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In brief 

The IRS on January 18 released final regulations under Section 199A, which was added by the 2017 tax 

reform act.  The final regulations generally apply to tax years ending after February 8, 2019.  Taxpayers 
instead may, but are not required to, apply the proposed regulations in their entirety for tax years ending 

in 2018. 

The IRS and Treasury also released the following related guidance: 

 Additional proposed regulations that include rules on previously suspended losses as qualified 

business income, REIT dividends paid by RICs, and charitable remainder trusts and split-interest 

trusts. These proposed regulations will be effective when final regulations are published, but 

taxpayers may apply them before final regulations are published.  

 Rev. Proc. 2019-11, which finalizes a proposed revenue procedure on methods for calculating W-2 

wages and applies to tax years ending after December 31, 2017. 

 Notice 2019-7, which proposes a revenue procedure providing a safe harbor for treating a rental real 

estate enterprise as a trade or business, applicable for tax years ending after December 31, 

2017.  Taxpayers may apply the safe harbor before the revenue procedure is finalized. 

The Section 199A final regulations raise a number of important issues. PwC on February 12 hosted a 
webcast featuring PwC specialists who discussed some of these issues. This Insight highlights those 

discussions.  Watch the webcast replay and register for future webcasts in PwC’s Tax Readiness series, 

which addresses other important current tax topics. 

The next Tax Readiness webcast — which will present a Treasury-focused refresh, with discussions of 

the base erosion and anti-abuse (BEAT) tax regulations, Section 956 changes, and Section 163(j) and 
the impact on treasurers — is tentatively scheduled for March 13, 2019, from 2:00 PM - 3:00 PM (EDT).  

 

https://www.pwc.com/us/en/tax-services/webcasts-registration.html#subscription-form
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In detail 

Section 199A deduction basics 
Section 199A provides noncorporate 
taxpayers a deduction for combined 
qualified business income from a 
partnership, S corporation, sole 
proprietorship, trust, or estate. 
Combined qualified business income 
is (1) qualified business income (QBI) 
plus (2) qualified REIT dividends and 
qualified publicly traded partnership 
(PTP) income.  In general, the amount 
of the Section 199A deduction is the 
lesser of (1) up to 20% of the QBI 
from an individual taxpayer’s trades or 
businesses plus 20% of combined 
qualified REIT dividends and qualified 
PTP income, or (2) 20% of the excess 
of taxable income over net capital 
gain. 

QBI is the qualified items of income, 
gain, deduction, and loss taken into 
account in determining the taxable 
income of a qualified trade or 
business that are effectively 
connected with the conduct of a trade 
or business in the United 
States.   Investment-type income, 
reasonable compensation, and 
guaranteed payments to a partner 
generally are not QBI. 

Whether an activity is a trade or 
business is determined under Section 
162 (modified to include certain rental 
or licensing activities).  For purposes 
of Section 199A, the trade or business 
of performing services as an 
employee is not a qualified trade or 
business. 

In general, a specified service trade or 
business (SSTB) is not a qualified 
trade or business.  An SSTB is a trade 
or business involving the performance 
of services in the fields of law, 
accounting, health, actuarial services, 
performing arts, consulting, athletics, 
financial or brokerage services, 
dealing in partnership 
interests/securities/ commodities, 
investment management, or the 

principal asset of which is the 
reputation or skill of an employee.   
The QBI component of the Section 
199A deduction may be limited for 
taxpayers with taxable income above 
$415,000 (married filing a joint return) 
or $207,500 (all others).   For these 
taxpayers, the deductible amount of 
QBI for each trade or business is 
limited to the greater of (1) 50% of the 
taxpayer’s allocable share of W-2 
wages, or (2) 25% of the taxpayer’s 
allocable share of W-2 wages plus 
2.5% of the taxpayer’s allocable share 
of unadjusted basis immediately after 
acquisition (UBIA) of qualified 
property (the W-2 wages/UBIA 
limitation).  Additionally, no income, 
W-2 wages, or UBIA of qualified 
property of an SSTB is taken into 
account (the SSTB limitation) 

These limitations do not apply to 
taxpayers claiming the deduction 
whose taxable income is below 
$315,000 (married filing a joint return) 
or $157,500 (all others).  The 
limitations are phased in between 
$315,000/$157,500 and 
$415,000/$207,500. 

