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Section 199A Deduction
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Section 199A Deduction – Overview
• Section 199A provides non-corporate taxpayers
(individuals and certain trusts) a deduction equal to
20% of their qualified business income (“QBI”).
• QBI must be derived from a qualified trade or business
(“QTB”) that the individual either operates directly, or
owns through a relevant passthrough entity (“RPE”)
(generally a pass-through entity such an S corporation
or a partnership*).

*

When the term “partnership” is used in this outline, it refers to all entities that are
treated as partnership for U.S. federal income tax purposes.
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Section 199A Deduction Generally
• Specifically, QBI is the net amount of items of
income, gain, deduction and loss with respect to
the QTB.
• Does not include investment items such as
capital gains/losses, dividends, interest income
(unless properly allocable to the trade or
business).
• **QBI does not include employee compensation
or guaranteed payments.
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Section 199A Deduction – Sunsets
• The Section 199A deduction was added to the
Code by the 2017 Tax Cuts and Jobs Act.
• It is effective for tax years beginning on or after
Jan. 1, 2018, and will expire for tax years
beginning after Dec. 31, 2025 – unless extended
by Congress.
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Section 199A Deduction
• A noncorporate taxpayer is allowed the
deduction for any tax year in an amount equal to
the lesser of:
– (1) the taxpayer’s combined QBI; or
– (2) an amount equal to 20% of the excess (if any) of
the taxpayer’s taxable income for the tax year, over
the taxpayer’s net capital gain for the year. See Code
Section 199A(a)(2).
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Section 199A Deduction
• The combined QBI has the following two
components:
– QBI from a domestic business operated as a sole
proprietorship or through a RPE; and
– combined qualified REIT dividends earned through
a REP and the net amount of qualified PTP income
earned directly or through an RPE.
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Section 199A Deduction
• QBI includes qualified items of income, gain,
deduction, and loss to the extent these items are
effectively connected with the conduct of a trade or
business within the U.S.
• So, a U.S. partner of a partnership, or a U.S. shareholder
of an S corporation, that operates a trade or business
both in the U.S. and in a foreign country should only
include items of income/gain/deduction/loss that are
effectively connected with a U.S. trade or business.
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Section 199A Deduction – Wage/UBIA
Limit
• The Section 199A deduction with respect to each trade or
business is limited to the lesser of:
(1) 20% of the QBI for that trade or business; or
(2) The greater of:
• 50% of the W-2 wages with respect to that trade or
business (or aggregated trade or business), or
• The sum of 25% of the W-2 wages with respect to that
trade or business (or aggregated trade or business) + 2.5%
of the unadjusted basis immediately after acquisition
(“UBIA”) of qualified property for that trade or business
(generally depreciable property used in a qualified trade or
business, whose depreciation period hasn’t ended before
the close of the year).
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Section 199A Deduction - SSTB
• A QTB is any trade or business other than a
specified service trade or business (“SSTB”),
the trade or business of performing services as
an employee or a trade or business conducted by
a C corporation. Code Section 199(d)(1); Reg.
Sec. 1.199A-1(b)(14).
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Section 199A Deduction - SSTB
•
•

•

•

•
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An SSTB generally is not a QTB that’s eligible for the Section 199A deduction.
There is an exception to this general rule. If for any tax year, a taxpayer’s taxable
income is less than the sum of certain inflation adjusted thresholds amounts, then the
taxpayer’s SSTBs are NOT excluded form treatment as a QTB.
For tax years beginning in 2019, the inflation-adjusted threshold amounts are $160,700
for single and head-of-household returns, and $321,400 for married filing joint returns.
For taxpayers with income up to or under these amounts, the income is considered to
be from an QTB even though it is from an SSTB.
For tax years beginning in 2019, the cap is $210,700 for single and head-of-household
returns, and $421,400 for married filing joint returns. For taxpayers with income at
least equal to or above these amounts, no Section 199A deduction is allowable.
For taxpayers with income in the range, an applicable percentage of qualified items of
income, gain, deduction, or loss, and the W-2 wages and UBIA of qualified property
of the taxpayer is allocable to the SSTB are taken into account in computing the QBI,
W-2 Wages and the UBIA of the qualified property of the taxpayer for he tax year.
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SSTB – Section 199A(d)(2)
• The term “specified service trade or business”
or “SSTB” means any trade or business
described in section 1202(e)(3)(A) other than
engineering or architecture; or
• Any trade or business that involves the
performance of services that consist of
investing and investment management, trading,
or dealing in securities, partnership interests, or
commodities (as defined in section 475(e)(2)).
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SSTB – and Section 1202(e)(3)(A)
• Any trade or business involving the performance of services in the fields of:
–
–
–
–
–
–
–
–
–
–
–
–
–
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Health
Law
Engineering
Law
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

Section 199A W-2 Wage Limitations
•

•
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Section 199A(b)(2)(B) provides limitations on the section 199A deduction based
on the W-2 wages paid with respect to each trade or business (or aggregated trade
or business).
Section 199A(b)(4)(B) provides a 3 step process for determining the W-2 wages
paid with respect to a trade or business that are properly allocable to QBI.
– First, each individual or RPE must determine its total W-2 wages paid for the
taxable year under the rules in paragraph (b)(2) of this section.
– Second, each individual or RPE must allocate its W-2 wages between or
among one or more trades or businesses under the rules in paragraph (b)(3)
of this section.
– Third, each individual or RPE must determine the amount of such wages
with respect to each trade or business, which are allocable to the QBI of the
trade or business (or aggregated trade or business) under the rules in
paragraph (b)(4) of this section. See Treas. Reg. Section 1.199A-2(b)(1).

