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 Sec. 199A creates a deduction based on an "artificial" 
calculation of business income instead of actual 
economic outlays required for most other business 
deductions.  

 

 The provision is a significant tax benefit for many 
noncorporate businesses and was passed in part on the 
premise that a sizable tax rate cut for C corporations — 
from a maximum graduated rate of 35% down to a flat 
21% rate — justified a corollary tax benefit to non—
C corporation businesses.  
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 One of the more important provisions in P.L. 115-97, 
known as the Tax Cuts and Jobs Act, enacted 
Dec. 22, 2017, is new Sec. 199A, the deduction for 
qualified business income (QBI).  

 Sec. 199A allows a deduction for up to 20% of QBI 
from partnerships, limited liability companies (LLCs), 
S corporations, trusts, estates, and sole 
proprietorships. 
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 The Sec. 199A deduction is taken at the partner, 
S corporation shareholder, estate and trust, or sole 
proprietor level for tax years beginning after Dec. 31, 
2017.  
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 Most basically, the deduction is equal to the sum of 
20% of the QBI of each of the taxpayer's qualified 
businesses.  

 

 The full calculation, however, involves a multistep 
process that may phase out some or all of the 
deduction.  
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 The deduction is limited to the greater of : 

 (1) 50% of the W-2 wages with respect to the trade or 
business, or  

 (2) the sum of 25% of the W-2 wages, plus 2.5% of the 
unadjusted basis immediately after acquisition of all 
qualified property (generally, tangible property subject 
to depreciation under Sec. 167).  

 The deduction also may not exceed  

 (1) taxable income for the year over  

 (2) net capital gain plus aggregate qualified 
cooperative dividends. 
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 Qualified trades and businesses include  

all trades and businesses … 

 

1. Except the trade or business of  performing services as 
an employee.  

 

2.“Specified service" trades or businesses: those 
involving the performance of services in law, accounting, 
financial services, and several other enumerated fields, 
or where the business's principal asset is the reputation 
or skill of one or more owners or employees 
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 Sec. 199A(d)(2) defines a specified service trade or 
business by reference to Sec. 1202(e)(3)(A),… 

 which includes among the businesses ineligible for the 
benefits of that section: 

 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 
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  Taxpayers with taxable income of more than $415,000 
(the "higher threshold") are denied the Sec. 199A 
deduction for the income from any business that is a 
specified service trade or business.  
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 A specified service trade or business is defined in Sec. 
199A(d)(2) as "any trade or business — (A) which is 
described in section 1202(e)(3)(A)  

 (applied without regard to the words 'engineering, 
architecture,') ... or which 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))." 
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 Thus, service trades or businesses (e.g., engineering, 
architecture, manufacturing, etc.) that are not 
specified service trades or businesses are eligible for 
the deduction regardless of the taxpayer's taxable 
income, 

 Businesses providing specified services (e.g., law, 
accounting, consulting, investment management, etc.) 
— of taxpayers who have taxable income above the 
higher taxable income threshold limit ( $415,000)— 
are barred from the deduction. 
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 Qualified business income ( QBI)..is the net amount of 
qualified items of income, gain, deduction, and loss 
with respect to a qualified trade or business that 
are effectively connected with the conduct of a 
business in the United States.  

  Some types of income, including certain investment-
related income, reasonable compensation paid to the 
taxpayer for services to the trade or business, and 
guaranteed payments, are excluded from qualified 
business income. 
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 The W-2 wage limitation….  

 does not apply to taxpayers with taxable income of 
less than $157,500 for the year ($315,000 for 
married filing jointly)  

 The limitation is  “phased in” for taxpayers with 
taxable income above those thresholds.  

 Income from specified service businesses ( SSTB) is 
not excluded from qualified business income for 
taxpayers with taxable income under the same 
threshold amounts. 
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 The calculation of a taxpayer's Sec. 199A deduction 
depends on whether the taxpayer's taxable income is 

  (1) below a lower taxable income threshold ($157,500, 
or $315,000 if filing a joint return),  

 (2) above a higher taxable income threshold ($207,500, 
or $415,000 if filing a joint return), or  

 (3) between the lower and higher taxable income 
thresholds. ( $315,000 to $415,000- Joint return) 

 (When computing taxable income for this purpose, 
the Sec. 199A deduction is ignored.) 
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 If a taxpayer has income below the lower threshold, 
calculating the Sec. 199A deduction is straightforward. 

 The taxpayer first  

 (1) calculates the deductible QBI amount for each 
qualified business  

  (2) Next ..combines the deductible QBI amounts to 
determine the combined QBI amount.  