Definition of trade or business 

Importance of determining if an 
activity is a trade or business 

Determining whether an activity is a 
trade or business is important for a 
number of reasons, including that (1) 
income of an activity that is not a 
trade or business is not QBI, (2) a 
taxpayer’s income, gain, loss, and 
deductions must be allocated among 
its trades or businesses, and (3) 
eligible trades or businesses may be 
aggregated. 

Significantly, as a result of changes in 
the final regulations to special rules 
treating non-SSTBs as SSTBs, a non-
SSTB activity (with 50% common 
ownership with an SSTB activity) is 
not treated as an SSTB in whole or in 
part if the activity is itself a separate 
trade or business.   

Observation: Thus, small, separate 
trades or businesses may more easily 
generate QBI under the final 
regulations when compared with the 
proposed regulations.  

Definition of trade or business  

Section 199A defines a trade or 
business by reference to Section 162, 
expanded to include renting or 
licensing tangible or intangible 
property to a related and ‘commonly 
controlled’ trade or business. 
 
The final regulations do not provide 
additional guidance on the definition 
of trade or business.  However, the 
preamble provides certain guidance 
for determining if an activity is a trade 
or business:  (1) it is a determination 
based on all the relevant facts and 
circumstances; (2) there must be 
intent to make a profit; and (3) it 
involves considerable, regular, 
continuous activity. 

Real estate trade or business 

The preamble also discusses factors 
for determining if a real estate rental 
activity is trade or business: (1) type 
of rented property (commercial vs 
residential); (2) number of properties 
rented; (3) extent of owner’s or 
agent’s day-to-day involvement; (4) 
types and significance of ancillary 
services provided; and (5) terms of 
the lease (net vs traditional, short- or 
long-term). 
 
Because of the difficulty in identifying 
whether a real estate rental activity is 
a trade or business, the revenue 
procedure proposed in Notice 2019-7 
provides a safe harbor for interests in 
real property held for the production of 
rents.  The revenue procedure is 
proposed to apply for tax years ending 
after December 31, 2017, but 
taxpayers may apply the safe harbor 
immediately. 

The requirements for applying the 
safe harbor look to what is a ‘rental 
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enterprise.’  Taxpayers may apply the 
safe harbor if they (1) maintain 
separate books and records for each 
rental enterprise, (2) spend 250 hours 
or more on each rental enterprise, and 
(3) maintain contemporaneous 
records (hours, description, dates, 
and service providers). Multiple 
properties may be treated as one 
rental enterprise, but commercial and 
residential real estate may not be 
treated as a single rental enterprise.   

The safe harbor does not apply to (1) 
property the taxpayer used as 
residence during the year, (2) triple-
net leases, and (3) interests in 
partnerships holding rental real 
estate.  Taxpayers may not vary the 
properties covered by the safe harbor 
absent a significant change in 
circumstances.  

To use the safe harbor, a taxpayer 
must attach a statement to the 
taxpayer’s federal income tax return 
that claims a Section 199A deduction 
or passes through information. 

More than one trade or business 

It is important to determine whether 
the activities of a taxpayer constitute 
one or more than one trade or 
business because (1) the calculations 
for separate trades or businesses 
must be done separately for each 
business (unless they can be 
aggregated) and (2) if a non-SSTB 
activity is part of a single trade or 
business with an SSTB activity, the 
non-SSTB activity will be treated as 
part of a SSTB (unless the SSTB is de 
minimis).   

