments that a GPUC is treated as a partnerôs distributive share, 
and therefore as the payee partnerôs allocable share of the partnershipôs Qualified Items, for 
purposes of section 199A.  We believe treating a GPUC as a Qualified Item to the extent of a 
partnershipôs Qualified Items most furthers the intent of section 199A.  Therefore, we recommend 
that final guidance allow GPUCs under section 707(c) to be a Qualified Item and included in QBI 
to the extent of the partnershipôs Qualified Items, determined without regard to the GPUC 
expense. 
If the Final Regulations follow the Proposed Regulations and preclude GPUCs from being 
included in QBI, then we recommend that the Final Regulations also exclude from QBI any 
expense related to guaranteed payments for the use of capital.  Otherwise, the existence of a 
GPUC arrangement would reduce (inappropriately, in our view) the section 199A benefit afforded 
with respect to the QBI of a partnership. 

669 See part II.I.8.d.iii Treatment of Code § 707(c) Guaranteed Payments under Code § 1411. 
670  See part II.E.1.c.ii.(c) Items Excluded from Treatment as Qualified Business Income Under 
Code § 199A. 
671 Code § 199A(d)(1). 
672 See part II.E.1.c.iv Specified Service Trade or Business. 
673 See part II.E.1.c.ii.(b) Trade or Business of Being an Employee. 
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taxpayer may claim a section 199A deduction for wage income, regardless of the 
amount of taxable income. 

The preamble, REG-107892-18 (8/16/2018), provides in part V.B.: 

B. Trade or Business of Performing Services as an Employee 

Under section 199(d)(1)(B), the trade or business of performing services as an employee 
is not a qualified trade or business. Unlike an SSTB, there is no threshold amount that 
applies to the trade or business of performing services as an employee. Thus, wage or 
compensation income earned by any employee is not eligible for the Section 199A 
deduction no matter the amount.  

1. Definition 

An individual is an employee for Federal employment tax purposes if he or she has the 
status of an employee under the usual common law and statutory rules applicable in 
determining the employer-employee relationship.  Guides for determining employment 
status are found in §§ 31.3121(d)-1, 31.3306 (i)-1, and 31.3401(c)-1.  As stated in the 
regulations, generally, the common law relationship of employer and employee exists 
when the person for whom the services are performed has the right to direct and control 
the individual who performs the services, not only as to the result to be accomplished by 
the work but also as to the details and means by which that result is accomplished.  That 
is, an employee is subject to the direction and control of the employer not only as to 
what shall be done but how it shall be done.  In this connection it is not necessary that 
the employer actually direct or control the manner in which the services are performed; it 
is sufficient if he or she has the right to do so. 

In addition, the regulations and section 3401(c) state, generally, that an officer of a 
corporation (including an S corporation) is an employee of the corporation.  However, an 
officer of a corporation who does not perform any services or performs only minor 
services in his or her capacity as officer and who neither receives nor is entitled to 
receive, directly or indirectly, any remuneration is not considered to be an employee of 
the corporation.  Whether an officerôs services are minor is a question of fact that 
depends on the nature of the services, the frequency and duration of their performance, 
and the actual and potential importance or necessity of the services in relation to the 
conduct of the corporationôs business.  See Rev. Rul. 74-390. 

To provide clarity, proposed § 1.199A-5(d) provides a general rule that income from the 
trade or business of performing services as an employee refers to all wages (within the 
meaning of section 3401(a)) and other income earned in a capacity as an employee, 
including payments described in § 1.6041-2(a)(1) (other than payments to individuals 
described in section 3121(d)(3)) and § 1.6041-2(b)(1).  If an individual derives income in 
the course of a trade or business that is not described in section 3401(a), § 1.6041-
2(a)(1) (other than payments to individuals described in section 3121(d)(3)), or § 1.6041-
2(b)(1), that individual is not considered to be in the trade or business of performing 
services as an employee with regard to such income. 
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2. Presumption for Former Employees 

Section 199A provides that the trade or business of providing services as an employee 
is not eligible for the Section 199A deduction.  Therefore, taxpayers and practitioners 
noted that it may be beneficial for employees to treat themselves as independent 
contractors or as having an equity interest in a partnership or S corporation in order to 
benefit from the deduction under Section 199A. 

Section 530(b) of the Revenue Act of 1978 (Pub. L. 95-600), as amended by 
section 9(d)(2) of Public Law 96-167, section 1(a) of Public Law 96-541, and 
section 269(c) of Public Law 97-248, provides a prohibition against regulations and 
rulings on employment status for purposes of employment taxes.  Specifically, 
section 530(b) provides that no regulation or revenue ruling shall be published before the 
effective date of any law clarifying the employment status of individuals for purposes of 
the employment taxes by the Treasury Department (including the IRS) with respect to 
the employment status of any individual for purposes of the employment taxes.  
Section 530(c) of the Revenue Act of 1978 provides that, for purposes of section 530, 
the term óemployment taxô means any tax imposed by subtitle C of the Internal Revenue 
Code of 1954, and the term óemployment statusô means the status of an individual, under 
the usual common law rules applicable in determining the employer-employee 
relationship as an employee or as an independent contractor (or other individual who is 
not an employee).  These longstanding rules of section 530 of the Revenue Act of 1978 
limit the ability of the IRS to impose employment tax liability on employers for 
misclassifying employees as independent contractors but do not preclude challenging a 
workerôs status for purposes of Section 199A, an income tax provision under subtitle A of 
the Code. 

Therefore, proposed § 1.199A-5(d)(3) provides that for purposes of Section 199A, if an 
employer improperly treats an employee as an independent contractor or other non-
employee, the improperly classified employee is in the trade or business of performing 
services as an employee notwithstanding the employerôs improper classification. This 
issue is particularly important in the case of individuals who cease being treated as 
employees of an employer, but subsequently provide substantially the same services to 
the employer (or a related entity) but claim to do so in a capacity other than as an 
employee.  However, it would not be appropriate to provide that someone who formerly 
was an employee of an employer is now óless likelyô to be respected as an independent 
contractor.  Such a rule would not treat similarly-situated taxpayers similarly: two 
individuals who have a similar relationship with a company and each claim to be treated 
as independent contractors would be treated differently depending on any prior 
employment history with the company.  Therefore, proposed § 1.199A-5(d)(3) does not 
provide any new or different standards to be properly classified as an independent 
contractor or owner of a business.  Instead, proposed § 1.199A-5(d)(3) contains a 
presumption that applies in certain situations to ensure that individuals properly 
substantiate their status. 

Specifically, proposed § 1.199A-5(d)(3) provides that, solely for purposes of 
Section 199A(d)(1)(B) and the regulations thereunder, an individual who was treated as 
an employee for Federal employment tax purposes by the person to whom he or she 
provided services, and who is subsequently treated as other than an employee by such 
person with regard to the provision of substantially the same services directly or 
indirectly to the person (or a related person), is presumed to be in the trade or business 
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of performing services as an employee with regard to such services.  This presumption 
may be rebutted only upon a showing by the individual that, under Federal tax rules, 
regulations, and principles (including common-law employee classification rules), the 
individual is performing services in a capacity other than as an employee.  This 
presumption applies regardless of whether the individual provides services directly or 
indirectly through an entity or entities.  This presumption is solely for purposes of 
Section 199A and does not otherwise change the employment tax classification of the 
individual. Section 199A is in subtitle A of the Code, and this rule does not apply for 
purposes of any other subtitle, including subtitle C.  Accordingly, this rule does not 
implicate section 530(b) of the Revenue Act of 1978.  Proposed § 1.199A-5(d)(3)(ii) 
contains three examples illustrating this rule. 

Prop. Reg. § 1.199A-5(d), ñTrade or business of performing services as an employee,ò provides: 

(1) In general.  The trade or business of performing services as an employee is not a 
trade or business for purposes of section 199A and the regulations thereunder.  
Therefore, no items of income, gain, loss, and deduction from the trade or business 
of performing services as an employee constitute QBI within the meaning of 
section 199A and § 1.199A-3.  Except as provided in paragraph (d)(3) of this section, 
income from the trade or business of performing services as an employee refers to 
all wages (within the meaning of section 3401(a)) and other income earned in a 
capacity as an employee, including payments described in § 1.6041-2(a)(1) (other 
than payments to individuals described in section 3121(d)(3)) and § 1.6041-2(b)(1). 

(2) Employer's Federal employment tax classification of employee immaterial.  For 
purposes of determining whether wages are earned in a capacity as an employee as 
provided in paragraph (d)(1) of this section, the treatment of an employee by an 
employer as anything other than an employee for Federal employment tax purposes 
is immaterial.  Thus, if a worker should be properly classified as an employee, it is of 
no consequence that the employee is treated as a non-employee by the employer for 
Federal employment tax purposes. 

(3) Presumption that former employees are still employees. 

(i) Presumption.  Solely for purposes of section 199A(d)(1)(B) and paragraph (d)(1) 
of this section, an individual that was properly treated as an employee for Federal 
employment tax purposes by the person to which he or she provided services 
and who is subsequently treated as other than an employee by such person with 
regard to the provision of substantially the same services directly or indirectly to 
the person (or a related person), is presumed to be in the trade or business of 
performing services as an employee with regard to such services.  This 
presumption may be rebutted upon a showing by the individual that, under 
Federal tax law, regulations, and principles (including common-law employee 
classification rules), the individual is performing services in a capacity other than 
as an employee.  This presumption applies regardless of whether the individual 
provides services directly or indirectly through an entity or entities. 

(ii) Examples. The following examples illustrate the provision of paragraph (b)(3)(i) 
of this section.  Unless otherwise provided, the individual in each example has 
taxable income in excess of the threshold amount.  
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Example (1).  A is employed by PRS, a partnership, as a fulltime employee and is 
treated as such for Federal employment tax purposes.  A quits his job for PRS 
and enters into a contract with PRS under which A provides substantially the 
same services that A previously provided to PRS in A's capacity as an employee.  
Because A was treated as an employee for services he provided to PRS, and 
now is no longer treated as an employee with regard to such services, A is 
presumed (solely for purposes of section 199A(d)(1)(B) and paragraphs (a)(3) 
and (d) of this section) to be in the trade or business of performing services as an 
employee with regard to his services performed for PRS.  Unless the 
presumption is rebutted with a showing that, under Federal tax law, regulations, 
and principles (including the common-law employee classification rules), A is not 
an employee, any amounts paid by PRS to A with respect to such services will 
not be QBI for purposes of section 199A.  The presumption would apply even if, 
instead of contracting directly with PRS, A formed a disregarded entity, or an 
S corporation, and the disregarded entity or the S corporation entered into the 
contract with PRS. 

Example (2).  C is an attorney employed as an associate in a law firm (Law Firm 1) 
and was treated as such for Federal employment tax purposes.  C and the other 
associates in Law Firm 1 have taxable income below the threshold amount.  Law 
Firm 1 terminates its employment relationship with C and its other associates.  
C and the other former associates form a new partnership, Law Firm 2, which 
contracts to perform legal services for Law Firm 1.  Therefore, in form, C is now a 
partner in Law Firm 2 which earns income from providing legal services to Law 
Firm 1.  C continues to provide substantially the same legal services to Law 
Firm 1 and its clients.  Because C was previously treated as an employee for 
services she provided to Law Firm 1, and now is no longer treated as an 
employee with regard to such services, C is presumed (solely for purposes of 
section 199A(d)(1)(B) and paragraphs (a)(3) and (d) of this section) to be in the 
trade or business of performing services as an employee with respect to the 
services C provides to Law Firm 1 indirectly through Law Firm 2.  Unless the 
presumption is rebutted with a showing that, under Federal tax law, regulations, 
and principles (including common-law employee classification rules), C's 
distributive share of Law Firm 2 income (including any guaranteed payments) will 
not be QBI for purposes of section 199A.  The results in this example would not 
change if, instead of contracting with Law Firm 1, Law Firm 2 was instead 
admitted as a partner in Law Firm 1. 