 If the taxpayer has only one qualified business, the 
combined QBI amount is the deductible QBI amount 
for that business.  

 
31 Mallor Grodner LLP 



 If the taxpayer has only one qualified business, the 
combined QBI amount is the deductible QBI amount 
for that business.  

 

 The taxpayer then applies the overall taxable income 
limitation to the combined QBI.  
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 Thus, the taxpayer's Sec. 199A deduction is equal to 
the lesser of  

 

 (1) the combined QBI amount or 

 

  (2) the overall limitation (20% × taxpayer's taxable 
income in excess of any net capital gain). 
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 H and W file a joint return on which they report 
taxable income of $310,000, of which $10,000 is net 
capital gain and $280,000 is ordinary net income from 
H's interest in an S corporation.  

 H and W's combined QBI is $56,000 (20% × 
$280,000..Income from Husbands S Corporation).  

 Combined QBI is $56,000 before applying the overall 
limitation of $60,000 (20% × [$310,000 taxable 
income — $10,000 net capital gain=$300,000]).  

 H and W's Sec. 199A deduction is $56,000.( lesser of 
$60,000 or $56,000) 
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 H and W file a joint return on which they report 
taxable income of $450,000, of which $300,000 is 
ordinary income from W's interest in an S corporation. 

  

 W's S corporation is a specified service trade or 
business ( SSTB)because it performs consulting 
services.  

 H and W cannot take a Sec. 199A deduction based on 
the income from the S corporation.( over the 
limitation of $415,000) 
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 H and W file a joint return on which they report 
taxable income of $450,000,( over limitation of 
$415,000) of which $300,000 ( QBI) is ordinary income 
from W's interest in an S corporation that is not a 
specified service trade or business.  

 

 W's allocable share of the business's W-2 wages is 
$80,000, and her share of the business's unadjusted 
basis in its qualified property is $600,000.(QP) 
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 H and W's wage and capital limitation(WCL) is the 
greater of : 

 (1) 50% of W-2 wages, ( 50% x $80,000) $40,000.. or 

 (2) the sum of 25% of W-2 wages,( 25% x $80,000) 
$20,000, plus 2.5% of the unadjusted basis of the 
qualified property(QP) ( $600,000 × 0.025 = $15,000 
immediately after its acquisition 

   for a sum of $35,000 ( $20,000+$15,000).  

 The amount of the wage and capital limitation  

( WCL)for 199A deduction is therefore $40,000. 
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 H and W's combined QBI is the lesser …of  

 20% of QBI, $60,000( 20% x $300,0000 ..wife's S 
corporation) 

 or  

 the wage and capital limitation of $40,000(WCL), or 
$40,000.  

Combined QBI is $40,000 

 … before applying the overall limitation of $90,000 
(20% of $450,000 taxable Income).  

 H and W's Sec. 199A deduction is $40,000. 
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 H and W file a joint return on which they report 
taxable income of $330,000, of which $300,000 is 
ordinary income from H's interest in an S corporation.  

 The S corporation is not a specified service trade or 
business.  

 H's allocable share of the business's W-2 wages is 
$80,000, and his share of the business's unadjusted 
basis in its qualified property is $600,000.  

 Because H and W's taxable income is between the 
lower and higher thresholds( $315,000-$415,000), only 
a partial wage and capital limitation applies. 
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 Because H and W's taxable income is between the 
lower and higher thresholds, only a partial wage and 
capital limitation( WCL) applies. 

 

 The reduction ratio is calculated as $330,000 ( taxable 
income)less $315,000( limitation)  = $15,000 of excess 
taxable income above the lower threshold, divided by 
$100,000 = 15%. 
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 Next, the excess amount is calculated.  

 The deductible QBI amount of the business with no 
wage and capital limitation applied is 20% of QBI of 
$300,000( S Corp) = $60,000( 20% x $300,000).  

 The deductible QBI amount for the business with a full 
wage and capital limitation is the greater of  

 (1) 50% of W-2 wages, or $40,000 ( $80,000 x 50%), or  

 (2) the sum of 25% of W-2 wages  or  $20,000) 
($80,000 x 25%) plus 2.5% of the unadjusted basis of 
the qualified property immediately after its 
acquisition: $600,000 × 0.025 = $15,000, for a sum of 
$35,000.( $20,000+$15,000)   
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 The deductible QBI amount with a full wage and 
capital limitation is therefore $40,000. ( 50% of wages 
test) 

 The difference between $60,000( deductible QBI test) 
and $40,000( WCL test) , or $20,000, is the excess 
amount. 

