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With the passage of the Tax Cuts and Jobs Act, the landscape for pass-through entities changes
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OVERVIEW
Chapter Objective
After completing this chapter, you should be able to:
• Recognize the impact of the TCJA regarding income taxes.

The Tax Cuts and Jobs Act of 2017 (TCJA) enacted significant changes to the income tax treatment of
individuals, corporations, pass-through entities, businesses in general and international arrangements.
Arguably, this was the most significant and complicated tax legislation since the Tax Reform Act of 1986.
This Guide provides the reader with an introductory analysis of the provisions that directly affect passthrough entities − both partnerships and S corporations.
Some of the rules in TCJA are designated as temporary and have scheduled expiration dates. Other
changes were worded so that the changes appear to be permanent. However, in this author’s opinion,
there are no permanent tax laws. The current Congress, as well as any future Congress, can amend
any laws at any time. In fact, in recent memory, there have been several retroactive changes, enacted
late in a calendar year with effective dates retroactive to the beginning of the year or some earlier date.
Accordingly, this material treats all of the provisions enacted as permanent laws.
Note that, at the time of this writing, neither the IRS nor any other governmental agencies have issued
interpretive regulations, rulings or any other administrative pronouncements. However, even at this early
date there has already been one statutory amendment, dealing with the treatment of the QBI deduction
and its relationship to agricultural cooperatives. Even with lack of official guidance, tax professionals
need to advise their clients as to the desired courses of action for 2018 and future years. This Guide
is intended to provide the introductory analysis for such planning. The author has attempted to support
each position or conclusion with citations to the wording of the statute and the legislative history, scant
as it may be. The examples are based on the author’s interpretation of the most likely meaning of the
statutes. Undoubtedly, as 2018 progresses, there will be some contradictory opinions. The dialogue, as
expressed in seminars and articles, should provide an interesting year.

Comment
On April 16, 2018, the Department of the Treasury and the Office of Management and
Budget (OMB) agreed that the OMB will review regulations interpreting the Tax Cuts
and Jobs Act of 2017. This agreement adds another layer of administrative review, and
probably means that only limited guidance will be issued before the end of 2018.
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August 2018 Proposed Regulations
On August 9, 2018 the IRS released a draft of proposed regulations that answers many
of the biggest questions regarding the Section 199A deduction. The most important
parts of the regulations have been summarized and included at the end of the course.
Although a straight reading of the summary would be beneficial, we advise reading
portions of the regulations as you study each relevant section in the course. Throughout
the course, we will point out where reading a portion of the regulation summary will be
most beneficial to you.

Popularity of the Entities
The three major types of tax returns filed by business entities are Form 1120, for C corporations, Form
1120S, for S corporations and Form 1065 for partnerships. For the federal government’s fiscal year
ending September 2017, the corporation returns totaled only about 19% of the total business returns
filed. S corporations were the more popular filing status, of the pass-through entities, but partnerships
constituted a substantial minority.
The 2017 IRS Data Book yields the following information about the business tax returns filed in the
federal government’s fiscal year 2017:

Entity
C corporation
S corporation
Partnership
Total

Number of
Returns

Percent of
Total

2,050,182
4,842,706
4,046,325
10,941,230

19%
44%
37%
100%

[Source: Internal Revenue Service Data Book 2017, Publication 55B, Washington, DC, issued March 2018: Table 2, p. 4.
Number of Returns Filed, by Type of Return, Fiscal Years 2016 and 2017: Table 2, p. 4.]

Effects of the Tax Cuts and Jobs Act of 2017 on Entity Choice
For each of the business entity categories, the TCJA presents a mix of good news and bad news. Many
entities will consider switching from one status to another, especially if the immediate tax cost of making
the change is not significant. Although each situation deserves its own study, considering its unique
factors, the general ordering of tax cost to switching from one entity type to another can be summarized
in terms of immediate tax cost.
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Change in Status

Immediate
Tax Cost

S corporation to C corporation
C corporation to S corporation

None
Usually none

Partnership to S corporation

May be none

Partnership to C corporation

May be none

S corporation to Partnership

May be expensive

C corporation to Partnership

Likely most expensive

Comments
If C corporation used LIFO, must
recapture reserve
Possible gains to partners if liabilities
exceed capital
Possible gains to partners if liabilities
exceed capital
Taxable liquidation. Shareholders liable
for gains on deemed transfer of all
corporate property
Taxable liquidation. Corporation liable
for gains on deemed transfer of all
corporate property. Shareholders liable
for receipt of corporate property in
exchange for stock

Certain factors will mitigate in favor of adopting C corporation status. The reduction of the top corporate
tax rate from 35% in 2017 to 21% is certainly a windfall for moderate to high income corporations.
However, the rate is higher under the new law for corporations whose effective tax rates were less than
21% in 2017.
The breakeven point for the old and new tax laws is $90,385 of taxable income, calculated in Table 1:

TABLE 1. BREAKEVEN POINT FOR C CORPORATION TAX RATES

Income Level
$0 – $50,000
50,000 – 75,000
75,000 – 90,385
Total

Income Level
$90,385

2017 Rate

2017 Tax

.15
.25
.34

$7,500
6,250
5,231
$18,981

2018 Rate

2018 Tax

.21

$18,981

Figure 1 below demonstrates that as income rises from $0 to $200,000 the savings begin to increase.
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FIGURE 1. COMPARISON OF C CORPORATION TAX RATES FROM $0 TO $200,000
TAXABLE INCOME

If a corporation is a personal service corporation, 2018 brings in a 40% reduction in the flat tax rate from
35% to 21%. The TCJA eliminated the special rate for personal service corporations. [Code Sec. 11(b)]
Another factor mitigating in favor of the C corporation entity is the limitation on business losses for
noncorporate taxpayers. [Code Sec. 461(l)] This provision limits a deduction for business losses to
business income plus $250,000 ($500,000 if married filing a joint return). This limit does not apply to C
corporations.
However, the taxation of income and the treatment of losses do not provide enough information in order
to make an intelligent choice of entity. The same two factors can actually mitigate against C corporation
status in some contexts. First. although the rate of tax is low, especially for high-income entities, the
income is trapped inside the corporation unless the corporation distributes it to the shareholders as
dividends. If the distribution constitutes a qualified dividend, as most distributions from domestic
corporations do, the tax rate is low, in comparison to the rate on ordinary income. [Code Sec. 1(h) and
(j)] For moderate to high-income taxpayers, the dividend is also subject to the net investment income tax
of 3.8%. Thus, the tax cost to the shareholder may be as high as 23.8% (plus any state or local taxes).
Adding that to the tax the corporation has already paid on its income may create a higher effective rate
on income than would be the case if the business were a pass-through entity.
The ability of a C corporation to claim an unlimited loss deduction is also a mixture of benefits and
traps. A net operating loss of a C corporation can only be carried forward and deducted against the C
corporation’s income in future year. [Code Sec. 172(b)(1)] Moreover, the loss can offset no more than
80% of the corporation’s otherwise taxable income in the carryforward year. [Code Sec. 172(a)(2)] Since
the loss is locked into the corporate shell, it may not provide any direct tax benefit to the shareholders.
The primary advantages of a pass-through entity remain the single level of tax on the income of the
business, and the ability of the owners to deduct losses on their personal returns. The TCJA has
diminished these advantages somewhat. Although the top rate on individuals’ taxable income has
dropped from 39.6% to 37%, it is now considerably higher than the 21% imposed on C corporations.
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There are severe new limits on the ability of individual partners and S corporation shareholders to deduct
losses from the business. The limitations to basis, the owner’s amount at risk and the effects of the
passive activity loss rules remain. There is now a limit on the ability of an individual to deduct business
losses. [Code Sec. 461(l)] This provision limits a deduction for business losses to business income plus
$250,000 ($500,000 if married filing a joint return). If the loss creates a net operating loss, the carryover
rules for individuals are the same as those applicable to C corporations. The loss can only be carried
forward (there are some exceptions for farmers) and the loss can offset only 80% of the individual’s
taxable income in the carryforward year. [Code Sec. 172(a)(2)]
A new benefit to pass-through entities is the Qualified Business Income (QBI) deduction. [Code Sec.
199A] This provision replaces the prior Domestic Production Activities Deduction and is available only
to taxpayers other than C corporations, with certain limitations. Its similarity to the Domestic Production
Activities Deduction is that it is a paper deduction, which requires no outlay of cash, or any other
economic sacrifice. Its scope is much broader, and the deduction rate is much higher than the provision
it replaces. However, it is perhaps the most complicated provision of the TCJA. Its specific application
depends upon a venture’s activities, as well as the owner’s level of taxable income. In some cases, this
provision may also favor the S corporation form over partnership tax status.
All of these issues and concerns will be discussed in greater detail in this Guide.
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OVERVIEW: TEST YOUR KNOWLEDGE
The following questions are designed to ensure that you have a complete understanding of the
information presented in the chapter (assignment). They are included as an additional tool to enhance
your learning experience and do not need to be submitted in order to receive CPE credit.
We recommend that you answer each question and then compare your response to the suggested
solutions on the following page(s) before answering the final exam questions related to this chapter
(assignment).
1.

Which of the following is most likely to have the highest immediate tax cost
when switching from one entity type to another:
A. S corporation to C corporation
B. partnership to S corporation
C. partnership to C corporation
D. C corporation to partnership

2.

With the TCJA’s reduction of the top corporate tax rate from 35% to 21%, what
is the breakeven point of taxable income for C corporations in comparing
2017 rates to the new 2018 rate:
A. $7,500
B. $75,385
C. $90,385
D. $200,000
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OVERVIEW: SOLUTIONS AND SUGGESTED RESPONSES
Below are the solutions and suggested responses for the questions on the previous page(s). If you
choose an incorrect answer, you should review the pages as indicated for each question to ensure
comprehension of the material.
1.

A. Incorrect. There is no immediate tax cost in the switch from an S corporation to a C
corporation.
B. Incorrect. There may be no immediate tax cost in the switch from a partnership to an S
corporation, but there is the possibility of gains to partners if liabilities exceed capital.
C. Incorrect. There may be no immediate tax cost in the switch from a partnership to an S
corporation, but there is the possibility of gains to partners if liabilities exceed capital.
D. CORRECT. A switch from a C corporation to a partnership is likely the most expensive
of the various changes in status. Liquidation is taxable, and the corporation is liable for
gains on deemed transfer of all corporate property. Shareholders are liable for receipt
of corporate property in exchange for stock.
(See page 3 of the course material.)

2.

A. Incorrect. The amount of $7,500 is far too low.
B. Incorrect. The amount of $75,385 is lower than the actual breakeven point.
C. CORRECT. This breakeven is calculated using the various tax rates for 2017, including
those that were lower than 21% at the lower income levels.
D. Incorrect. The amount of $200,000 is significantly higher than the actual breakeven
point.
(See page 3 of the course material.)
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CHAPTER 1: INTRODUCTION TO PASS-THROUGH
ENTITIES
Chapter Objective
After completing this chapter, you should be able to:
• Identify types of pass-through entities.

The two primary business entities recognized in the law are the partnership and the corporation. A
partnership, as such, is generally not subject to income tax. Instead it passes its taxable income and
other tax items through to its partners. Each partner treats his or her or its portion of the partnership
items as if it had been received, incurred or paid by the partner. If the partner is a U.S. citizen or resident,
or a domestic for-profit corporation, it merges the items from the partnership with its other taxable items.
If the partnership is a not-for-profit, it must evaluate the partnership items to determine the extent of its
exposure to the unrelated business income tax. A non-U.S. partner needs to determine the extent of
its U.S. tax liability, arising from the partnership’s activities effectively connected with a U.S. trade or
business.
In contrast, the corporation originated from the need to raise capital from owners who were not directly
involved in the business. Accordingly, the corporation is a stand-alone entity. Its shareholders do not
have incidents of ownership in corporate assets and are protected from corporate liabilities. In general,
a corporation must compute its own taxable income and pay its own income tax. Distributions to
shareholder are items of income to the shareholders when received. These rules control the taxability
of a for-profit business corporation if it has not made a Subchapter S election. If it qualifies and elects
S corporation status, it allocates its income, losses and certain other tax items to its shareholders, who
include them on their own tax returns. In contrast to the partnership, ownership in an S corporation is
restricted to individuals, certain specified trusts, and some domestic nonprofit funds and organizations.
The law permits no direct foreign ownership. Accordingly, there is no need for the tax law to be concerned
with foreign ownership and the possibility of shifting the S corporation’s taxable income outside of the
jurisdiction of the U.S. Treasury.

Pass-Through Entities
The two pass-through business entities recognized in the tax law are the partnership and the S
corporation. Although there are similarities in the treatment of income and other taxable items between
the two entities, there are some stark differences in many tax attributes.

Partnerships
The tax rules governing the partnership stem from the historic origins of the entity. As the oldest form
of business entity, it was an aggregation of certain assets and liabilities of the individual partners.
Accordingly, each partner was deemed to own a portion of individual assets held by the partnership.
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Similarly, each partner was personally liable for debts of the partnership. Although these rules no longer
apply to the legal status of owners of many unincorporated organizations, the tax laws are still primarily
based on these ancient, but durable rules. The notion that a partnership is merely an aggregation of the
various partners’ assets and liabilities is termed the “aggregate theory” of partnership taxation. However,
a partnership is recognized as a separate entity for many purposes, including certain dealings with its
partners. This is termed the “entity theory” of partnership taxation.

S Corporations
In contrast, the S corporation owns its own property and owes its own debts. The shareholders do
not have incidents of ownership in the corporation’s assets. They do not, in theory, have any personal
liability for the corporation’s debts. The entity theory governs almost all of the S corporation rules. The
only exceptions are the allocation of income, other tax items and the treatment of some distributions
from the corporation to its shareholders.

Foundations of Income Tax Laws
In many cases, the tax rules reflect theory, rather than actual economic circumstances. Accordingly, the
limited liability company, for which no member has personal liability for debts of the business, is generally
treated as a partnership, unless if affirmatively elects to be taxed as a corporation. In reality, a loan to a
closely-held corporation often requires guarantee by one or more of the shareholders. However, the tax
law does not recognize that the shareholder has any liability for such a guarantee.

Comparisons
Some of the differences and similarities between partnerships and S corporations include the following:
• Partnerships are not subject to federal income tax. Instead, all partners treat all partnership
items as received directly from the source and include them on their own tax returns.
• As a result, the income of the partnership is subject to a single tax at the partner level.
In contrast, the income of a regular C corporation can be the victim of double taxation, a
major disadvantage of the corporate form that can be largely cured through the election
of S status.
• Losses of a partnership flow through for use by its owners on their tax returns while those
of a C corporation are suspended at the corporate level only to be used if the corporation
has profits. Losses of an S corporation also flow through to the shareholders, in a manner
similar to partnership losses. However, a partner or S corporation shareholder cannot
claim a tax loss in excess of basis in the entity, before applying certain other limitations.
The basis rules for partners and S corporation shareholders differ substantially.
Generally, a partner in a partnership is allowed greater basis than is a shareholder in an
S corporation.
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• Distributions of cash and property from partnerships to partners are generally tax free to
both the organization and the recipient. No other business form offers as much flexibility.
• S corporations usually eliminate double tax on routine cash distributions. S corporations,
however, are taxed on noncash distributions of appreciated property in routine
distributions to continuing shareholders, distributions in redemption of a shareholder’s
stock and distributions in complete liquidation.
• Partnerships have complete flexibility in ownership. Natural persons, S corporations,
C corporations, estates and trusts, as well as foreign or tax-exempt entities may be C
corporation shareholders or partners in a partnership. S corporations shareholders are
much more limited. Owners may only be U.S. persons, estates and certain trusts.
• Partnerships may have flexible allocations to owners. Partnerships may have various
classes of partnerships. Partnerships may use guaranteed payments to allocate income.
Partnership allocations must have substantial economic effect, unless all allocations of
income and other items are made in accordance with a partner’s interest in a partnership.
Therefore, partnership allocations may become much more complicated than those of
any other entity. S corporations may only have a single class of stock and must allocate
all income, losses and deductions based on weighted average ownership throughout the
taxable year.
• If a partnership is involved in a trade or business, individual partners, other than limited
partners, must treat their portions of income from the business as self-employment
income. A partner may not receive wages or salaries from partnerships in which they are
owners. Instead, any payments for services are treated as guaranteed payments, and
are also treated as self-employment income. In contrast, an S corporation does not pass
through self-employment income to its shareholders. Compensation to shareholders for
services performed must be treated as wage or salary income, subject to employer and
employee social security and other payroll taxes.
• Buyers of a partnership interest and persons who inherit partnership interests are able to
secure a basis adjustment to their shares of partnership assets to reflect the cost or death
basis. There are no comparable provisions for S corporations.
• Traditionally, corporations offered more protection to the owners from claims against the
business. However, the limited liability company offers similar protections. Therefore, this
factor is neutral in the well-planned selection of a business entity. However, an informal
arrangement may constitute a partnership in which all of the members may have unlimited
personal liability resulting from a claim against the business.

Tax Cuts and Jobs Act of 2017 Changes
The TCJA did not make many significant amendments to either the partnership or the S corporation,
per se. Probably the most significant change, which may alter the criteria for selecting an S corporation
in favor of the partnership is the Qualified Business Income (QBI) deduction. [Code Sec. 199A] For
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taxpayers at certain income levels and for businesses engaged in certain types of activities, the salary
paid to an S corporation shareholder may have some beneficial effects, compared to compensation
paid by a partnership to one or more of its partners. This provision is so important and complicated
that it receives an entire chapter in this Guide. This provision applies to partners and to S corporation
shareholders, and not to either entity per se.
There are severe new restrictions on the deductibility of business losses. These rules apply to the owners
of a partnership or S corporation, and not to the entity. There are no differences between partners or
S corporation shareholders in this context, as long as the owners are individuals. However, the loss
rules are different for C corporations, which may be partners in partnerships, but not shareholders in S
corporations.
There are also significant changes to the accounting methods applicable to business taxpayers. For the
most part these rules apply identically to partnerships and to S corporations.
The TCJA introduced a draconian new limitation on the deductibility of business interest. These rules
apply to the partnership and the S corporation at the entity level. However, there are also ramifications
for the partners or shareholders. Inexplicably, the two types of entities and their owners are subject to
differing rules, although the net results are similar, if not identical.

1.01 PARTNERSHIPS
The partnership rules encompass most domestic unincorporated entities with more than one owner.
[Reg. §301.7701-2(c)(1)] There are really only three requirements for a domestic organization to be
classified as a partnership for tax purposes:
• It must not be a corporation;
• It must have more than one owner, who is a person or entity recognized for tax purposes;
and
• It must not have a valid election to be treated as a corporation for income tax purposes.