Example (3).  E is an engineer employed as a senior project engineer in an 
engineering firm, Engineering Firm.  Engineering Firm is a partnership and 
structured such that after 10 years, senior project engineers are considered for 
partner if certain career milestones are met.  After 10 years, E meets those 
career milestones and is admitted as a partner in Engineering Firm.  As a partner 
in Engineering Firm, E shares in the net profits of Engineering Firm, and also 
otherwise satisfies the requirements under Federal tax law, regulations, and 
principles (including common-law employee classification rules) to be respected 
as a partner.  E is presumed (solely for purposes of section 199A(d)(1)(B) and 
paragraphs (a)(3) and (d) of this section) to be in the trade or business of 
performing services as an employee with respect to the services E provides to 
Engineering Firm.  However, E is able to rebut the presumption by showing that 
E became a partner in Engineering Firm as a career milestone, shares in the 
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overall net profits in Engineering Firm, and otherwise satisfies the requirements 
under Federal tax law, regulations, and principles (including common-law 
employee classification rules) to be respected as a partner. 

Items Excluded from Treatment as Qualified Business Income Under 
Code § 199A 

Various items of investment income, including short- or long-term capital gains and losses, are 
not qualified items.  Code § 199A(c)(3)(B) lists those nonqualified items, originally providing: 

Exceptions.  The following investment items shall not be taken into account as a 
qualified item of income, gain, deduction, or loss: 

(i) Any item of short-term capital gain, short-term capital loss, long-term capital gain, or 
long-term capital loss. 

(ii) Any dividend, income equivalent to a dividend, or payment in lieu of dividends 
described in section 954(c)(1)(G).674 

(iii) Any interest income other than interest income which is properly allocable to a trade 
or business. 

(iv) Any item of gain or loss described in subparagraph (C) or (D) of section 954(c)(1) 
(applied by substituting ñqualified trade or businessò for ñcontrolled foreign 
corporationò). 

(v) Any item of income, gain, deduction, or loss taken into account under 
section 954(c)(1)(F) (determined without regard to clause (ii) thereof and other than 
items attributable to notional principal contracts entered into in transactions qualifying 
under section 1221(a)(7)).675 

                                                
674 [My footnote ï not from the statute:]  Code § 954(c)(1)(G) refers to ñpayments in lieu of dividends 
which are made pursuant to an agreement to whichò Code § 1058 applies.  Code § 1058(b) requires an 
agreement to: 

(1) provide for the return to the transferor of securities identical to the securities transferred; 
(2) require that payments shall be made to the transferor of amounts equivalent to all interest, 

dividends, and other distributions which the owner of the securities is entitled to receive 
during the period beginning with the transfer of the securities by the transferor and ending 
with the transfer of identical securities back to the transferor; 

(3) not reduce the risk of loss or opportunity for gain of the transferor of the securities in the 
securities transferred; and 

(4) meet such other requirements as the Secretary may by regulation prescribe. 
675 [My footnote ï not from the statute:]  Code § 954(c)(1)(F)(i) provides that foreign personal holding 
company incomeò includes the portion of the gross income which consists of ñnet income from notional 
principal contracts.ò  Code § 1221(a)(7) provides that ñcapital assetò does not include: 

any hedging transaction which is clearly identified as such before the close of the day on which it 
was acquired, originated, or entered into (or such other time as the Secretary may by regulations 
prescribe)é 

Code § 1221(b)(2)(a) provides that ñhedging transactionò is ñany transaction entered into by the taxpayer 
in the normal course of the taxpayerôs trade or business primarily:ò 
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(vi) Any amount received from an annuity which is not received in connection with the 
trade or business.  

(vii) Any item of deduction or loss properly allocable to an amount described in any of the 
preceding clauses. 

The Senate report said that the statute excludes ñspecified investment-related incomeò such as 
ñany item taken into account in determining net long-term capital gain or net long-term capital 
loss:ò676 

However, the Consolidated Appropriations Act, 2018 amended Code § 199A(c)(3)(B) to delete 
ñinvestment,ò clarifying that an item does not have to be derived from an ñinvestmentò to be 
excluded from QBI. 

Code § 199A(c)(4) provides that QBI does not include: 

(A) reasonable compensation paid to the taxpayer by any qualified trade or business of 
the taxpayer for services rendered with respect to the trade or business, 

(B) any guaranteed payment described in section 707(c) paid to a partner for services 
rendered with respect to the trade or business, and 

(C) to the extent provided in regulations, any payment described in section 707(a) to a 
partner for services rendered with respect to the trade or business. 

The Senate report made it apparent that subparagraph (A) was aimed at reasonable 
compensation paid by an S corporation.  Thus, the reasonable compensation exception means 
that wages paid to an owner-employee of an S corporation are not themselves QBI.  See also 

                                                
(i) to manage risk of price changes or currency fluctuations with respect to ordinary property 

which is held or to be held by the taxpayer, 
(ii) to manage risk of interest rate or price changes or currency fluctuations with respect to 

borrowings made or to be made, or ordinary obligations incurred or to be incurred, by the 
taxpayer, or 

(iii) to manage such other risks as the Secretary may prescribe in regulations. 
676 The Senate report said: 

Treatment of investment income 
Qualified items do not include specified investment-related income, deductions, or loss. 
Specifically, qualified items of income, gain, deduction and loss do not include (1) any item taken 
into account in determining net long-term capital gain or net long-term capital loss, (2) dividends, 
income equivalent to a dividend, or payments in lieu of dividends, (3) interest income other than 
that which is properly allocable to a trade or business, (4) the excess of gain over loss from 
commodities transactions, other than those entered into in the normal course of the trade or 
business or with respect to stock in trade or property held primarily for sale to customers in the 
ordinary course of the trade or business, property used in the trade or business, or supplies 
regularly used or consumed in the trade or business, (5) the excess of foreign currency gains 
over foreign currency losses from section 988 transactions, other than transactions directly 
related to the business needs of the business activity, (6) net income from notional principal 
contracts, other than clearly identified hedging transactions that are treated as ordinary (i.e., not 
treated as capital assets), and (7) any amount received from an annuity that is not used in the 
trade or business of the business activity.  Qualified items under this provision do not include any 
item of deduction or loss properly allocable to such income. 
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part II.E.1.c.ii.(b) Trade or Business of Being an Employee (Excluded from QBI).  However, 
those wages would increase the QBI-related deduction to the extent that the wage limitation is a 
concern.677 

The preamble, REG-107892-18 (8/16/2018), provides: 

vii. Exclusion from QBI for certain items 

a. Treatment of section 1231 gains and losses 

Section 199A(c)(3)(B)(i) provides that QBI does not include any item of short-term 
capital gain, short-term capital loss, long-term capital gain, or long-term capital loss.  The 
Treasury Department and the IRS have received comments requesting guidance on the 
extent to which gains and losses subject to section 1231 may be taken into account in 
calculating QBI.  Section 1231 provides rules under which gains and losses from certain 
involuntary conversions and the sale of certain property used in a trade or business are 
either treated as long-term capital gains or long-term capital losses, or not treated as 
gains and losses from sales or exchanges of capital assets. 

Section 199A(c)(3)(B)(i) excludes capital gains or losses, regardless of whether those 
items arise from the sale or exchange of a capital asset.  The legislative history of 
Section 199A provides that QBI does not include any item taken into account in 
determining net long-term capital gain or net long-term capital loss.  Conference Report 
page 30.  Accordingly, proposed § 1.199A-3(b)(2)(ii)(A) clarifies that, to the extent gain 
or loss is treated as capital gain or loss, it is not included in QBI.  Specifically, if gain or 
loss is treated as capital gain or loss under section 1231, it is not QBI.  Conversely, if 
section 1231 provides that gains or losses are not treated as gains and losses from 
sales or exchanges of capital assets, Section 199A(c)(3)(B)(i) does not apply and thus, 
the gains or losses must be included in QBI (provided all other requirements are met). 

b. Interest Income. 

Section 199A(c)(4)(C) provides that QBI does not include any interest income other than 
interest income that is properly allocable to a trade or business.  The Treasury 
Department and the IRS believe that interest income received on working capital, 
reserves, and similar accounts is not properly allocable to a trade or business, and 
therefore should not be included in QBI, because such interest income, although held by 
a trade or business, is simply income from assets held for investment.  Accordingly, 
proposed § 1.199A-3(b)(2)(ii)(C) provides that interest income received on working 
capital, reserves, and similar accounts is not properly allocable to a trade or business. In 
contrast, interest income received on accounts or notes receivable for services or goods 
provided by the trade or business is not income from assets held for investment, but 
income received on assets acquired in the ordinary course of trade or business. 

                                                
677 See part II.E.1.c.vi Wage Limitation If Taxable Income Is Above Certain Thresholds, the impact of 
which may be reduced or eliminated under part II.E.1.c.v.(a) Taxable Income ñThreshold. 
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c. Reasonable compensation 

Section 199A(c)(4)(A) provides that QBI does not include ñreasonable compensation 
paid to the taxpayer by any qualified trade or business of the taxpayer for services 
rendered with respect to the trade or business.ò  Similarly, guaranteed payments for 
services under section 707(c) are excluded from QBI.  The phrase ñreasonable 
compensationò is a well-known standard in the context of S corporations.  Under Rev. 
Rul. 74-44, 1974-1 C.B. 287, S corporations must pay shareholder-employees 
ñreasonable compensation for services performedò prior to making ñdividendò 
distributions with respect to shareholder-employeesô stock in the S corporation under 
section 1368.  See also David E. Watson, P.C. v. United States, 668 F.3d 1008, 1017 
(8th Cir. 2012).  The legislative history of Section 199A confirms that the reasonable 
compensation rule was intended to apply to S corporations. 

The Treasury Department and the IRS have received requests for guidance on whether 
the phrase ñreasonable compensationò within the meaning of Section 199A extends 
beyond the context of S corporations for purposes of Section 199A.  The Treasury 
Department and the IRS believe ñreasonable compensationò is best read as limited to 
the context from which it derives: compensation of S corporation shareholders-
employees.  If reasonable compensation were to apply outside of the context of 
S corporations, a partnership could be required to apply the concept of reasonable 
compensation to its partners, regardless of whether amounts paid to partners were 
guaranteed.  Such a result would violate the principle set forth in Rev. Rul. 69-184, 
1969-1 CB 256, that a partner of a partnership cannot be an employee of that 
partnership.  There is no indication that Congress intended to change this long-standing 
Federal income tax principle.  Accordingly, proposed § 1.199A-3(b)(2)(ii)(H) provides 
that QBI does not include reasonable compensation paid by an S corporation but does 
not extend this rule to partnerships.  Because the trade or business of performing 
services as an employee is not a qualified trade or business under 
Section 199A(d)(1)(B), wage income received by an employee is never QBI.  The rule 
for reasonable compensation is merely a clarification that, even if an S corporation fails 
to pay a reasonable wage to its shareholder-employees, the shareholder-employees are 
nonetheless prevented from including an amount equal to reasonable compensation in 
QBI. 

d. Guaranteed payments 

Section 199A(c)(4)(B) provides that QBI does not include any guaranteed payment 
described in section 707(c) paid by a partnership to a partner for services rendered with 
respect to the trade or business.  Proposed § 1.199A-3(b)(2)(ii)(I) restates this statutory 
rule and clarifies that the partnershipôs deduction for such guaranteed payment is an 
item of QBI if it is properly allocable to the partnershipôs trade or business and is 
otherwise deductible for Federal income tax purposes.  It may be unclear whether a 
guaranteed payment to an upper-tier partnership for services performed for a lower-tier 
partnership is QBI for the individual partners of the upper-tier partnership if the upper-tier 
partnership does not itself make a guaranteed payment to its partners.  
Section 199A(c)(4)(B) does not limit the term ñpartnerò to an individual.  Consequently, 
for purposes of the guaranteed payment rule, a partner may be an RPE.  Accordingly, 
proposed § 1.199A-3(b)(2)(ii)(I) clarifies that QBI does not include any guaranteed 
payment described in section 707(c) paid to a partner for services rendered with respect 
to the trade or business, regardless of whether the partner is an individual or an RPE.  
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Therefore, for the purposes of this rule, a guaranteed payment paid by a lower-tier 
partnership to an upper-tier partnership retains its character as a guaranteed payment 
and is not included in QBI of a partner of the upper-tier partnership regardless of 
whether it is guaranteed to the ultimate recipient. 

e. Section 707(a) payments 

Section 199A(c)(4)(C) provides that QBI does not include, to the extent provided in 
regulations, any payment described in section 707(a) to a partner for services rendered 
with respect to the trade or business.  Section 707(a) addresses arrangements in which 
a partner engages with the partnership other than in its capacity as a partner.  Within the 
context of Section 199A, payments under section 707(a) for services are similar to, and 
therefore, should be treated similarly as, guaranteed payments, reasonable 
compensation, and wages, none of which is includable in QBI.  In addition, consistent 
with the tiered partnership rule for guaranteed payments described previously, to the 
extent an upper-tier RPE receives a section 707(a) payment, that income should not 
constitute QBI to the partners of the upper-tier entity.  Accordingly, proposed § 1.199A-
3(b)(2)(ii)(J) provides that QBI does not include any payment described in section 707(a) 
to a partner for services rendered with respect to the trade or business, regardless of 
whether the partner is an individual or an RPE.  The Treasury Department and the IRS 
request comments on whether there are situations in which it is appropriate to include 
section 707(a) payments in QBI. 