 The 15% reduction ratio multiplied by the excess 
amount of $20,000 is $3,000 ( $20,000x 15%).  

 The deductible QBI amount for the business is 
therefore 20% of QBI, $60,000, less $3,000, or $57,000.  
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 Because H and W have only one qualified business, 
their combined QBI amount is also $57,000 before 
applying the overall limitation of $66,000 (20% of 
$330,000 taxable income).  

 H and W's Sec. 199A deduction is $57,000 
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 The new law … 

 Reduces the threshold at which an understatement of 
tax is “substantial”.. for purposes of the accuracy-
related penalty under Sec. 6662 for any return 
claiming the deduction. YIKESSS !  

  The old Law…Lesser of 10% of tax required to be 
shown on the return or $5,000  

 The new law ..changes the threshold to 5% of tax 
required to be shown on the return or $5,000. 

 VERY DANGEROUS !! 
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 With the enactment of legislation known as the Tax 
Cuts and Jobs Act (the Act)1 on Dec. 22, 2017, a new 
provision of the Internal Revenue Code was created. 

 Sec. 199A, which permits owners of sole 
proprietorships, S corporations, or partnerships to 
deduct up to 20% of the income earned by the 
business.  

 The motivation for the new deduction was to allow 
these business owners to keep pace with the 
significant corporate tax cut also provided by the Act. 
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 The Sec. 199A deduction is available to any taxpayer 
"other than a corporation.“ 

  This includes… 

 

 Individual owners of sole proprietorships, rental 
properties, S corporations, or partnerships 

 

 An S corporation, partnership, or trust that owns 
an interest in a passthrough entity. 
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 Example 1:  

 In 2018, A, a married taxpayer, has $100,000 of 
qualified business income( QBI), $100,000 of long-
term capital gain, and $30,000 of deductions, resulting 
in taxable income of $170,000 ($100,000+$100,000-
$30,000).  

 A's Sec. 199A deduction is limited to the lesser of 
$20,000 (20% of $100,000 QBI) or $14,000 (20% of 
$70,000 ($170,000 TI - $100,000 LTCG), the excess of 
taxable income of $170,000 over net capital gain of 
$100,000). 

50 Mallor Grodner LLP 



 Example 2:  

 A, an individual, is a shareholder in an S corporation 
with a fiscal year end of June 30.  

 

 On A's 2018 Form 1040, U.S. Individual Income Tax 
Return, A may claim the Sec. 199A deduction for the 
qualified business income earned by the S corporation 
for its tax year beginning July 1, 2017, and ended June 
30, 2018. 
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 Example 3: 

  A is an employee, but not an owner, of a qualified 
business.  

 

 A receives a salary of $100,000 in 2018.  

 

 A is not permitted a Sec. 199A deduction against the 
wage income because A is not engaged in a qualified 
business. 
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 Example 4:  

 A is a 30% shareholder in an S corporation for all of 
2018.  

 The S corporation generates $100,000 of qualified 
business income ( QBI) in 2018.  

 Under the pro rata, per-share, per-day allocation rules 
of Sec. 1377. 

 A's share of the qualified business income is $30,000.( 
30% x $100,000) 
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 Example 5:  

 A owns 20% of X, an S corporation, and 30% of Y, a 
partnership.  

 Both X and Y are qualified businesses.  

 X allocates to A $40,000( QBI) of qualified business 
income.  

 Y allocates to A $20,000(QBI) of qualified business 
income.  

 A's tentative 199 A deduction related to X is $8,000 
(20% x $40,000 QBI), and his tentative 199A  
deduction related to Y is $4,000.( 20% x $20,000 QBI) 
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 Example 6:  

 A is a 30% shareholder in an S corporation for all of 
2018.  

 The S corporation generates $100,000 of qualified 
business income ( QBI) in 2018.  

 Under the pro rata, per-share, per-day allocation rules 
of Sec. 1377, A's share of the qualified business income 
is $30,000 ( 30% x $100,000) 
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  Take Away… 
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 The initial step in calculating the Sec. 199A deduction 
begins with determining QBI.  

 

 QBI is determined separately for each of the taxpayer's 
qualified businesses.  