Section 199A W-2 Wage Limitations
• The term W-2 wages includes the total amount of wages as defined in section
3401(a) plus the total amount of elective deferrals (within the meaning of
section 402(g)(3)), the compensation deferred under section 457, and the
amount of designated Roth contributions (as defined in section 402A).
• Generally, the Forms W-2, ``Wage and Tax Statement,'' or any subsequent
form or document used in determining the amount of W-2 wages, are those
issued for the calendar year ending during the individual's or RPE's taxable
year for wages paid to employees (or former employees) of the individual or
RPE for employment by the individual or RPE. For purposes of this section,
employees of the individual or RPE are limited to employees of the
individual or RPE as defined in section 3121(d)(1) and (2). (For purposes of
section 199A, this includes officers of an S corporation and employees of an
individual or RPE under common law.) Treas. Reg. Section 1.199A-2(b)(2).
• In calculating W-2 wages for a tax year, the taxpayer includes only those
Forms W-2 that are for the calendar year ending with or within the tax year of
the taxpayer.
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Section 199A W-2 Wage Limitations
• The Section 199A deduction that is allowed may be subject to a limit based
on W-2 wages paid by the taxpayer’s QTBs.
• W-2 wages means W-2 wages of a trade or business (or aggregated trade or
business) allocable to the QBI. See Treas. Reg. Section 1.199A-2.
• The determination of W-2 wages must be made for each trade or business by
the individual or RPE that directly conducts the trade or business (or
aggregated trade or business).
• In the case of an RPE, the RPE itself must determine and report the W-2
wages for each trade or business (or aggregated trade or business) conducted
by the RPE. The W-2 wages are presumed to be zero if not determine and
reported for each trade or business (or aggregated trade or business). Treas.
Reg. Section 1.199A-2(a) and (b).
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Section 199A W-2 Wage Limitations
Taxpayers must use one of three methods to
calculate W-2 wage for purpose of Section 199A.
(1) Unmodified box method - wages are the lesser of
the total entries in Box 1 of all Forms W-2 filed with
the SSA by the taxpayer with respect to employees of
the taxpayer; or the total entries in Box 5 of all Forms
W-2 filed with SSA by the taxpayer with respect to
employees of the taxpayer for employment by the
taxpayer. Se Rev. Proc. 2019-11, Section 5.01.
21 |

Section 199A W-2 Wage Limitations
(2) Modified Box 1 method – the taxpayer modifies,
with certain additions and subtractions, the total
entries in Box 1 of Forms W-2 filed with respect to the
taxpayer’s employees. Rev. Proc. 2019-11, Section 5.02
(3) Tracking wages method – the taxpayer tracks total
wages subject to income tax withholding and makes
appropriate modifications. Rev. Proc. 2019-11, Section
5.03
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Certain Section 707 Payments
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QBI Exclusions - Guaranteed Payments and
Payments to a Partner for Services
Section 199A(c)(4) provides that QBI shall 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.
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QBI Exclusions – Section 707(a) and
Section 707(c) Payments
The preamble to the final Section 199A regulations provides:
As stated in the preamble to the proposed regulations,
payments under section 707(a) for services are similar to
guaranteed payments, reasonable compensation, and wages,
none of which are includable in QBI. Thus, treating section
707(a) payments received by a partner for services rendered
to a partnership as QBI would be inconsistent with the
statute. Further, as noted by one commenter, it is difficult to
distinguish between payments under section 707(c) and
payments under section 707(a). Therefore, creating such a
distinction would be difficult for both taxpayers and the IRS
to administer.
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QBI Exclusions – Section 707(a) and
Section 707(c) Payments
Treas. Reg. Section 1.199A-3(b)(2)(ii) provides the following are excluded from
QBI:
(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 partnership’s
deduction for such guaranteed payment will reduce QBI if such deduction
is properly allocable to the trade or business and is otherwise deductible 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 partnership’s 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.
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QBI Exclusions - Guaranteed Payments and
Payments to a Partner for Services
• Thus, with the passage of the Tax Cuts and Jobs
Act, the distinction between a distributive share
of partnership income on the one hand and a
guaranteed payment or payment to a partner for
services on the other hand becomes very
important.
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Section 707(a) Payments Made to a Partner
for Services Rendered to the Partnership
• If a payment is made to a partner in exchange for services
provided in a non-partner capacity, the payment is a Section
707(a) payment. See S. Rpt. 98-169, 98th Cong., 2d Sess. 226-230
(1984) (indicating that non-contingent amounts that are similar
to fees that a partner earns from third parties are Section 707(a)
payments).
• When Section 707(a)(2)(A) applies, the amount paid to the
partner is treated as a payment for services rather than a
distributive share of partnership income whose character is
determined at the partnership level.
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Section 707(a) Payments
• Prior to its amendment by TRA-84, Section 707(a) simply provided that
partners engaging in transactions with a partnership in a nonpartner capacity
should be treated as third parties for tax purposes. Generally, services that
were closely related to the business of the partnership were found to be
rendered in a partner capacity , and those not closely related were held to be
services rendered in a nonpartner capacity.
• Section 707(a)(2)(A) redefined the determination of whether a partner is
acting in its capacity as a partner by focusing on risk, specifically the risk as to
the amount and fact surrounding a special allocation, as opposed to the
nature of the services. See Philip F. Postlewite & David Cameron, “Twisting
Slowly in the Wind: Guaranteed Payments After the Tax Reform Act of
1984,” 40 Tax Law. 649, 660 (1986-1987).
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Section 707(a) Payments Made to a Partner
for Services Rendered to the Partnership
• Section 707(a)(2)(A) provides, in relevant part, that under
Treasury regulations, if:
(1) A partner performs services for a partnership,
(2) There is a related direct or indirect partnership allocation
and distribution to the partner, and
(3) When viewed together, the performance of such services
and the allocation/distribution are properly characterized as
a transaction between the partnership and a partner acting
in a non-partner capacity, the transaction is to be treated as
a transaction between the partnership and a person who is
not a partner.
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Section 707(a)(2)(A) – Legislative History
• The legislative history of Section 707(a)(2)(A) lists 6 factors to
distinguish distributive shares from disguised non-partner
payment:
1. Whether the payment is subject to appreciable risk as to
amount.
-This is the most important factor.
-Joint Committee Report provides two examples of limited
partner’s risk: (1) capped allocations of partnership income (i.e.,
percentage or fixed dollar amount allocations subject to an
annual maximum amount when the parties could reasonably
expect the a cap to apply in most years); and (2) allocations for a
fixed number of years under which the income that will go to
the partners is reasonably certain.
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Section 707(a)(2)(A) – Legislative History
Other factors:
(2) Whether the recipient’s partner status is transitory. Limited duration of a
purported joint undertaking for profit suggests that a payment is a fee.
(3) Whether the allocation and distribution are close in time to the performance
of services.
(4) Whether the recipient became a partner primarily to obtain tax benefits for
himself or the partnership which would not have been available if he had
rendered services to the partnership in a third party capacity.
(5) Whether the value of the partner’s interest in the general and continuing
partnership profits is small in relation to the allocation in question (thus
suggesting that the purported allocation is, in fact, a fee)
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Section 707(a)(2)(A) – Legislative History
Legislative history contains the 2 examples:
Example 1: A commercial office building constructed by a partnership is
projected to generate gross income of at least $100,00 per year indefinitely.
Its architect, whose normal fee for such services is $40,000, contributes cash
for a 25-percent interest in the partnership and receives both a 25-percent
distributive share of net income for the life of the partnership, and an
allocation of $20000 of partnership gross income for the first two years of
partnership operations after lease-up. The partnership is expected to have
sufficient cash available to distribute $20,000 to the architect in each of the
first two years, and the agreement requires such a distribution. See 1985 Joint
Committee on Taxation, General Explanation of the Revenue Provisions of
the Deficit Reduction Act of 1984, 229 (1985).
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Section 707(a)(2)(A) – Legislative History
•