Prop. Reg. § 1.199A-3(b)(2)(ii), ñItems not taken into account,ò provides: 

Notwithstanding paragraph (b)(2)(i) of this section and in accordance with 
Section 199A(c)(3)(B), the following items are not taken into account as a qualified item 
of income, gain, deduction, or loss: 

(A) Any item of short-term capital gain, short-term capital loss, long-term capital gain, 
long-term capital loss, including any item treated as one of such items, such as gains 
or losses under section 1231 which are treated as capital gains or losses. 

(B) Any dividend, income equivalent to a dividend, or payment in lieu of dividends 
described in section 954(c)(1)(G).  Any amount described in section 1385(a)(1) is not 
treated as described in this clause. 

(C) Any interest income other than interest income which is properly allocable to a trade 
or business.  For purposes of Section 199A and this section, interest income 
attributable to an investment of working capital, reserves, or similar accounts is not 
properly allocable to a trade or business. 

(D) Any item of gain or loss described in section 954(c)(1)(C) (transactions in 
commodities) or section 954(c)(1)(D) (excess foreign currency gains) applied in each 
case by substituting ñtrade or businessò for ñcontrolled foreign corporation.ò 

(E) Any item of income, gain, deduction, or loss taken into account under 
section 954(c)(1)(F) (income from notional principal contracts) determined without 
regard to section 954(c)(1)(F)(ii) and other than items attributable to notional 
principal contracts entered into in transactions qualifying under section 1221(a)(7). 
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(F) Any amount received from an annuity which is not received in connection with the 
trade or business. 

(G) Any qualified REIT dividends as defined in paragraph (c)(2) of this section or 
qualified PTP income as defined in paragraph (c)(3) of this section. 

(H) Reasonable compensation received by a shareholder from an S corporation.  
However, the S corporationôs deduction for such reasonable compensation will 
reduce QBI if such deduction is properly allocable to the trade or business and is 
otherwise deductible for Federal income tax purposes. 

(I) Any guaranteed payment described in section 707(c) received by a partner for 
services rendered with respect to the trade or business, regardless of whether the 
partner is an individual or an RPE.  However, the partnershipôs deduction for such 
guaranteed payment will reduce QBI if such deduction is properly allocable to the 
trade or business and is otherwise deductible for Federal income tax purposes. 

(J) Any payment described in section 707(a) received by a partner for services rendered 
with respect to the trade or business, regardless of whether the partner is an 
individual or an RPE.  However, the partnershipôs deduction for such payment will 
reduce QBI if such deduction is properly allocable to the trade or business and is 
otherwise deductible for Federal income tax purposes. 

My best guess is that the exclusion of Code § 707(a) and (c) payments from QBI was intended 
to prevent the service provider from attributing the partnershipôs QBI to any Code § 707(a) or (c) 
payment.  If the service provider is in the trade or business of providing those services, the 
Code § 707(a) or (c) payment may be QBI as to that trade or business.  Presumably, holding a 
small partnership interest in a service recipient should not disqualify a person in the trade or 
business of supplying such services to many businesses.  For example, a company manages 
many properties for their owners.  Management fees would be QBI.  However, if the company 
becomes a partner in a landlord partnership, then the management fees would be payments 
under Code § 707(a) if an independent contractor relationship or under Code § 707(c) is 
provided as a partner.  To me, becoming a partner should disqualify the management fees from 
being QBI as relates to the landlordôs trade or business status but should not disqualify them as 
to the management companyôs own status.  Unfortunately, Prop. Reg. § 1.199A-3(b)(2)(ii)(I) 
provides no relief from the Code § 707(a) or (c) disallowance. 

Instead of making Code § 707(c) guaranteed payments to service partners, consider granting 
them a preferred profits interest.  See part II.M.4.f Issuing a Profits Interest to a Service 
Provider.  Consider whether doing so would, from a financial viewpoint, be relatively safe or 
relative risky for the service partners. 

For details on the references Code § 707(a) and (c), see part II.C.8.a Code § 707 - 
Compensating a Partner for Services Performed. 

II.E.1.c.iii.  ñTrade or Businessò for Code § 199A 

How do we delineate what is a ñtrade or businessò to which we apply these rules? 
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Part II.E.1.c.iii.(b) Aggregating Activities for Code § 199A allows taxpayers to count as part of a 
trade or business activities that might not otherwise qualify under part II.E.1.c.iii.(a) General 
Standards for ñTrade or Businessò for Code § 199A. 

General Standards for ñTrade or Businessò for Code § 199A 

Prop. Reg. § 1.199A-1(b)(13) provides:678 

Trade or business means a section 162 trade or business other than the trade or 
business of performing services as an employee.  In addition, rental or licensing of 
tangible or intangible property (rental activity) that does not rise to the level of a 
section 162 trade or business is nevertheless treated as a trade or business for 
purposes of section 199A, if the property is rented or licensed to a trade or business 
which is commonly controlled under § 1.199A-4(b)(1)(i) (regardless of whether the rental 
activity and the trade or business are otherwise eligible to be aggregated under 
§ 1.199A-4(b)(1)). 

Part II.E.1.c.iii.(b) Aggregating Activities for Code § 199A explains Prop. Reg. § 1.199A-4. 

The preamble to Prop. Reg. § 1.199A-1, REG-107892-18 (8/16/2018), explains the general 
definition: 

Proposed § 1.199A-1(b) also defines trade or business for purposes of Section 199A 
and proposed §§ 1.199A-1 through 1.199A-6.  Neither the statutory text of Section 199A 
nor the legislative history provides a definition of trade or business for purposes of 
Section 199A.  Multiple commenters stated that section 162 is the most appropriate 
definition for purposes of Section 199A.  Although the term trade or business is defined 
in more than one provision of the Code, the Department of the Treasury (Treasury 
Department) and the IRS agree with commenters that for purposes of Section 199A, 
section 162(a) provides the most appropriate definition of a trade or business.  This is 
based on the fact that the definition of trade or business under section 162 is derived 
from a large body of existing case law and administrative guidance interpreting the 
meaning of trade or business in the context of a broad range of industries.  Thus, the 
definition of a trade or business under section 162 provides for administrable rules that 
are appropriate for the purposes of Section 199A and which taxpayers have experience 
applying and therefore defining trade or business as a section 162 trade or business will 
reduce compliance costs, burden, and administrative complexity. 

The proposed regulations extend the definition of trade or business for purposes of 
Section 199A beyond section 162 in one circumstance.  Solely for purposes of 
Section 199A, the rental or licensing of tangible or intangible property to a related trade 
or business is treated as a trade or business if the rental or licensing and the other trade 
or business are commonly controlled under proposed § 1.199A-4(b)(1)(i).  It is not 
uncommon that for legal or other non-tax reasons taxpayers may segregate rental 
property from operating businesses.  This rule allows taxpayers to aggregate their trades 
or businesses with the associated rental or intangible property under proposed 
§ 1.199A-4 if all of the requirements of proposed § 1.199A-4 are met.  In addition, this 

                                                
678 The second sentence is referred to in Prop. Reg. § 1.199A-4(d), Examples (8) and (9), reproduced in 
full in the text before and after fn 696 in part II.E.1.c.iii.(b) Aggregating Activities for Code § 199A. 
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rule may prevent taxpayers from improperly allocating losses or deductions away from 
trades or businesses that generate income that is eligible for a Section 199A deduction. 

Aggregating Activities for Code § 199A 

This part II.E.1.c.ii.(b) describes optional aggregation that allows taxpayers to combine wages 
and UBIA from separate (but related in some manner) businesses.  However, each RPE 
separately determines whether its activity qualifies as a trade or business.  Owners might want 
to combine their RPEs into a master partnership in which each LLC is a disregarded entity.  See 
the discussion at the end of the introductory  portion of part II.E.1.c Code § 199A Pass-Through 
Deduction for Qualified Business Income.679 

Although these rules are optional, parts II.E.1.c.v.(c) Calculation When Taxable Income 
Exceeds the Threshold Amount and II.E.1.c.vii Effect of Losses from Qualified Trades or 
Businesses on the Code § 199A Deduction show how aggregation is beneficial in most cases.  
Whether or not a taxpayers aggregates, real estate rented to a commonly controlled business 
also receives relief;  see part II.E.1.e.i General Rules Regarding Real Estate As a Trade or 
Business.680 

In contrast to optional aggregation under this part II.E.1.c.ii.(b), part II.E.1.c.iv.(o) SSTB Very 
Broad Anti-Abuse Rules shows how businesses closely tied to a specified service trade or 
business (SSTB) may lose part or all of their QBI solely because of that connection. 

The preamble to Prop. Reg. § 1.199A-4, REG-107892-18 (8/16/2018), explains optional 
aggregation: 

IV.  Proposed § 1.199A-4: Aggregation Rules 

A.  Overview  

The proposed regulations incorporate the rules under section 162 for determining 
whether a trade or business exists for purposes of Section 199A.  A taxpayer can have 
more than one trade or business for purposes of section 162.  See § 1.446-1(d)(1).  
However, in most cases, a trade or business cannot be conducted through more than 
one entity. 

The Treasury Department and the IRS have received comments requesting that the 
regulations provide that taxpayers be permitted to group or ñaggregateò trades or 
businesses under Section 199A using the grouping rules described in § 1.469-4 
(grouping rules).  Section 1.469-4 sets forth the rules for grouping a taxpayerôs trade or 
business activities and rental activities for purposes of applying the passive activity loss 
and credit limitation rules of section 469. Section 469 uses the term ñactivitiesò in 
determining the application of the limitation rules under section 469.  In contrast, 
Section 199A applies to trades or businesses.  By focusing on activity, the grouping 
rules may be both under and over inclusive in determining what activities give rise to a 
trade or business for Section 199A purposes. 

                                                
679 See text accompanying fn 647, which also mentions the possibility of using QSubs when the master 
RPE is an S corporation. 
680 Especially the text accompanying fns 795-797. 
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Additionally, section 469 is a loss limitation rule used to prevent taxpayers from 
sheltering passive losses with nonpassive income.  The Section 199A deduction is not 
based on the level of a taxpayerôs involvement in the trade or business (that is, both 
active and passive owners of a trade or business may be entitled to a Section 199A 
deduction if they otherwise satisfy the requirements of Section 199A and these proposed 
regulations).  Complicating matters further, a taxpayerôs section 469 groupings may 
include specified service trades or businesses, requiring separate rules to segregate the 
two categories of trades or businesses to calculate the Section 199A deduction. 

Therefore, the grouping rules under section 469 are not appropriate for determining a 
trade or business for Section 199A purposes.  Accordingly, the Treasury Department 
and the IRS are not adopting the section 469 grouping rules as the means by which 
taxpayers can aggregate trades or businesses for purposes of applying Section 199A. 