Effect of Tax Cuts and Jobs Act of 2017
The TCJA made some specific changes to the partnership income tax rules. Among the most important
are:
• Certain partners with profits interest may be required to report ordinary income rather
than capital gain for their shares of some gains of the partnership. [Code Sec. 1061]
• A purchaser of a partnership interest from a non-U.S. person must withhold 10% of the
purchase price. [Code Sec. 1446(f)] Accordingly, the purchaser may now be required to
get affidavits stating, under penalty of perjury, the transferor’s United States taxpayer
identification number and that the transferor is not a foreign person. [Code Sec. 1446(f)
(2)(A)]
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• Charitable contributions made by the partnership and foreign income taxes paid by the
partnership had not previously been subject to the partner basis limit for deductibility.
These items are now subject to the same limits as other losses. [Code Sec. 704(d)(3)(A)]
• Adjustment of partnership basis in partnership property following a death of a partner or
sale of a partnership interest was required if there was a Section 754 election in effect
or if there was a substantial built-in loss with respect to all partnership property after the
transfer of the partnership interest. This adjustment is now required if there is a substantial
built-in loss allocation to the incoming partner, even if there is not an overall substantial
built-in loss on all partnership property. [Code Sec. 743(d)(1)(B)]
• Under prior law, if there was a sale or exchange of 50% or more of partnership profits
and capital interests within a 12-month period, the partnership was terminated for tax
purposes on the date of the exchange that reached the 50% mark. This was often termed
a “technical termination” of the partnership. This rule is repealed for partnership taxable
years beginning after 2017. [Code Sec. 708(b)] [Technical termination. Conference Report
to Accompany H.R. 1, December 15, 2017, p. 415]

1.02 S CORPORATIONS
A corporation must meet specific qualifications to qualify as an S corporation. Otherwise the corporation
will be a C corporation and will be subject to tax on its own income. It will only be able to use its losses
against income in future years. Its shareholders will treat distributions as dividends, subject to tax when
received. Accordingly, approximately 2/3 of all corporations filing returns in the U.S. have opted for S
corporation status. [Internal Revenue Service Data Book 2015, Publication 55B, Washington, DC, issued
March 2016: Table 2, p. 4]

Domestic Corporation
The prospective S corporation must be a domestic corporation. This definition requires that the entity in
question must meet both requirements of a two-pronged test:
• Is the organization a domestic business entity?
• Is the entity a corporation for U.S. tax purposes?
This includes any business entity organized under a federal or state statute which describes it as a
corporation. [Reg. § 301.7701-2(b)(1)] Accordingly, any unincorporated enterprise can qualify for S
status if it elects to be classified as a corporation for federal income tax purposes under Regulation
Section 301.7701-3 (the “check-the-box” regulation). However, the association must meet all of the other
eligibility requirements in Subchapter S and file a proper and timely S election.

Eligible Shareholders
An S corporation is limited in the types and number of shareholders it may have. If the shareholder is an
individual, he or she must be a U.S. citizen or resident. If the shareholder is not an individual, there are
only a few entities that are eligible to hold shares.
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Estates of decedents may be shareholders. They are not subject to any special elections or restrictions.
They can have multiple beneficiaries, and the executor or administrator may have flexibility with respect
to distributions of S corporation income, and other property. Bankruptcy estates of individuals may also
be shareholders.
Although estates and trusts are subject to many similar income tax rules, the similarity does not apply
to their eligibility to be S corporation shareholders. Although the law is relatively permissive with respect
to estates, the rules become complicated and rigid if a trust seeks to qualify as an S corporation
shareholder. Unless a trust is within a specifically-defined category, it is ineligible to be a shareholder. If
a trust holds shares and is not an eligible shareholder, the corporation faces one of two problems:
1.

If the trust was a shareholder when the corporation filed its S election, the election is
invalid.

2.

If the trust acquired the shares after a valid S election was in effect, the corporation
became a C corporation when the trust acquired the shares.

Fortunately, there are remedies available and most corporations can preserve or revive their elections
when one of these violations occurs. [Code Sec. 1362(f); see discussion at 5.02, infra]
The specific categories of trusts permitted as S corporation shareholders are:
• Voting Trusts. [Code Sec. 1361(c)(2)(A)(iv)] All ownership aspects, other than the vote,
are with the beneficial owners, who must include their portions of the S corporation’s
income and other items on their returns. [Reg. § 1.1361-1(h)(3)(i)(E)]
• Grantor Trusts. [Code Sec. 1361(c)(2)(A)(i)] A grantor trust is one in which the grantor
retains certain powers to control trust property. [Code Secs. 673-677] The grantor
is treated as the shareholder. If the grantor is a U.S. citizen or resident, the trust is a
permitted shareholder.
A trust is a grantor trust when the grantor holds any of the following powers:
▫▫

A reversionary interest, whereby trust property may revert to the grantor’s
possession. [Code Sec. 673(a)]

▫▫

Power to control beneficial enjoyment of trust income or corpus. [Code Sec.
674(a)]

▫▫

Power to borrow trust property without approval of an adverse party, or to
borrow without adequate interest or security. [Code Sec. 675]

▫▫

Power to revoke the trust. [Code Sec. 676]

▫▫

Power to receive distributions of income or corpus. [Code Sec. 677]

▫▫

Power to acquire property from the trust without consent of the fiduciary.
[Code Sec. 675(4)]

The existence of any one of the above powers is sufficient to cause the trust to be a
grantor trust. Moreover, if the grantor has any of these powers over trust property, that
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portion of the trust will not be treated as part of an ESBT. [Reg. §1.641(c)-1(b)(1); see
the discussion of ESBTs below]
• Deemed Grantor Trusts, also termed “Beneficiary Controlled Trusts.” [Code Sec. 1361(c)
(2)(A)(i)] This category of trust is one in which a person other than the grantor retains
certain powers to control trust property. [Code Secs. 673-677] The deemed owner is
treated as the shareholder. If the deemed owner is a U.S. citizen or resident, the trust is a
permitted shareholder.
• Grantor trusts and deemed grantor trusts after the death of the deemed owner. [Code
Sec. 1361(c)(2)(A)(ii)] This eligibility lasts for two years following the deemed owner’s
death. The estate is treated as the owner of the S corporation’s stock during the two-year
period. [Reg. § 1.1361-1(h)(3)(i)(B)]
• Testamentary trusts. [Code Sec. 1361(c)(2)(A)(iii)] These trusts, created by a decedent’s
will, may hold shares for up to two years. During this two-year period, the trust may qualify
as one of the other permitted trust types. However, it will need to divest its shares within
the two-year period, or the corporation will lose its S election. The estate is treated as the
owner of the S corporation’s stock during the two-year period. [Reg. § 1.1361-1(h)(3)(i)
(D)]
• Qualified Subchapter S Trusts (QSSTs). [Code Sec. 1361(d)] The trust instrument must
contain some important restrictions on the powers of the trustee, and the governing
trust instrument. The trust instrument must provide that there is only one current income
beneficiary, all distributions of trust property may be made only to the income beneficiary,
and the income beneficiary’s interest in the trust cannot terminate during his or her
lifetime. The trust instrument must provide that all trust property must be distributed to the
income beneficiary if the trust terminates during his or her lifetime. The trust instrument
may require that all trust income is distributed annually, or the trustee must make annual
distributions of income if the trust instrument does not require these distributions. The
beneficiary elects to treat the trust as a QSST, and this election obligates the beneficiary
to include the income and other items from the S corporation allocated to the trust on his
or her personal income tax return.
• Electing Small Business Trusts (ESBTs). [Code Sec. 1361(e)] An ESBT reports all of
the income and other items allocated from the S corporation. It is taxed at the highest
individual rates on ordinary income and capital gains. [Code Sec. 641(c)(2)(A)] The trust
cannot claim a deduction for distributions to beneficiaries and the beneficiaries do not
claim any of the trust’s portion of the S corporation income on their personal returns.
This trust can have more than one potential current income beneficiary, and the trustee
can have discretion in accumulating or sprinkling income. Among other restrictions,
each beneficiary must be a natural person, an estate, or must be a permitted charitable
organization. [Code Sec. 1361(e)(1)(A)(i)] An additional requirement is that no beneficiary
may have acquired the interest by purchase, including any transaction in which the basis
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of the interest is its cost, in whole or in part. [Reg. § 1.1361-1(m)(1)(iii)] In addition, the
trustee must file an election to treat the trust as an ESBT. [Reg. § 1.1361-1(m)(2)]
• Tax-Exempt Organizations and Pension Trusts. [Code Sec. 1361(c)(6)] These
organizations are also permitted shareholders. However, all exempt organizations other
than governmental entities and Employee Stock Ownership Plans (ESOPs) must treat
their portions of income from the S corporation as unrelated business taxable income.
The ESOP rules are restrictive and generally are beneficial only where there is broad
participation in the ESOP.

Limit on Number of Shareholders
An S corporation may have no more than 100 shareholders. [Code Sec. 1361(b)(1)(A)] However, all
members of a “family” are considered a single shareholder for purposes of the 100-shareholder limit.
[Code Sec. 1361(c)(1)] A family includes six generations of descendants from a common ancestor,
plus those added by adoption or marriage. [Code Sec. 1361(c)(1)(B).] The six-generation limit applies
when the first family member acquires stock or when the corporation files its election, whichever is later.
Thereafter the number of generations of a single family counted as one shareholder is unlimited.

Single Class of Stock
An S corporation may have only one class of stock outstanding. [Code Sec. 1361(b)(1)(D)] For this
definition, each share must have equal rights to current and liquidating distributions. However, voting
rights may vary, so many corporations have both voting and nonvoting stock outstanding. However, all
shares must be common.

Elections Necessary for S Corporation Status
A company electing S corporation status must file Form 2553, Election by a Small Business Corporation,
with the IRS Center (Cincinnati or Ogden) where the company files (or will file) its tax returns. Form 2553
is due by the 15th day of the third month of the taxable year for which it is to take effect. If the company
is in existence as a C corporation, it may file this election in the taxable year before it intends the status
to be effective. [Code Sec. 1362(b)]
All shareholders (at the date of election) must consent to the S election. They may sign on the face
of Form 2553 or attach a separate consent statement. [Reg. § 1.1362-6(b)(3)(i)] There are separate
elections required for QSSTs and ESBTs. These elections must be filed within two months and 16 days
(one day longer than the period for filing the S corporation election) of the date in which the trust needs
to qualify.
This can be the date the corporation files its S election, if the trust own stock at that time, or the date that
the trust acquires the stock if the election is already in effect.
There are rules that allow the IRS to accept late S corporation and trust elections. In general, if filed
within three years and 75 days of the required effective date, the applicable Internal Revenue Service
Center may evaluate the request and grant the election if it is deemed appropriate to do so. [Rev. Proc.
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2013-30, 2013-36 IRB 173] Otherwise the corporation or trust must file for a ruling with the IRS National
Office and pay the appropriate user fee.

Effects of the Tax Cuts and Jobs Act of 2017
The TCJA made only one significant change to the rules regarding eligibility of a corporation for S status.
Before 2018, a potential current beneficiary (PCB) of an Electing Small Business Trust needed to qualify
to hold S corporation shares directly. Thus, if a person who was not a U.S. citizen or resident was a PCB,
an otherwise eligible ESBT would not be an eligible shareholder. [Code Sec. 1361(c)(2)(B)(v), before
amendment by TCJA] The TCJA removed the provision whereby a PCB needed to be a U.S. citizen or
resident. [Code Sec. 1361(c)(2)(B)(v), as amended by P.L. 115-97, Sec. 13541(a), effective 1/1/2018]
Each potential current beneficiary is still counted as a shareholder for purposes of the 100-shareholder
limit. However, given that trusts often are created for the benefit of a single family, and given the broad
family attribution rules applicable to shareholders, it is unlikely that many trusts will have potential current
beneficiaries who are not aggregated into a single family group.

Comment
The removal of the requirement that a potential current beneficiary of an Electing
Small Business Trust needed to be a U.S. citizen or resident may permit foreign equity
investment in S corporations. The requirement that no ESBT interest may be acquired
in a cost-based transaction is still in effect, however. [Code Sec. 1361(e)(1)(A)(ii)]
The removal of the U.S. citizen or resident requirement is one way to attract foreign capital into an S
corporation. However, as the following examples demonstrate, it is not necessarily the most effective
investment vehicle for a non-U.S. person. One particular problem is that the non-U.S. person cannot be
a beneficiary of the trust, or be able to control the actions of the trustee.

Example 1
Claude, a Canadian citizen, is a resident of Montreal. He wants to acquire an interest in
Lagco Corporation, an S corporation located in Vermont. The shares he wants to acquire
will give him a 40% interest in Lagco and are currently held in the Lin Family Trust, an
ESBT. Claude cannot purchase the interests in the Lin family trust. That action would
disqualify the trust since an interest would be acquired by purchase. Claude could
form a new U.S. trust, with a U.S. trustee, and name his children, Claire and Clyde, as
the only potential current beneficiaries. Claire and Clyde are also citizens of Canada
and residents of Montreal. Under the post-2017 rules, this trust might qualify as an
ESBT. The trust could purchase the shares in Lagco from the Lin trust, since there is no
requirement that the trust cannot purchase shares in the corporation.
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Another limitation on the usefulness of the ESBT is that it must pay tax at the highest individual income
tax rate. It is also difficult for any trust to be exempt from the net investment income tax of Code Section
1411, since the IRS has taken a restrictive view of material participation by a trust. Therefore, ordinary
income allocated from an S corporation to an ESBT is taxed at a combined federal income tax and NII
rate of 39.8%.
However, the new opportunity for foreign investment in an S corporation has its limits. Any relationship
that would cause a non-U.S. person to be treated as a grantor trust would disqualify the trust. Thus,
the actual grantor could have no formal power over the trust. Consequently, there are probably more
desirable options.

Example 2
Assume that Claude, from Example 1 wanted to have some direct control over Lagco.
He would be better served by having Lagco terminate its S election and become a C
corporation, in which he could have direct ownership and control. Moreover, the U.S.
tax rate on the corporation’s income would become 21%. Dividends paid from Lagco to
Claude would be subject to tax at the U.S.-Canada treaty rate.
There is another structure whereby an S corporation’s business operations may have some foreign
ownership and preserve the pass-through structure. The S corporation can transfer its operations to an
unincorporated entity, usually a limited liability company. The S corporation can then sell a portion of the
limited liability company to the foreign investor, and the business will continue as a partnership with the
S corporation and the foreign investor as partners.

Example 3
Assume that the other shareholders in Lagco are amenable to Claude’s 40% ownership
and want him to play an active role in the management of the business. Accordingly,
Lagco creates Lanco, LLC. At the time of the creation, Lagco is the only owner, so Lanco
is a disregarded entity. Lagco transfers its business properties and operations to Lanco.
Since Lanco is a disregarded entity at that time, there is no transfer for tax purposes.
Lagco then sells a 40% interest in Lanco to Claude. At this moment, Lanco ceases to
be a disregarded entity and becomes a partnership. Since there is no prohibition of a
non-U.S. person owning an interest in a U.S. partnership, the business continues as a
single tax entity.

ESBT Charitable Contribution Rules
There was one other change to ESBTs made by the TCJA, although it does not affect the eligibility of
the trust to be an S corporation shareholder. Before 2018, an ESBT was governed by trust rules for the
deductibility of charitable contributions. Under these rules a contribution must have been authorized by
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the trust instrument and must have resulted from the trust’s gross income. [Code Sec. 642(c)] Unlike the
situation with individuals, the trust’s deduction was not limited to any percentage of its income. Moreover,
a trust was allowed a charitable deduction only for the year in which it made the contribution, and there
were no carryforwards of contributions allowed as deductions. Given these rules, an ESBT’s treatment
of its portion of the S corporation’s charitable contributions was ill-defined. Regulations held that the
corporation could deduct the contribution, but that it was subject to the limitation applicable to unrelated
business taxable income or 10 percent of the taxable income before the deduction. [Reg. §1.641(c)-1(d)
(2)(ii); Code Sec. 681]
After 2017, the trust is subject to the individual charitable contribution rules. For calculation of the AGI
limit, the corporation must reduce gross income by administrative expenses. [Code Sec. 641(c)(2(E)] An
ESBT may now deduct up to 60% of its AGI for qualified charitable contributions that flow through from
the S corporation. [Code Sec. 170(b)(1)(G) sets the limit at 60% of AGI from 2018 through 2025]

Comment
According to the wording of the statute, an ESBT may face obstacles in claiming the
QBI deduction authorized by Code Section 199A. Code Section 641(c)(2)(C) states that
the only [emphasis added] items of income, loss, deduction, or credit to be taken into
account are those required by Code Section 1366, gain or loss from the disposition of
S corporation stock, state and local income tax, administrative expenses authorized by
regulations, and interest on debt to acquire the stock. The Section 199A deduction is not
an item of the S corporation, although the W-2 wages and basis of qualified property
necessary to compute the 199A deduction are items that the corporation needs to report
to the trust. Perhaps the official guidance will allow an ESBT to graft the Section 199A
deduction onto its pass-through items from the corporation. Otherwise some corrective
legislation may be necessary.
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CHAPTER 1: TEST YOUR KNOWLEDGE
The following questions are designed to ensure that you have a complete understanding of the
information presented in the chapter (assignment). They are included as an additional tool to enhance
your learning experience and do not need to be submitted in order to receive CPE credit.
We recommend that you answer each question and then compare your response to the suggested
solutions on the following page(s) before answering the final exam questions related to this chapter
(assignment).
1.

All of the following are requirements for a domestic organization to be
classified as a partnership for tax purposes except:
A. it must not be a corporation
B. it must have more than one owner, who is a person or entity recognized for tax
purposes
C. it must not have more than 100 owners
D. it must not have a valid election to be treated as a corporation for income tax
purposes
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CHAPTER 1: SOLUTIONS AND SUGGESTED RESPONSES
Below are the solutions and suggested responses for the questions on the previous page(s). If you
choose an incorrect answer, you should review the pages as indicated for each question to ensure
comprehension of the material.
1.

A. Incorrect. There are basically just three requirements for a domestic organization to be
classified as a partnership for tax purposes, and not being a corporation is one of them.
B. Incorrect. There are basically just three requirements for a domestic organization to be
classified as a partnership for tax purposes, and having more than one owner is one of
them.
C. CORRECT. Not having more than 100 shareholders is a requirement for an S
corporation, but not for a partnership.
D. Incorrect. There are basically just three requirements for a domestic organization to
be classified as a partnership for tax purposes, and not having a valid election as a
corporation for income tax purposes is one of them.
(See page 14 of the course material.)
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CHAPTER 2: FORMATION, CONTRIBUTIONS,
SERVICES, AND RECEIPT OF OWNERSHIP
INTERESTS
Chapter Objective
After completing this chapter, you should be able to:
• Recall the requirements for claiming the section 83(i) deferral.