•

•
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Joint Committee Report concludes that the purported gross income allocation and
partnership distribution should be treated as a fee under Section 707(a) rather than a
distributive share because as to those payments the architect is insulated from the risk
of the joint enterprise.
Factors which contribute to this conclusion are: (1) the special allocation to the
architect is fixed in amount and there is a substantial probability that the partnership
will have sufficient gross income and cash to satisfy the allocation/distribution; (2) the
distribution relating to the allocation is fairly close in time to the rendering of the
services; and (3) it is not unreasonable to conclude from all the facts and
circumstances that the architect became a partner primarily for tax reasons.
The Joint Committee Report goes on to note that if the agreement allocates to the
architect 20 percent of gross income for the first two years following construction of
the building, a question arises as to how likely it is that the architect will receive
substantially more or less than his imputed $40,000 fee. If the architect assumes
significant entrepreneurial risk that the partnership will be unable to lease it, the special
allocation might (even though a gross income allocation), depending on all the facts
and circumstances, properly be treated as a distributive share and a genuine
partnership distribution.

Section 707(a)(2)(A) – Legislative History
•

•
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Example 2: A partnership is formed to invest in stock, and admits a stockbroker as a
partner. The broker agrees to effect trades for the partnership without the normal
brokerage commission. In exchange for his partnership interest, the broker
contributes 51 percent of partnership capital and receives a 51 percent interest in
residual partnership profits and losses. In addition, he receives an allocation of gross
income that is computed in a manner that approximates his forgone commissions. It
is expected that the partnership will have sufficient gross income to make this
allocation. The agreement provides that the broker will receive a priority distribution
of cash from operations up to the amount of the gross income allocation.
In this case, even though the broker-partner’s special allocation appears contingent and
not substantially fixed as to amount, it is computed by means of a formula like a
normal brokerage fee and effectively varies with the value and amount of series
rendered rather than with the income of the partnership. Thus, this contingent gross
income allocation, along with the equivalent priority distribution, should be treated as a
third-party fee arrangement under Section 707(a), rather than as a distributive share
and partnership distribution.

Proposed Regulations Section 1.707-2
• On July 23, 2015, the Treasury issued Proposed Regulations
under Section 707(a)(2)(A).
• Effective date: Would be effective for arrangements entered into
or modified on or after the date the final regulations are
published.
• The preamble goes on to note that for arrangements entered
into prior o that time, the Proposed Regulations generally reflect
Congressional intent as to which arrangements are appropriately
treated as disguised payments for services.
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Proposed Regulations Section 1.707-2
• The Proposed Regulations generally rely on the same 5 factors
identified by the legislative history to Section 707(a)(2)(A), and
add a 6th.
• Most significant factor: the presence or absence of significant
entrepreneurial risk with respect to an allocation of income.
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Proposed Regulations Section 1.707-2
The significant entrepreneurial risk factor is determined by a multi-sub-factor test. The
presence of any of the sub-factors creates a presumption that an arrangement lacks
significant entrepreneurial risk (rebuttable if facts and circumstances establish presence of
significant entrepreneurial risk by clear and convincing evidence):
1. A capped allocation of partnership income if the cap is reasonably expected to
apply in most years;
2. An allocation for one or more years under which the service provider’s share of
income is reasonably certain;
3. An allocation of gross income;
4. An allocation that is predominantly fixed in amount, is reasonably determinable
under all the facts and circumstance, or is designed to assure that sufficient net
profits are highly likely to be available to make the allocation to the service
provider; or
5. An arrangement in which a service provider waives its right to receive payment
for the future performance of services in a manner that is non-binding or fails to
timely notify the partnership and its partners of the waiver and its terms.
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Proposed Regulations Section 1.707-2
•