Although it is not appropriate to apply the grouping rules under section 469 to 
Section 199A, the Treasury Department and the IRS agree with practitioners that some 
amount of aggregation should be permitted. It is not uncommon for what are commonly 
thought of as single trades or businesses to be operated across multiple entities.  Trades 
or businesses may be structured this way for various legal, economic, or other non-tax 
reasons.  The fact that businesses are operated across entities raises the question of 
whether, in defining trade or business for purposes of Section 199A, section 162 trades 
or businesses should be permitted or required to be aggregated or disaggregated, and if 
so, whether such aggregation or disaggregation should occur at the entity level or the 
individual level.  Allowing taxpayers to aggregate trades or businesses offers taxpayers 
a means of combining their trades or businesses for purposes of applying the W-2 wage 
and UBIA of qualified property limitations and potentially maximizing the deduction under 
Section 199A.  If such aggregation is not permitted, taxpayers could be forced to incur 
costs to restructure solely for tax purposes.  In addition, business and non-tax law 
requirements may not permit many taxpayers to restructure their operations.  Therefore, 
proposed § 1.199A-4 permits the aggregation of separate trades or businesses, 
provided certain requirements are satisfied. 

The Treasury Department and the IRS are aware that many commenters were 
concerned with having multiple regimes for grouping (that is, under sections 199A, 1411, 
and 469).  Accordingly, comments are requested on the aggregation method described 
in proposed § 1.199A-4, including whether this would be an appropriate grouping 
method for purposes of sections 469 and 1411, in addition to Section 199A. 

B. Aggregation rules  

Under proposed § 1.199A-4, aggregation is permitted but is not required. However, an 
individual may aggregate trades or businesses only if the individual can demonstrate 
that the requirements in proposed § 1.199A-4(b)(1) are satisfied.  First, consistent with 
other provisions in the proposed regulations, each trade or business must itself be a 
trade or business as defined in § 1.199A-1(b)(13). 

Second, the same person, or group of persons, must directly or indirectly, own a majority 
interest in each of the businesses to be aggregated for the majority of the taxable year in 
which the items attributable to each trade or business are included in income.  All of the 
items attributable to the trades or businesses must be reported on returns with the same 
taxable year (not including short years).  Proposed § 1.199A-4(b)(3) provides rules 
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allowing for family attribution.  Because the proposed rules look to a group of persons, 
non-majority owners may benefit from the common ownership and are permitted to 
aggregate.  The Treasury Department and the IRS considered certain reporting 
requirements in which the majority owner or group of owners would be required to 
provide information about all of the other pass-through entities in which they held a 
majority interest.  Due to the complexity and potential burden on taxpayers of such an 
approach, proposed § 1.199A-4 does not provide such a reporting requirement.  The 
Treasury Department and the IRS request comments on whether a reporting or other 
information sharing requirement should be required. 

Third, none of the aggregated trades or businesses can be an SSTB. Proposed 
§ 1.199A-5 addresses SSTBs and trades or businesses with SSTB income. 

Fourth, individuals and trusts must establish that the trades or businesses meet at least 
two of three factors, which demonstrate that the businesses are in fact part of a larger, 
integrated trade or business.  These factors include: (1) the businesses provide products 
and services that are the same (for example, a restaurant and a food truck) or they 
provide products and services that are customarily provided together (for example, a gas 
station and a car wash); (2) the businesses share facilities or share significant 
centralized business elements (for example, common personnel, accounting, legal, 
manufacturing, purchasing, human resources, or information technology resources); or 
(3) the businesses are operated in coordination with, or reliance on, other businesses in 
the aggregated group (for example, supply chain interdependencies). 

C. Individuals 

An individual is permitted to aggregate trades or businesses operated directly and trades 
or businesses operated through RPEs.  Individual owners of the same RPEs are not 
required to aggregate in the same manner. 

An individual directly engaged in a trade or business must compute QBI, W-2 wages, 
and UBIA of qualified property for each trade or business before applying the 
aggregation rules.  If an individual has aggregated two or more trades or businesses, 
then the combined QBI, W-2 wages, and UBIA of qualified property for all aggregated 
trades or businesses is used for purposes of applying the W-2 wage and UBIA of 
qualified property limitations described in proposed § 1.199A-1(d)(2)(iv). 

D. RPEs 

RPEs must compute QBI, W-2 wages, and UBIA of qualified property for each trade or 
business.  An RPE must provide its owners with information regarding QBI, W-2 wages, 
and UBIA of qualified property attributable to its trades or businesses. 

The Treasury Department and the IRS considered permitting aggregation by an RPE in 
a tiered structure.  The Treasury Department and the IRS considered several 
approaches to tiered structures, including permitting only the operating entity to 
aggregate the trades or businesses or permitting each tier to add to the aggregated 
trade or business from a lower-tier, provided that the combined aggregated trade or 
business otherwise satisfied the requirements of proposed § 1.199A-4(b)(1) had the 
businesses all been owned by the lower-tier entity.  The Treasury Department and the 
IRS are concerned that the reporting requirements needed for either of these rules 
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would be overly complex for both taxpayers and the IRS to administer.  In addition, 
because the Section 199A deduction is in all cases taken at the individual level, it should 
not be detrimental, and in fact may provide flexibility to taxpayers, to provide for 
aggregation at only one level.  The Treasury Department and the IRS request comments 
on the proposed approach to tiered structures and the reporting necessary to allow an 
individual to demonstrate to which trades or businesses his or her QBI, W-2 wages, and 
UBIA of qualified property are attributable for purposes of calculating his or her 
Section 199A deduction. 

E. Reporting and consistency 

Proposed § 1.199A-4(c)(1) requires that once multiple trades or businesses are 
aggregated into a single aggregated trade or business, individuals must consistently 
report the aggregated group in subsequent tax years.  Proposed § 1.199A-4(c)(1) 
provides rules for situations in which the aggregation rules are no longer met as well as 
rules for when a newly created or acquired trade or business can be added to an 
existing aggregated group. 

Proposed § 1.199A-4(c)(2)(i) provides reporting and disclosure requirements for 
individuals that choose to aggregate, including identifying information about each trade 
or business that constitutes a part of the aggregated trade or business.  Proposed 
§ 1.199A-4(c)(2)(ii) allows the Commissioner to disaggregate trades or businesses if an 
individual fails to make the required aggregation disclosure.  The Treasury Department 
and the IRS request comments as to whether it is administrable to create a standard 
under which trades or businesses will be disaggregated by the Commissioner and what 
that standard might be. 

Prop. Reg. § 1.199A-4(a), ñScope and purpose, provides:681 

An individual or Relevant Passthrough Entity (RPE) may be engaged in more than one 
trade or business.  Except as provided in this section, each trade or business is a 
separate trade or business for purposes of applying the limitations described in 
§ 1.199A-1(d)(2)(iv).  This section sets forth rules to allow individuals to aggregate 
trades or businesses, treating the aggregate as a single trade or business for purposes 
of applying the limitations described in § 1.199A-1(d)(2)(iv).  Trades or businesses may 
be aggregated only to the extent provided in this section, but aggregation by taxpayers is 
not required. 

Prop. Reg. § 1.199A-4 applies to taxable years ending after the date the Treasury decision 
adopting it as a final regulation is published in the Federal Register, but taxpayers may rely on it 
until the date the Treasury decision adopting it as final regulations is published in the Federal 
Register.682 

                                                
681  The reference to Prop. Reg. § 1.199A-1(d)(2)(iv) is to part II.E.1.c.vi Wage Limitation If Taxable 
Income Is Above Certain Thresholds, with Prop. Reg. § 1.199A-1(d)(2)(iv)(A) reproduced in fn 726 in that 
part. 
682 Prop. Reg. § 1.199A-4(e)(1), which is expressly subject to Prop. Reg. § 1.199A-4(e)(2), ñException for 
non-calendar year RPE,ò which provides: 

For purposes of determining QBI, W-2 wages, and UBIA of qualified property, if an individual 
receives any of these items from an RPE with a taxable year that begins before January 1, 2018 
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Prop. Reg. § 1.199A-4(b)(1), ñGeneral rule,ò provides that, except as provided in Prop. 
Reg. § 1.199A-4(b)(3) (family attribution), trades or businesses may be aggregated only if an 
individual can demonstrate that- 

(i) The same person or group of persons, directly or indirectly, owns 50 percent or more 
of each trade or business to be aggregated, meaning in the case of such trades or 
businesses owned by an S corporation, 50 percent or more of the issued and 
outstanding shares of the corporation, or, in the case of such trades or businesses 
owned by a partnership, 50 percent or more of the capital or profits in the 
partnership; 

(ii) The ownership described in paragraph  (b)(1)(i) of this section exists for a majority of 
the taxable year in which the items attributable to each trade or business to be 
aggregated are included in income; 

(iii) All of the items attributable to each trade or business to be aggregated are reported 
on returns with the same taxable year, not taking into account short taxable years; 

(iv) None of the trades or businesses to be aggregated is a specified service trade or 
business (SSTB) as defined in § 1.199A-5; and 

(v) The trades or businesses to be aggregated satisfy at least two of the following 
factors (based on all of the facts and circumstances): 

(A) The trades or businesses provide products and services that are the same or 
customarily offered together. 

(B) The trades or businesses share facilities or share significant centralized business 
elements, such as personnel, accounting, legal, manufacturing, purchasing, 
human resources, or information technology resources. 

(C) The trades or businesses are operated in coordination with, or reliance upon, one 
or more of the businesses in the aggregated group (for example, supply chain 
interdependencies). 

These aggregation rules are very different than the passive loss rules under 
parts II.K.1.b Grouping Activities, II.K.1.e.ii Self-Rental Converts Rental to Nonpassive Activity, 
and II.K.1.e.iii.(b) Aggregating Real Estate Activities for a Real Estate Professional. 

[Below are references to Examples in Prop. Reg. § 1.199A-4(d).  Each Example is bookmarked 
so that users of the full set of materials can click on it and go to the Example.] 

As to the Prop. Reg. § 1.199A-4(b)(1)(i) ownership requirement: 

¶ It allows partnerships and S corporations to be aggregated (which is often important for real 
estate, which often is held by a partnership that leases it to an S corporation). 683  

                                                
and ends after December 31, 2017, such items are treated as having been incurred by the 
individual during the individual's taxable year in which or with which such RPE taxable year ends. 

683 In part II.E.1.e.i General Rules Regarding Real Estate As a Trade or Business, fn 795 refers back to 
these Examples.  That part demonstrates that real estate might not qualify as a trade or business and 
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Prop. Reg. § 1.199A-4(d), Example (3) provides, ñW owns more than 50% of the stock of S1 
and more than 50% of the capital and profits of PRS thereby satisfying paragraph (b)(1)(i) of 
this section.ò  Example (8) concludes, ñG owns more than 50% of the stock of S1 and more 
than 50% of the capital and profits in LLC1 and LLC2 thus satisfying paragraph (b)(1)(i) of 
this section.ò   

¶ Example (5), allowing a 10% owner to aggregate when another person owned more 
than 50%, implements the statement from the preamble above, ñBecause the proposed 
rules look to a group of persons, non-majority owners may benefit from the common 
ownership and are permitted to aggregate.ò  So does Example (10), allowing 5% and 10% 
owners to aggregate. 

¶ Example (9) shows that family attribution under Reg. § 1.199A-4(b)(3) can allow an owner to 
satisfy Prop. Reg. § 1.199A-4(b)(1)(i).684 

Only passthrough activity can be aggregated.  Prop. Reg. § 1.199A-4(d), Example (11). 

Regarding the Prop. Reg. § 1.199A-4(b)(1)(v)(B) requirement that ñthe trades or businesses 
share facilities or share significant centralized business elements, such as personnel, 
accounting, legal, manufacturing, purchasing, human resources, or information technology 
resourcesò: 

¶ Prop. Reg. § 1.199A-4(d), Example (1) states that subparagraph (B) was satisfied when two 
businesses, a catering business and a restaurant, ñshare the same kitchen facilities in 
addition to centralized purchasing, marketing, and accounting.ò685 

¶ In Example (3), the 75% owner of two businesses manages the businesses, but the 
Example states that does not satisfy subparagraph (B). 