 

 For any tax year, QBI is the net amount of items of 
income, gain, deduction, and loss with respect to any 
qualified business of the taxpayer. 
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 Qualified items of income, gain deduction, and loss 
include such items that are effectively connected with 
the conduct of a U.S. trade or business and are 
included in determining the business's taxable income 
for the tax year. 
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 Certain investment items are excepted from QBI, 
including short-term and long-term capital gains and 
losses, dividends, and interest income not properly 
allocable to a trade or business.  
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 QBI also does not include reasonable compensation 
payments to a taxpayer for services rendered to a 
qualified business, guaranteed payments to a partner 
for services rendered to a business, and, to the extent 
provided in regulations, a Sec. 707(a) payment to a 
partner for services rendered to the business (Sec. 
199A(c)). 
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  The combined QBI amount serves as a placeholder:  

 

 It is the amount of the Sec. 199A deduction before 
taking into account a final overall limitation.  

 

 Under this overall limitation, a taxpayer's QBI 
deduction is limited to 20% of the taxpayer's taxable 
income in excess of any net capital gain.  
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 The combined QBI amount is the sum of the 
deductible QBI amounts for each of the taxpayer's 
qualified businesses.  

 

 The deductible QBI amount of a qualified business is 
generally 20% of its QBI, but the deductible QBI 
amount may be limited  

 (1) by a wage and capital limitation and/or  

 (2) when the business is a specified service trade or 
business. 
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 The calculation of a taxpayer's Sec. 199A deduction 
depends on whether the taxpayer's taxable income is 

  (1) below a lower taxable income threshold ($157,500, 
or $315,000 if filing a joint return),  

 (2) above a higher taxable income threshold ($207,500, 
or $415,000 if filing a joint return), or  

 (3) between the lower and higher taxable income 
thresholds.  

 (When computing taxable income for this purpose, 
the Sec. 199A deduction is ignored and NOT taken 
into account) 
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 Effective for tax years beginning after Dec. 31, 2017, and 
before Jan. 1, 2026, a taxpayer other than a corporation 
is entitled to a deduction equal to 20% of the 
taxpayer's "qualified business income" earned in a 
"qualified trade or business." 
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This is a critical change in tax law that effects ALL small 
Business.. 

 

Start NOW to calculate the impact of this new law on 
your business 

Meet with your tax Advisor NOW to plan for year end 
tax preparation. 

This is not a quick fix.  

PLANNING is needed to take full advantage of this 
new law 

    Good Luck !! 
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• Thank You Very Much For Coming !! 
 

• Questions? 
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 William Murphy CPA/PFS,ABV.CFF,CGMA, CVA ( Emeritus) 

 

 William F. Murphy, CPA/PFS, ABV, CFF, CGMA, CVA ( Emeritus), is the 
owner of Murphy Financial Group, P.C., a firm that focuses on providing 
tax consulting and financial planning services to corporations and 
professional practices in the State of Indiana. 

   

 He assists the Indianapolis and Bloomington based law firm of Mallor 
Grodner LLP, providing tax, valuation, and financial analysis services in 
the areas of family law and business transactions.  

 

 In addition, Mr. Murphy provides consultation services on tax and 
financial planning issues to various news and publishing organizations. 
Recent topics include current tax law changes occurring within federal 
and state government. 
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Understanding the new Sec. 199A business income deduction 

By Tony Nitti, CPA ... The Tax Advisor, April 1, 2018 

Tax Reform :A Overview  Section 199A…AICPA production. By Mr. 
Robert  S. Keebler CPA/PFS 

Tax Reform :A Case Study Approach to Section 199A…AICPA 
production. By Mr. Robert  S. Keebler CPA/PFS 

 

 The author of this course greatly appreciates and acknowledges the above AICPA  
publications and articles as well as Mr. Robert Keebler CPA/PFS. 

 These resources and articles  were used as background material and theoretical 
foundation for this presentations.   

 I urge the course participants to add these publications to their professional library. 

 

IRS CIRCULAR 230 DISCLOSURE: To ensure compliance with requirements imposed by the United States 

Treasury, we inform you that any tax advice contained in this communication (including any attachments) 

was not intended or written to be used, and cannot be used, for the purpose of 1.) avoiding tax-related 

penalties or 2.) promoting, marketing or recommending to another party any tax-related matters addressed in 

this communication. 
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Together with the related lecture this handout is designed to 
provide accurate and authoritative information about complex 
areas of tax law.   

 

But, the information contained in this manual may change as a 
result of new tax legislation, Treasury Department regulations, 
Internal Revenue Service interpretations, or judicial 
interpretations of existing tax law.   

 

This manual is not intended to provide legal, accounting, or other 
professional services and is provided with the understanding that 
Mallor Groder LLP or William F. Murphy CPA/PFS is not engaged in 
rendering legal, accounting, or other professional services. 

 

This manual and related lecture should not be used as a substitute 
for professional advice.   

If legal advice or other expert assistance is required, the services of 
a competent tax advisor should be sought. 
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