•
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The Proposed Regulations identify the same remaining 4 factors identified by
legislative history:
1.
Whether a partner’s interest is transitory or continuing;
2.
Whether the time frame of receipt of payment under an allocation and
distribution scheme mimics that which would be expected in a payment
scenario;
3.
Whether a service provider became a partner primarily to obtain tax benefits
unavailable outside of the partner context; and
4.
Whether the service provider’s interest in general partnership profits is small in
comparison to the allocation and distribution in question.
In addition, the Proposed Regulations add a 6th factor: whether the arrangement
provides for different allocations or distributions with respect to different services
received, the services are provided either by one person or by persons that are related
under Sections 707(b) or 267(b), and the terms of the differing allocations or
distributions are subject to levels of entrepreneurial risk that vary significantly.

Finalization of Proposed Regulations?
• Finalization of the Proposed Regulations on the
tax treatment of management fee waivers
remains on hold – though the IRS has reporting
been enforcing the Code Section itself in
egregious cases.
• Final regulations were absent from the IRS’s
priority guidance plans since 2017-2018.
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Section 707(c) Guaranteed Payments
• Section 707(c) provides:
(c) Guaranteed payments. – To the extent determined
without regard to the income of the partnership,
payments to a partner for services or the use of capital
shall be considered as made to one who is not a
member of the partnership, but only for purposes of
section 61(a) (relating to gross income) and, subject to
section 263, for purposes of section 162(a) (relating to
trade or business expenses).
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Section 707(c) Guaranteed Payments
•

•
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In Pratt v. Commissioner, 64 T.C. 203 (1975), the Tax Court held that a payment
based on gross income was not a guaranteed payment because it was based on
income. The Fifth Circuit affirmed in part and reversed in part , 550 F. 2d 1023
(5th Cir. 1977). It did not address whether the gross income-based payments were
guaranteed payments.
The IRS has ruled that a payment based on gross income can be a guaranteed
payment if the partner acts in its capacity as a partner when it renders the
services. See Rev. Rul. 81-300, 1981-2 C.B. 143. (Congress thought that the
arrangement in Rev. Rul. 81-300, in which partners provided real estate
management services in exchange for a percentage of gross rentals, should be
covered by Section 707(a) rather than Section 707(c). See S. Rep. 98-169, 98th
Cong. , 2d Sess. At 230 (19840. In the preamble to the proposed fee waiver
regulations, Treasury and the IRS cited this legislative history and announced that
they will obsolete Rev. Rul. 81-300. Note that determining whether Section 707(a)
or Section 707(c) should apply to services is an extremely difficult task.

Section 707(c) Guaranteed Payments
• Section 707(c) applies to payments that are made
to a partner “without regard to the income of the
partnership.”
• The meaning of payments that are made
“without regarding to the income of the
partnership” is not entirely clear.
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Treas. Reg. Section 1.707-1(c) Examples
• Example 1: Under the ABC partnership agreement, partner A is
entitled to a fixed annual payment of $10,000 for services,
without regard to the income of the partnership. His
distributable share is 10%. After deducting the guaranteed
payment, the partnership has $50,000 ordinary income.
• A must include the $15,000 as ordinary income for his taxable
year within or with which the partnership taxable year ends
($10,000 guaranteed payment plus $5,000 distributive share).
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Treas. Reg. Section 1.707-1(c) Examples
•

•
•
•
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Example 2: Partner C in the CD partnership is to receive 30% of partnership income
as determined before taking into account any guaranteed payments, but not less than
$10,000.
The income of the partnership is $60,000, and C is entitled to $18,000 (30% of
$60,000) as his distributive share.
No part of this amount is guaranteed payment.”
However if the partnership had income of $20,000 instead of $60,000, then $6,000
(30% of $20,000) would be partner C’s distributive share, and the remaining $4,000
payable to C would be a guaranteed payment.
– Note that the Proposed Regulations issued in 2015 would change this result.
Under the Proposed Regulations, any minimum payment required to be made to a
partner should be treated as a guaranteed payment regardless of the net income
of the partnership. Thus, $10,000 would be a guaranteed payment.-In the IRS’s
view, the change was necessary to ensure consistency with the proposed
regulations relating to Section 707(a)(2).
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Disclaimer

IRS CIRCULAR 230 DISCLOSURE:
Unless explicitly stated to the contrary, this outline, the
presentation to which it relates and any other documents or
attachments are not intended or written to be used, and cannot
be used, for the purpose of (i) avoiding penalties under the
Internal Revenue Code or (ii) promoting, marketing, or
recommending to another party any transaction or matter
addressed herein.
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Terminology
• For brevity and because of the relative popularity of limited
liability companies, these slides will often refer to LLCs, but
such term should be understood to include general
partnerships, limited partnerships, LLPs, LLLPs, and other
entities that are taxed as partnerships for federal income tax
purposes.

• Similarly, references to operating agreements also include
partnership agreements, and references to members also
include partners.
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Overview

• W-2 Wage Calculation Rules
• Using Priority Allocations

• Using Lower-Tier Partnerships to Pay
W-2 Wages
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Stakes
• Under the §199A regulations, guaranteed payments pose
several problems:
• they are not treated as QBI;
• they reduce a partnership’s overall QBI; and
• they are not treated as W-2 wages that could be used
to increase the overall §199A deduction amount.