¶ In Example (4), ñA team of executives oversees the operations of all four of the businesses 
and controls the policy decisions involving the business as a whole.  Human resources and 
accounting are centralized for the four businesses.ò  The analysis concludes that 
subparagraph (B) is satisfied ñbecause the businesses share accounting and human 
resource functions.ò  The analysis implicitly seems to suggest that having a team of 
executives overseeing operations and controlling policy decisions adds little or no weight to 
analyzing how subparagraph (B) operates but rather places great weight on common 
accounting and human resource functions. 

                                                
mentions that leasing it to a business under common control under Prop. Reg. § 1.199A-4(b)(1)(i) can 
allow the rental to be eligible for the Code § 199A deduction. 
684 Reg. § 1.199A-4(b)(3) is reproduced in the text accompanying fn 687. 
685 Facts included the following, with A being the common sole owner: 

The catering business and the restaurant share centralized purchasing to obtain volume 
discounts and a centralized accounting office that performs all of the bookkeeping, tracks and 
issues statements on all of the receivables, and prepares the payroll for each business.  
A maintains a website and print advertising materials that reference both the catering business 
and the restaurant.  A uses the restaurant kitchen to prepare food for the catering business.  The 
catering business employs its own staff and owns equipment and trucks that are not used or 
associated with the restaurant. 
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¶ In Example (6), two businesses share ñcentralized purchasing functions to obtain volume 
discounts and a centralized accounting office that performs all of the bookkeeping, tracks 
and issues statements on all of the receivables, and prepares the payroll for each business.ò  
The Example analysis concludes that subparagraph (B) is satisfied ñbecause of their 
centralized purchasing and accounting offices.ò 

¶ Example (7) has the same facts as Example (6), but the businesses ñdo not have 
centralized purchasing or accounting functions.ò  Its analysis concludes that taking away 
these centralized functions prevents subparagraph (B) from being satisfied. 

¶ In Example (8), sharing ñcommon advertising and managementò appears to satisfy 
subparagraph (B) because they are viewed as sharing ñsignificant centralized business 
elements.ò 

¶ In Example (10), a 5% owner of various restaurants, G, ñis the executive chef of all of the 
restaurants and as such he creates the menus and orders the food supplies.ò  The 
Exampleôs analysis concludes, ñparagraph (b)(1)(v)(B) of this section is satisfied as G is the 
executive chef of all of the restaurants and the businesses share a centralized function for 
ordering food and supplies.ò 

¶ Example (14) states that subparagraph (B) is satisfied when the businesses ñhave a 
centralized human resources department, payroll, and accounting department.ò 

For what is an SSTB violating the Prop. Reg. § 1.199A-4(b)(1)(iv) prohibition against 
aggregating SSTBs,686 see part II.E.1.c.iv Specified Service Trade or Business. 

Reg. § 1.199A-4(b)(3), ñFamily attribution,ò provides that, for purposes of determining ownership 
under Reg. § 1.199A-4(b)(1)(i),687 an individual is considered as owning the interest in each 
trade or business owned, directly or indirectly, by or for- 

(i) The individualôs spouse (other than a spouse who is legally separated from the 
individual under a decree of divorce or separate maintenance), and 

(ii) The individualôs children, grandchildren, and parents. 

If an individual aggregates multiple trades or businesses under Prop. Reg. § 1.199A-4(b)(1), the 
individual must combine the QBI, W-2 wages, and UBIA of qualified property for all aggregated 
trades or businesses for purposes of applying the W-2 wage and unadjusted basis immediately 
after acquisition (UBIA) of qualified property limitations described in Prop. Reg. § 1.199A-
1(d)(2)(iv).688  Otherwise, however, an individual may aggregate trades or businesses operated 
directly and the individualôs share of QBI, W-2 wages, and UBIA of qualified property from 
trades or businesses operated through RPEs. 689   Multiple owners of an RPE need not 
aggregate in the same manner.690  For those trades or businesses directly operated by the 
                                                
686 Prop. Reg. § 1.199A-4(d), Example (10) implicitly assumes that restaurants owned in part and run to a 
large degree by an executive chef are not SSTBs. 
687 For an example of this interaction see the text accompanying fn 684, referring to Prop. Reg. § 1.199A-
4(d), Example (9). 
688 Reg. § 1.199A-4(b)(2). 
689 Reg. § 1.199A-4(b)(2). 
690 Reg. § 1.199A-4(b)(2). 
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individual, the individual computes QBI, W-2 wages, and UBIA of qualified property for each 
trade or business before applying the Prop. Reg. § 1.199A-4 aggregation rules.691 

Prop. Reg. § 1.199A-4(c)(1) provides consistency rules: 

Once an individual chooses to aggregate two or more trades or businesses, the 
individual must consistently report the aggregated trades or businesses in all 
subsequent taxable years.  However, an individual may add a newly created or newly 
acquired (including through non-recognition transfers) trade or business to an existing 
aggregated trade or business if the requirements of paragraph (b)(1) of this section are 
satisfied.  In a subsequent year, if there is a change in facts and circumstances such that 
an individualôs prior aggregation of trades or businesses no longer qualifies for 
aggregation under the rules of this section, then the trades or businesses will no longer 
be aggregated within the meaning of this section, and the individual must reapply the 
rules in paragraph (b)(1) of this section to determine a new permissible aggregation (if 
any). 

For each taxable year, individuals (including trusts)692 must attach a statement to their returns 
identifying each trade or business aggregated under Reg. § 1.199A-4(b)(1).693  If an individual 
fails to attach the required statement, the IRS may disaggregate the individualôs trades or 
businesses.694 

Prop. Reg. § 1.199A-4(d) provides the examples listed in the rest of this part II.E.1.c.iii.(b), all of 
which include particular assumptions.695 

Prop. Reg. § 1.199A-4(d), Example (1) provides: 

(i) Facts.  A wholly owns and operates a catering business and a restaurant through 
separate disregarded entities.  The catering business and the restaurant share 
centralized purchasing to obtain volume discounts and a centralized accounting 

                                                
691 Reg. § 1.199A-4(b)(2). 
692 Reg. § 1.199A-1(a)(2), ñUsage of term individual,ò provides: 

For purposes of applying the rules of §§ 1.199A-1 through 1.199A-6, a reference to an individual 
includes a reference to a trust (other than a grantor trust) or an estate to the extent that the 
section 199A deduction is determined by the trust or estate under the rules of § 1.199A-6. 

693 Prop. Reg. § 1.199A-4(c)(2)(i), ñRequired annual disclosure,ò requires the statement to contain: 
(A) A description of each trade or business; 
(B) The name and EIN of each entity in which a trade or business is operated; 
(C) Information identifying any trade or business that was formed, ceased operations, was 

acquired, or was disposed of during the taxable year; and 
(D) Such other information as the Commissioner may require in forms, instructions, or other 

published guidance. 
694 Prop. Reg. § 1.199A-4(c)(2)(ii). 
695 Prop. Reg. § 1.199A-4(d) provides: 

The following examples illustrate the principles of this section.  For purposes of these examples, 
assume the taxpayer is a United States citizen, all individuals and RPEs use a calendar taxable 
year, there are no ownership changes during the taxable year, all trades or businesses satisfy the 
requirements under section 162, all tax items are effectively connected to a trade or business 
within the United States within the meaning of section 864(c), and none of the trades or 
businesses is an SSTB within the meaning of § 1.199A-5.  Except as otherwise specified, a single 
letter denotes an individual taxpayer. 
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office that performs all of the bookkeeping, tracks and issues statements on all of the 
receivables, and prepares the payroll for each business.  A maintains a website and 
print advertising materials that reference both the catering business and the 
restaurant.  A uses the restaurant kitchen to prepare food for the catering business.  
The catering business employs its own staff and owns equipment and trucks that are 
not used or associated with the restaurant. 

(ii) Analysis.  Because the restaurant and catering business are held in disregarded 
entities, A will be treated as operating each of these businesses directly and thereby 
satisfies paragraph (b)(1)(i) of this section.  Under paragraph (b)(1)(v) of this section, 
A satisfies the following factors: (1) paragraph (b)(1)(v)(A) is met as both businesses 
offer prepared food to customers; and (2) paragraph (b)(1)(v)(B) of this section is met 
because the two businesses share the same kitchen facilities in addition to 
centralized purchasing, marketing, and accounting.  Having satisfied 
paragraph (b)(1)(i)-(v) of this section, A may treat the catering business and the 
restaurant as a single trade or business for purposes of applying § 199A-1(d). 

Prop. Reg. § 1.199A-4(d), Example (2) provides: 

(i) Facts.  Assume the same facts as in Example 1, but the catering and restaurant 
businesses are owned in separate partnerships and A, B, C, and D each own a 25% 
interest in the capital and profits of each of the two partnerships.  A, B, C, and D are 
unrelated. 

(ii) Analysis.  Because under paragraph (b)(1)(i) of this section A, B, C, and D together 
own more than 50% of the capital and profits in each of the two partnerships, they 
may each treat the catering business and the restaurant as a single trade or 
business for purposes of applying § 1.199A-1(d). 

Prop. Reg. § 1.199A-4(d), Example (3) provides: 

(i) Facts.  W owns a 75% interest in S1, an S corporation, and a 75% interest in the 
capital and profits of PRS, a partnership.  S1 manufactures clothing and PRS is a 
retail pet food store.  W manages S1 and PRS. 

(ii) Analysis.  W owns more than 50% of the stock of S1 and more than 50% of the 
capital and profits of PRS thereby satisfying paragraph (b)(1)(i) of this section.  
Although W manages both S1 and PRS, W is not able to satisfy the requirements of 
paragraph (b)(1)(v) of this section as the two businesses do not provide goods or 
services that are the same or customarily offered together; there are no significant 
centralized business elements; and no facts indicate that the businesses are 
operated in coordination with, or reliance upon, one another.  W must treat S1 and 
PRS as separate trades or businesses for purposes of applying § 1.199A-1(d). 

Prop. Reg. § 1.199A-4(d), Example (4) provides: 

(i) Facts.  E owns a 60% interest in the capital and profits of each of four partnerships 
(PRS1, PRS2, PRS3, and PRS4).  Each partnership operates a hardware store.  A 
team of executives oversees the operations of all four of the businesses and controls 
the policy decisions involving the business as a whole.  Human resources and 
accounting are centralized for the four businesses.  E reports PRS1, PRS3, and 
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PRS4 as an aggregated trade or business under paragraph (b)(1) of this section and 
reports PRS2 as a separate trade or business.  Only PRS2 generates a net taxable 
loss. 

(ii) Analysis.  E owns more than 50% of the capital and profits of each partnership 
thereby satisfying paragraph (b)(1)(i) of this section.  Under paragraph (b)(1)(v) of 
this section, the following factors are satisfied: (1) paragraph (b)(1)(v)(A) of this 
section because each partnership operates a hardware store; and 
(2) paragraph (b)(1)(v)(B) of this section because the businesses share accounting 
and human resource functions.  Eôs decision to aggregate only PRS1, PRS3, and 
PRS4 into a single trade or business for purposes of applying § 1.199A-1(d) is 
permissible.  The loss from PRS2 will be netted against the aggregate profits of 
PRS1, PRS3 and PRS4 pursuant to § 1.199A-1(d)(2)(iii). 

Prop. Reg. § 1.199A-4(d), Example (5) provides: 

(i) Facts.  Assume the same facts as Example 4, and that F owns a 10% interest in the 
capital and profits of PRS1, PRS2, PRS3, and PRS4. 

(ii) Analysis.  Because under paragraph (b)(1)(i) of this section E owns more than 
50% of the capital and profits in the four partnerships, F may aggregate PRS 1, 
PRS2, PRS3, and PRS4 as a single trade or business for purposes of applying 
§ 1.199A-1(d), provided that F can demonstrate that the ownership test is met by E. 

