January 19, 2019

Dear Friends and Colleagues,

One of the most intriguing, confusing, complicated, and yet financially beneficial aspects
of the Tax Cuts and Jobs Act is the Section 199A Qualified Business Income Deduction,
also known as the Pass-Through Deduction.
Attached is a helpful flowchart, courtesy of the AICPA, related to this new deduction.
Also, here are some key issues to consider regarding this aspect of the Tax Cuts and Jobs
Act:
•

A pass-through entity under this provision is considered to be a sole
proprietorship (Schedule C), an S-Corporation, or a partnership (LLC/LLP);

•

Individuals will be allowed to deduct 20% of “qualified business income” from a
pass-through entity. A limitation on the deduction is phased in based on W-2
wages above a threshold amount of taxable income. The deduction is disallowed
for specified service trades or businesses with income above a certain threshold;

•

“Qualified business income” essentially means typical revenue less typical
expenses with respect to the qualified trade or business of the taxpayer. This
would not include specified investment-related income, deductions, or losses;

•

Service businesses are carved out and limited by taxable income. These
businesses include any trade or business in the fields of accounting, health, law,
consulting, athletics, financial services, brokerage services, or any business where
the principal asset of the business is the reputation or skill of one or more of its
employees. Veterinarians are included in this group;

•

The exclusion from the definition of a qualified business for specified service
trades or businesses phases out for a single taxpayer with taxable income in
excess of $157,500, or $315,000 in the case of a joint return;
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•

The Section 199A deduction appears on Page 2 of the 1040, in an area near
the location of your standard deduction or itemized deductions. It is not a
deduction to arrive at Adjusted Gross Income, but rather a deduction to arrive
at Taxable Income;

•

The pass-through tax cut gives the owner a deduction equal to 20% of
the qualified business income. For example, if a “pass-through” taxpayer
earns $100,000 of qualified business income, the potential tax deduction
is $20,000, calculated as 20% of $100,000.

There is a lot to absorb and many complicated wrinkles to this new legislation. Should
you have any questions about the above, please feel free to contact our office.

Sincerely,

Tom A. McFerson, CPA, ABV
Gatto McFerson, CPAs
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Flowchart
Tax Section

Sec. 199A flowchart
For use in determining the Sec. 199A qualified business income deduction
Is the entity a taxpayer other
than a C corporation (including
a trust or estate) that owns a:
1. Sole proprietorship
2. S corporation
3. Partnership

Yes

Is the entity for which the
deduction is being claimed a
“specified service business?"2

Yes

No

Does the taxpayer have
taxable income taxed at
ordinary income rates (i.e.,
income that is not taxed at
preferential rates such as
long-term capital gain or
qualified dividend rates)?1
(Example 1)

No

Yes
No deduction

No

Is the taxable income of
the taxpayer claiming the
deduction less than:
$315,000 if MFJ or
$157,500 for all other
taxpayers?

No

Yes

Deduction = 20%
qualified
business income,
subject to
limitation6
(Example 6)

No

Taxpayer is
eligible for a
partial deduction5
(Example 5)

No

Is the taxable income of
the taxpayer claiming
the deduction less than:
$415,000 if MFJ or
$207,500 for all other
taxpayers?

Yes

No

Yes

Is the taxable income of
the taxpayer claiming
the deduction greater
than: $415,000 if MFJ or
$207,500 for all other
taxpayers?

No deduction
(Example 2)

Is the taxable income of
the taxpayer claiming
the deduction less than:
$315,000 if MFJ or
$157,500 for all other
taxpayers?

Yes

Deduction = 20%
qualified
business income4
(Example 4)

Taxpayer is eligible
for a partial deduction3
(Example 3)
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Sec. 199A flowchart
For use in determining the Sec. 199A qualified business income deduction
Note: In addition to the computation of the 20% deduction for qualified business income, taxpayers include 20% of the aggregate amount of qualified real estate
investment trust (REIT) dividends and qualified publicly traded partnership income to arrive at the combined qualified business income amount (QBIA). The
QBIA is subject to the overall limitation of 20% of the taxpayer’s tentative taxable income after subtracting net capital gain. This flowchart does not include
computations applicable to taxpayers receiving income from agricultural cooperatives.