• We first consider recent guidance on the W-2 wage limit,
then whether a guaranteed payment can be restructured
as an allocation and finally whether a guaranteed
payment can be restructured as a W-2 wage payment
from a lower-tier entity.

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved

51

W-2 Wage Calculation Rules
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W-2 Wage Calculation Rules
• Definition of W-2 Wages for QBI

• Rev. Proc. 2019-11 Permissible Methods
• Allocating W-2 Wages to Pass-Through Entity
Owners

• Impact of Reasonable Compensation
Requirements on QBI Deduction Calculations
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Definition of W-2 Wages for QBI
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Wages Limitation
• Generally, the deduction is the lesser of:

• 20% of the taxpayer’s QBI
• The alternative base amount.
• The alternative base amount is the greater of:

• 50% of the W-2 wages with respect to a business, or
• The sum of 25% of the W-2 wages and 2.5% of the tax
basis of the qualified property of the business
• These limitations are meant to restrict the deduction to
“real” businesses rather than investment partnerships or
structured arrangements.
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Wages Defined – General
• The amount of W-2 wages for this limitation is subject to
several caveats.
• First, the term “W-2 wages” means, with respect to
any partnership for any taxable year of such
partnership, the amounts properly reported and paid
by the partnership on an employee’s W-2 statement
as wages.
• Second, the wages at issue must be properly
allocable to the QBI at issue and cannot be unrelated
wage expense.
• Third, the term only include wages properly included
in a return properly and timely filed with the Social
Security Administration.
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Wages Defined
• Section 199A(b)(4)(A) provides that W-2 wages means,
with respect to any person for any taxable year of such
person, the sum of the amounts described in section
6051(a)(3) and (8) paid by such person with respect to
employment of employees by such person during the
calendar year ending during such taxable year.
• Accordingly, for these purposes, W-2 wages include:
• the total amount of wages as defined in §3401(a);
• the total amount of elective deferrals under §402(g)(3);
• compensation deferred under §457; and
• the amount of designated Roth contributions as defined
in §402A.
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Rev. Proc. 2019-11 Methods
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Permitted Methods – General
• Rev. Proc. 2019-11 sets forth three permitted methods to
determine W-2 wages for purposes of the Section 199A
limitation:
1. the unmodified Box method
2. the modified Box 1 method, and

3. the tracking wages method
• Generally, the first method allows for a simplified
calculation while the second and third methods provide
greater accuracy.
• Note that each of these methods assumes a full tax year.
In the case of short tax years, special adjustments are
required.
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The Unmodified Box Method
• Under the unmodified box method, W-2 wages are
calculated by taking, without modification, the lesser of:
(A) The total entries in box 1 of all Forms W-2 filed with
SSA by the taxpayer with respect to employees of the
taxpayer for employment by the taxpayer; or
(B) The total entries in box 5 of all Forms W-2 filed with
SSA by the taxpayer with respect to employees of the
taxpayer for employment by the taxpayer.
• Recall that on IRS Form W-2, box 1 lists all “wages, tips,
other compensation,” while box 5 lists all “Medicare
wages and tips.”
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The Modified Box 1 Method
Under the Modified Box 1 method, W-2 wages are calculated as
follows:
• (A) total the amounts in Box 1 of all Forms W-2 filed with SSA by the
taxpayer with respect to employees of the taxpayer for employment
by the taxpayer;
• (B) subtract any amounts included in Box 1 that are not wages for
Federal income tax withholding purposes, including amounts that are
treated as wages for purposes of income tax withholding under
section 3402(o) (e.g., supplemental unemployment compensation
benefits); and
• (C) add the total of the amounts that are reported in Box 12 of Forms
W-2 with respect to employees of the taxpayer for employment by the
taxpayer and that are properly coded D, E, F, G, and S.
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The Modified Box 1 Method
Note W-2 Box 12 codes relevant here are:
• Code D -- elective deferrals to a section 401(k) cash or
deferred arrangement plan
• Code E -- elective deferrals under a section 403(b) salary
reduction agreement
• Code F -- elective deferrals under a section 408(k)(6)
salary reduction Simplified Employee Pension (SEP)
• Code G -- elective deferrals and employer contributions to
any section 457(b) deferred compensation plan
• Code S -- employee salary reduction contributions under
a section 408(p) simple retirement account
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The Tracking Wages Method
Under the tracking wages method, the taxpayer actually
tracks total wages subject to federal income tax
withholding, with appropriate modifications. W-2 wages
under this method are calculated as follows:
• (A) Total the amounts of wages subject to federal income
tax withholding that are paid to employees of the taxpayer
for employment by the taxpayer and that are reported on
Forms W-2 filed with SSA by the taxpayer for the
calendar year; plus
• (B) The total of the amounts that are reported in Box 12 of
Forms W-2 with respect to employees of the taxpayer for
employment by the taxpayer and that are properly coded
D, E, F, G, and S.
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Allocating W-2 Wages
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Allocating Wages
• In the case of a partnership, the pass-through deduction
is determined at the partner level. Accordingly, the
amount of W-2 wages allocated to the partner must be
determined.
• Each partner is treated as having W-2 wages equal to
such person’s “allocable share” of the partnership’s W–2
wages.
• For these purposes, a partner’s allocable share of W-2
wages is determined in the same manner as the partner’s
allocable share of wage expense.
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Allocating Wages
• Example 1: A, B and C are equal owners of Newco, an
LLC taxed as a partnership. Under the operating
agreement, all items of income and deduction are
allocated equally among A, B and C.
• In 2018, Newco has $90 of W-2 wages. For purposes of
Section 199A, each member is allocated $30 of W-2
wages.
• Example 2: Same facts, A is entitled to a preferred return.
If Newco does not generate sufficient income, then B and
C are allocated expense items as necessary. Assume as
a result that B and C are allocated $45 each of W-2
expense. Accordingly B and C are each allocated $45 of
W-2 wages for Section 199A purposes.
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Allocating Wages
• Example 3: Same facts, but the operating agreement
provides that no allocations are permitted that would
result in negative capital accounts.
• Assume that at the start of 2018, A and B have zero
capital accounts and that any allocation of W-2 wages to
A or B is barred because it would create negative capital
accounts. Thus, all $75 of wages are allocated to C for
tax purposes. Accordingly C is allocated $75 of W-2
wages for Section 199A purposes.
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Impact of Reasonable Compensation
Requirements on QBI Calculations
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General
• The final regulations clarify that amounts received by an
S corporation shareholder as reasonable compensation
or by a partner as a payment for services under sections
707(a) or 707(c) are not taken into account as qualified
items of income, gain, deduction, or loss, and thus are
excluded from QBI.
• Note that these concepts do not appear to apply to sole
proprietors.
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S Corporation Example
• Jane is a shareholder-employee of Newco, an LLC taxed
as an S corporation.
• In 2018, she received stated wages of $100 and an
allocation of $500. Assume the $100 of wages is
reasonable compensation under all the facts and
circumstances.
• Under the final regulations, Jane’s $100 of wages is
added to any other proper W-2 wage amounts for
purposes of computing the W-2 wages of Newco
• However, Jane cannot count the $100 as QBI. She is
limited to her allocation of $500.
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Partnership Example
• Jane is a member of Newco, an LLC taxed as a
partnership.
• In 2018, she received a guaranteed payment of $100 and
an allocation of $500.
• Under the final regulations, Jane’s $100 of guaranteed
payments is not treated as W-2 wages for purposes of the
199A limitation.
• In addition, Jane cannot count the $100 as QBI. She is
limited to her allocation of $500.
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Sole Proprietor Example
• Jane is the sole member of Newco, an LLC taxed as a
disregarded entity.
• In 2018, Newco had $600 of profits. Assume should
would otherwise be entitled to $100 for services provided
to Newco.
• Under the final regulations, Jane has $600 of QBI.
• Jane’s $100 worth of services are not treated as W-2
wages for purposes of the 199A limitation.
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Priority Allocations
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Guaranteed Payments
• As noted, the §199A regulations taint all
guaranteed payments.
• A “guaranteed payment” is a tax term first set out
in IRC §707(c) and more fully defined in the
regulations.
• Treas. Reg. §1.707-1(c): “Payments made by a
partnership to a partner for services or for the use
of capital are considered as made to a person who
is not a partner, to the extent such payments are
determined without regard to the income of the
partnership.”
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Guaranteed Payments
• In brief, a guaranteed payment is a payment by the
partnership that is made without regard to the
income of the partnership.