Prop. Reg. § 1.199A-4(d), Example (6) provides: 

(i) Facts.  D owns 75% of the stock of S1, S2, and S3, each of which is an 
S corporation.  Each S corporation operates a grocery store in a separate state.  S1 
and S2 share centralized purchasing functions to obtain volume discounts and a 
centralized accounting office that performs all of the bookkeeping, tracks and issues 
statements on all of the receivables, and prepares the payroll for each business.  S3 
is operated independently from the other businesses. 

(ii) Analysis.  D owns more than 50% of the stock of each S corporation thereby 
satisfying paragraph (b)(1)(i) of this section.  Under paragraph (b)(1)(v) of this 
section, the grocery stores satisfy paragraph (b)(1)(v)(A) of this section because they 
are in the same trade or business. Only S1 and S2 satisfy paragraph (b)(1)(v)(B) of 
this section because of their centralized purchasing and accounting offices.  D is only 
able to show that the requirements of paragraph (b)(1)(v)(B) of this section are 
satisfied for S1 and S2; therefore, D only may aggregate S1 and S2 into a single 
trade or business for purposes of § 1.199A-1(d).  D must report S3 as a separate 
trade or business for purposes of applying § 1.199A-1(d). 

Prop. Reg. § 1.199A-4(d), Example (7) provides: 

(i) Facts.  Assume the same facts as Example 6 except each store is independently 
operated and S1 and S2 do not have centralized purchasing or accounting functions. 

(ii) Analysis.  Although the stores provide the same products and services within the 
meaning of paragraph (b)(1)(v)(A) of this section, D cannot show that another factor 
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under paragraph (b)(1)(v) of this section is present.  Therefore, D must report S1, S2, 
and S3 as separate trades or businesses for purposes of applying § 1.199A-1(d). 

Prop. Reg. § 1.199A-4(d), Example (8) provides: 

(i) Facts.  G owns 80% of the stock in S1, an S corporation and 80% of the capital and 
profits in LLC1 and LLC2, each of which is a partnership for Federal tax purposes.  
LLC1 manufactures and supplies all of the widgets sold by LLC2.  LLC2 operates a 
retail store that sells LLC1ôs widgets.  S1 owns the real property leased to LLC1 and 
LLC2 for use by the factory and retail store.  The entities share common advertising 
and management. 

(ii) Analysis.  G owns more than 50% of the stock of S1 and more than 50% of the 
capital and profits in LLC1 and LLC2 thus satisfying paragraph (b)(1)(i) of this 
section.  LLC1, LLC2, and S1 share significant centralized business elements and 
are operated in coordination with, or in reliance upon, one or more of the businesses 
in the aggregated group.  G can treat the business operations of LLC1 and LLC2 as 
a single trade or business for purposes of applying § 1.199A-1(d).  S1 is eligible to 
be included in the aggregated group because it leases property to a trade or 
business within the aggregated trade or business as described in § 1.199A-1(b)(13) 
and meets the requirements of paragraph (b)(1) of this section. 

Example (8) above and Example (9) below refer to Prop. Reg. § 1.199A-1(b)(13), which 
provides in part:696 

é rental or licensing of tangible or intangible property (rental activity) that does not rise 
to the level of a section 162 trade or business is nevertheless treated as a trade or 
business for purposes of section 199A, if the property is rented or licensed to a trade or 
business which is commonly controlled under § 1.199A-4(b)(1)(i) (regardless of whether 
the rental activity and the trade or business are otherwise eligible to be aggregated 
under § 1.199A-4(b)(1)). 

Prop. Reg. § 1.199A-4(d), Example (9) provides: 

(i) Facts.  Same facts as Example 8, except G owns 80% of the stock in S1 and 20% of 
the capital and profits in each of LLC1 and LLC2.  B, Gôs son, owns a majority 
interest in LLC2, and M, Gôs mother, owns a majority interest in LLC1.  B does not 
own an interest in S1 or LLC1, and M does not own an interest in S1 or LLC2. 

(ii) Analysis.  Under the rules in paragraph (b)(3) of this section, B and Môs interest in 
LLC2 and LLC1, respectively, are attributable to G and G is treated as owning a 
majority interest in LLC2 and LLC; G thus satisfies paragraph (b)(1)(i) of this section.  
G may aggregate his interests in LLC1, LLC2, and S1 as a single trade or business 
for purposes of applying § 1.199A-1(d).  Under paragraph (b)(3) of this section, S1 is 
eligible to be included in the aggregated group because it leases property to a trade 
or business within the aggregated trade or business as described in § 1.199A-
1(b)(13) and meets the requirements of paragraph (b)(1) of this section. 

                                                
696  Reg. § 1.199A-1(b)(13) is reproduced in full in fn 678 in part II.E.1.c.iii.(a) General Standards for 
ñTrade or Businessò for Code § 199A. 
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Prop. Reg. § 1.199A-4(d), Example (10) provides: 

(i) Facts.  F owns a 75% interest and G owns a 5% interest in the capital and profits of 
five partnerships (PRS1-PRS5).  H owns a 10% interest in the capital and profits of 
PRS1 and PRS2.  Each partnership operates a restaurant and each restaurant 
separately constitutes a trade or business for purposes of section 162.  G is the 
executive chef of all of the restaurants and as such he creates the menus and orders 
the food supplies. 

(ii) Analysis.  F owns more than 50% of capital and profits in the partnerships thereby 
satisfying paragraph (b)(1)(i) of this section.  Under paragraph (b)(1)(v) of this 
section, the restaurants satisfy paragraph (b)(1)(v)(A) of this section because they 
are in the same trade or business, and paragraph (b)(1)(v)(B) of this section is 
satisfied as G is the executive chef of all of the restaurants and the businesses share 
a centralized function for ordering food and supplies.  F can show the requirements 
under paragraph (b)(1) of this section are satisfied as to all of the restaurants.  
Because F owns a majority interest in each of the partnerships, G can demonstrate 
that paragraph (b)(1)(i) of this section is satisfied G can also aggregate all five 
restaurants into a single trade or business for purposes of applying § 1.199A-1(d).  
H, however, only owns an interest in PRS1 and PRS2.  Like G, H satisfies 
Paragraph (b)(1)(i) of this section because F owns a majority interest.  H can, 
therefore, aggregate PRS1 and PRS2 into a single trade or business for purposes of 
applying § 1.199A-1(d). 

Prop. Reg. § 1.199A-4(d), Example (11) provides: 

(i) Facts.  H, J, K, and L own interests in PRS1 and PRS2, each a partnership, and S1 
and S2, each an S corporation.  H, J, K and L also own interests in C, an entity 
taxable as a C corporation.  H owns 30%, J owns 20%, K owns 5%, L owns 45% of 
each of the five entities.  All of the entities satisfy 2 of the 3 factors under 
paragraph (b)(1)(v) of this section.  For purposes of Section 199A the taxpayers 
report the following aggregated trades or businesses: H aggregates PRS1 and S1 
together and aggregates PRS2 and S2 together; J aggregates PRS1, S1 and S2 
together and reports PRS2 separately; K aggregates PRS1 and PRS2 together and 
aggregates S1 and S2 together; and L aggregates S1, S2, and PRS2 together and 
reports PRS1 separately.  C cannot be aggregated. 

(ii) Analysis.  Under paragraph (b)(1)(i) of this section, because H, J, and K together 
own a majority interest in PRS1, PRS2, S1, and S2, H, J, K, and L are permitted to 
aggregate under paragraph (b)(1).  Further, the aggregations reported by the 
taxpayers are permitted, but not required for each of H, J, K, and L.  Côs income is 
not eligible for the Section 199A deduction and it cannot be aggregated for purposes 
of applying § 1.199A-1(d). 

Prop. Reg. § 1.199A-4(d), Example (12) provides: 

(i) Facts.  L owns 60% of the profits and capital interests in PRS1, a partnership, a 
business that sells non-food items to grocery stores.  L also owns 55% of the profits 
and capital interests in PRS2, a partnership, which owns and operates a distribution 
trucking business.  The predominant portion of PRS2ôs business is transporting 
goods for PRS1. 
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(ii) Analysis.  L is able to meet (b)(1)(i) as the majority owner of PRS1 and PRS2.  
Under paragraph (b)(1)(v) of this section, L is only able to show the operations of 
PRS1 and PRS2 are operated in reliance of one another under 
paragraph (b)(1)(v)(C) of this section.  For purposes of applying § 1.199A-1(d), 
L must treat PRS1 and PRS2 as separate trades or businesses. 

Example (12)ós point is that satisfying only one of the three factors in Prop. Reg. § 1.199A-
4(b)(1)(v) is not enough. 

Prop. Reg. § 1.199A-4(d), Example (13) provides: 

(i) Facts.  C owns a majority interest in a sailboat racing team and also owns an interest 
in PRS1 which operates a marina.  PRS1 is a trade or business under section 162, 
but the sailboat racing team is not a trade or business within the meaning of 
section 162. 

(ii) Analysis.  C has only one trade or business for purposes of Section 199A and, 
therefore, cannot aggregate the interest in the racing team with PRS1 under 
paragraph (b)(1) of this section. 

Contrast Example (13) with Examples (8) and (9) above, which referred to Reg. § 1.199A-
1(b)(13), which allows rental activity that does not rise to the level of trade or business to be 
treated as a trade or business.697  The sailboat racing team is not a trade or business in the 
facts of Example (13), and Example (13) implicitly assume it is not tangible or intangible 
property rented or licensed to the marina. 

Prop. Reg. § 1.199A-4(d), Example (14) provides: 

(i) Facts.  Trust wholly owns LLC1, LLC2, and LLC3.  LLC1 operates a trucking 
company that delivers lumber and other supplies sold by LLC2.  LLC2 operates a 
lumber yard and supplies LLC3 with building materials.  LLC3 operates a 
construction business. LLC1, LLC2, and LLC3 have a centralized human resources 
department, payroll, and accounting department. 

(ii) Analysis.  Because Trust owns 100% of the interests in LLC1, LLC2, and LLC3, 
Trust satisfies paragraph (b)(1)(i) of this section.  Trust can also show that it satisfies 
paragraph (b)(1)(v)(B) of this section as the trades or businesses have a centralized 
human resources department, payroll, and accounting department.  Trust also can 
show is meets paragraph (b)(1)(v)(C) of this section as the trades or businesses are 
operated in coordination, or reliance upon, one or more in the aggregated group.  
Trust can aggregate LLC1, LLC2, and LLC3 for purposes of applying § 1.199A-1(d). 

ñTrade or Businessò in Other Areas of Tax Law 

Neither the statute nor the legislative history explain what is a ñtrade or business.ò  Here are 
some resources that may help, to the extent that regulations do not provide guidance: 

                                                
697 See text accompanying fn 696. 
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¶ Part II.G.3.i.i Trade or Business; Limitations on Deductions Attributable to Activities Not 
Engaged in for Profit would be the most important source. 

¶ What is a ñtrade or businessò is important regarding particular issues for the Code § 1411 
3.8% tax on net investment income (ñNIIò), which is tied to the Code § 469 passive activity 
loss (ñPALò) rules.  When reviewing the resources below, keep in mind that (a) being 
passive tends to be bad for taxpayers in the context of the NII and PAL rules but is irrelevant 
for Code § 199A, and (b) real estate has special rules regarding its character as passive, 
which again is irrelevant for Code § 199A: 

o The government received and responded to comments on what is a ñtrade or businessò 

when working on regulations for the net investment income.  See: 

Á Part II.I.8.a General Application of 3.8% Tax to Business Income, fns 1918-1927, 
and 

Á Part II.I.8.c.iii Rental as a Trade or Business, fns 1981-1991. 

o In the PAL rules:  

Á What is a trade or business has received some attention in the real estate 
professional exception, but most of that tends to be whether the trade or business 
qualifies as a real estate trade or business.  Although I donôt view those as 
particularly instructive as to what is a trade or business, here is the discussion so you 
can see for yourself:  Part II.K.1.e.iii Real Estate Professional Converts Rental to 
Nonpassive Activity. 

Á Part II.K.1.f Royalty as a Trade or Business may have some application. 