Footnotes
The Sec. 199A deduction is limited to 20% of taxable income in excess of net capital gains as defined in Sec. 1(h). (Sec. 199A(a)(2))
A "specified service business" is:
• any trade or business involving the performance of services in the fields of health, law, accounting, actuarial science, performing arts, consulting,
athletics, financial services, brokerage services, or any trade or business where the principal asset of such trade or business is the reputation or
skill of one or more of its employees or owners; or
• any business that involves the performance of services that consist of investing and investing management, trading, or dealing in securities,
partnership interests, or commodities (Sec. 199A(d)(2)).
3
The partial deduction is determined by applying the “applicable percentage” to the taxpayer’s share of qualified business income, W-2 wages, and
unadjusted basis of qualified property. The applicable percentage for a taxpayer who is married filing jointly is equal to (100% - ((taxable income $315,000)/$100,000)). The applicable percentage for all other taxpayers is equal to (100% - ((taxable income - $157,500)/$50,000)). The deduction of
20% of qualified business income is then limited to the greater of: a) 50% of the taxpayer’s allocable share of the W-2 wages paid by the business or b)
25% of the taxpayer’s allocable share of the W-2 wages paid by the business plus 2.5% of the taxpayer’s share of the unadjusted basis of qualified
property. Additional guidance is required to determine the limitation if the taxpayer has insufficient wages and qualified property to fully utilize the
phase-out deduction. Note that the $315,000/$157,500 thresholds will be adjusted for inflation for tax years beginning after 2018.

1
2

Qualified business income is generally defined as ordinary business income, but does not include any reasonable compensation (e.g., wages) or
guaranteed payments received by the taxpayer from the business (Sec. 199A(a)(4)). Qualified business income also does not include certain
investment-related income, including any item of short-term or long-term capital gain or loss, dividend income, any interest income other than interest
income properly allocable to a trade or business, and other net gains and income from foreign currency transactions, commodities, notional principal
contracts, and annuities (Sec. 199A(c)(3)(B)). Note the deduction is limited to 20% of taxable income in excess of net capital gains as discussed in
footnote 1 and example 1.
5
The partial deduction is configured by determining the taxpayer’s "excess amount" and then reducing that amount by a percentage. The excess
amount is the amount by which 20% of qualified business income exceeds the greater of a) 50% of the taxpayer’s allocable share of the W-2 wages
paid by the business or b) 25% of the taxpayer’s allocable share of the W-2 wages paid by the business plus 2.5% of the taxpayer’s share of the
unadjusted basis of qualified property. The percentage for a taxpayer married filing jointly is equal to ((taxable income - $315,000)/$100,000). The
percentage for all other taxpayers is ((taxable income - $157,500)/$50,000).
6
The deduction is limited to the greater of a) 50% of the taxpayer’s allocable share of the W-2 wages paid by the business or b) 25% of the taxpayer’s
allocable share of the W-2 wages paid by the business plus 2.5% of the taxpayer’s share of the unadjusted basis of qualified property (Sec. 199A(b)(2)
(B)).
4

Examples
Example 1: A, a single taxpayer, has qualified business income of $100,000, long-term capital gain of $50,000, and deductions of $75,000, resulting in
taxable income of $75,000. A’s tentative Sec. 199A deduction of $20,000 is limited to $5,000 (20% of the excess of taxable income of $75,000 over
long-term capital gain of $50,000).
Example 2: A is married and has taxable income of $500,000, including income of $300,000 from a specified service business. Because the income is
from a specified service business and taxable income exceeds $415,000, no deduction is permitted.
Example 3: A is married and has taxable income of $385,000, including income of $300,000 from a specified service business. A’s share of the W-2
wages of the business is $150,000. Because taxable income is greater than $315,000 but less than $415,000, A is entitled to a partial deduction. To
determine the deduction, A takes into account his applicable percentage of the qualified business income and the W-2 wages. The applicable
percentage is (100% - (($385,000 - $315,000)/$100,000)) or 30%. Thus, A’s qualified business income is $90,000 and his share of W-2 wages is
$45,000. A’s deduction is equal to $18,000, the lesser of $18,000 ($90,000 * 20%) or $22,500 ($45,000 * 50%).
Example 4: A is married and has taxable income of $300,000, including income of $200,000 from a specified service business. A’s share of the W-2
wages of the business is $20,000. Because taxable income is less than $315,000, A is entitled to a deduction equal to $40,000 ($200,000 * 20%).
Neither the prohibition on specified service businesses nor the W-2 limitations apply at this level of taxable income.
Example 5: A is married and has taxable income of $335,000, including income of $300,000 from a business that is NOT a specified service business.
A’s share of the W-2 wages of the business is $100,000. Because taxable income is greater than $315,000 but less than $415,000, A is entitled to a
partial deduction. To determine the deduction, A must reduce his “excess amount” of $10,000 ($300,000 * 20%, or $60,000 less 50% of $100,000, or
$50,000) by a percentage. The percentage is 20% (($335,000 - $315,000)/$100,000). Thus, A must reduce his $10,000 excess amount by $2,000. This
leaves A with a deduction of $58,000.
Example 6: A is married and has taxable income of $465,000, including income of $300,000 from a business that is NOT a specified service business.
A’s share of the W-2 wages of the business is $100,000. Because taxable income is greater than $415,000, A is entitled to a deduction of $60,000,
limited to the greater of:
• 50% of W-2 wages, or $50,000, or
• 25% of W-2 wages, or $25,000, plus 2.5% of his share of the unadjusted basis of qualified property, or $0, for a total of $25,000. Thus, A is entitled
to a deduction of $50,000.
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