• Example 1: Newco agrees to pay its managing
member $1,000 a week. This is probably a
guaranteed payment because it is an obligation
that arises regardless of the partnership’s income.
• Example 2: Newco agrees to pay its managing
member the first $1,000 of that week’s profits. This
is probably not a guaranteed payment because it
depends on whether the LLC has profits.
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Guaranteed Payments
There are two helpful examples in the regulations:
Treas. Reg. §1.707-1(c), Ex. (1). Under the ABC
partnership agreement, partner A is entitled to a
fixed annual payment of $10,000 for services,
without regard to the income of the partnership. His
distributive share is 10 percent. After deducting the
guaranteed payment, the partnership has $50,000
ordinary income. A must include $15,000 as ordinary
income for his taxable year within or with which the
partnership taxable year ends ($10,000 guaranteed
payment plus $5,000 distributive share).
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Guaranteed Payments
Treas. Reg. §1.707-1(c), Ex. (2). Partner C in the CD
partnership is to receive 30 percent of partnership
income as determined before taking into account
any guaranteed payments, but not less than
$10,000. The income of the partnership is $60,000,
and C is entitled to $18,000 (30 percent of $60,000)
as his distributive share. No part of this amount is a
guaranteed payment. However, if the partnership
had income of $20,000 instead of $60,000, $6,000
(30 percent of $20,000) would be partner C's
distributive share, and the remaining $4,000 payable
to C would be a guaranteed payment.
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Allocations
• These examples make clear that a regular
allocation of income will not be treated as a
guaranteed payment because allocations are
completely dependent on partnership income.
• However, regular allocations pose business issues
to both the guaranteed partner and to the rest of
the partners.
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Allocations
• Example 1: Newco initially agreed to pay $100 to
Adam, the manager of Newco . Eve, the other
member of Newco, and Adam agree instead to a
pro rata 10% allocation to Adam.
• For the year, Newco has $800 of income. Under
the allocation approach, Adam gets $80, rather
than the $100 he would have received as a
guaranteed payment.
• Adam can treat the $80 as QBI, but even on an
after-tax basis he is probably worse off.
• Eve is better off – she has $20 more in cash and
all of her income is QBI.
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Allocations
• Example 2: Same facts, but Newco has $1,200 of
income.
• Under the allocation approach, Adam gets $120,
rather than the $100 he would have received as a
guaranteed payment.
• Adam can treat the $120 as QBI and should be
better off in all regards.
• Eve is worse off – she has $20 less in cash as a
result of agreeing to the allocation approach.
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Priority Allocations
• The key business risks of the allocation approach
are that:
• the service partner may receive less than under
the guaranteed payment approach if
partnership income goes down, and
• the remaining partners may receive less if
partnership income goes up.
• This risk may be eliminated if a priority allocation
rather than a pro rata allocation is used.
• (Note that these risks could be seen as
advantages if you want to structure a system with
high incentives!)