Observation: If a relevant 
passthrough entity (RPE) owns a 
disregarded entity (DRE) with foreign 
activity, treating the entities as the 
same trade or business may cause 
the RPE’s income to fail to qualify as 
QBI become it is not effectively 
connected with a trade or business 
conducted in the United States 

(ECI).  Treating the DRE as a 
separate trade or business from the 
RPE may avoid this outcome. 

Observation:  The new sourcing 
rules could result in a taxpayer’s non-
ECI income being more or less than 
the jurisdiction books of a disregarded 
entity and therefore should be closely 
analyzed. 

The final regulations did not adopt a 
commenter’s suggestion to apply the 
standards under the Section 446 
regulations as a safe harbor for 
determining whether an activity is 
more than one trade or 
business.  However, the preamble 
suggests that the Section 446 
regulations have relevance by noting 
two of those standards:  (1) the 
activities of each trade or business 
must have complete and separable 
sets of books and records; and (2) 
trades or businesses are not separate 
if they use different methods of 
accounting (MOAs) to create or shift 
profits and losses in a way not clearly 
reflecting income.  

The preamble also notes that whether 
activities within the same entity may 
use different MOAs is a factor in 
considering whether they are separate 
trades or businesses, and states that 
a taxpayer must treat activities as 
separate trades or businesses 
consistently (e.g., for both Section 
199A and Section 6041 purposes). 

An example in the final regulations 
provides additional guidance on the 
definition of a trade or business.  It 
concludes that a taxpayer’s activities 
of providing veterinary services and 
and selling dog food constituted two 
separate trades or businesses 
because the taxpayer (1) maintained 
separate books and records for each 
activity, (2) separately invoiced for 
veterinary services and dog food 
sales, (3) used separate employees 
for each activity, and (4) consistently 
treated each activity as a separate 

trade or business for purposes of 
Sections 162 and 199A. 

Observation: Participants in the 
October 12 webcast were asked, if 
their company is an RPE (partnership 
or S corporation), a series of 
questions.  

 Of participants who were asked if 

their company operates more than 

one trade or business -- 51% said 

their RPE operates only one trade 

or business;  29% said their RPE 

operates more than one trade or 

business; and 19% said their 

company operates a trade or 

business through more than one 

RPE. 

 Of participants who were asked if 

their company operates an SSTB 

and another trade or business in 

the same entity -- 36% said their 

company operates at least one 

SSTB and another trade or 

business in the same entity;  44% 

said none of their businesses are 

SSTBs; and 19% said all of their 

businesses are SSTBs. 

 Of participants who were asked if 

their company expects to 

aggregate multiple trades or 

businesses -- 53% said they 

operate only one trade or 

business; 21% said they operate 

multiple trades or businesses and 

do not plan to aggregate them; and 

26% said they do not know if their 

businesses are separate trades or 

businesses, or they have not 

decided whether to aggregate. 

Hot topics 

SSTBs 

The final regulations clarify the 
definitions of specified services for 
health care, consulting, financial 
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services, and dealing in securities or 
commodities.  

The final regulations apply the  SSTB 
limitation to qualified PTP income 
generated by an SSTB.  Accordingly, 
no qualified PTP income generated by 
an SSTB is included in combined QBI 
for taxpayers above the upper 
taxable-income level 
($415,000/$207,500).   

Observation: While most PTPs do 
not have SSTB income, a PTP that 
has such income will need to 
determine the portion of its income 
allocable to SSTBs. 
 
The final regulations did not raise the 
percentages in the de minimis 
rule.   Thus, a trade or business with 
gross receipts of $25 million or less is 
an SSTB if 10% or more of its gross 
receipts are derived from specified 
services; or if the business’s gross 
receipts are greater than $25 million, 
5% or more derives from specified 
services. 

Special rules treating non-SSTBs as 
SSTBs 

The final regulations change the 
proposed rules that treated non-SSTB 
trades or businesses as SSTBs solely 
because of a relationship to an 
SSTB.  Under the proposed 
regulations ‘50/80 rule,’ a non-SSTB 
was treated fully as an SSTB if it had 
50% common ownership with an 
SSTB and provided 80% or more of 
its property or services to the 
SSTB.  If the non-SSTB provided less 
than 80% of its property or services to 
an SSTB, only that part of the trade or 
business was treated as an SSTB.  