Á Because what is a ñtrade or businessò is so driven by facts and circumstances and 
one needs to delineate among separate trades or businesses in applying 
Code § 199A, one wonders whether the government might provide some guidance.  
The PAL rules provide guidance that one might speculate the government might 
consider adopting, rather than creating a whole new set of rules.  The PAL rules 
allow taxpayers to group activities, with a general grouping rule and a rule specific to 
real estate professionals.  See parts II.K.1.b Grouping Activities 
and II.K.1.e.iii.(b) Aggregating Real Estate Activities for a Real Estate Professional.  
The net investment income tax rules were required to refer to the PAL rules, so they 
also adopted those grouping rules, but allowed taxpayers to regroup when first 
subject to the NII tax.  See part II.I.8.a.ii Passive Activity Grouping Rules. 

¶ Self-employment tax is imposed only on activity that is a trade or business.  See: 

o Part II.L.2.a.i General Rules for Income Subject to Self-Employment Tax, fns 2795-2798. 

o Part II.L.2.a.ii Rental Exception to SE Tax and II.L.2.a.iii Whether Gain from Sale of 

Property is Subject to SE Tax, keeping in mind that the rental exception excludes certain 
trades or businesses for self-employment tax purposes.  Part II.L.2.a.ii also discusses 
that generally equipment rental is a trade or business, in contrast to real estate, which 
needs more activity to rise to the level of a trade or business. 
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¶ A taxpayer engaged in more than one trade or business may, in computing taxable income, 
use a different method of accounting for each trade or business.698 

The last bullet point, focusing of accounting methods, might be a paradigm if the government 
does not base the separation of businesses on passive loss rules.  Reg. § 1.446-1(d), 
ñTaxpayer engaged in more than one business,ò provides: 

(1) Where a taxpayer has two or more separate and distinct trades or businesses, a 
different method of accounting may be used for each trade or business, provided the 
method used for each trade or business clearly reflects the income of that particular 
trade or business.  For example, a taxpayer may account for the operations of a 
personal service business on the cash receipts and disbursements method and of a 
manufacturing business on an accrual method, provided such businesses are 
separate and distinct and the methods used for each clearly reflect income.  The 
method first used in accounting for business income and deductions in connection 
with each trade or business, as evidenced in the taxpayerôs income tax return in 
which such income or deductions are first reported, must be consistently followed 
thereafter. 

(2) No trade or business will be considered separate and distinct for purposes of this 
paragraph unless a complete and separable set of books and records is kept for 
such trade or business. 

(3) If, by reason of maintaining different methods of accounting, there is a creation or 
shifting of profits or losses between the trades or businesses of the taxpayer (for 
example, through inventory adjustments, sales, purchases, or expenses) so that 
income of the taxpayer is not clearly reflected, the trades or businesses of the 
taxpayer will not be considered to be separate and distinct. 

II.E.1.c.iv. Specified Service Trade or Business (SSTB) If Taxable Income Exceeds 
Certain Thresholds 

Introduction to Specified Service Trade or Business (SSTB) 

Prop. Reg. § 1.199A-5(a)(2), ñEffect of being an SSTB,ò provides: 

If a trade or business is an SSTB, no QBI, W-2 wages, or UBIA of qualified property from 
the SSTB may be taken into account by any individual whose taxable income exceeds 
the phase-in range as defined in § 1.199A-1(b)(3), even if the item is derived from an 
activity that is not itself a specified service activity.  If a trade or business conducted by a 
relevant passthrough entity (RPE) is an SSTB, this limitation applies to any direct or 
indirect individual owners of the business, regardless of whether the owner is passive or 
participated in any specified service activity.  However, the SSTB limitation does not 
apply to individuals with taxable income below the threshold amount as defined in 
§ 1.199A-1(b)(11).  A phase-in rule, provided in § 1.199A-1(d)(2), applies to individuals 
with taxable income within the phase-in range, allowing them to take into account a 

                                                
698 Code § 446(d).  Thus, a single member LLC that is a disregarded entity may use a different accounting 
method than its parent if the single member LLC engages in a separate trade or business; see CCA 
201430013 (see fn 294 in part II.B Limited Liability Company (LLC)). 
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certain ñapplicable percentageò of QBI, W-2 wages, and UBIA of qualified property from 
an SSTB.  A direct or indirect owner of a trade or business engaged in the performance 
of a specified service is engaged in the performance of the specified service for 
purposes of section 199A and this section, regardless of whether the owner is passive or 
participated in the specified service activity. 

A ñspecified service trade or businessò is any trade or business other than (A) certain 
businesses listed in Code § 1202(e)(3)(A) that do not qualify for the Code § 1202 exclusion from 
capital gain on the sale of C corporation stock, or (B) which involves the performance of 
services that consist of investing and investment management, trading, or dealing in securities 
(as defined in Code § 475(c)(2)), partnership interests, or commodities (as defined in 
Code § 475(e)(2)).699 

Code § 1202(e)(3)(A), which is discussed in part II.Q.7.k.i Rules Governing Exclusion of Gain 
on the Sale of Certain Stock in a C Corporation, fns. 4326-4327, lists as a ñspecified service 
trade or businessò (SSTB) any trade or business involving the performance of services in the 
fields of health, law, engineering, architecture, accounting, actuarial science, performing arts, 
consulting, athletics, financial services, brokerage services, or any other trade or business 
where the principal asset of such trade or business is the reputation or skill of one or more of its 
employees.  However, Code § 199A(d)(2)(A) specifically excludes engineering and architecture 
from this blacklist, so that those professions do qualify for QBI treatment.  Also, 
Code § 199A(d)(2)(A) specifically looks to the work of not only employees but also owners. 

This blacklisting of a specified service trade or business is relaxed or does not apply if taxable 
income is below certain thresholds.700  See part II.E.1.c.v.(a) Taxable Income ñThreshold. 

Getting into details: 

Prop. Reg. § 1.199A-5(e) provides the effective date of the Prop. Reg. § 1.199A-5 (described 
below), regarding SSTBs and the trade or business of being an employee: 

(1) General rule.  Except as provided in paragraph (e)(2) of this section, the provisions 
of this section apply to taxable years ending after the date the Treasury decision 
adopting these regulations as final regulations is published in the Federal Register. 
However, taxpayers may rely on the rules of this section until the date the Treasury 
decision adopting these regulations as final regulations is published in the Federal 
Register.  

(2) Exceptions. 

(i) Anti-abuse rules.  The provisions of paragraphs (c)(2), (c)(3), and (d)(3) of this 
section apply to taxable years ending after December 22, 2017. 

(ii) Non-calendar year RPE.  For purposes of determining QBI, W-2 wages, and 
UBIA of qualified property, if an individual receives any of these items from an 
RPE with a taxable year that begins before January 1, 2018 and ends after 
December 31, 2017, such items are treated as having been incurred by the 

                                                
699 Code § 199A(d)(2). 
700 Code § 199A(d)(3). 
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individual during the individual's taxable year in which or with which such RPE 
taxable year ends. 

The preamble, REG-107892-18 (8/16/2018), provides: 

V. Proposed § 1.199A-5: Specified Service Trade or Business and the Trade or 
Business of Performing Services as an Employee 

Section 199A(c)(1) provides that only items attributable to a qualified trade or business 
are taken into account in determining the Section 199A deduction for QBI. 
Section 199A(d)(1) provides that a ñqualified trade or businessò means any trade or 
business other than (A) an SSTB, or (B) the trade or business of performing services as 
an employee. 

A. SSTB 

This part V.A. explains the provisions under proposed § 1.199A-5 relating to SSTBs.  
First, the effect of classification as an SSTB is discussed.  Second, the exceptions for 
taxpayers below the threshold amount and a de minimis exception are described.  Third, 
guidance is provided on the meaning of the activities listed in the definition of SSTB.  
Fourth, the rules for determining whether a trade or business is treated as part of an 
SSTB are described.  Finally, rules regarding classification as an employee for purposes 
of Section 199A are discussed. 

1. Effect of being an SSTB 

a. General Rule  

Consistent with Section 199A, proposed § 1.199A-5(a)(2) provides that, unless an 
exception applies, if a trade or business is an SSTB, none of its items are to be taken 
into account for purposes of determining a taxpayerôs QBI.  In the case of an SSTB 
conducted by an entity, such as a partnership or an S corporation, if it is determined that 
the trade or business is an SSTB, none of the income from that trade or business flowing 
to an owner of the entity is QBI, regardless of whether the owner participates in the 
specified service activity.  Therefore, a direct or indirect owner of a trade or business 
engaged in an SSTB is treated as engaged in the SSTB for purposes of Section 199A 
regardless of whether the owner is passive or participated in the SSTB.  Similarly, none 
of the W-2 wages or UBIA of qualified property will be taken into account for purposes of 
Section 199A.  For example, because the field of athletics is an SSTB, if a partnership 
owns a professional sports team, the partnersô distributive shares of income from the 
partnershipôs athletics trade or business is not QBI, regardless of whether the partners 
participate in the partnershipôs trade or business.  Proposed § 1.199A-5 contains further 
examples illustrating the operation of this rule. 

b. Exceptions to the General Rule  

Under Section 199A(d)(3), individuals with taxable income below the threshold amount 
are not subject to a restriction with respect to SSTBs.  Therefore, if an individual or trust 
has taxable income below the threshold amount, the individual or trust is eligible to 
receive the deduction under Section 199A notwithstanding that a trade or business is an 
SSTB.  As described in part I.C of this Explanation of Provisions, the exclusion of QBI, 
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W-2 wages, and UBIA of qualified property from the computation of the Section 199A 
deduction is subject to a phase-in for individuals with taxable income within the phase-in 
range.  The application of this phase-in is determined at the individual, trust, or estate 
level, which may not be where the trade or business is operated.  Therefore, if a 
partnership or an S corporation operates an SSTB, the application of the threshold does 
not depend on the partnership or S corporationôs taxable income but rather, the taxable 
income of the individual partner or shareholder claiming the Section 199A deduction.  
For example, if the partnershipôs taxable income is less than the threshold amount, but 
each of the partnershipôs individual partners have income that exceeds the threshold 
amount plus $50,000 ($100,000 in the case of a joint return) then none of the partners 
may claim a Section 199A deduction with respect to any income from the partnershipôs 
SSTB. 

An RPE conducting an SSTB may not know whether the taxable income of any of its 
equity owners is below the threshold amount.  However, the RPE is best positioned to 
make the determination as to whether its trade or business is an SSTB.  Therefore, 
reporting rules under proposed § 1.199A-6(b)(3)(B) requires each RPE to determine 
whether it conducts an SSTB and disclose that information to its partners, shareholders, 
or owners.  With respect to each trade or business, once it is determined that a trade or 
business is an SSTB, it remains an SSTB and cannot be aggregated with other trades or 
business.  In the case of a trade or business conducted by an individual, such as a sole 
proprietorship, disregarded entity, or grantor trust, the determination of whether the 
business is an SSTB is made by the individual. 

Section 199A defines an SSTB to include any trade or business that ñinvolves the 
performance of services inò a specified service activity.  Although the statute, read 
literally, does not suggest that a certain quantum of specified service activity is 
necessary to find an SSTB, the Treasury Department and the IRS believe that requiring 
all taxpayers to evaluate and quantify any amount of specified service activity would 
create administrative complexity and undue burdens for both taxpayers and the IRS.  
Therefore, analogous to the regulations under section 448, it is appropriate to provide a 
de minimis rule, under which a trade or business will not be considered to be an SSTB 
merely because it provides a small amount of services in a specified service activity.  

Therefore, analogous to the regulations under section 448, it is appropriate to provide a 
de minimis rule, under which a trade or business will not be considered to be an SSTB 
merely because it provides a small amount of services in a specified service activity.  

Accordingly, proposed § 1.199A-5(c)(1) provides that a trade or business (determined 
before the application of the aggregation rules in proposed § 1.199A-4) is not an SSTB if 
the trade or business has gross receipts of $25 million or less (in a taxable year) and 
less than 10 percent of the gross receipts of the trade or business is attributable to the 
performance of services in an SSTB.  For trades or business with gross receipts greater 
than $25 million (in a taxable year), a trade or business is not an SSTB if less than 
5 percent of the gross receipts of the trade or business are attributable to the 
performance of services in an SSTB. 