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved

82

Priority Allocations
• Example 3: Same facts, but Adam and Eve agree
to make a priority allocation to Adam of the first
$100 of income.
• Under this approach, Adam gets exactly the same
amount as under the guaranteed payment
approach so long as partnership income is at least
$100.
• Adam therefore does retain the risk that in a very
bad year he will get less than he would with a
guaranteed payment.
• In no event will Adam ever receive more than
$100, which eliminates Eve’s risk.
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Priority Allocations
• There is little guidance on whether a priority
allocation is treated as other than a guaranteed
payment.
• As reproduced above, example (2) in Treas. Reg.
§1.707-1(c) contains an allocation that appears to
contain elements of a priority allocation, but also
have a floor. The key language is “Partner C in the
CD partnership is to receive 30 percent of
partnership income as determined before taking
into account any guaranteed payments, but not
less than $10,000.”
• The regulations concludes that so long as the
partnership has at least $10,000 of income, this is
not a guaranteed payment.

© 2019 Smith, Gambrell & Russell, LLP, All Rights Reserved

84

Restructuring Partnership Agreements
• Assume that the decision is made to convert a
guaranteed payment into a priority allocation.
• If the partnership agreement or operating
agreement is amended to make the change in the
following tax year, it seems clear that this will have
effect in that subsequent period.

• But the more common question is whether you can
make such a change retroactively.
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Restructuring Partnership Agreements
• IRC §761(c) appears to permit retroactive
allocations under certain circumstances:
• “For purposes of this subchapter, a partnership
agreement includes any modifications of the
partnership agreement made prior to, or at, the
time prescribed by law for the filing of the
partnership return for the taxable year (not
including extensions) which are agreed to by all
the partners, or which are adopted in such other
manner as may be provided by the partnership
agreement.”
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Retroactivity and Allocations
• Therefore, it seems possible that partnership
agreements can be amended retroactively to convert a
guaranteed payment into a priority allocation.
• Can a partnership wait until after the year is closed and
then convert? That is, can a partnership wait until the
year is closed and overall partnership income is known,
and then amend the partnership agreement to give pro
rata allocations to all service partners?
• This approach would eliminate much of the business
risk (upside and downside) by waiting until after the
close of the year.
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Retroactivity and Allocations
• It does not appear that IRC §761(c) will pose a
barrier (provided the tax-return-filing-date deadline
is satisfied), but there is an additional obstacle that
could arise in this context.
• In particular, the “shifting” and “transitory”
allocation rules under the substantial economic
effect rules may create issues.
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Substantial Economic Effect
• The relevant §704(b) regulations state that the “economic effect of an
allocation (or allocations) is not substantial if, at the time the
allocation becomes part of the partnership agreement, (1) the aftertax economic consequences of at least one partner may, in present
value terms, be enhanced compared to such consequences if the
allocation (or allocations) were not contained in the partnership
agreement, and (2) there is a strong likelihood that the after-tax
economic consequences of no partner will, in present value terms, be
substantially diminished compared to such consequences if the
allocation (or allocations) were not contained in the partnership
agreement. In determining the after-tax economic benefit or detriment
to a partner, tax consequences that result from the interaction of the
allocation with such partner's tax attributes that are unrelated to the
partnership will be taken into account.”

• Treas. Reg. §1.704-1(b)(2)(iii)(a) (emphasis added).
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Substantial Economic Effect
• Under Treas. Reg. §1.704-1(b)(2)(iii)(b)(1), a shifting
allocation can be disregarded if, among other things,
“The total tax liability of the partners (for their respective taxable
years in which the allocations will be taken into account) will be less
than if the allocations were not contained in the partnership
agreement (taking into account tax consequences that result from
the interaction of the allocation (or allocations) with partner tax
attributes that are unrelated to the partnership).”

• A similar test is set forth in Treas. Reg. §1.704-1(b)(2)(iii)(c) for socalled “transitory” allocations.
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Substantial Economic Effect
• The risk here is that a service partner whose guaranteed
payment is converted into a priority allocation each year
will have a lower tax liability that would be the case if the
allocation were not made.
• There are at least two arguments that this should not be
the case.
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Substantial Economic Effect
• First, converting a guaranteed payment into a priority
allocation should not be viewed as a shifting or transitory
allocation because it does not change the amount of
income allocated to that partner in each year.
• Second, under both tests the regulations require scrutiny
of the “interaction of the allocation with such partner's tax
attributes that are unrelated to the partnership.” In this
case the benefit to the service partner does not come
from a tax attribute (such as an NOL or tax credit) but is
solely a function of the disparate treatment of guaranteed
payments and allocations under §199A.
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Substantial Economic Effect
• Even if a switch to a priority allocation from a guaranteed
payment is treated as a shifting or transitory allocation,
that is not fatal.
• Such treatment means that the allocation fails the
substantial economic effect test.
• If a partnership arrangement lacks substantial economic
effect, then the income of the partnership is required to be
allocated to each partner in on the basis of each partner's
interest in the partnership (the “PIP” test).
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Substantial Economic Effect
• There is no significant guidance on how to allocation
income on a PIP basis. Most commentators suggest that
first the terms of the partnership arrangement would have
to be scrutinized.
• Under that approach, the argument would be that a
priority allocation should be sustained because it
represents a true economic arrangement.
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Payment of Lower Tier Wages
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Wages Characterization
• As noted, the §199A regulations do not treat
guaranteed payments as wages for purposes of the
W-2 wages limitation.
• Thus, amounts paid as guaranteed payments not
only do not generate QBI for the recipient, they do
not result in W-2 wages for the partnership and
therefore cannot be used to increase the otherwise
permitted §199A deduction.
• One alternative is to re-structure a guaranteed
payment as an explicit salary. But can a partner also
be an employee of the same entity?
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Employee/Partner Status
• Consistent with common law, the IRS takes the position
that a partner in a partnership cannot be an employee of
the same partnership. See, e.g., Rev. Rul. 69-184.
• In 2016, the IRS issued regulations that address the
employment tax consequences of a partnership that in turn
owns a disregarded entity (“DRE”).