The final regulations omit the 80% 
rule.  Therefore, in all cases only the 
portion of the non-SSTB providing 
property or services to a 50% 
commonly owned SSTB is treated as 
SSTB. 

Observation: The final regulations do 
not include the proposed ‘incidental to 
an SSTB rule’ that treated a non-
SSTB as an SSTB if it was 50% 
commonly owned and shared 
expenses with an SSTB, and 
accounted for 5% or less of the 
combined gross receipts of the two 
trades or businesses.  Under the final 
regulations, no part of the non-SSTB 
is treated as an SSTB. 

Guaranteed payments 

Section 199A provides that payments 
for services rendered to a trade or 
business as guaranteed payments 
under Section 707(c) or as reasonable 
compensation are not QBI.  

The proposed regulations also 
provided that guaranteed payments 
under Sections 707(a) and 707(c) are 
not QBI.  The final regulations provide 
that guaranteed payments for the use 
of capital may be QBI if the 
guaranteed payments are allocable to 
the partner’s trade or business.   

Observation: These rules may 
reduce a taxpayer’s Section 199A 
deduction because (1) the trade or 
business deducts these payments in 
computing the QBI of the trade or 
business, but (2) the partners and S 
corporation shareholders may not 
include the payments in their 
individual QBI.  Taxpayers should 
review guaranteed payment 
agreements to confirm that the 
payments covered by the agreement 
are actually guaranteed payments. 

UBIA of qualified property: 
partnerships 

In general, the UBIA of qualified 
property is its basis (cost or as 
determined under another provision of 
chapter 1) on the placed-in-service 
date. Under the proposed regulations, 
UBIA of qualified property that an 
RPE received in a nonrecognition 
transfer (such as Section 721 or 

Section 351 for S corporations) was 
determined by its basis on the placed-
in-service date of the recipient 
RPE.  Under the final regulations, 
UBIA is determined by the placed-in-
service date of the contributor of the 
property.   Because the RPE typically 
takes a carryover basis for contributed 
property, for property that the 
contributor depreciated, the final 
regulations provide the RPE with a 
higher UBIA because it is based on 
the contributor’s basis before 
depreciation. 

Under the proposed regulations, 
allocation to partners of UBIA from 
qualified property that was not 
producing tax depreciation (e.g., fully 
depreciated) was based on the 
allocation to partners under Sections 
704(b) and 704(c) of gain from a 
hypothetical sale.  Under the final 
regulations, the allocation of UBIA is 
based on how the partnership would 
allocate depreciation for Section 
704(b) book purposes on the last day 
of the tax year.  

A Section 743(b) basis adjustment is 
qualified property to the extent it 
reflects appreciation in value over the 
unadjusted basis immediately after 
acquisition.  Similarly, a Section 
743(b) step-down decreasing UBIA of 
qualified property is a separate item of 
qualified property placed in service 
when the partnership interest was 
transferred. 

UBIA of qualified property: like-kind 
exchanges and involuntary 
conversions  

The UBIA of replacement property 
acquired in a like-kind exchange or 
involuntary conversion is the UBIA of 
the relinquished property or converted 
property, decreased by excess boot 
received and increased by money 
paid or property transferred to the 
transferor of the replacement 
property. 
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Excess boot equals (1) the amount of 
money or other property received over 
(2) the excess of the fair market value 
of the relinquished property on the 
date of the exchange over the fair 
market value of the relinquished 
property on the date of acquisition. 
Property received as boot (‘other 
qualified property’) is treated as 
separate qualified property with a 
UBIA of fair market value. 

Allocating items of QBI to more than 
one trade or business 
 
Individuals and RPEs must allocate to 
trades or businesses the items of QBI 
(income, deduction, gain, and loss) 
attributable to more than one trade or 
business, using a reasonable method 
based on the facts and 
circumstances.  Taxpayer may use a 
different reasonable method for 
different items. However, the methods 
chosen must be consistent from year 
to year and clearly reflect income. 
 