In many situations the receipt of an equity interest in a business entity is not subject to immediate tax.
A person who contributes property in exchange for an interest in a partnership generally recognizes no
gain or loss on the disposition of the property so contributed. [Code Sec. 721] A person who contributes
property in exchange for stock in a corporation may not recognize gain or loss on the contribution, but
there is an added requirement. The person, or coordinated group of persons, who transfers property
to the corporation must own at least 80% of the stock of the corporation immediately after the transfer.
[Code Sec. 351]
These rules to not apply to partnership interests or stock issued in exchange for services performed for
the entity. There are special rules that apply to the service providers and the issuing entities.
Code Section 83(a) provides that the transfer of property, such as stock, or interest in a partnership, as
payment for services, produces taxable income to the service provider in the amount of the fair market
value of the stock, partnership interest or other property given for those services. [Code Sec. 83]
In many cases, an entity awards an equity interest to an employee, but the interest is forfeitable, until
some future event, such as remaining in the employment for a certain number of years, death of the
employee, merger or liquidation of the entity, etc. In this case, the service recipient reports no gross
income until the restriction lapses, and the holder is fully vested in the stock, partnership interest or other
property. [Code Sec. 83(a)]
The value at the time of vesting is taxed as ordinary income, subject to FICA or self-employment tax, as
the relationship of the recipient to the entity dictates. However, the recipient may have an option to report
the value of the property as income when received, ignoring the possibility of any forfeiture. [Code Sec.
83(b)] The employer, or the partnership granting the equity interest, claims a compensating deduction, at
the same time and in the same amount that the recipient reports the income. [Code Sec. 83(h)]
The Tax Cuts and Jobs Act (TCJA) added a provision that enables certain recipients of restricted stock
to defer income from stock-based compensation plans. [Code Sec. 83(i)] It only applies to persons who
own no more than 1% of the stock in a corporation. It is not expected to have a significant impact on the
taxation of pass-through entities.
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2.01 PARTNERSHIPS
Neither a partner nor the partnership recognizes any gain or loss when a person or entity contributes
property to a partnership in exchange for an interest therein. [Code Sec. 721] The Code and regulations
offer little elaboration except that property cannot include services. [Reg. § 1.721-1(b)(1)]
A compensatory transfer of an interest in a partnership is treated as income to the partner and is subject
to the rules of Code Section 83. [Prop. Reg. § 1.721-1(b)(i)] However, there are some special rules that
apply when the interest in the partnership does not add to a partner’s capital account, and is restricted to
an interest in partnership profits. These interests are known as profits interests or carried interests.
For approximately 20 years, case law was inconclusive as to the tax consequences of the receipt of a
partnership interest. In the case of Sol Diamond v. Commissioner, the person was given an interest in a
partnership in order to facilitate a sale of property, which occurred within three weeks after Mr. Diamond
received his interest. The Tax Court and Seventh Circuit held that Mr. Diamond realized ordinary income
for the value of the interest when it was received. [Diamond v. Comm’r, 74-1 USTC 9306 (7th Cir.), aff’g
56 T.C. 530 (1971)]
Several years later William Campbell was employed by a real estate developer. Mr. Campbell received
interests in different partnerships in exchange for services. His services were performed for a single
employer that syndicated partnerships, rather than directly for the partnerships themselves. The values
of Mr. Campbell’s interests were dependent upon the future economic performance of each venture and
were not readily determinable at the time of receipt. The Tax Court, however, held that Mr. Campbell’sa
interests were taxable at the time of receipt.
The Eighth Circuit reversed the Campbell case. [Campbell v. Comm’r, 91-2 USTC 50,420 (8th Cir.)] The
Circuit Court based its determination primarily on the valuation problems inherent in Campbell, which
distinguished the case from Diamond. The Court, however, did not take a decisive stand on whether or
not the receipt of a profit (only) interest can be a taxable event.
Revenue Procedure 93-27 [1993-2 CB 343] adopts a reasonable compromise between the Diamond
and Campbell holdings. In general, the receipt of a profit interest is not a taxable event to the recipient
nor to the partnership. When this rule applies, the valuation issue is moot. Certain exceptions, however,
do treat the receipt of such an interest as a taxable event.
• The receipt is taxable if the partnership has a readily predictable income stream, such as
blue-chip securities or leases.
• The initial receipt is taxable if the partner disposes of the interest within two years of
receipt.
• The receipt is taxable if the partnership is a publicly-traded partnership.
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In 2001, the IRS amplified the rules for service interests. Revenue Procedure 2001-43 [2001-2 CB 191],
states that the determination of whether an interest in a partnership is a profits or capital interest is to
occur when the interest is initially granted, even if the interest is nonvested (within the meaning of Reg. §
1.83-3(b)) at the time it is granted. In addition, the IRS provides that becoming vested in a profits interest
will not be a taxable event.
Revenue Procedures 93-27 and 2001-43 provide workable and sensible rules that hold that a profits
interest that is not easily valued is not treated as the receipt of property in exchange for services, and
thus results in no gross income to the recipient partner at the time the partnership issues the interest.
However, if the interest is subject to unambiguous valuation, with a two-year hindsight period, the award
is gross income to the service provider.

Effects of the Tax Cuts and Jobs Act of 2017
For years, political candidates attached the notorious “carried interest” rule whereby persons who
provided services to partnerships were able to treat their income as capital gain. One noted entrepreneur
claimed that the tax he paid was at a lower rate than that paid by his secretary.
The TCJA enacted a rule that may negate some of the most egregious effects of this rule, as perceived
by the general public. TCJA did not address the treatment of the interest received by a partner. However,
the TCJA changed the treatment of certain flow-through items from the partnership to a partner with a
profits interest.
New Code Section 1061 extends the long-term capital gain holding period from more than one to more
than three years for certain assets sold by partnerships when allocating gains to partners with “applicable
partnership interests.” An applicable partnership interest is one held by a person who provides substantial
services to the partnership or is held by a person related to one who provides such substantial services.
This is a provision with narrow applicability. The interest holder’s portion of gain on the disposition of
assets where the holding period was more than one but not more than three years is reported, to profits
interest partners only, as short-term capital gain. [Code Sec. 1061(a)]
The rule applies to certain gains allocated to “applicable partnership interests.” The gain in question is
a capital gain from the disposition of an asset held by the partnership in connection with an “applicable
trade or business.” To meet this definition the partnership must be regularly engaged in raising or
returning capital, and either investing in or developing specified assets. [Code Sec. 1061(c)(2)]
The specified assets are securities, commodities, real estate held for rental or investment, cash or cash
equivalents, options or derivative contracts in connection with any of the properties and interests in
partnerships that hold any of these assets. [Code Sec. 1061(c)(3)] The special rule does not apply to any
asset not held by the partnership as a portfolio investment on behalf of third-party investors. [Code Sec.
1061(b)]
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Example 1
Harry owns an interest in Hedgehogs, LLC, a firm that manages investments for clients.
In 2018, Hedgehogs allocates $100,000 of long-term capital gain to Harry of which
$60,000 of this allocation is from the disposition of assets that have been held for more
than three years. The other $40,000 is from disposition of assets held between one and
three years. Sherry is another partner in Hedgehogs. Her allocations are identical to
Harry’s. Harry’s interest is a capital interest. Sherry’s is a profits interest. Harry treats
all $100,000 as long-term capital gain. Sherry treats $60,000 as long-term capital gain
and $40,000 as short-term capital gain.
Code Section 1061 also applies to some gains on dispositions of profits interests to a related person, for
example where the holder of the applicable partnership interest sells it to a family member or to another
person who performed services in any business in which the transferor also performed services within
the past three years. [Code Sec. 1061(d)]
Section 1061 does not apply to an interest held by a corporation. [Code Sec. 1061(c)(4)(A)] Although
the statute does not restrict this rule to an interest held by a C corporation, the IRS has opined that an S
corporation is subject to the same rules as an individual. [Notice 2018-18, 2018-12 IRB 443]

2.02 S CORPORATION
A shareholder who transfers property to a corporation in exchange for stock is not subject to tax on the
transfer if the transfer meets the requirements of Section 351. The rules of Section 351 apply identically
to C corporations and S corporations. This particular Code Section does not define the critical terms
property, stock, or control. Property includes real or personal property, tangible or intangible property,
and cash. [Rev. Rul. 69-357, 1969-1 CB 101.] Stock issued for services is not considered property.
[Code Sec. 351(d)(1)] Nor does property include indebtedness of the corporation (unless evidenced
by a security) or accrued interest from the corporation. [Code Sec. 351(d)(2), (3)] Control is defined as
ownership of 80 percent of the total combined voting power of all classes of stock entitled to vote and 80
percent of the total number of shares of all other classes of stock. [Code Sec. 368(c)] When there are
two or more transferors (shareholders), the group must collectively be in control of the corporation. [Reg.
§ 1.351-1(a)(1)] A prearranged commitment to divest the requisite control will invalidate the tax-free
exchange. [Rev. Rul. 79-70, 1979-1 CB 144]

Effects of the Tax Cuts and Jobs Act of 2017
There is no corporate equivalent to a partnership carried interest. Thus, the special partnership rule of
Code Section 1061 has no applicability to S corporations or to C corporations.
The TCJA did not amend Code Section 351 or any of its related provisions. The only new rule applicable
to corporations in terms of stock-related compensation is Code Section 83(i). This rule only applies to
persons who own no more than 1 percent of the stock in a corporation. This new rule applies to persons
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who are awarded actual equity in satisfaction of stock options or settlement of restricted stock units. The
option or stock unit must have been awarded to employees for services performed in a year when no
stock of the corporation had ever been readily tradeable on an established securities market. [Code Sec.
83(i)(2)]
The corporation must have granted the option or unit pursuant to a plan whereby at least 80% of the
employees were awarded options or units with the same rights and privilege (not including any employee
who did not work for more than 30 hours per week). The person claiming the Section 83(i) deferral must
not have owned more than 1 percent of the stock at any time during the preceding ten years, or had ever
been the chief executive or financial officer of the corporation. Moreover, the deferral is not available
to a family member (spouse, parent, child or grandchild) of any of the specified owners or officers. Any
person who has been one of the four highest compensated officers is likewise ineligible for the deferral.
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CHAPTER 2: TEST YOUR KNOWLEDGE
The following questions are designed to ensure that you have a complete understanding of the
information presented in the chapter (assignment). They are included as an additional tool to enhance
your learning experience and do not need to be submitted in order to receive CPE credit.
We recommend that you answer each question and then compare your response to the suggested
solutions on the following page(s) before answering the final exam questions related to this chapter
(assignment).
1.

Under the TCJA, new Code Section 1061 extends the long-term capital gain
holding period for certain assets sold by partnerships when allocating gains
to partners with “applicable partnership interests” from more than one year
to which of the following:
A. more than 2 years
B. more than 3 years
C. more than 4 years
D. more than 5 years
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CHAPTER 2: SOLUTIONS AND SUGGESTED RESPONSES
Below are the solutions and suggested responses for the questions on the previous page(s). If you
choose an incorrect answer, you should review the pages as indicated for each question to ensure
comprehension of the material.
1.

A. Incorrect. The extended period was extended longer than one additional year.
B. CORRECT. An applicable partnership interest is one held by a person who provides
substantial services to the partnership or is held by a person related to one who provides
such substantial services.
C. Incorrect. The period was not extended to as long as more than 4 years.
D. Incorrect. The period was not extended to as long as more than 5 years.
(See page 29 of the course material.)
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CHAPTER 3: INCOME AND DEDUCTIONS, ENTITY
LEVEL
Chapter Objective
After completing this chapter, you should be able to:
• Recognize changes made by the TCJA for the determination of income for partnerships and S
corporations.
The Tax Cuts and Jobs Act of 2017 enacted significant changes to the rules by which partnerships and S
corporations determine taxable income. Among the most important are:
• A new uniform threshold for determining availability of certain accounting methods;
• New bonus depreciation and Section 179 expensing election rules;
• Modifications to the like-kind exchange rules;
• Restricting capital gain treatment for sales of certain intangible assets;
• Restrictions on deductibility of entertainment and certain fringe benefits for employees;
and
• A severe limitation on the deductibility of interest expense.
There are also serious new limits on the deductibility of losses, as well as a new deduction for income
from certain business sources. In the pass-through entity context, these limits apply to partners or
shareholders, and are discussed in Chapter 4.

Accounting Methods
In general, a taxpayer must use an accounting method that clearly reflects income. For business
taxpayers, that method is generally the method by which the taxpayer keeps books and records. [Code
Sec. 446(a)] However, if that method does not clearly reflect income, the IRS may require a taxpayer to
use a different method. [Code Sec. 446(b)] The Internal Revenue Code explicitly permits both the cash
receipts and disbursements (cash) method and the accrual method. [Code Sec. 446(c)] A taxpayer who
adopts a method of accounting may need to receive permission before changing to another method.
[Code Sec. 446(e)]
When the taxpayer is a partnership, most accounting rules apply at the entity level. [Code Sec. 703(b)]
Thus, these rules follow the entity, rather than aggregate theory of accounting. Subchapter S has an
identical rule, requiring that the S corporation must make most of the accounting method elections.
[Code Sec. 1363(c)(1)] There are a few exceptions. Each partner or S corporation shareholder must
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make its own election with respect to foreign taxes, to claim a deduction or a credit. [Code Secs. 703(b)
(3), 1363(c)(2)] The same provision requires owners to make elections for certain mining expenses
incurred by the entity.
When a taxpayer is bankrupt or insolvent, there are exclusionary rules, which require that the taxpayer
reduce certain attributes such as net operating loss carryovers. [Code Sec. 108] There are also certain
elections applicable to Cancellation of Debt (COD) income.
The Code applies the aggregate theory to partnerships and the entity theory to S corporations in regard
to cancellation of debt. When the debtor is a partnership, the exclusion tests and rules are applied
separately to each partner. [Code Sec. 108(d)(6)] In contrast, when an S corporation is the debtor, tests
and elections are entity level items. [Code Sec. 108(d)(7)] A taxpayer may elect to reduce the basis of
depreciation property in lieu of reduction of other attributes. [Code Sec. 108(b)(5)] This election applies
at the partner, rather than partnership, level. [Code Sec. 703(b)(1)] However, this rule only applies to
partners, and not to S corporation shareholders.

3.01 CASH METHOD OF ACCOUNTING
The cash method requires a taxpayer to report income when a transaction results in actual or constructive
receipt cash or a cash equivalent. [Reg. § 1.446-1(c)(1)(i)] A cash equivalent is usually something that
is immediately convertible into cash, such as a check or money order. It can include property other than
cash with an ascertainable fair market value.
Constructive receipt occurs when the recipient has the ability to draw upon it at any time, without any
substantial restrictions. [Reg. § 1.451-2(a)]
There are certain exceptions, and special accounting rules which apply. For example, a purchaser’s
obligation resulting from the sale of property may qualify for the installment method. [Code Secs. 453,
453A and 453B]

Comment
The Code and regulations have defined several accounting methods that are specific to
certain types of transactions, or certain types of industries. For example, the payors and
recipients of obligations with original issue discount must use the accrual method with
respect to that item.
Cash method deductions do not quite parallel the income recognition rules. For example, there is no
doctrine of constructive payment. Instead the taxpayer must actually deliver the payment. Another
difference relates to prepayments of expenses. In general, if a payment is an exchange for an item that
will last beyond the taxable year of the payment, there are several possibilities. First, if the transaction
results in receipt of an asset, the payor may be required to capitalize the asset. In some cases,
depreciation of the value may result in a recovery of the cost over several years, and in others the
recovery may be instant. [See discussion of the TCJA changes to depreciation and immediate asset
expensing, later in this Chapter.]
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There is no requirement of conformity to financial statements if the taxpayer is using the cash method.
The IRS had attempted to force taxpayers who were issuing accrual method financial statements to use
the accrual method on tax returns. However, courts did not side with the IRS on this issue. [Patchen v.
Comm’r, 258 F.2d 544 (5th Cir. 1958); St. Luke’s Hospital, Inc. v. Comm’r, 35 T.C. 236 (1960)] After losing
numerous cases on this issue the IRS acquiesced to the Tax Court’s decision in St. Luke’s Hospital.
[Action on Decision 1991-007 (3/11/1991)] Thus a taxpayer who is otherwise permitted to use the cash
method for tax purposes may file financial statements on the accrual method. However, the IRS may
require that books and records provide a proper reconciliation between the financial statement method
and the tax method. [Rev. Rul. 74-383, 1974-2 CB 146]

Comment
In practice, there is rarely a situation in which the financial accounting rules and the
tax rules coincide exactly. Accordingly, business taxpayers need to reconcile book
and tax income on Forms 1120, 1120S and 1065. C corporations, partnerships and
S corporations with less than $10,000,000 of total asserts use Schedule M-1 which
reconciles book income with taxable income, taking into account both permanent and
timing differences. Business entities with $10,000,000 or more in total assets must file
Schedule M-3, which involves a detailed account of all items of income and expense
that are treated differently for financial and tax purposes.

Taxpayers Other Than C Corporations and Partnerships
Taxpayers other than C corporations and partnerships are allowed to use the cash method of accounting
unless they are required to measure inventories to clearly reflect income. The Code, regulations and
case law held that if it was necessary to measure inventories to clearly reflect income, the IRS could
require the taxpayer to use the accrual method. [Code Sec. 471(a); Reg. §§ 1.471-1, 1.446-1(c)(2)(i);
Wilkinson-Beane, Inc. v. Comm’r, 70-1 USTC 9173 (1st Cir.)]
The IRS has issued Revenue Procedures that broadened the use of the cash method somewhat. Since
2000, taxpayers with no more than $1,000,000 average annual gross receipts for the past three years
have been allowed to use the cash method without regard to their particular line of business. [Rev. Proc.
2001-10, 2001-1 CB 272] In 2002 the IRS expanded the general permissiveness for the cash method.
It permitted taxpayers with no more than $10,000,000 average annual gross receipts to use the cash
method unless the principal source of income was described in a North American Industry Classification
System (”NAICS”) code:
(i)
(ii)
(iii)
(iv)
(v)

mining activities within the meaning of NAICS codes 211 and 212;
manufacturing within the meaning of NAICS codes 31 - 33;
wholesale trade within the meaning of NAICS code 42;
retail trade within the meaning of NAICS codes 44 and 45; and
information industries within the meaning of NAICS codes 5111 and 5122. [Rev. Proc. 2002-28,
2002-1 CB 815]
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However, under these Revenue Procedures, a taxpayer was required to treat goods on hand as “nonincidental” supplies. The cost of non-incidental supplies was allowed as a deduction in the taxable year
in which they were first used or consumed in the taxpayer’s operations. [Reg. § 1.162-3(a)(1)]

Effects of the Tax Cuts and Jobs Act of 2017
The Tax Cuts and Jobs Act of 2017 did not directly change the rules for the cash method, per se.
However, it allows certain taxpayers to use the cash method in 2018 that were required to use the
accrual method in 2017. The TCJA amended Code Section 448 so that a $25,000,000 gross receipts
threshold now governs several accounting methods. The changes directly relevant to the cash method
of accounting affect C corporations, partnerships and other taxpayers. These changes apply to taxable
years beginning after 2017. [Tax Cuts and Jobs Act of 2017 § 13102(e)]
The Tax Cuts and Jobs Act of 2017 uses the threshold of $25,000,000 to determine whether or not
inventories are necessary to clearly reflect income. This rule is discussed in greater detail below.
According to this new rule, any taxpayer, including a C corporation and a partnership, is not required to
use inventories if its average annual gross receipts do not exceed $25,000,000.

C Corporations
Between 1987 and 2017, C corporations were generally required to user the accrual method of
accounting. [Code Sec. 448(a), before amendment by TCJA] Personal service corporations were allowed
to use the cash method, regardless of the level of gross receipts. [Code Sec. 448(b)(2)] C corporations
were also allowed to use the cash method if their average annual gross receipts for the three years
preceding the current taxable year did not exceed $5,000,000. [Code Sec. 448(c)(1), before amendment
by TCJA] The permission to use the cash method did not extend to any corporation that was defined
as a tax shelter. The $5,000,000 threshold under former law increases to $25,000,000 under the TCJA.
[Code Sec. 448(b)(3), 448(c)]

Partnerships
Before 2018, a partnership was also required to use the accrual method if one or more of its partners
was a C corporation. This rule applied if the partnership’s gross receipts for the three preceding years
exceeded $5,000,000. [Code Sec. 448(c)(1), before amendment by TCJA] Accordingly, it was important
to every partnership to know the tax status of any partner that was a corporation or had elected to be
treated as a corporation via the entity classification rules of Temporary Regulation Section 301-7701-2.
Accordingly, a partnership in which a limited liability company or another partnership owned interests,
needed to understand the tax status. If the unincorporated entity had not filed an entity classification
(“check the box”) election, the partnership did not need to use the accrual method unless it was a retailer
or manufacturer, and thus needed to measure inventories to clearly reflect income. This limit was also
increased to $25,000,000 for taxable years beginning after 2017.
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Gross Receipts
Some of the rules governing allowable accounting methods are concerned with the amount of a
taxpayer’s gross receipts within a taxable year. Gross receipts are not the same as gross income. Gross
income is generally gross profit or gross margin on sales, whereas gross receipts are the total amounts
received, less returns and allowances. In addition, the term incudes all amounts received for services.
These totals include all items properly recognized using the taxpayer’s method of accounting. [Temp.
Reg. § 1.448-1T(f)(2)(iv)(A)]
In reference to the sale of any property outside of the normal course of business, one of two rules
applies:
1.