2. Definition of Specified Service Trade or Business 

The definition of an SSTB set forth in Section 199A incorporates, with modifications, the 
text of section 1202(e)(3)(A).  The text of section 1202(e)(3)(A) substantially tracks the 
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definition of óqualified personal service corporationô under section 448.  Therefore, 
consistent with ordinary rules of statutory construction, the guidance in proposed 
§ 1.199A-5(b) is informed by existing interpretations and guidance under both 
sections 1202 and 448 when relevant. However, existing guidance under those sections 
is sparse and the scope and purpose of those sections and Section 199A are different.  
The Treasury Department and the IRS also note that, unlike sections 1202(e)(3)(A) 
and 448, the purpose of Section 199A is to provide a deduction based on the character 
of the taxpayerôs trade or business.  Distinct guidance for Section 199A is warranted. 
Therefore, the guidance in proposed § 1.199A-5(b) applies only to Section 199A, not 
sections 1202 and 448. 

a. Guidance on the Meaning of the Listed Activities 

Section 199A(d)(2)(A) provides that an SSTB is any trade or business described in 
section 1202(e)(3)(A) (applied without regard to the words ñengineering [and] 
architectureò) or that would be so described if the term ñemployees or ownersò were 
substituted for ñemployeesò therein.  Section 199A(d)(2)(B) provides that an SSTB is any 
trade or business that involves the performance of services that consist of investing and 
investment management, trading, or dealing in securities (as defined in 
section 475(c)(2)), partnership interests, or commodities (as defined in 
section 475(e)(2)). 

Section 1202 provides an exclusion from gross income for some or all of the gain on the 
sale of certain qualified small business stock. Section 1202 generally requires that, for 
stock to be qualified small business stock, the corporation must be engaged in a 
qualified trade or business.  Section 1202(e)(3) provides that, for purposes of 
section 1201(e), the term óqualified trade or businessô means any trade or business other 
than any trade or business involving the performance of services in the fields of health, 
law, engineering, architecture, accounting, actuarial science, performing arts, consulting, 
athletics, financial services, brokerage services, or any trade or business where the 
principal asset of such trade or business is the reputation or skill of 1 or more of its 
employees; any banking, insurance, financing, leasing, investing, or similar business; 
any farming business (including the business of raising or harvesting trees); any 
business involving the production or extraction of products of a character with respect to 
which a deduction is allowable under section 613 or 613A, and; any business of 
operating a hotel, motel, restaurant, or similar business. 

Thus, after application of the modifications described in Section 199A(d)(2)(A), the 
definition of an SSTB for purposes of Section 199A is (1) any trade or business involving 
the performance of services in the fields of health, law, accounting, actuarial science, 
performing arts, consulting, athletics, financial services, brokerage services, or any trade 
or business where the principal asset of such trade or business is the reputation or skill 
of one or more of its employees or owners, and (2) any trade or business that involves 
the performance of services that consist of investing and investment management, 
trading, or dealing in securities (as defined in section 475(c)(2)), partnership interests, or 
commodities (as defined in section 475(e)(2)). 

The Treasury Department and the IRS have received comments requesting guidance on 
the meaning and scope of the various trades or businesses described in the preceding 
paragraph.  The Treasury Department and the IRS agree with commenters that 
guidance with respect to these trades or businesses is necessary for several reasons.  
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Most importantly, Section 199A is a new Code provision intended to benefit a wide range 
of businesses, and taxpayers need certainty in determining whether their trade or 
business generates income that is eligible for the Section 199A deduction.  As previously 
discussed, given the differing scope, objectives, and, in some respects, language of 
sections 199A, 448, and 1202, the guidance under sections 1202(e)(3)(A) and 448(d)(2) 
is not an appropriate substitute for clear and distinct guidance governing what 
constitutes an SSTB under Section 199A.  In particular, some SSTBs are listed in 
section 1202(e)(3)(A), but not listed in section 448(d)(2), such as athletics, financial 
services, brokerage services, and any trade or business where the principal asset of 
such trade or business is the reputation or skill of one or more of its employees or 
owners.  In addition, some activities are mentioned only in 199A, such as investment 
management, trading, and dealing.  As described in the remainder of this part V.A.2., 
proposed § 1.199A-5(b) provides guidance on the definition of an SSTB based on the 
plain meaning of the statute, past interpretations of substantially similar language in 
other Code provisions, and other indicia of legislative intent. 

The preamble then provides an overview of parts II.E.1.c.iv.(b) Health, II.E.1.c.iv.(c) Law, 
II.E.1.c.iv.(d) Accounting, II.E.1.c.iv.(e) Actuarial Science, II.E.1.c.iv.(f) Performing Arts, 
II.E.1.c.iv.(g) Consulting, II.E.1.c.iv.(h) Athletics, II.E.1.c.iv.(i) Financial Services, 
II.E.1.c.iv.(j) Brokerage Services, and II.E.1.c.iv.(n) Any Trade or Business Where the Principal 
Asset of Such Trade or Business Is the Reputation or Skill of One or More of Its Employees or 
Owners: 

i. SSTBs Listed in Section 199A(d)(2)(A) 

The definition of an SSTB under Section 199A is substantially similar to the list of service 
trades or businesses provided in section 448(d)(2)(A) and § 1.448-1T(e)(4)(i), as the 
legislative history notes.  See Joint Explanatory Statement of the Committee of 
Conference, footnotes 44-46.  Section 448 prohibits certain taxpayers from computing 
taxable income under the cash receipts and disbursements method of accounting.  
Under section 448, qualified personal service corporations generally are not subject to 
the prohibition from using the cash method.  Section 448(d)(2) defines the term qualified 
personal service corporation to include certain employee-owned corporations, 
substantially all of the activities of which involve the performance of services in the fields 
of health, law, engineering, architecture, accounting, actuarial science, performing arts, 
or consulting.  The regulations under section 448(d)(2), found in § 1.448-1T(e)(4)(i), 
provide additional guidance on several of the terms, including health, performing arts, 
and consulting.  In addition, there have been several court opinions, technical advice 
memoranda, and private letter rulings interpreting the various fields listed in 
section 448(d)(2) and § 1.448-1T(e)(4)(i). 

In general, the guidance under section 448(d)(2) emphasizes the direct provision of 
services by the employees of a trade or business, rather than the application of capital.  
Commenters have suggested that the regulations under section 448 serve as a 
reasonable starting point for defining an SSTB for purposes of Section 199A.  However, 
commenters also noted that the objectives and included categories of trades or 
businesses within section 448 and Section 199A are different.  Consistent with ordinary 
rules of statutory construction and the legislative history of Section 199A, proposed 
§ 1.199A-5(b) draws upon the existing guidance under section 448(d)(2) when 
appropriate for purposes of Section 199A.  Proposed § 1.199A-5(b) generally follows the 
guidance issued under section 448(d)(2) with some modifications.  In certain instances, 
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the principles of section 448(d)(2) provide useful analogies in defining the particular 
fields listed in section 1202(e)(3)(A) (as modified by Section 199A(d)(2)(A)) for purposes 
of Section 199A. 

In addition, section 1202(e)(3)(A) also includes óany trade or business where the 
principal asset of such trade or business is the reputation of skill of 1 or more of its 
employees.ô  Section 199A(d)(2)(A) modifies this clause by adding the words óor ownersô 
to the end, to read as follows: óany trade or business where the principal asset of such 
trade or business is the reputation or skill of 1 or more of its employees or owners.ô  The 
meaning of this clause is best determined by examining the language of 
section 1202(e)(3) (A) in light of the purpose of Section 199A. 

Case law under section 448 provides that whether a service is performed in a qualifying 
field under section 448(d)(2) is to be decided by examining all relevant indicia and is not 
controlled by state licensing laws.  See Rainbow Tax Serv., Inc. v. Commissioner, 
128 T.C. 42 (2007); Kraatz & Craig Surveying Inc., v. Commissioner, 134 T.C. 167 
(2010).  This approach also is appropriate for Section 199A purposes. 

Additionally, states can widely vary in what they require in terms of licensure or 
certification.  The Treasury Department and the IRS believe that the Federal tax law 
should not treat similarly situated taxpayers differently based on a particular stateôs 
decision that for consumer protection purposes or otherwise a particular business type 
requires a license or certification.  Thus, proposed § 1.199A-5(b) does not adopt a 
bright-line licensing rule for purposes of determining whether a trade or business is 
within a certain field for purposes of Section 199A. 

The preamble then provides an overview of parts II.E.1.c.iv.(k) Investing and Investment 
Management, II.E.1.c.iv.(l) Trading, and II.E.1.c.iv.(m) Dealing in Securities, Partnership 
Interests, or Commodities: 

ii. SSTBs Described in 199A(d)(2)(B) 

As mentioned previously, Section 199A(d)(2)(B) provides that an SSTB also includes 
any trade or business that involves the performance of services that consist of investing 
and investment management, trading, or dealing in securities (as defined in section 
475(c)(2)), partnership interests, or commodities (as defined in section 475(e)(2)).  This 
rule does not appear in section 1202(e)(3)(A) or section 448(d)(2). 

Section 475(c)(2) provides a detailed list of interests treated as securities, including 
stock in a corporation; ownership interests in widely held or publicly traded partnerships 
or trusts; notes, bonds, debentures, or other evidences of indebtedness; interest rate, 
currency, or equity notional principal contracts; evidences of an interest in, or derivative 
financial instruments in any of the foregoing securities or any currency, including any 
option, forward contract, short position, or any similar financial instruments; and certain 
hedges with respect to any such securities.  Section 475(e)(2) provides a similarly 
detailed list of property treated as a commodity, including any commodity which is 
actively traded (within the meaning of section 1092(d)(1)) or any notional principal 
contract with respect to any such commodity, evidences of an interest in, or derivative 
financial instruments in any of the foregoing commodities, and certain hedges with 
respect to any such commodities. 
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The preamble then provides some anti-abuse rules, which are in part II.E.1.c.iv.(o). 

Implementing the above, Prop. Reg. § 1.199A-5(b), ñDefinition of specified service trade or 
business,ò provides: 

Except as provided in paragraph (c)(1) of this section, the term specified service trade or 
business (SSTB) means any of the following: 

(1) Listed SSTBs.  Any trade or business involving the performance of services in one or 
more of the following fields: 

(i) Health as described in paragraph (b)(2)(ii) of this section; 

(ii) Law as described in paragraph (b)(2)(iii) of this section; 

(iii) Accounting as described in paragraph (b)(2)(iv) of this section; 

(iv) Actuarial science as described in paragraph (b)(2)(v) of this section; 

(v) Performing arts as described in paragraph (b)(2)(vi) of this section; 

(vi) Consulting as described in paragraph (b)(2)(vii) of this section; 

(vii) Athletics as described in paragraph (b)(2)(viii) of this section; 

(viii) Financial services as described in paragraph (b)(2)(ix) of this section; 

(ix) Brokerage services as described in paragraph (b)(2)(x) of this section; 

(x) Investing and investment management as described in paragraph (b)(2)(xi) of 
this section; 

(xi) Trading as described in paragraph (b)(2)(xii) of this section; 

(xii) Dealing in securities (as defined in section 475(c)(2)), partnership interests, or 
commodities (as defined in section 475(e)(2)) as described in 
paragraph (b)(2)(xiii) of this section; or 

(xiii) Any trade or business where the principal asset of such trade or business is the 
reputation or skill of one or more of its employees or owners as defined in 
paragraph (b)(2)(xiv) of this section. 

(2) Additional rules for applying section 199A(d)(2) and paragraph (b) of this section. 

(i) In general.  This paragraph (b)(2) provides additional rules for determining 
whether a business is an SSTB within the meaning of section 199A(d)(2) and 
paragraph (b) of this section only.  The rules of this paragraph (b)(2) may not be 
taken into account for purposes of applying any provision of law or regulation 
other than section 199A and the regulations thereunder except to the extent 
such provision expressly refers to section 199A(d) or this section. 












































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