The preamble to the final regulations 
rejects a comment that suggested 
adopting, as a safe harbor, the 
Section 199 method of allocating 
deductions, which in turn is based on 
the Section 861 regulations, because 
that method allocates only deductions. 

Observation:  As taxpayers may use 
different methods for different items, 
the Section 199 regulations may 
provide a reasonable method for 
allocating deductions.  

The preamble to the proposed 
regulations identified direct tracing 
and allocation based on gross income 
as possible reasonable methods, and 
requested comments on other 
potential reasonable methods and 
safe harbors.  The final regulations do 
not provide safe harbors or additional 
guidance on reasonable allocation 
methods, but again request comments 
on this issue. 

Allocating items of income and 
expense: foreign-source income 

QBI must be effectively connected 
with the conduct of a trade or 
business in the United States (ECI). 
Determining the source of income 
may be complicated by a rule in the 
final regulations that specifies that a 
trade or business conducted by a 
DRE with a single owner is treated 
as conducted directly by the owner.  
Thus, transactions between the DRE 
and the owner are disregarded for 
general federal income tax purposes 
 
Although activity still must be 
allocated to qualifying vs. non-
qualifying sources, the determination 
of whether income is ECI follows the 
sourcing rules in Section 864.   This 
may result in qualifying income being 
more or less than the income reflected 
in the US books and records 
depending on the activity of the 
business. 

Observation:  Taxpayers may need 
to understand the implications for their 
businesses of the complex provisions 
for income sourcing in Sections 862-
865.   
 
Aggregating and reporting   

RPE aggregation 

Under the proposed regulations, only 
an individual owner could aggregate 
trades or businesses to apply the W-2 
wage/UBIA limitation.  Under the final 
regulations, an RPE may aggregate 
trades or businesses it operates.  The 
trades or businesses must qualify for 
aggregation under the same rules that 
apply to individual owners.  If an RPE 
aggregates, owners may add trades 
or businesses to the aggregation but 
may not subtract trades or 
businesses.  An upper-tier RPE may 
add trades or businesses to an 
aggregation by a lower-tier entity but 
not subtract trades or businesses. 

RPE reporting 
 
An RPE that aggregates trades or 
businesses must report the 
aggregation to the IRS.  An RPE also 
must report to the IRS aggregated 
trades or businesses of lower-tier 
RPEs in which the RPE holds a direct 
or indirect interest. 

An RPE must report to its owners 
certain information on an attachment 
to Schedule K-1:  (1) the allocated 
share of QBI, W-2 wages, and UBIA 
for each trade or business, including 
SSTBs; (2) whether any trade or 
business is an SSTB; (3) QBI, W-2 
wages, UBIA, and SSTB 
determinations reported to the RPE by 
another RPE; and (4) any allocated 
shares of qualified REIT dividends 
and qualified PTP income or loss 
received by the RPE, including 
through another RPE.  
 
If an RPE aggregates, it reports the 
following additional information with 
Schedule K-1:  (1) description of each 
trade or business; (2) name and EIN 
of each entity operating a trade or 
business; (3) trades or businesses 
formed, ceasing operations, acquired, 
or disposed of during the tax year; (4) 
aggregated trades or businesses in 
which the RPE holds an ownership 
interest; and (5) other information the 
IRS requires in forms, instructions, 
or  published guidance. 

The takeaway 

The final regulations provide new 
guidance on certain fundamental rules 
under Section 199A at a time when 
many taxpayers and preparers are 
preparing returns for 2018.  Careful 
consideration should be given to the 
rules and their application in 2018, 
because many determinations for the 
the first year for which the benefit is 
available — e.g., with respect to the 
delineation between a taxpayer’s 
trades or business or allocation 
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methods — will need to be applied 
consistently in future years absent a 

material change of facts. 
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