If the property sold is not a capital asset, the gross receipts are not reduced by the cost
of the property.

2.

In contrast, the gross receipts from the sale of a capital asset are the sales price, less the
adjusted basis of the asset. [Temp. Reg. § 1.448-1T(f)(2)(iv)(A)]

Example 1
The Abby Partnership has five partners, Meg, Eve, Jimmy, Bruce and Joanne. Each of
the partners owns 20% of capital and profits. The partnership realizes the following for
calendar year 2018:
Sales of inventory
Cost of sales
Sale of depreciable asset
Cost of depreciable asset
Sale of capital asset
Basis of capital asset

$18,500,000
(12,750,000)
780,000
(600,000)
4,500,000
(2,800,000)

Abby’s gross receipts and gross income are:
Sales of inventory
Cost of sales
Gross margin
Sale of depreciable asset
Cost of depreciable asset
Depreciation recapture
Sale of capital asset
Basis of capital asset
Capital gain
Total
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Gross Receipts
$18,500,000

780,000

4,500,000
(2,800,000)
1,700,000
$20,980,000

Gross Income
$18,500,000
(12,750,000)
5,750,000
780,000
(600,000)
180,000
4,500,000
(2,800,000)
1,700,000
$7,630,000

Merely measuring the taxpayer’s gross receipts for the year in question is not sufficient to determine the
required accounting method. Instead, the taxpayer must compute average annual gross receipts for the
three preceding years. If that average exceeds $25,000,000 the taxpayer must use the accrual method
if:
• The taxpayer is a C corporation; or
• The taxpayer is a partnership with a C corporation as a partner; or
• The taxpayer is a reseller or manufacturer and needs to measure inventories to clearly
reflect income.

Aggregation of Gross Receipts
There are some aggregation rules for taxpayers under common control. An obvious method to circumvent
the limits of the $25,000,000 threshold would be for a taxpayer to subdivide itself into multiple business
units. In order to forestall this obvious ploy, the law requires each taxpayer to aggregate gross receipts
with entities under common control. For this purpose, the specific aggregation rules are those contained
in Code Sections 45(a), 52(b) 414(m) and 414(o). [Code Sec. 448(c)(2)] These rules combine the
following groups:
1.

Two or more corporations that are members of the same controlled group of corporations,
if more than 50% of the shares of each are held by five or fewer persons, and those
persons’ combined minimum ownership is 50% or more of each corporation; [Code Sec.
52(a)]

2.

Two or more trades or businesses, (whether or not incorporated) which are under
common control, as defined in the regulations to include corporations, partnerships and
proprietorships; [Code Sec. 52(b)]

3.

Two or more businesses that are members of the affiliated service group, such as a
partnership where each member of the partnership is another entity, such as a corporation,
which performs services for the partnership (often found in professional service
organizations with “blocker” corporations that hold interest in a service partnership);
[Code Sec. 414(m)]

4.

Other groups of organizations that the IRS has grouped together to avoid circumvention
of certain nondiscrimination requirements. [Code Sec. 414(o)]

For purposes of the common control rule of Code Section 52(b), the term “common control” means
ownership of more than 50% of the stock in a corporation, profits or capital in a partnership or actuarial
interest in a trust or estate. [Reg. § 1.52-1(c)(2)] However, in applying this test, each owner must include
options to acquire interest in the entity. [Reg. §§ 1.52-1(c), 1.414(c)-4(b)(1)]
The IRS has ruled that a partner must take into account its share of the partnership’s gross receipts,
under limited circumstances. Rev. Rul. 71-455, 1971-2 CB 318, addressed the situation where an S
corporation was a member of a partnership. The S corporation was subject to the passive investment
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income limits, whereby its S election could terminate (under rules in effect before 1983) if its passive
investment income exceeded 20% (now 25%) of its gross receipts. The S corporation owned an interest
in a partnership. For the year in question, the partnership reported a net loss, but its gross receipts were
from active sources. The IRS ruled that the S corporation could take its share of the partnerships gross
receipts into account, and thus it averted the loss of its S corporation status. This ruling was issued 14
years before the enactment of Code Section 448 and has never been cited in connection with a Section
448 issue.
However, the Code only requires that a partner take into account its share of the partnership’s gross
income. [Code Sec. 702(c)] The regulations expand this rule to cover several tax situations, such as the
need to measure a partner’s gross income from farming, for determining omission of gross income for
purposes of the six-year statute of limitations for substantial underreporting of income, and in a few other
situations. [Reg. § 1.702-1(c)] Neither the Code nor any regulation requires a partner to aggregate its
gross receipts with a partnership in which it holds an interest, per se.

Example 2
Abby Partnership, from Example 1, reports the following gross receipts in 2018, 2019
and 2020:
2018
2019
2020
Average

$20,980,000
22,029,000
19,826,100
$20,945,033

Abby owns 40% of the stock of Outer Corporation, a C corporation. None of Abby’s
partners own any stock in Outer. Since Abby and Outer are not under common control,
within the meaning of either Code Section 52(b) or Code Section 414(o), Abby does
not include Outer’s gross receipts in determining its average for the preceding three
years. Since Abby’s average annual gross receipts do not exceed $25,000,000, for the
past three years, it does not need to determine whether or not it needs to measure
inventories to clearly reflect its income. It can remain on the cash method, even though
the information from Example 1 shows that its principal source of income is selling
products.
Outer’s gross receipts for the same period were:
2018
2019
2020

$5,500,000
4,120,000
3,708,000

Outer is not required to use the accrual method, since its average annual gross receipts
do not exceed $25,000,000.
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Parent-Subsidiary Controlled Group
If a partnership (or S corporation or C corporation) owns more than 50% of another entity, there is a
parent-subsidiary controlled group of entities. [Reg. § 1.52-1(c)] In this case the entities must aggregate
their gross receipts.

Example 3
Assume that Abby, from Example 2, acquired an additional 20% of the outstanding
stock in Outer in 2021. Abby and Outer would be required to aggregate their gross
receipts for the years 2018 through 2020 to determine the accounting methods required
for each. Since Abby now owns more than 50% of Outer, there is a parent-subsidiary
group under common control. [Reg. §1.52-1(c)] If there are no payments between Abby
and Outer in those years, they would simply combine the gross receipts as follows:
2018
2019
2020
Average

Abby
$20,980,000
22,029,000
19,826,100
20,945,033

Outer
$5,500,000
4,120,000
3,708,000
4,442,667

Combined
$26,480,000
26,149,000
23,534,100
25,387,700

Since the average annual gross receipts exceed $25,000,000 both of the companies
must use the accrual method for 2021. Outer is a C corporation and must use the accrual
method regardless of its business operations. Abby is in the business of selling goods.
Therefore, it must use inventories to clearly reflect its income, and thus must use the
accrual method.
When there are two or more businesses in a group under common control, they may eliminate any
intercompany payments from the gross receipts. [Temp. Reg. § 1.448-1T(f)(2)(ii)] Therefore it is important
to understand the composition of each entity’s gross receipts.

Example 4
Now assume that Outer had paid dividends to Abby in the three prior years, of
$400,000, $350,000 and $600,000 respectively. Eliminating these dividends from
the total yields the following result.

2018
2019
2020
Average

Combined
gross receipts
$26,480,000
26,149,000
23,534,100
25,378,700
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Intercompany
dividend
$400,000
50,000
600,000
450,000

Combined less
intercompany
$26,080,000
25,799,000
22,934,100
24,937,700

Example 4 (continued)
Elimination of the dividends leaves the average below the $25,000,000 threshold.
Therefore, both Abby and Outer may continue to use the cash method.

Brother-Sister Group under Common Control
Examination of a business’s financial records can reveal ownership of stock or other equity in another
entity. Of course, it may take more research to determine the percentage equity owned by the parent
company, in order to determine whether or not a parent-subsidiary relationship exists. A relationship that
may be much more difficult to ascertain is the brother-sister combination. Detection of this arrangement
requires knowing the investments of the owners of the business entity in question. To complicate matters
further, an individual who owns an option to purchase any outstanding interest in an organization is
treated as owning that interest. [Reg. § 1.414(c)-4(b)]
If five or fewer persons in combination own at least 80% of the equity in two or more entities, they
are deemed to have a controlling interest in each of the entities. [Reg. § 1.52-1(d)(2)] If there is no
combination of five or fewer individuals that own the minimum 80% of both the two companies, they
cannot be a brother-sister controlled group. If the same five or fewer persons meet the 80% minimum for
both, there is another test.
If these same persons own more than 50% of the same business entities, the entities, taking into account
only the minimum common ownership of each person, are in effective control of the organizations. [Reg.
§ 1.52-1(d)(3)] If the same persons are in common control and effective control, there is a brother-sister
controlled group. [Reg. § 1.52-1(d)(1)] In this case, the entities must aggregate their gross receipts for
purposes of the Section 448 tests.

Example 5
Now, assume that the Abby partners also own stock in Inner Corporation, an S
corporation. The common ownership is determined as:
Meg
Eve
Jimmy
Bruce
Joanne
Subtotal
Others
Total

Abby
20%
20%
20%
20%
20%
100%
0%
100%
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Inner
30%
25%
10%
15%
0%
80%
20%
100%

Minimum
20%
20%
10%
15%
0%
65%
0%
65%

Example 5 (continued)
Since four of the five partners in Abby own 80% of Abby and at least 80% of Inner, both
Abby and Inner are members of a brother-sister controlled group. Abby and Inner must
aggregate their gross receipts for the past three years.

Comment
Examination of the rules for controlling interest and effective control indicate that it
may not be terribly difficult to terminate the existence of a brother-sister controlled
group. In the discussion of the business interest limitation, there are some planning
pointers on how to accomplish this feat, and thus possibly avert the draconian interest
rules.

Combined Group under Common Control
When an entity is the parent of another entity and is also in a brother-sister relationship with a third
entity, the three (or more) businesses are members of a combined group.

Example 6
Assume that Abby owns 60% of the stock of Outer, as in Example 3, and has the
common ownership with Inner to create a brother-sister controlled group, as in
Example 5. Abby, Outer and Inner are in a combined group. For purposes of Section
448, each of the three entities must combine its gross receipts for the past three years
with the gross receipts of the other two.
The additional complication is to eliminate all payments between any of the two members from the gross
receipts. [Temp. Reg. § 1.448-1T(f)(2)(ii)] Thus, the analysis of the ownership of different entities, as
well as the sources of gross receipts are important areas of concern in applying the aggregation rules of
Section 448, considering the effects of Sections 52 and 414.

Affiliated Service Group
Section 448 also requires aggregation of the gross receipts of an affiliated service group. Code Section
414(m) defines an affiliated service group as one in which one or more service organizations are partners
in another service organization. This is a structure often found in some professional practices.
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Example 7
Proxeco is a professional accounting partnership. It has 12 partners. Each partner is a
professional service corporation that qualifies to practice accountancy in one or more
jurisdictions. Each corporation has 1/12 of the partnership profits and capital interests.
Each corporation is contractually obligated to provide services exclusively for Proxeco.
Each member of the partnership has only one shareholder. In 2018, 2019 and 2020,
Proxeco’s gross receipts averaged $36,000,000. Since the entire group of corporations
and the partnership constitutes an affiliated service group, each of the corporations
must use the aggregate gross receipts of the group in determining eligibility for the cash
method of accounting.
However, the aggregation rule of Section 414(m) is not likely to cause any organization to actually use
the accrual method. This aggregation is restricted to service organizations, and most personal service
corporations are exempt from the required use of the accrual method. [Code Sec. 448(b) (2)] This
exemption applies to the personal service corporation in its own determination of gross receipts, and to
the partnership that has a personal service corporation as a member. In other words, a C corporation
partner is not counted by a partnership as a member that requires the partnership to use the accrual
method.

Personal Service Corporations
For this purpose, a personal service corporation is subject to a source of income test and an ownership
test. The source of income test limited the source of income to health, law, engineering, architecture,
accounting, actuarial science, performing arts, or consulting. [Code Sec. 448(d)(2)(A)] The ownership
test specified that substantially all of the stock was held by current or retired employees or the estates
for other successors of deceased employees. [Code Sec. 448(d)(2)(B)]

Example 8
The members of Proxeco, from Example 7, might all be S corporations. In that case,
Proxeco would be exempt from the accrual requirement of Code Section 448. However,
if one or more, or all of the member corporations were C corporations, each would be a
personal service corporation, within the meaning of Code Section 448(d). In that case,
Proxeco would still not be treated as having a C corporation as a partner, due to the
exclusion of personal service corporations from this classification. Proxeco would not
be required to use the accrual method of accounting.
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Tax Shelters
The $25,000,000 exemption from the accrual method is not available to a tax shelter. [Code Sec. 448(a)
(3)] According to Code Section 448, any enterprise classified as a tax shelter must use the accrual
method. For this purpose, a tax shelter includes the following:
• Any entity other than a C corporation if such interests have ever been offered for sale in
an offering required to be registered with a federal or state securities agency. [Code Sec.
461(i)(3)(A); Temp. Reg. §1.448-1T(b)(1)(i)]
• A partnership or other entity if more than 35% of the losses are allocated to limited
partners or entrepreneurs. [Temp. Reg. §1.448-1T(b)(3); Code Secs. 464(c)(2), 1256(e)
(3)(C)]
• A partnership, other entity or investment plan if a significant purpose of the entity is to
avoid federal income tax. [Temp. Reg. § 1.448-1T(b)(1)(iii); Code Sec. 6662(d)(2)(C)(ii)]
However, an S corporation that is required to register with a state agency for an exemption from
registration is not treated as a tax shelter. [Code Sec. 448(d)(3)]

Farming Corporations
Code Section 448(b)(1) excepts a “farming business” from its general requirement that C corporations
and partnerships with a C corporation partner use the accrual method of accounting. For this purpose,
“farming business” means the trade or business of farming within the meaning of Code Section 263A(e)
(4), which includes operating a nursery or sod farm, or raising and harvesting fruit, nut and ornamental
trees. [Code Sec. 448(d)(1)(A)]. Code Section 447(a), however, generally requires that taxable income
arising from the trade or business of farming for a C corporation or a partnership with a C corporation
partner is to be computed using the accrual method. For purposes of this sub-section, the “trade or
business of farming” does not include operating a nursery or sod farm or raising or harvesting of trees
(other than fruit and nut trees). Prior to the TCJA, Section 447 also removed from its accrual accounting
requirement (1) farming corporations with $1 million or less in gross receipts in any tax year beginning
after 1975 and (2) “family corporations” with gross receipts of $25 million or less.
The TCJA has significantly expanded the availability of the cash method of accounting to farming C
corporations and partnerships with a C corporation partner. Beginning in 2018, the Code Section 447
accrual accounting requirement does not apply to any farming corporation that meets the gross receipts
test of Code Section 448(c), which is $25 million or less in 2018. The gross receipts test is applied using
the three-year averaging rules explained below. For purposes of the Section 447(a) accrual accounting
requirement, a C corporation that meets the gross receipts test for any taxable year is not treated as a
corporation at all for that taxable year. [Code Sec. 447(c)(2)]. This means that partnerships with such
C corporations as partners are also not required to use the accrual method of accounting. Farming S
Corporations continue to be wholly excluded from an accrual accounting requirement. [Code Sec. 447(c)
(2)]

48 • Chapter 3: Income and Deductions, Entity Level

Treatment of Inventories
The Code requires accounting for inventories if it is the opinion of the IRS that it is necessary to conform
to the best accounting practice in the trade and most clearly reflects income. [Code Sec. 471(a)]
Revenue Procedures 2001-10 [2001-1 CB 272] and 2002-28 [2002-1 CB 815] had relaxed this rule
for several years. Revenue Procedure 2001-10 exempted any taxpayer whose average annual gross
receipts (following the aggregation rules discussed above under Cash Method of Accounting) did not
exceed $1,000,000 for the past three years.
The TCJA codified and expanded the rules of Revenue Procedure 2001-10 to include all taxpayers
whose gross receipts do not exceed $25,000,000. [Code Sec. 471(c)] This change made Revenue
Procedure 2002-28 obsolete.
Although there is no formal need to determine cost of goods sold using inventories, per se, that statute
does not permit any taxpayer to deduct the cost in the year purchased if they are still on hand at the
end of the year. Instead, the taxpayer must meet one of the following three tests to comply with theclear
reflection of income:
1.

Treat inventory as non-incidental supplies

2.

Conform to the presentation on the taxpayer’s financial statement for the year

3.

If the taxpayer does not issue financial statements, the treatment must conform to the
taxpayer’s books and records. [Code Sec. 471(c)(1)(B)]

Comment
The permission for the cash method is most likely beneficial for start-up companies and
service-oriented companies whose sale of inventory is a minimal part of the business.
For organizations whose primary activity is sale or manufacture of products, the accrual
method may be preferable. When a taxpayer takes inventories into account, there are
several methods available, such as FIFO or LIFO. These methods are not available for
non-incidental supplies.
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Comment
As this Guide goes to press, the economic climate is uncertain. As expected tariffs on
imports and exports materialize, there could be significant inflation in some goods. At
the end of 2018, taxpayers whose ending inventories have a higher unit cost than the
beginning inventories may want to change to the LIFO inventory method. A taxpayer
who uses LIFO must use the accrual method in accounting for sales, purchases and
expenses. However, even taxpayers whose gross receipts are not sufficient to force them
to use the accrual method may find that the savings from LIFO outweigh the costs of
the accrual method over the cash method.

3.02 THE ACCRUAL METHOD
The accrual method embodies the fundamental principles of financial accounting. This method
recognizes that income may produce assets other than cash, and expenses include obligations that
arise during the year but have not yet been paid in cash at the end of the year. As is the case with most
accounting method elections this is an entity-specific election or requirement.
Accordingly, it is commonplace to have a partnership or S corporation that uses the accrual method,
whether by choice or requirement, even where the partners or shareholders use the cash method.
However, the amount reported on a Schedule K-1 from an accrual method entity will be the same
amount reported on the return of a cash method owner. Thus, the entity’s accounting method dictates
the amount that the owner reports as income.