• §301.7701-2T(c)(2)(iv)(C)(2) clarifies that an individual
who is paid for services rendered to a DRE and is also a
partner of the partnership that owns the DRE cannot be an
employee of the DRE for employment tax purposes.
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Employee/Partner Status
partner A

other partners

partnership
partner A provides
services for
disregarded entity
disregarded entity
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Employee/Partner Status
• While this rule is logical given that a DRE is often ignored for tax
purposes, what if a worker is a partner in a related but separate
partnership?

• The IRS requested comments on this in the preamble to the
new regulation: “The Treasury Department and the IRS request
comments on the appropriate application of the principles
of Rev. Rul. 69-184 to tiered partnership situations, the
circumstances in which it may be appropriate to permit partners
to also be employees of the partnership, and the impact on
employee benefit plans (including, but not limited to, qualified
retirement plans, health and welfare plans, and fringe benefit
plans) and on employment taxes if Rev. Rul. 69-184 were to be
modified to permit partners to also be employees in certain
circumstances.”
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Lower Tier Partnerships
• This appears to raise the possibility that a partner
could be an employee of a lower tier partnership.
• If this is possible, presumably the W-2 wages paid
at the lower tier partnership would count for
purposes of the wages limitation within §199A.
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Lower Tier Partnership Wages
Jane Doe

other partners

UT partnership
Jane Doe provides
services for LT
partnership

99%

1%

LT partnership
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Lower Tier Partnership Wages
• Assume Jane Doe is a partner in the UT partnership (“Parent”)
and has no direct ownership interest in the LT partnership
(“Sub”). Assume further that she provides services for Sub.
• Should Jane be classified as a W-2 employee of Sub?
• If we look through the entities, Jane clearly has a beneficial
interest in Sub. The IRS could argue that by analogy to Rev.
Rul. 69-184 her payment from services rendered to Sub should
be treated as self-employment earnings rather than W-2 wages.
• Conversely, should Jane be treated as a W-2 employee of Sub?
She is strictly speaking not a partner of Sub so Rev. Rul. 69-184
should not apply by its terms.
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Lower Tier Partnership Wages
• Because the IRS has specifically requested comments on
this arrangement, it would seem likely that there is at least
a return position that Jane Doe can be a W-2 employee of
Sub.
• In that case, Jane will receive a fixed payment from Sub.
Although this will not qualify as QBI, any guaranteed
payment that she received from Sub or Parent would also
not qualify as QBI.
• Presumably, however, Jane’s W-2 wages from Sub can be
counted towards the §199A deduction for Jane and the
rest of Parent’s partners.
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Upper Tier Partnerships
• The previous slides consider whether a partner
can be a W-2 employee of a lower tier partnership.
• Can a partner of a lower tier partnership be a W-2
employee of an upper-tier partnership?
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Upper Tier Partnership Wages
Jane Doe provides
services for UT
Jane Doe partnership

other partners

UT partnership
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Upper Tier Partnership Wages
• Now assume Jane Doe is a partner in LT
partnership (“Sub”). Sub is majority owned by UT
partnership (“Parent”). Assume further that Jane
provides services to Parent.
• Should Jane be classified as a W-2 employee of
Parent?
• Jane clearly has a direct interest in Sub, but no
direct or indirect interest in Parent, which is the
entity for which she provides services. Therefore
Rev. Rul. 69-184 would not seem to apply, even by
analogy.
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Upper Tier Partnership Wages
• If Jane is treated as a W-2 employee of Parent,
then Jane will receive a fixed payment from
Parent. Although this will not qualify as QBI, any
guaranteed payment that she received from Sub or
Parent would also not qualify as QBI.
• Presumably, however, Jane’s W-2 wages from
Parent can be counted towards the §199A
deduction for Parent’s partners. It will have no
effect on Jane’s §199A deduction (if any) because
that is computed at the Sub level.
• Note that this design may raises issues about
whether Jane is appropriately incentivized.
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Allocable Wages Issue
• Throughout these examples we have assumed
that if Jane was paid as a W-2 employee by an
entity that the underlying services were properly
allocated to that entity.
• In fact, if the services are simply paid through one
entity but are more properly treated as for the
benefit of an entity in which Jane is a partner, then
the IRS may have an additional argument for
disallowing W-2 treatment.
• Accordingly, in either variation there should be a
good business reason for the arrangements or the
IRS may be able to re-characterize them.
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Partner/W-2 Modification
• The mischaracterization of partnership income as
W-2 wages is very common.
• In some cases, it does not result in significant tax
consequences because W-2 wages would incur
withholding taxes at least as high as what would
be borne by a partnership allocation.

• This is often the case for service partnerships
where all partnership income is subject to SE
taxes.
• Can a partnership re-characterize partnership
income as lower-tier W-2 wages after the fact?
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Partner/W-2 Modification
• This poses a challenge because the proposed
regulations have fairly strict rules on what qualifies
as W-2 wages and in many cases it would require
contemporaneous reporting of the payments as W2 wages along with the making of
contemporaneous withholding payments.
• Re-characterizing distributions made to a partner
over the course of a year after the fact as W-2
wages would be difficult to square with the
requirement to report and withhold on such
payments as W-2 wages.
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Partner/W-2 Modification
• While retroactive modification may be problematic,
the same issue would not be present in the case of
a modification that only has effect going forward.
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