Income
To record income by the accrual method a transaction must meet the “all events” test. This test
acknowledges that the taxpayer has a right to receive the income and that the amount is known or can
be estimated with reasonable accuracy. [Reg. § 1.451-1(a)]

Deductions
A deduction is a bit more complicated. First, the deductions must be in conformity with the method used
to report income. [Code Sec. 461(a)] Thus, under the all events test, the taxpayer is obligated to pay
the item and the amount must be known or reasonably estimated. In addition, most expense items must
pass the “economic performance” test. [Code Sec. 461(h)(1)]
“Economic performance” generally means that the products or services the taxpayer is obligated to pay
for must have already been received or performed. [Code Sec. 461(h)(2)(A)] Thus, a prepayment for
goods or services to be delivered in the future, even if there is a contractual obligation, will not qualify
for a deduction. There are certain exceptions, relating to recurring items, where the taxpayer follows a
consistent practice, and economic performance occurs before the filing of the tax return for the year of
the 15th day of the 9th month following the year in question. [Reg. § 1.461-5(b)]
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Differences between Financial and Tax Rules
The accrual method for tax purposes does not always conform to financial accounting treatment. In
some cases, this is due to the different objectives of the two systems. Financial accounting is often
concerned with the financial position of an entity at a point in time, as evidenced by the balance sheet.
The balance sheet and income statement, along with statements of cash flows and changes in financial
position, may all be considered of equal importance to financial analysts, securities agencies, creditors
and stock exchanges. However, the income tax rules are primarily concerned with the measurement of
income in a taxable year, with the balance sheets being only supporting schedules.

Bad Debts
For an example of financial and tax differences, consider the measurement of the bad debt expense
in a taxable year. Financial reporting often requires a business with accounts receivable to establish a
balance sheet reserve, or valuation account to anticipate that some of the accounts will be uncollectible.
For taxpayers selling goods, this method has not been allowed since 1986. Only the direct charge-off
method is permitted. [Code Sec. 166(a)(1)]

Example 9
Credco is a reseller. At the end of 2017, its accounts receivable totaled $5,000,000.
Credco estimated that 0.5% of its accounts receivable would be uncollectible. Thus,
its allowance for doubtful accounts was $250,000 (.05 x $5,000,000). During 2018,
$220,000 of its accounts receivable were written off as uncollectible. At the end of
2018, Credco’s accounts receivable balance is $5,400,000. Due to economic conditions,
Credco estimates that .055% of this amount is uncollectible. Therefore, its allowance at
the end of 2018 should be $297,000 (.055 x $5,400,000). Credco would compute its
necessary reserve at the end of 2018 as:
Balance at beginning of year
Less amount charged off during year
Balance before adjusting to desired level
Amount necessary to reach desired level ($297,000 - 30,000)

$250,000
(220,000)
30,000
$267,000

Credco’s financial accounting bad debt expense for 2018 is $267,000. However, its tax
deduction is limited to $220,000, the amount that it actually charged off during the
year. In reconciling book income to taxable income on Schedule M-1 it will show a
$47,000 positive adjustment.
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However, an organization using the accrual method is allowed to exclude, or defer, income from the
accounts receivable which are not likely to be collected (the nonaccrual-experience or “NAE” method).
[Code Sec. 4458(d)(5)]The income must result from one of the activities discussed above under the
heading Personal Service Corporations. [Code Sec. 448(d)(5)(A)(i)] If the services are not in this
category, but the entity’s gross receipts are such that it could use the cash method, the entity is not
required to accrue income for estimated uncollectible amounts. [Code Sec. 448(d)(5)(A)(ii)] In other
words, if the taxpayer is not required to use the accrual method, but elects to use the accrual method,
it can anticipate uncollectible receivables from services. However, this method is not available if the
taxpayer charges interest or penalties on late payments. [Reg. §1.448-2(c)(1)(B)]

Accrual to Related Cash Method Taxpayer
Another special rule that is especially important to the closely-held business is payment of an expense,
such as salary, rent, or interest to certain related parties. The accrual method for financial statements
would require reporting the expense and liability at the end of the year for any such expense, even if it is
owed to a related party. However, there are some tax rules that require certain income and expenses to
be reported in the same period. The treatment of accruals from businesses to related persons depends
in part on the tax classification of the business.
If the business is treated as a partnership, payments of expenses to a partner are typically treated as
guaranteed payments. [Code Sec. 707(c)] Regardless of the partner’s accounting method, the partner
must report these items as occurring in the partnership year ending with or within the partner’s taxable
year. [Reg. § 1.707-1(c)]

Example 10
Kabob is a partnership with three equal partners, Kris, Bob and Phil. All three of the
partners use the cash method of accounting and the calendar year. Kabob uses the
accrual method and the calendar year. At the end of 2018, Kabob has an accrual of
$10,000 to Kris for services she has proved to the partnership for the year. The accrual
meets the economic performance test and thus is allowable as a deduction for 2018.
Kabob pays the $10,000 to Kris in January 2019. Kris must include the $10,000 on her
2018 individual tax return. Kris’s relationship to either or both of the other partners is
irrelevant to this treatment.
If the business is a C corporation, the corporation may not deduct the accrual until the recipient reports it
as income. However, this rule only applies if the recipient is an actual or constructive holder of more than
50% of the corporation’s stock. [Code Sec. 267(a)(2)] A shareholder is treated as owning stock held by
family members, estates and trusts of which the shareholder is a beneficiary and other business entities
in which the person owns shares. [Code Sec. 267(b)]
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Example 11
Assume the same facts as above except that Kabob is a C corporation, and the $10,000
is accrued salary to Kris. If Kris is not related to either of the other two shareholders,
she is only treated as the owner of the stock she owns directly. Since she does not hold
more than 50% of the stock, the corporation deducts the accrual in 2018.
Alternatively, assume that Kris and Bob are married. They are related parties, within
the meaning of Code Section 267(b). Therefore, Kris is treated as the owner of 2/3 of
Kabob’s stock. The corporation may not deduct the payment until Kris reports it as
income in 2019.
When the entity is an S corporation, the C corporation rules apply. However, the matching of the
corporation’s deduction to the shareholder’s income applies to an accrual to a person who owns any of
the stock. [Code Sec. 267(e)(1)(B)(ii)]

Example 12
Assume the same facts as above except that Kabob is an S corporation, and the $10,000
is accrued salary to Kris. Assume that Kris is not related to either of the other two
shareholders. The corporation may not deduct the payment until Kris reports it as
income in 2019.

Deferral of Service Income
Financial accounting practices generally match income to the period in which goods are delivered or
services performed. An advance receipt generally does not constitute income if the goods or services
have not been provided by the end of the reporting period in which the business receives the payment
from the customer. The “all-events test” required a taxpayer to report income when the right to receive
it and amount to be received are set. When there is an advance payment, the receipt of the amount
satisfies the all-events test. [Rev. Proc. 2004-34, 2004-22 IRB 991, §2.01] Accordingly, this rule can
accelerate taxable income that is not yet reportable for financial purposes.
There are three general exceptions to this rule:
1.

Payments received on long-term construction contracts are reported by the percentage of
completion method or the completed contract method, discussed below.

2.

Advance payments for goods may be reported when they are properly taken into account
under the taxpayer’s method of accounting and are recognized for financial accounting
purposes. [Reg. § 1.451-5]

3.

Advance payments for services qualifying for the “deferral method” promulgated by the
IRS in Revenue Procedure 2004-34. [2004-22 IRB 991]
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The deferral method adopted by the IRS allowed the recipient of the advance receipt to apportion the
income on the basis of the percentage of service provided in the year of receipt. The remainder of the
income was to be reported on the following year’s tax return. The amount reported in the year of receipt
must be in accordance with that reported on the taxpayer’s applicable financial statement.

Example 13
[Adapted from Rev. Proc. 2004-34, §5.03, Example 11] Infoco, Inc. is in the business
of compiling and providing business information for a particular industry in an online
format accessible over the internet. On September 1, 2018, Infoco receives an advance
payment from a subscriber for 1 year of access to its online database, beginning on that
date. In its applicable financial statements, Infoco recognizes 1/3 of the payment as
revenue in 2018 and the remaining 2/3 in 2019. Infoco uses the deferral method for
federal income tax purposes. For tax purposes, Infoco must include 1/3 of the payment
in gross income in 2018 and the remaining 2/3 of the payment in gross income in 2019.

Amendments to the Accrual Method in 2018
Although the TCJA liberalized the use of the cash method, it made no changes to the cash method rules.
In contrast, the TCJA enacted two modifications to the accrual method of accounting.

All Events Test
First, the TCJA modified the all events test to provide that an accrual method taxpayer must report an
item of income when it is taken into account on the taxpayer’s “applicable financial statement.” [Code
Sec. 451(b)(1)(A)] If the taxpayer files SEC Form 10-K, that form is the applicable financial statement.
If the taxpayer does not file with the SEC, the applicable financial statement is an audited financial
statement used for reports to shareholders, partners, proprietors, beneficiaries, creditors or for any
other substantial nontax purpose. [Code Sec. 451(b)(3)(A)] Most partnerships, and practically all S
corporations, are not required to file Form 10-K, but many partnerships are required to provide audited
statements to creditors and partners. Creditors and shareholders of S corporations may also require
audited financial statements. Any taxpayer who does not file an audited financial statement is not subject
to the rule. [Code Sec. 451(b)(1)(B)(i)]

Comment
This rule does not apply where the income tax rules specify a different method of
reporting, such as the installment sale method or one of the methods of accounting
for long-term contracts. [Code Sec. 451(b)(2), Conference Report to Accompany H.R.
1, December 15, 2017, p. 375] It also does not apply to income received from mortgage
servicing contracts. [Code Sec. 451(b)(1)(B)(ii)]
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Deferral Method
A second change codified the deferral method of accounting for advance payments for goods, services,
and other specified items provided by the IRS under Revenue Procedure 2004-34. [Code Sec. 451(c)]
This deferral method is defined as a method of accounting. [Code Sec. 451(c)(2)(B)] Accordingly, a
change to this method from any other method must comply with the procedures to change methods.

Comment
In spite of the general preference for the cash method of accounting, some businesses
may find an advantage to using the accrual method. The deferral method for advance
payment is only available to accrual method taxpayers. The usual benefit of the cash
method occurs when the net accounts receivable (less accounts payable) are growing
faster than cash receipts. However, businesses that do not finance their own customers,
and require cash or credit card payment for goods or services, may find that the major
effect of the cash method is to defer deductions for amounts payable to vendors.
Moreover, if such a business receives advance payments for goods or services that are
not expected to be delivered in the year of receipt, the accrual method of accounting,
coupled with the deferral method for advance receipts, may have the effect of deferring
income tax.

3.03 UNIFORM CAPITALIZATION RULES
The uniform capitalization (UNICAP) rules of Code Section 263A require taxpayers to defer deduction
of certain costs associated with the production of property. Two general types of property to which these
rules apply are:
• Property manufactured or held for resale (inventory); or
• Property constructed by the taxpayer for its own use, such as buildings or machinery.
The regulations list over 20 categories of costs to be taken into account, ranging from officer’s
compensation to interest paid during the course of the year in which the construction occurs. [Reg. §
1.263A-1(e)(3)(ii)] These rules apply to many types of costs normally treated as expenses on financial
statements.
There are a variety of special rules, for farmers, creative artists and others and for certain “small”
taxpayers who acquire property for resale and have $10 million or less of average annual gross receipts.
[Code Sec. 263A(b)(2)(B)] A de minimis rule treats producers with total indirect costs of $200,000 or
less as having no additional indirect costs beyond those normally capitalized for financial accounting
purposes. [Reg. § 1.263A-2(b)(3)(iv)]
The TCJA applies the $25,000,000 threshold from Code Section 448 to UNICAP. [Code Sec. 263A(i)]
This rule applies to proprietorships, partnerships and corporations. This exemption does not apply to tax
shelters.
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3.04 LONG TERM CONTRACTS
In a departure from the strict accrual method, where the all events test satisfies the revenue recognition
criterion, there are special methods available to taxpayers who produce property under long-term
contracts. The “percentage of completion method” (PCM) recognizes income in each year in accordance
with the percent of costs incurred with respect to each long-term contract. [Reg. § 1.460-4(b)]
The completed contract method (CCM) defers all costs and revenues until the project is completed. This
method has been limited since 1986. Before enactment of the TCJA, only certain home constructing
contractors, and others whose gross receipts did not exceed $10,000,000 were allowed to use the CCM
for contracts expected to be complete within two years. [Code Sec. 460(e), before amendment by the
TCJA]
The TCJA modified Code Section 460 by using the Code Section 448 criteria for qualification to use the
CCM. [Code Sec. 460(e)] For taxable years beginning after 2017, the CCM is available for any home
construction contract, or any contract expected to be completed within two years if the contractor’s gross
receipts do not exceed $25,000,000. [Code Sec. 460(e)(1)(B)]
A home construction contract is subject to the CCM even if the contractor’s gross receipts exceed
$25,000,000. However, in that case the contract is subject to UNICAP. [Code Sec. 460(e), flush language]
The new rule applies to contracts entered into after 2017. There is no change in method for contracts
already in existence at the end of 2017. [Conference Report to Accompany H.R. 1, December 15, 2017,
p. 381] Therefore there is no change in accounting method, and no Section 481(a) adjustment for longterm contracts.

3.05 CHANGES IN ACCOUNTING METHOD
Some taxpayers will fall within the new rules of Code Section 448, as well as the other accounting
methods affected by the TCJA for the first time in 2018. Changing to one of the now-permitted methods
from a former method is a change in accounting method, for which the taxpayer needs to file Form 3115.
The TCJA amended the language of the code so that any change made pursuant to the rules of Code
Section 448 are treated as if the change was initiated by the taxpayer and approved by the IRS. [Code
Sec. 448(d)(7)] Before 2018, this treatment was in effect for changes required by Code Section 448.
The significance is as follows: a change, required or otherwise pursuant to Code Section 448, subjects
the taxpayer to the Code Section 481(a) adjustment period for voluntary changes. That rule generally
allows a negative adjustment (where the change results in a reduction of the taxpayer’s income for the
year of change compared to the result under the prior method of accounting) to be deducted in the year
of the change. A positive adjustment is claimed ratably over a four-year period beginning with the year of
the change. [Rev. Proc. 2015-13, 2015-5 IRB 419, § 7.03(1)]
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Example 14
Mobos Corporation, an S corporation, had been issuing accrual method financial
statements but reported its taxable income using the cash method. In 2019, Mobos’s
gross receipts for the past three years exceeded $25,000,000, so it was required to
change to the cash method. Mobos had been in compliance with all rules that delayed
the deduction of inventoriable costs until the goods were sold.
If Mobos had continued to report its taxable income using the cash method, its taxable
income for the year would have been:
Sales
Cost of goods sold
Gross margin
Administrative expenses
Net income, pre-tax

$26,000,000
(22,475,000)
3,525,000
(2,200,000)
$1,325,000

Mobos’s accrual method financial statement for the year showed the following:
Sales
Cost of goods sold
Gross margin
Administrative expenses
Net income, pre-tax

$31,710,000
(22,650,000)
9,060,000
(2,200,000)
$6,860,000

However, Mobos must also change its accounting method to comply with the UNICAP
rules. For this purpose, Mobos allocates 40% of its administrative expenses to inventory.
Therefore, its income reported on the tax return is:
Sales
Cost of goods sold
Gross margin
Administrative expenses
Net income, pre-tax

$31,710,000
(23,463,551)
8,246,449
(1,320,000)
$6,926,449

Changing from the cash method to the accrual method with UNICAP increased its
income from $1,325,000 to $6,926,449, an increase of $5,601,449. Under the general
rules in effect for Code Section 481, it must report ¼ of this amount, or $1,400,362, in
2019, 2020, 2021, and 2022.
There is a special rule for eligible terminated S corporations, that change from S corporation status
to become C corporations. This rule allows a six-year spread for the Code Section 481 adjustment.
[Code Sec. 481(d)] To qualify for this extended adjustment period, the corporation must meet all of these
conditions:
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1.

The corporation must have been an S corporation on December 22, 2017 (the date of
enactment of the TCJA);

2.

The corporation must terminate its S election before December 22, 2019; and

3.

The same persons must own shares, in identical portions, on December 22, 2017 and the
date of termination.

See discussion at Chapter 5, 5.02 for a discussion of some other rules that apply to eligible terminated
S corporations.

3.06 NEW DEPRECIATION AND SECTION 179 EXPENSING ELECTION RULES
The Tax Cuts and Jobs Act of 2017 made several revisions, some of which have considerable overlap.
The Act increased “bonus” first year depreciation to 100% of the cost of qualifying property. A separate
provision in the Act also increased the limits for asset expensing allowed by Code Section 179. Although
there are some limited exceptions, the changes to bonus depreciation have turned the Section 179
election into almost dead letter law, although some of its rules also apply to bonus depreciation.

Comment
This Guide focuses on the federal income tax rules. Some states allow Section 179
expensing, although the dollar limits may be less than the federal law allows. If a state
allows Section 179, but not bonus depreciation, and an item of property qualifies for
both rules, the taxpayer may want to claim the Section 179 deduction in lieu of bonus
depreciation.

Qualified Improvement Property
One of the changes that relates closely to the expensing rules was the creation of a new class of
“qualified improvement property.” This new category combines several types of property. Before the
TCJA, there were several classes of 15-year MACRS property that qualified for bonus depreciation.
• Qualified leasehold improvement property was any improvement to an interior portion of
a nonresidential building if the improvements were made by a lessee or lessor subject to
a lease agreement. [Code Sec. 168(e)(6), prior to amendment by TCJA]
• Qualified restaurant property was a building or improvement thereto if more than 50%
of the building’s square footage was used for meal preparation and seating. [Code Sec.
168(e)(3)(E)(v), prior to amendment by TCJA]
• Qualified retail improvement property was any improvement to an interior portion of a
retail establishment, but only if the improvement was placed in service more than three
years after the date the building was first placed in service. [Code Sec. 168(e)(3)(E)(ix),
prior to amendment by TCJA]
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The TCJA eliminated the separate definitions of qualified leasehold improvement, qualified restaurant
property, and qualified retail improvement property, and provides a general 15-year recovery period
for qualified improvement property, and a 20-year ADS recovery period for such property. [Conference
Report to Accompany H.R. 1, December 15, 2017, pp. 366, 367]

Comment
In the haste to define this class of property, the revisions to the Code did not specify
the MACRS or ADS life for improvement property. However, the legislative history is
reasonably clear that Congress intended the 15-year MACRS and 20-year ADS lives to
apply.

Additional Allowance (“Bonus Depreciation”)
The American Jobs Creation Act of 2004 liberalized the “additional allowance” (bonus depreciation) rules
so that taxpayers may now deduct 100%, rather than 50% of the cost of qualifying property. Moreover,
the definitions of qualifying property were broadened in two important respects.
1.

Under the TCJA, used property now qualifies for this provision.

2.

Qualified improvement property qualifies for bonus depreciation.

The term “qualified property,” for purposes of the bonus depreciation allowance, must be tangible
property. Thus, it is not allowed on intangibles such as intellectual property or goodwill. Residential
and nonresidential buildings do not qualify, except to the extent that a cost attributable to one of these
properties constitutes qualified improvement property.
Eligible property includes:
1.

Property with an MACRS recovery period of 20 years or less (by definition, this includes
qualified improvement property);

2.

Depreciable computer software;

3.

Water utility property;

4.

A qualified film or television production; or

5.

A qualified live theatrical production. [Code Sec. 168(k)(2)(A)(i)]

New and Used Property
Before 2018, there was a limitation to property, “the original use of which begins with the taxpayer.”
[Code Sec. (k)(2)(A)(ii), prior to amendment by TCJA] This prohibited a taxpayer from claiming bonus
depreciation on used property. Property now qualifies for bonus depreciation if it has not been used by
the taxpayer before it is placed in service and is acquired in a transaction that meets the “purchase”
requirement of Section 179. [Code Sec. 168(k)(2)(E)(ii)] See discussion under Section 179 Expensing.
59 • Chapter 3: Income and Deductions, Entity Level

However, property that does not qualify as “purchased,” within the meaning of Code Section 179,
qualifies for bonus depreciation if its original use begins with the taxpayer placing it in service.

Example 15
Ken acquires a new truck on April 7, 2018 at the cost of $95,000. Ken never places
the truck in service, but immediately contributes it to Worth, LLC, in exchange for a
capital and profits interest. Worth is treated as a partnership for federal income tax
purposes. Since the original use of the truck begins with Worth, Worth can claim bonus
depreciation on its cost, even though the acquisition would not qualify as a purchase
under Section 179.
If the truck had been used at the time Ken acquired it, or if Ken had used the truck
before contributing it to Worth, its original use would not begin with Worth. Property
received from a partner in exchange for an interest in a partnership does not qualify
as purchased, within the meaning of Section 179, and the truck would not qualify for
either Section 179 or bonus depreciation.
Alternatively, assume Ken contributed $95,000 in cash to Worth,and Worth used the
cash to acquire a used truck from an unrelated person or entity. The truck would qualify
for bonus depreciation.

Elections
Bonus depreciation is not an elective provision. Therefore, it automatically applies to any property within
its definitions. However, a taxpayer can elect out of bonus depreciation and use regular MACRS. [Code
Sec. 168(k)(7)] In addition, a taxpayer may elect out of MACRS and use ADS. [Code Sec. 168(g)(7)]
Either of these elections must apply to all property of the same class if placed in service in the same year
unless the election to use ADS applies to a building. Each building may be the subject of a separate ADS
election. [Code Sec. 168(g)(7)(A)]

Comment
The changes to the bonus depreciation rules can be expected to have a favorable impact
on structuring business sales as asset deals rather than stock deals. Examples include
corporate purchases or sales covered by Section 338(h)(10) or Section 336(e). Now that
the bonus depreciation rules apply to used property, it may be possible for a buyer to
recover a substantial portion of the purchase price in the year of acquisition. However,
the rule does not extend to real property other than qualified improvement property.
Nor does it extend to intangible assets.
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Comment
The TCJA repealed the rules of like-kind exchanges of personal property. However, the
ill effects of this rule may be offset in part by the ability to claim bonus depreciation on
the full cost of the replacement property. See discussion below.

Effective Dates
To qualify for the 100% allowance, the taxpayer must place the property in service before January
1, 2023. [Code Sec. 168(k)(2)(A)(iii), 168(k)(6)(A)(i)] There are some transitional rules that will allow
phased-down percentages after that date.
The bonus depreciation rule is one of the few that takes effect before 2018. Its rules apply in full to
property that is both acquired and placed in service after September 27, 2017. [Code Sec. 168(k)(6)(A)
(i)] However, there are special rules for property that was acquired before September 28, 2017 but not
placed in service until a later date. If the property is placed in service before January 1, 2018 the bonus
depreciation allowance is 50%. [Code Sec. 168(k)(8)(A)] This percentage also applies to certain property
with long production periods placed in service in calendar year 2018. For other property acquired before
September 28, 2017 and placed in service in 2018, the allowance is 40%, and it drops to 30% for
property placed in service in 2019. Thereafter, it drops to 0. [Code Sec. 168(k)(8)]

Property Not Eligible for Bonus Depreciation
There are some other special rules associated with the bonus depreciation allowance:
• A business with floor plan indebtedness may not claim bonus depreciation if the interest is
taken into account as part of the limit for the business interest limitation of Code Section
163(j). [Code Sec. 168(k)(9)(B)]
• A regulated utility, electing real property or farming business, even for assets for which an
alternative depreciation system is not required. [Code Sec. 168(k)(9)(A)]
• There are special rules relating to automobiles and listed property. See discussion below.

Section 179 Expensing
Code Section 179 overlaps the bonus depreciation rules, as an alternative rule permitting the immediate
deduction of any amount up to the full cost of an asset in the year of acquisition. Although the provisions
are similar, there are some important differences.
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• First, the Section 179 deduction is laden with restrictions. The limit on the amount that
any taxpayer may claim was $500,000 per year before 2018, but the TCJA raised the limit
to $1,000,000. [Code Sec. 179(b)(1)] In contrast, there is no dollar limit on the allowance
for bonus depreciation.
• The Section 179 deduction limit phases down when a taxpayer places more than
$2,500,000 of qualified property in service in a taxable year. [Code Sec. 179(b)(2)] The
TCJA raised this amount from $2,000,000. There are no limits to the amount of property a
taxpayer may place in service for purposes of the bonus depreciation allowance.
• The Section 179 expense for a taxable year cannot exceed the income from the trade or
business in the year the property is placed in service. [Code Sec. 179(b)(3)] The bonus
depreciation deduction has no such limit.
• In order to comply with the $1,000,000 and $2,500,000 limits, a corporation must
aggregate its property placed in service with other members of any controlled group
of corporations of which it is also a member. A controlled group of corporations must
apportion the limit among its members. [Code Sec. 179(d)(7)]
• An estate or trust may not claim the benefits of the Section 179 election. This rule adds
considerable complexity to the allocations of any partnership that has a trust or estate as
a member. The election becomes practically unusable if the taxpayer is an S corporation
that has an estate or trust as a shareholder.
With these limits in mind, Section 179 offers few federal tax advantages over bonus depreciation for any
asset that meets the conditions for both provisions.
However, Section 179 does retain some advantages.

Ability to Claim Portion of Cost
The Section 179 election applies to specific items of property. It is also scaleable. Thus, a taxpayer may
select specific assets, and elect to apply Section 179 to as little of the cost as is desired or as much as
is permitted. [Code Sec. 179(c)(1)(A)] In contrast, a taxpayer must claim bonus depreciation for an entire
asset class or elect MACRS or ADS for the entire class.
If an asset qualifies for bonus depreciation, the taxpayer may claim the 100% default percentage or elect
to have regular MACRS apply. [Code Sec. 168(k)(7)] However, any portion of property that is subject to
either bonus depreciation or Section 179 is subject to some special rules. In general, the Section 179
election comes first. Thus, any basis that still remains after the Section 179 election has been applied is
subject to bonus depreciation, unless the property is of a type that is ineligible for bonus depreciation.
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Example 16
Placer, LLC, places tangible personal property in service in 2018, with a cost of
$280,000. The property is 7-year MACRS property. Under the bonus depreciation
rules, Placer can claim $280,000 depreciation or can elect regular MACRS of $40,000.
It could also elect to use the alternative depreciation system and claim 150% declining
balance over the class life. With Section 179, Placer could claim any fraction of the cost
of the property. The remainder would be subject to bonus depreciation unless Placer
elected out of bonus depreciation, in which case the remainder would be subject to
7-year MACRS.

Property Subject to Reduced Bonus If Acquired Before September 28, 2017
The Section 179 election may allow expensing of property placed in service after 2017, but acquired in
2017, which is subject to the percentage phaseouts of prior law.

Example 17
Thunder, LLC, acquired some specialized equipment in August 2017. The equipment
was sent to a fabricator and Thunder did not place the equipment in service until
January 2018. The bonus depreciation allowable would be 40% since the property was
acquired before September 28, 2017. [Code Sec. 168(k)(8)] However, a Section 179
election would allow Thunder to expense the entire cost of the equipment in 2018, the
year in which it is placed in service.

Property for Which Alternative Depreciation System Is Otherwise Required
Bonus depreciation is not available for certain types of businesses if they are not covered by the business
interest limitation rules. However, the Section 179 election may be available for certain types of property
placed in service for these businesses.

Revocability
The Section 179 election is revocable. [Code Sec. 179(c)(2)] This may be a useful technique for
managing taxable income levels from year to year, as part of the inevitable gamesmanship necessary to
maximize the benefits of the QBI deduction. See the discussion of Qualified Business Income at 4.01,
infra.
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Off-the-Shelf Computer Software
Commercially available computer software qualifies for Section 179. Since it is not tangible property, it
does not qualify for bonus depreciation. Generally, this category of property is subject to amortization,
but not to the 180-month period prescribed for intangibles. [Code Sec. 197(e)(3)] However, it does qualify
for Section 179. [Code Sec. 179(d)(1)(A)(ii)]

Purchase Requirement
Code Section 179 contains some definitions that Section 168(k) incorporates by reference. Therefore,
some of the Section 179 rules are important to taxpayers even if they do not elect Section 179 expensing
in a given year.
To qualify for Section 179 expensing the taxpayer must have acquired the property by “purchase.”
Section 179(d)(2) prescribes explicit rules that do not necessarily relate to the common usage of the
term. Not surprisingly, the Code requires that the basis of the property must not be determined (in whole
or in part) by reference to the basis in the hands of the person from whom it was acquired. [Code Sec.
179(d)(2)(C)(i)]

Example 18
Allen contributes construction equipment to Lincoln, Inc., an S corporation in exchange
for stock in Lincoln. Allen had claimed sufficient depreciation, including a Section 179
deduction, to reduce the basis to zero. The equipment was worth $50,000 and subject
to liabilities of $30,000 at the time of the contribution. Allen receives stock worth
$20,000, as well as liability relief of $30,000 and realizes a gain of $50,000 on the
transfer.
If the transfer does not fall within Section 351, Allen recognizes gain of $50,000.
Lincoln’s initial basis in the equipment is its fair market value of $50,000. Since
Lincoln does not determine its basis by reference to Allen, the acquisition might be
a purchase, unless Allen actually or constructively owns more than 50% of Lincoln’s
stock. See discussion below.
If the transfer does come within Section 351, Allen recognizes a gain of $30,000 by
virtue of Section 357(c), which treats the liabilities in excess of basis of the transferred
property in the same manner as cash paid. In this case, Lincoln’s basis would be
$30,000 (Allen’s basis of zero plus gain recognized by Allen of $30,000). Since Lincoln
determines its basis in the equipment by reference to Allen’s basis, the transfer is not a
purchase. [Code Sec. 179(d)(2)(C)(i)]
A transaction is not considered a purchase if it is between persons or entities where a loss on the sale
of property would be disallowed by either Section 267 or 707(b). [Code Sec. 179(d)(2)(A)] These rules
cover a variety of relationships involving corporations and partnerships and their owners.
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A loss is disallowed on an exchange between related parties if the parties are specified in Section 267(b).
Among these relationships are:
• Members of the same family;
• An individual and a corporation in which he or she owns more than 50% of the stock;
• Two corporations that are members of the same controlled group;
• A corporation and a partnership if the same person (any combination) own more than
50% of the stock in the corporation and more than 50% of the capital or profits interest in
the partnership;
• Two S corporations if the same persons (any combination) own more than 50% of the
stock of both; and
• An S corporation and a C corporation if the same persons (any combination) own more
than 50% of the stock of both.
These relationships need further explanation. For purposes of Section 267 and Section 179, a controlled
group of corporations exists when five or fewer persons own more than 50% of the stock and the
common ownership considering only the minimum held by each shareholder also exceeds 50%. [Code
Sec. 267(f)(1)]

Comment
The general definition of a controlled group of corporations is that five or fewer persons
must own at least 80% of the stock of two or more corporations. [Code Sec. 1563(a)]
However, Section 267 reduces this threshold to a simple majority of stock.

An individual is treated as constructively owning stock in a corporation if an upper tier corporation, a
partnership, an estate, or a trust actually owns the stock, and the individual is a shareholder, partner or
beneficiary of the actual owner. [Code Sec. 267(c)(1)] For loss disallowance purposes, the constructive
ownership rules treat a person as indirectly, or constructively, owning stock owned by members of his or
her family. [Code Sec. 267(c)(2)]

Comment
For loss disallowance purposes, members of a family are an individual’s spouse,
ancestors, descendants and siblings. [Code Sec. 267(c)(4)] However, for purposes of
Section 179, an individual is not treated as the constructive owner of stock held by a
sibling. [Code Sec. 179(d)(2)(A)]
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An individual member of a partnership is also treated as owning any stock in a corporation that is actually
owned by one of the other partners. [Code Sec. 267(c)(3)] There is no minimum ownership by either
partner for this requirement.
Code Section 267 does not disallow losses on the sale between partners and partnerships. Nor does it
apply to two or more partnerships that are under common control. However, Section 707(b) provides a
similar rule for dealings between partners and partnerships, and for commonly controlled partnerships.
The loss is disallowed on a transfer between a partner and a partnership if the partner owns more
than 50% of the capital or profits interest of the partnership. [Code Sec. 707(b)(1)(A)] Although Section
267 does not apply to the loss, it does apply to the constructive ownership of partnership interests.
[Reg. § 1.707-1(b)(3)] A loss on the sale of property between two partnerships is disallowed if the two
partnerships have more than 50% ownership in common. [Code Sec. 707(b)(1)(B)]

Example 19
Roco, Inc., an S corporation, buys some equipment from Dealco, LLP, a construction
equipment dealer. Roco pays market price for the equipment. If the same persons,
actually and using the constructive ownership rules, own more than 50% of both
entities, the purchase does not qualify for Section 179. If the equipment is new, it may
qualify for bonus depreciation. If the equipment is used, it will be limited to regular
MACRS.

Application of Bonus and Section 179 to Partnerships and S Corporations
All MACRS, bonus depreciation and Section 179 deductions are claimed by the entity. All MACRS
deductions, including bonus depreciation are ordinary deductions, which generally are not required to be
separately stated. However, there are some exceptions to this for partnerships.

Contributed Property
If a partner contributes depreciable property to a partnership in exchange for an interest therein, the
partnership must make a special allocation of depreciation. [Code Sec. 704(c)] This allocation must
match, or come as close as possible to matching, book depreciation and MACRS depreciation on the
property allocated to persons other than the contributor. Book depreciation is calculated based on the
stipulated fair market value of the property and the partnership may select the life and method for book
purposes. MACRS is based on the transferor partner’s basis, and continues to use the transferor’s basis,
method and depreciation schedule.
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Example 20
On March 1, 2018, Dennis transferred equipment which he had been using in his sole
proprietorship to a newly formed partnership for a 20% interest in the partnership. The
transfer qualified for nonrecognition treatment under Section 721. He had acquired
the equipment in 2016 for $10,000 and used the appropriate depreciation methods
prescribed by the MACRS system for five-year property to compute depreciation (20%,
32%, 19.2%, 11.52%, 11.52% and 5.76%). The basis of the property as of the close of 2017
was $4,800 ($10,000 - $2,000 - $3,200).
Depreciation for Dennis and the partnership for 2018, 2019, 2020, and 2021 would be
computed as follows.
Unadjusted basis
Depreciation percentage
Annual depreciation
D’s depreciation share 2/12
Partnership’s depreciation

2018
$10,000
19.2%
$1,920
320
$1,600

2019
$10,000
11.52%
$1,152

2020
$10,000
11.52%
$1,152

2021
$10,000
5.76%
$576

$1,152

$1,152

$576

The fair market value of the property at the time of the contribution is $5,000. The
partnership uses the 3 ½ year remaining life and the straight-line method for book
depreciation. The book depreciation will be:
Partnership’s depreciation

2018
$1,429

2019
$1,429

2020
$1,429

2021
$714

The partnership must allocate tax depreciation to the partners who did not contribute
the property to match their shares of book depreciation. In this case, that will be
an allocation of tax depreciation equal to 80% of the book depreciation to the other
partners, with the remaining tax depreciation to Dennis.
The allocations for each of the years are:
Tax depreciation
80% of book depreciation,
to other partners
To Dennis

2018
$1,600

2019
$1,152

2020
$1,152

2021
$576

1,143
457

1,143
9

1,143
9

571
5

The partnership must make this special allocation. It cannot include the depreciation expense on page 1
of its Form 1065 but must report it separately on Schedule K and each partner’s Schedule K-1. If there
is not sufficient tax depreciation to allocate the noncontributing partners the equivalent of their shares of
book depreciation, the partnership may make curative or remedial allocations to accomplish this result.
[Reg. § 1.704-3]
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The S corporation follows the same rules as a partnership for the computation of the total tax depreciation.
However, the depreciation is an ordinary expense of the corporation. Thus, it is (indirectly) allocated to
the shareholders in the same proportion as their portions of ordinary income or loss.

Example 21
Assume that the entity in Example 20 was an S corporation. The overall tax calculations
would be the same but would not be specifically allocated to any shareholder. The
depreciation is treated as a component of the corporation’s ordinary income or loss,
which is then allocated to the shareholders on a per share-per day formula. [Code Sec.
1377(a)]

Other Special Allocations
A partnership may allocate any item of income or expense to the various partners in accordance with the
partnership agreement. [Code Sec. 704(a)] However, in order for the IRS to respect an allocation it must
meet one of two tests:
1.

The allocation must be in proportion to the partner’s interest in the partnership; or

2.

The allocation must have substantial economic effect.

A partner’s interest in the partnership takes into account the various partners’ relative contributions to
the partnership, their relative interests in economic profits and losses, cash flows, including current
distributions and relative rights to distributions in liquidation of the partnership. [Reg. § 1.704-1(b)(3)(ii)]
In order for the allocation to have economic effect, there are three tests that the partnership must satisfy.
[Reg. § 1.704-1(b)(2)(ii)(B)]
1.

The partnership must maintain capital accounts for each partner;

2.

Upon liquidation of the partnership, each partner must receive liquidating distributions in
accordance with his or her positive capital account balance; and

3.

Any partner who has a deficit in his or her capital account at the time of liquidation must
be obligated to repay the partnership in the amount of the deficit.

However, the obligation to restore a deficit may not be required if the partnership agreement meets the
“alternate test for economic effect.” In lieu of a mandatory provision to require any partner with a deficit
balance to restore the deficit by a contribution of cash, a partnership agreement may contain a “qualified
income offset (QIO).” A QIO provides that a partner who unexpectedly receives an allocation which
causes a deficit in its capital account must be allocated a pro-rata portion of each item of partnership
gross income to eliminate the deficit as soon as possible. The QIO creates “alternate economic effect.”
[Reg. § 1.704-1(b)(2)(ii)(d)]
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Comment
An unconditional obligation to restore a deficit has the same effect as imposing
unlimited personal liability for partnership debts on any member of a partnership.
This includes limited partners, members of limited liability partnerships and members
of limited liability companies. Unfortunately, the deficit reduction obligation (DRO)
is boilerplate language in some off-the-shelf agreements for partnerships and limited
liability companies. Tax professionals should review these documents on their clients’
behalf and suggest that agreements be revised to replace unconditional obligations
with qualified income offsets. Tax professionals who are qualified to practice law may
want to draft these changes. Other tax professionals should advise their clients to seek
competent legal counsel.
An allocation may have economic effect, but the economic effect may or may not be substantial.
“Substantial” means that the actual economic rights of the partners (rather than just the tax allocations)
will be affected by the allocations of income and loss. The allocations must be expected to result in
different capital account balances than if the allocations had been made in accordance with each
partner’s interest in the partnership. [Reg. § 1.704-1(b)(2)(iii)(a)]

Example 22
Quip, LLC purchases $1,000,000 of equipment in 2018. All of the equipment qualified
for bonus depreciation. In order to induce some equity investment, in light of the severe
new interest rules of Section 163(j), Quip offered a preferred class of equity. The equity
investors provided 50% of Quip’s total capital. As part of the incentive to attract these
investors, Quip agreed to allocate 70% of the depreciation for 2018 to these investors,
who would be entitled to 50% of all other income and deduction items for the year. If
the capital accounts were maintained so as to give the agreement substantial economic
effect, this allocation would be valid, and the preferred investors would be allowed to
deduct $700,000 of depreciation in 2018.
S corporation allocations are more straightforward, and considerably less flexible than those allowed
to partnerships. The corporation must allocate all income, deductions and other tax items uniformly per
share per day. [Code Sec. 1377(a)(1)] If there are terminations of shareholders’ interests, as well as
certain qualifying dispositions or qualifying issuances of new stock, the corporation may split its year
into segments for allocations purposes. [Code Sec. 1377(a)(2); Reg. § 1.1368-1(g)(2)] However, the
corporation must make uniform per share per day allocations of all tax items within each period to the
persons who held shares during those periods.
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Example 23
Assume that Quip, from Example 22 is an S corporation. It must combine the bonus
depreciation deductions with its ordinary income or loss for 2018 and allocate to all
shareholders based on their weighted average ownership. It may split the year for
allocations purposes, so that a new period begins on the day it issues the stock to the
new investors, but it cannot make any special allocations of depreciation or any other
item that deviates from the per share per day average.

Comment
Although S corporations and partnership have several tax attributes in common,
there are significant differences in the allocations permitted to owners. There is no
S corporation equivalent to the substantial economic effect rules of partners and
partnerships.
Allocation of Section 179 expenses can be troublesome. One of the major problems exists when a trust
or estate owns part of the equity in a pass-through entity. If the entity elects Section 179 expensing, the
total expense flows through to the owners as does any other item of income or deduction. A partnership
may make a special allocation, so that the deduction is allocated entirely to persons other than the
estates or trusts. However, the substantial economic effect rules would require that the partners who
receive this allocation would reduce their capital accounts more than the trust or estate and would thus
be entitled to lesser distributions than the trust or estate. If the partnership does not make this special
allocation, there is an additional remedy.
The trust or estate must reduce its basis in the partnership for its portion of the Section 179 deduction.
[Reg. § 1.179-1(f)(2)] However, the partnership then determines the portion the trust cannot use, and
adds this amount back to the basis of the property for which it elected Section 179. [Reg. § 1.179-1(f)(3)]
The partnership then claims MACRS (including bonus) depreciation on the portion added back.
A partnership may then make a special allocation of the MACRS and bonus depreciation to the trust or
estate that received the allocation of the Section 179 deduction. Therefore, it can remedy the inequity
caused by requiring the fiduciary entity to reduce its basis in its partnership interest for a deduction that it
cannot claim but is allowed to other partners.
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Example 24
Expect, LLC is a partnership for federal income tax purposes. 60% of Expect’s capital
and profits interests are held by individuals and the other 40% is held by a trust. In 2018,
Expect elects Section 179 expensing of $100,000 on some equipment it purchased.
Expect allocates 60% of the Section 179 deduction to its partners other than the trust,
who reduce basis in their interests by the $60,000 allocated to them. Expect does not
reduce its basis in the equipment by the $40,000 it allocates to the trust. Expect claims
bonus depreciation on the $40,000 basis remaining after Section 179. Expect may then
allocate the $40,000 bonus depreciation to the trust. As a practical matter, any other
allocation of this expense would not be likely to have substantial economic effect.

Comment
The flaws in the Section 179 rules for pass-through entities are perhaps most
pronounced when a trust or estate is a partner or shareholder. A partnership may
correct the strange rule by making special allocations of depreciation to the partner
who cannot claim the Section 179 allowance. However, the rules become unwieldy, and
yield nonsensical results when an S corporation elects Section 179 and has an estate or
trust as a shareholder as is illustrated below.

Example 25
Assume that Expect, from Example 24, is an S corporation. Expect must allocate the
Section 179 deduction pro-rata to its shareholders. 60% goes to the individual and
40% to the trust. Expect does not reduce the basis in the equipment for the $40,000
allocated to the trust. However, it must allocate the $40,000 of bonus depreciation on
this basis pro-rata to the shareholders. This allocation means that $24,000 goes to the
individuals and $16,000 to the trust. Accordingly, when the Section 179 expense and
the bonus depreciation are taken together, $84,000 is allocated to the individuals, who
own 60% of the stock, and $16,000 is allocated to the trust, which owns 40% of the
stock.
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Comment
The results in Example 25 are absurd, and contrary to the general principles of
Subchapter S, which requires allocation uniformly across all shares. However, the
rules of Subchapter S and Section 179 are so poorly articulated, that there is no other
result that apparently accommodates both sets of rules. The resultant conflicts among
shareholders, and possible actions against the corporation for using an election that
deprives one or more of its shareholders of equitable treatment mandates avoiding
Section 179 when a trust or estate holds shares in an S corporation.

Aggregation Rules of Section 179
The limits on the expensing deduction and the maximum property placed in service are the subject of
some aggregation rules. These limits must be allocated among component members of a controlled
group of corporations. [Reg. § 1.179-2(b)(7)] However, this rule does not apply to S corporations.
[IRS, Office of Chief Counsel, Information Letter 2013-0016 (6/28/2013)] Therefore, even though S
corporations might be under common control for purposes of the accounting method rules, discussed at
3.01, it does not aggregate its property or expense limit with others. Similarly, there is no rule requiring
aggregation of the Section 179 limits of a partnership with those of any other entity.
A partnership or S corporation does not aggregate its Section 179 limits with property placed in service
by any partner or shareholder. Therefore, each entity may claim the maximum allowance based on its
property placed in service during the year.

Section 179 Limit Applies at Entity and Owner Level
The $1,000,000 expensing limitation applies to both the entity and to each partner or shareholder. [Code
Sec. 179(d)(8)] Although the rule may seem redundant, it can provide a trap.

Example 26
Carol Icon is a member of 24 partnerships, in which she owns 10% of the capital
and profits. In 2018, each partnership claims the maximum expensing election of
$1,000,000. Her aggregate expensing from her interests in these partnerships is
$100,000 per partnership, or $2,400,000 in total. Carol can only claim $1,000,000 of
this allocation on her own return for 2018 and cannot carry any of the excess expensing
forward. Therefore, she will never get any tax benefit from the $1,400,000 that she
cannot deduct. Moreover, she must reduce her basis in each of the partnerships by the
entire $100,000. Had each of these partnerships used bonus depreciation instead of
Section 179, she could have received the tax benefit for the entire $2,400,000.
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Comment
Although the Section 179 election can be useful for partnerships and S corporations,
the entity must be certain that each of its members will be able to benefit from the
expensing. In many cases, bonus depreciation will be a safer route, since it carries none
of the limitations that attach to Section 179.

Automobile Depreciation
TCJA liberalized the rules for depreciation on automobiles, light trucks and SUVs. The maximum
depreciation deductions are:

Year

Maximum

First
Second
Third
Fourth & later

$10,000
16,000
9,600
5,760

There are no special rules regarding automobiles that apply to partnerships and S corporations. These
rules apply equally to all taxpayers.

3.07 MODIFICATION TO THE LIKE-KIND EXCHANGE RULES
Before 2018, the like-kind exchange rules of Code Section 1031 applied to real and personal property,
with some different rules for each. The TCJA has restricted like-kind exchange treatment to real property.

Comment
There are a variety of state, local and federal laws that define interests in real property.
Some of these are related to the requirement that the subject of a like-kind exchange
must be real property. Before attempting a like-kind exchange, an interested party
should engage competent legal counsel to determine whether or not a purported, or
completed, exchange encompasses sufficient property rights to constitute real property.
In the partnership and S corporation context, all parties need to be certain that the title holder of the
surrendered property must hold title to the acquired property. Transferring to the wrong party could cause
an entire deal to be taxable.
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Example 27
Reedco, an S corporation, has one shareholder, Reed. Reed exchanges land in California
for an office building in Washington, DC. The values are equal and there is no boot given
or received. However, the holder of the office building transfers the title to Reed. This
is not a like-kind exchange. This is a sale of the California property to the counterparty,
and the purchase of the office building by Reed. The amount deemed paid by Reedco
would be a distribution from Reedco to Reed.

Electing out of Partnership Status
An unincorporated organization may, under certain conditions, elect out of partnership status, and may
be treated as a title-holding device of its owners. [Code Sec. 761(a)]
To be eligible for this election, the title-holding entity must not be in the conduct of an active trade or
business. [Code Sec. 761(a)(1)] It must hold property only for investment or for joint production,
extraction or use of the property.
The entity must file a partnership return for the first year for which it intends to be excluded, within
the extended deadline for filing a partnership return. [Reg. § 1.761-2(b)(2)(i)] However, there can be
a deemed election if the facts and circumstances are clear that co-ownership was the intention of the
parties at the time of formation. [Reg. § 1.761-2(b)(2)(ii)]
Code Section 1031(e) gives statutory authority for property held by such an organization to be treated as
if it were owned directly by its co-owners, rather than by the title-holding entity.

Example 28
Bob and Florence jointly purchase some unimproved real estate. If they treat the real
estate as a partnership, neither partner may exchange his or her partnership interest in
a like-kind exchange. If they elect out of partnership status, either person may be able
to exchange his or her interest for other real estate in a like-kind exchange.

Tangible Personal Property
For tangible personal property, the 2018 change will provide some tax advantages since most tangible
personal property is eligible for bonus depreciation. Although the taxpayer must recognize gain for the
value of the property received, less the adjusted basis of the property given up, the depreciation will
more than offset the gain recognition required by the new law.
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Example 29
Connco, LLC, exchanges some equipment for new equipment. The old equipment was
7-year MACRS property with 3½ years remaining on the depreciation schedule. The
equipment’s original cost was $100,000, and its basis at the time of the exchange was
$31,240. Connco pays $60,000 cash and receives a trade-in value of $70,000 on the
old equipment. Connco acquires new equipment with fair market value of $130,000.
The details of the exchange are:
Fair market value of new
Boot given
Fair market value of old
Adjusted basis of old
Gain realized

$130,000
(60,000)
70,000
31,240
$38,760

If the exchange occurred in 2017, Connco would recognize no gain on the trade-in.
Connco would be able to claim $8,930 depreciation on the basis of the new property
attributable to the basis of the old property (5th year of 7-year MACRS property is
8.93%). Connco might be able to claim Section 179 expensing on the $60,000 of new
basis. However, if there were any reason to not use Section 179, such as disallowance at
the partner level, its greatest deduction would be 50% bonus depreciation on the new
portion of the basis, plus first year MACRS on the new part of the basis, plus 5th year
MACRS on the basis applicable to trade-in. A quick comparison of the 2017 rules (with
and without Section 179) and the 2018 rules reveals the immediate tax savings of the
2018 rules.

Gain
§179
Bonus dep.
MACRS, old basis
MACRS, new basis
Taxable income

2017
§179 allowed
$0
(60,000)
0
(8,930)
0
($68,930)

2017
No §179
$0
0
(30,000)
(8,930)
(4,287)
($43,217)

2018
$38,760
0
(130,000)

($91,240)

If the partners in Connco are individuals, the 2018 change provides an additional
tax savings. The gain recognized on the disposition of the old property is not selfemployment income. [Code Sec. 1402(a)(3)(C)] The bonus depreciation allowed on the
entire value of the replacement property is an ordinary trade or business deduction and
reduces the self-employment income of each of the individual partners.
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Another benefit of the new rules occurs when the adjusted basis of the relinquished property exceeds its
fair market value at the time of the exchange. Since like-kind exchange rules are mandatory and apply to
gains and losses realized on a qualifying exchange, taxpayers were not allowed to deduct losses on the
disposition of property in a like-kind exchange.

Example 30
Assume the same facts in Example 29 except that the trade-in value was only $10,000
and the fair market value of the new equipment was $70,000. The details of the
exchange would be:
Fair market value of new
Boot given
Fair market value of old
Adjusted basis of old
Loss realized

$70,000
(60,000)
10,000
31,240
($21,240)

Connco could not recognize the loss. The comparisons of the 2017 and 2018 rules yields
similar results to those in Example 29, through a slightly different route. Although the
bonus depreciation in 2018 would only be $70,000 (value of the new equipment),
Connco would be allowed to deduct the loss on the disposition of the old equipment
(assuming no other loss disallowance rule applied to the transaction).

Loss
§179
Bonus dep.
MACRS, old basis
MACRS, new basis
Taxable income

2017
§179 allowed
$0
(60,000)
0
(8,930)
0
($68,930)

2017
No §179
$0
0
(30,000)
(8,930)
(4,287)
($43,217)

2018
($21,240)
0
(70,000)

($91,240)

Comment
At various places in this material we mention Sections 267(a)(1) and 707(b), which
disallow losses on exchanges of property between related parties. These rules are still
in full effect and would disallow a loss on an exchange of personal property between
family members, corporations and controlling shareholders, or partnerships and
majority partners. With the indirect, or constructive ownership rules that apply to these
relationships, special attention should be paid to the exchange of property between
closely-held entities.
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When property acquired in an exchange does not qualify for bonus depreciation or Section 179, the
effects of the new exchange rules can be expensive or even prohibitive. Intangible property, including
patents, copyrights trademarks, ball player contracts and others do not qualify for any rapid deduction,
but are subject to amortization rules. Many of these meet the requirement for 180-month amortization
described in Code Section 197. Others are amortized based on their expiration dates or other criteria.

Example 31
Righty, Inc. and Lefty, Inc. are two S corporations. Righty owns a variety of radio and
television stations with conservative commentators. Lefty owns radio and television
stations which voice liberal points of view. Both corporations are highly successful. Due
to some changing demographics, Righty and Lefty have agreed to swap stations in two
cities. The value of each license is $5,000,000 and the basis of each is negligible. Under
pre-2018 rules, Righty and Lefty could have structured the deal as a like-kind exchange.
Beginning in 2018, Righty and Lefty would each recognize gains of approximately
$1,000,000. The amortization would most likely be 180 months for each of the newlyacquired stations.
To the extent that a taxpayer has depreciated the intangible property surrendered in the exchange, the
gain would be ordinary income via the depreciation recapture rules of Code Section 1245. Additional
gain could qualify under Code Section 1231 for capital gain rates. However, there is a trap if the parties
are related. Section 1239 treats all recognized gains as ordinary income if the exchange is between
related persons and the property is depreciable to the acquiror.

Example 32
Charles and David Crain are brothers, with diametrically opposed political views.
Charles owns all of Righty, in Example 31 and David owns all of Lefty. Section 1239
would treat all of the gain recognized by each corporation as ordinary income.

3.08 RESTRICTING CAPITAL GAIN TREATMENT FOR SALES OF CERTAIN INTANGIBLE
ASSETS
The TCJA expanded the category of intangible assets which are not treated as capital assets, and thus
might be ineligible for capital gain treatment on disposition. It added the following to the non-capital
asset category:
• Patents;
• Inventions;
• Models and designs (whether or not patented); and
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• Secret formulas and processes. [Code Sec. 1221(a)(3)]
The categorization does not apply to all of these assets but is limited to those which are created by
the holder or were acquired in a like-kind exchange (before the 2018 change discussed above) or in
another transaction in which the basis of the subject property was determined by reference to the basis
of another property created by the holder. This rule may treat gains resulting from disposition of any of
these properties as ordinary income, rather than capital gains.
However, there is a contradictory provision that applies to patents, but not to any other intangible
property right. Code Section 1235 treats gain from the disposition of substantially all rights in a patent
as capital gain. The House Bill would have repealed this provision, but the final bill left it intact. Though
semantically confusing, Section 1235 dominates Section 1221. Literally the following two rules apply.
1.

A patent cannot be a capital asset to the creator. [Code Sec. 1221(a)(3)]

2.

Gain on disposition of a patent by its creator is capital gain, even though the patent is not
a capital asset.

However, this rule does not apply to a transfer to a related person. [Code Sec. 1235(b)(2)] For this
purpose, a related person is defined in Section 267(b) or Section 707(b), except that the threshold is
lowered. A shareholder and corporation are related if the shareholder owns more than 25% of the stock
in a corporation or a partner owns more than 25% of the capital or profits interest in the partnership.
[Code Sec. 1235(c)(1)] Moreover, indirect ownership of a corporation or partnership does not extend to
interests held by siblings. [Code Sec. 1235(c)(2)]

Example 33
Thomas Edsel, an inventor, has a feasible idea for developing a new type of synthetic fuel.
General Oil Company, a widely-held C corporation is interested in this development.
Accordingly, they form a partnership whereby Thomas will direct the research and
General Oil will provide funding. Each will have a 50% profits and capital interest. If
the patent is successful and the partnership sells the patent to an independent party,
the partnership and thus the partners will realize capital gain on the disposition of the
patent. If the partnership sells the partnership to General Oil, it will generate ordinary
income, since a patent cannot be a capital asset and the buyer owns more than 25% of
the seller.

3.09 RESTRICTIONS ON DEDUCTIBILITY OF ENTERTAINMENT AND CERTAIN FRINGE
BENEFITS FOR EMPLOYEES
Deductions for entertainment expenses have been subject to cutbacks since the 1960s. The TCJA
repealed most of the entertainment expense deductions completely. Thus, the rules limiting deductions
to events “directly related to” or “associated with” the active conduct of a trade or business are no longer
relevant. The new prohibitions apply to any item paid for an activity or facility. [Code Sec. 274(a)(1)] Dues
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or fees to any social, athletic, or sporting club or organization are specifically disallowed. [Code Sec.
274(a)(2)(A)] This disallowance applies to memberships in any club organized for business, pleasure,
recreation, or other social purpose. [Code Sec. 274(a)(3)]
The disallowance extends to qualified transportation fringe benefits provided by an employer to an
employee. [Code Sec. 274(a)(4)] For many employees, the exclusion of the value provided by the
employer still applies to commuter vehicles, and transit pass commuting reimbursements. [Code Sec.
132(f )(1)] However, for this purpose, a partner is not treated as an employee of the partnership, and
cannot claim the exclusion. [Code Secs. 132(f)(5)(E), 401(c)(1)] Consequently, a partnership that pays
for parking on behalf of a partner should treat the payment as guaranteed payments to the partner.

Example 34
Leggo Law, LLP, pays for parking at its office building for all employees and partners.
The value of the parking is $82.50 per month, or $1,000 per year. Leggo has five
partners who receive this benefit. Under the default rule, Leggo might incur $5,000
of nondeductible expense, and the partners would each receive $1,000 of income.
However, if Leggo reports $1,000 to each partner as a guaranteed payment, the
partnership claims the deduction as guaranteed payments for services. The recipient
partners claim no exclusion or deduction for the parking.
Since a partner cannot claim the exclusion, neither can a person who owns more than 2% of the stock in
an S corporation, actually or constructively. [Code Sec. 1372(a)] However, the S corporation can claim a
compensation deduction by reporting the benefit on the Form W-2 of each shareholder-employee.

3.10 BUSINESS INTEREST LIMITATIONS
Most interest has been treated as an ordinary deduction if it relates directly to a trade or business.
However, there are new limitations beginning in 2018. The Tax Cuts and Jobs Act of 2017 enacted Code
Section 163(j). This provision limits the deduction for business interest payments. For many business
taxpayers, the limit is:
1.

100% of business interest income, plus;

2.

30% of adjusted taxable income, plus;

3.

Floor plan interest paid on vehicle inventory held for sale or lease. [Code Sec. 163(j)(1)]
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Comment
As this Guide goes to press, there are ambiguities in the interest deduction limit that
will need to be interpreted. Among these are the definition of business interest income.
It should be obvious that it applies to a bank or other lending institution. However, it
might also apply to manufacturers or resellers who finance their customers’ purchases.
Another term that may need some interpretation is “adjusted taxable income,” which
includes income, gains, losses and deductions “properly allocable” to a trade or business.
The interest deduction limit applies to all entities, including proprietors, partnerships, S corporations and
C corporations. [Code Sec. 163(j)(3)] Interest that exceeds the limit is carried forward indefinitely. [Code
Sec. 163(j)(2)]
There are some taxpayers to which the limit does not apply. One important exception is that the restriction
does not apply to floor plan interest, principally found in automobile and farm equipment dealerships.
Another exception allows a deduction of interest for 100% of the taxpayer’s business interest income
principally applicable to lending businesses. There are also exceptions for certain electing real property
trades or businesses and electing farming businesses. The most important exception for small businesses
is that it does not apply to any entity if its average annual gross receipts for the three preceding years
do not exceed $25,000,000. [Code Sec. 163(j)(3)] As is the case with the accounting methods, each
entity must aggregate its past three years gross receipts with those of other businesses under common
control. [See discussion at 3.01 Cash Method of Accounting]
There is no phaseout range for this limit, based on gross receipts or taxable income. Moreover, it is not
specifically defined as an accounting method. Therefore, a taxpayer whose gross receipts for the three
preceding years edge slightly above $25,000,000 will suddenly become subject to the full impact of this
provision. Since it is not specifically treated as an accounting method, it does not appear to be subject to
a Code Section 481(a) adjustment period.

Example 35
Borco, Inc. has gross receipts as follows:
Year
2015
2016
2017
2018
2019
2020
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Gross
receipts
24,000,000
24,600,000
25,200,000
25,800,000
23,900,000
23,000,000

Average
annual

24,600,000
25,200,000
24,966,667

Example 35 (continued)
In 2018 and 2020, Borco is not subject to Section 163(j). In 2019, Borco is subject
to Section 163(j). Borco has no business interest income and no floor plan financing.
Therefore, in a year when Borco is subject to Section 163(j), its interest deduction is
limited to 30% of its adjusted taxable income. Borco’s adjusted taxable income and its
interest expense for 2018, 2019 and 2020 is:
Taxable income
before interest
3,200,000
2,880,000
3,168,000

Year
2018
2019
2020

Interest
incurred
1,800,000
1.900,000
1,400,000

Borco’s interest deduction, taxable income and business interest carryover for the three
years are as follows:
Year
2018
2019
2020

Taxable income
before interest
3,200,000
2,880,000
3,168,000

Interest
deduction
1,800,000
864,000
2,436,000

Taxable
income
1,400,000
2,016,000
732,000

Interest
carryover
0
1,036,000
0

Business Interest Income
When lending is an activity of a business, the 30% adjusted taxable income limit is relaxed to allow an
interest deduction of 100% of the business interest income. [Code Sec. 163(j)(1)(A)] In this case the
interest deduction can create or add to a loss.

Example 36
Lenco, Inc. is a consumer finance company. For 2018, its interest income was
$30,000,000 and its expenses, other than interest, were $12,000,000. Interest expense
was $20,000,000. Lenco’s interest deduction is $20,000,000, and its overall result for
2018 is a loss of $2,000,000.
However, when a business has interest income and income from other sources, it must segregate the
types of income and apply different limits to the income types.
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Example 37
Multico is a consumer lending business that also sells insurance. In 2018, Multico’s
income and deductions were:
Book Income
Interest income
Other income
Other deductions
Interest expense
Income

$14,000,000
17,000,000
(7,000,000)
(19,000,000)
$5,000,000

Multico’s adjusted taxable income is:
Book income
Less interest income
Add interest expense
Adjusted taxable income

$5,000,000
(14,000,000)
19,000,000
$10,000,000

Multico’s interest deduction is:
100% of interest income
0% of adjusted taxable income
Allowable for 2018

(14,000,000)
3,000,000
$17,000,000

Multico’s taxable income is $7,000,000 and Multico carries $2,000,000 of excess
interest expense forward to 2019.

Floor Plan Interest
The only category of interest that is deductible without limits is floor plan interest. This is interest on
indebtedness used to finance the acquisition of “motor vehicles” for sale or lease. The term includes
motorcycles, cars, trucks, motorhomes, boats and farm machinery and equipment. [Code Sec. 163(j)(9)
(B)] It does not include interest on floor plan financing of construction equipment.

Special Rules for Adjusted Taxable Income
The term “adjusted taxable income” has some special rules. First, the entity needs to eliminate items that
are not connected with the business. Examples would include nonbusiness interest or dividend income,
gains and losses from the sale of nonbusiness property, charitable contributions, etc. [Code Sec. 163(j)
(8)(A)(i)] Since business interest income has its own special rule, it is also eliminated from this category.
[Code Sec. 163(j)(8)(A)(ii)]
For taxable years beginning before 2022, the taxpayer also adds back any deduction for depreciation,
amortization or depletion. [Code Sec. 163(j)(8)(A)(v)]
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Comment
Elimination of depreciation from the calculation of adjusted taxable income creates a
rule whereby some taxpayers may be able to deduct business interest and still report a
loss for tax purposes.

Example 38
Depco, a C corporation, reports the following for 2018:
Book Income or loss
Gross income
Depreciation
Other deductions
Interest expense
Loss

$17,000,000
(6,500,000)
(9,000,000)
(3,000,000)
($1,500,000)

Depco’s adjusted taxable income is:
Gross income
Depreciation
Other deductions
Interest expense
Adjusted taxable income
Interest allowed (30%)
Carried forward

$17,000,000
0
(9,000,000)
0
$8,000,000
(2,400,000)
(600,000)

Depco’s taxable income is:
Gross income
Depreciation
Other deductions
Interest expense
Loss

$17,000,000
(6,500,000)
(9,000,000)
(2,400,000)
($900,000)

Any net operating loss deduction or Section 199A QBI deduction are also ignored for this calculation.
[Code Sec. 163(j)(8)(A)(iii), (iv)]

Ability to Elect Out of Business Interest Limit
Congress felt it was necessary to allow two types of activities to elect out of the business interest limits.
Both the real estate industry and farming (amongst others) tend to be heavily leveraged, and would
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apparently be damaged (more than other, less critical) industries by the interest limit. Accordingly, a
taxpayer who operates one of these businesses may elect to have the limit of Section 163(j) not apply.
When the owner of the business is a partnership or S corporation, the entity must make this election,
along with any other depreciation election.

Electing Real Property Trade or Business
Any trade or business subject to the real property trade or business definition of Code Section 469(c)(7)
(C) may elect to not have the business interest limit apply. [Code Sec. 163(j)(7)(B)] These businesses
include “any real property development, redevelopment, construction, reconstruction, acquisition,
conversion, rental, operation, management, leasing, or brokerage trade or business.”
The only tradeoff is that the business must use the alternative depreciation system (ADS). [Code Secs.
163(j)(10)(A), 168(g)(1)(F)] This election applies to all nonresidential real property, residential real
property and qualified improvement property. [Code Sec. 168(g)(8)] Qualified improvement property is a
category added by the TCJA, which receives discussion in Chapter 4 of this Guide.
The ADS depreciation election will not likely be a great sacrifice for most highly leveraged real estate
operations. The normal MACRS period for residential realty is 27.5 years, and the ADS period is 30
years. Nonresidential real property is subject to a 39-year MACRS period and 40 years for ADS. The
Code does not specify MACRS or ADS periods for qualified improvement property, but the legislative
history indicates that the MACRS period is 15 years and the ADS period is 20 years. There may be
a considerable sacrifice for qualified improvement property, however. This property qualifies for an
immediate deduction under both the bonus depreciation [Code Sec. 168(k)] and the asset expensing
[Code Sec. 179] provisions. The ADS method for all long-lived properties is straight line.
The election to use ADS is irrevocable and applies to all property placed in service by the taxpayer
during the year within the class. [Code Sec. 168(g)(7)]

Electing Farming Business
A farming business, including an agricultural cooperative, may elect to not have the business interest
limitation apply. [Code Sec. 163(j)(7)(C)] The price of this election is that the farming business must use
ADS for its depreciation deductions. [Code Sec. 163(j)(10)(B)] However, this election applies only to
property with an MACRS recovery period of 10 years or more. [Code Sec. 168(g)(1)(G)]

Business Interest Limitation Inapplicable to Utilities
Code Section 163(j) does not apply to certain utilities. Any business that furnishes electricity, water
or sewage disposal, or gas or steam through a local distribution system or pipeline may be exempt.
However, to qualify for this exemption the rates must be established or approved by a governmental unit
or an electrical cooperative. [Code Sec. 163(j)(7)(A)]
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Application to Various Tax Entities
The interest deduction limitation applies to all tax entities, including C corporations, S corporations,
proprietorships, and partnerships. The rules for C corporations are relatively straightforward. The rules
applicable to S corporations become a bit more complicated due to the pass-through characteristic of the
entity. The rules for partnerships and partners become considerably more complicated, with implications
at both the entity and member levels. C corporations, S corporations, other partnerships and individuals
may be members of partnerships. Individuals may also be shareholders in S corporations. Each partner
or S corporation shareholder must consider the effects of this rule on the income and deductions
allocated from any pass-through entities.

C Corporations
A business conducted as a C corporation needs to determine its average annual gross receipts for the
three preceding years to determine whether or not it is subject to the limits. The results described in
Example 38 would apply to a C corporation.
The C corporation’s business income, business interest, floor plan interest or ability to elect in or out of
the provisions are all confined to the entity. These issues do not flow through to the shareholders.
If the C corporation is also a member of one or more partnerships, it must consider the business income
and business interest expense flowing through from the partnership or partnerships.

Example 39
Depco, from Example 38, paid $3,000,000 in 2018. Because of the amount of its
adjusted taxable income, Depco was only able to deduct $2,400,000. The $600,000
excess business interest from 2018 is treated as business interest incurred in 2019.
Assume that Depco’s 2019 income and deductions are:
Book Income or loss
Gross income
Depreciation
Other deductions
Interest expense
Income (loss)

$19,000,000
(6,400,000)
(7,000,000)
(3,100,000)
($2,500,000)

Depco’s adjusted taxable income is:
Gross income
Depreciation
Other deductions
Interest expense
Adjusted taxable income
Interest allowed (30%)
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$19,000,000
0
(7,000,000)
0
$12,000,000
(3,600,000)

Example 39 (continued)
Interest incurred in 2019
Carried forward from 2018
Total for 2019
Allowed in 2019
Carried forward

($3,100,000)
(600,000)
(3,700,000)
(3,600,000)
($100,000)

Depco’s taxable income for 2019 is:
Gross income
Depreciation
Other deductions
Interest expense
Income (loss)

$19,000,000
(6,400,000)
(7,000,000)
(3,600,000)
$2,000,000

There is no expiration of the carryforward. There is no express permission to deduct previously unused
excess business interest in a corporation’s final year if it is liquidated under the general tax rules.
However, if a subsidiary corporation is liquidated into a parent corporation, or if a corporation is acquired
in a merger or other tax-free reorganization, the unused business interest limitation is available to the
surviving corporation. [Code Sec. 381(c)(20)]
However, these carryovers will be subject to the business interest limitations in the surviving corporation,
as well as the limited use of net operating losses. These attributes will also be subject to the Code
Section 382 limitations if there is a change in ownership that triggers this limit.

S Corporations and Shareholders
When the taxpayer in question is an S corporation, the disallowance, or deferral of the deduction is
applied at the corporate level. The corporation must determine whether or not it meets the $25,000,000
gross receipts test, considering the gross receipts of other members if it is in a controlled group of
corporations or any other group of businesses under common control.

Example 40
JAE Corporation is an S corporation. Jeanne, Anthony and Elaine are the three equal
shareholders. In 2018, JAE is subject to the interest limit of Code Section 163(j). JAE’s
book income for the year is $750,000 but the interest disallowance increases its taxable
income to $810,000. The difference of $60,000 is entirely due to the limitation on
business interest for JAE. JAE carries this excess business interest forward to 2019.
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Example 40 (continued)
JAE’s shareholders will report $810,000 ($270,000 each) in 2018. JAE’s Accumulated
Adjustments Account (AAA) will increase by $810,000 in 2018, before considering any
distributions to the shareholders. The shareholders will each add $270,000 to their
bases in 2018 before considering any distributions in 2018. The excess taxable income
does not flow through to the shareholders and has no effect on their income tax for
2018.
A shareholder in an S corporation may have other sources of trade or business income. If the shareholder
is also subject to the business interest limitation, there may be some interplay between the shareholder’s
allocable share of the corporation’s limits and the shareholder’s limits.
In general, the shareholder cannot include any of the distributive share of the S corporation’s taxable
income in his or her personal adjusted taxable income. [Code Sec. 163(j)(4)(A)(ii)(I), 163(j)(4)(D)]
However, if the S corporation’s business interest is less than 30% of its adjusted taxable income, it
allocates the excess taxable income (ETI) among its shareholders in accordance with their percentages
of the corporation’s ordinary income. [Code Sec. 163(j)(4)(A)(ii)(II), 163(j)(4)(C), 163(j)(4)(D)]

Example 41
Exco, Inc., an S corporation, is subject to the business interest limitation rules in 2018.
One of the shareholders, Victor, is subject to the business interest limitation on another
business interest. Victor holds 40% of the outstanding shares of Exco throughout 2018.
In 2018, Exco reports the following:
Non-interest income
Business interest
Taxable income

$100,000
24,000
$76,000

Exco’s adjusted taxable income is $100,000.
Exco’s limit for 2018 is $30,000 ($100,000 x 30%). Therefore, Exco could have
deducted $6,000 of additional interest in 2018. Applying the unused portion of the
limit to the total limit yields 20% ($6,000 / $30,000), so Exco has not used 20% of its
allowable interest for the year. Applying this percentage to its income yields $20,000
(20% x $100,000 adjusted taxable income).
This $20,000 is Exco’s ETI for 2018. Exco allocates Victor the following:
Taxable income (40% of $76,000)
ETI (40% of $20,000)
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$30,400
$8,000

Example 41 (continued)
Victor’s $30,400 share of the taxable income does not count as part of his adjusted
taxable income for the year. However, his $8,000 portion of the ETI does increase
his adjusted taxable income. Therefore, Victor may be allowed to deduct up to $2,400
(30% of $8,000) of business interest attributable to other activities in 2018.
When an S corporation has excess business interest (EBI), the corporation carries it forward. It has no
direct effect on any shareholder’s tax liability or other tax attributes.

Example 42
Linco, an S corporation, has one shareholder, Linda for all of 2018. In 2018, Linco
has EBI of $50,000. In early 2019, when 20% of the year has elapsed, Linda sells all
of her stock to Andrew. In 2019, Linco has ETI of $60,000. Therefore, Linco deducts
ALL $50,000 of its EBI from 2018. After deducting its interest in 2019, Linco’s taxable
income is $80,000. Linco allocates 20%, or $16,000 to Linda, and the remaining
$64,000 to Andrew. Linco does not make any special allocation of its 2018 EBI
carryforward to Linda.

Comment
There is a general prohibition of carryforwards by S corporations. [Code Sec. 1371(b)]
However, Section 163(j) explicitly states that an S corporation treats its excess business
interest as paid in the succeeding taxable year. Therefore, there is statutory authority
for an S corporation to carry this particular item forward from one S corporation year to
another. However, the disallowance could become permanent if a corporation changes
from C to S corporation status, or vice-versa.

Electing or Terminating S Status
Code Section 1371(b) clearly states that a C corporation cannot carry forward (or back) any item to a
year in which it is an S corporation. [Code Sec. 1371(b)(1)] Similarly, there is no permitted carryover by
an S corporation to a year in which it is a C corporation. [Code Sec. 1371(b)(1)]
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Example 43
Assume that Linco, from Example 42, terminates its S election on January 1, 2019.
Apparently, the EBI from 2018 is a carryover item, generated in a year in which Linco
was a C corporation. The statute appears to disallow deduction of this interest when
Linco becomes a C corporation.

Partnerships and Partners
The treatment of business interest paid by a partnership has only limited parallels to the S corporation
rules. The major difference is that any excess business interest (EBI) is allocated to partners, rather than
being contained in the entity. [Code Sec. 163(j)(4)(B)]

Example 44
The Sapper Partnership has three members; Sally, Ann and Paul. Sally has a 40%
interest in capital and profits, whereas Ann and Paul’s interests are 35% and 25%
respectively. In 2018, Sapper and all three partners are subject to the business interest
limitation.
In 2018, Sapper has adjusted taxable income of $300,000 and interest expense of
$120,000. Book income is $180,000.
Sapper’s interest deduction is $90,000. Taxable income, after applying the business
interest limit, is $210,000. Excess business interest is $30,000. Sapper allocates its
taxable income and EBI to the partners:
Partner
Sally
Ann
Paul
Total

Taxable
income
$84,000
73,500
52,500
$210,000

EBI
$12,000
10,500
7,500
$30,000

For purposes of deducting business interest from other activities, each of the partners
has no adjusted taxable income from Sapper. Moreover, the EBI allocated from Sapper
has some special characteristics.
For purposes of calculating a partner’s outside basis, the partner’s share of EBI is treated as a
nondeductible expense. Therefore, EBI reduces the partner’s basis, in the same manner as if the
partnership had been able to deduct the interest. [Code Sec. 163(j)(4)(B)(iii)(I)] The allocation of EBI must
follow the same formula as that used to allocate the partnership’s ordinary (“non-separately computed”)
income or loss. [Code Sec. 163(j)(4)(B)(i)(II)]
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Example 45
The Sapper partners, from Example 44 will each adjust basis for 2018 as follows:
Partner
Sally
Ann
Paul
Total

Taxable
income
$84,000
73,500
52,500
$210,000

EBI
($12,000)
(10,500)
(7,500)
($30,000)

Basis
Adjustment
$72,000
63,000
45,000
$180,000

In this example each partner’s basis adjustment equals his or her share of the
partnership’s book income. This would be evidence that the partnership allocation of
items is either in accordance with each partner’s interest in the partnership or would
have substantial economic effect. [See Code Sec. 704 and the regulations thereunder.]
A partner’s share of EBI has some other important characteristics. Although the EBI may be deductible
by the partner, it can only be taken into account in connection with ETI from the same partnership in
subsequent years. [Code Sec. 163(j)(4)(B), flush language]

Example 46
Assume that Sally, from Example 44 owns an interest in another partnership, Tapper.
In 2018, Tapper allocates excess taxable income of $20,000 to Sally. Sally cannot claim
a deduction for her $12,000 EBI allocated from Sapper, but must carry it forward and
deduct it only when and if she has excess taxable income from Sapper in a subsequent
year.
If the partner disposes of the interest in the partnership before deducting the EBI, the amount not
deducted is added to the partner’s outside basis in the partnership immediately before the disposition.
[Code Sec. 163(j)(4)(B)(iii)(II)]

Example 47
Assume that Ann, from Example 44, sells her interest in Sapper to Sandy in 2019 and
has not been able to deduct any of her EBI from 2018. She will add $10,500 to her
outside basis at the time of sale, and will adjust her gain or loss realized accordingly.
Sandy’s tax situation will never be affected by the EBI that Sapper allocated to Ann in
2018.
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The basis adjustment described in Code Section 163(j)(4)(B)(iii)(II) applies to any disposition, taxable or
otherwise. Thus, it would add to the donee’s basis in case of a gift of the partnership interest. It would
become part of the partner’s basis in the new entity if the partner contributed the interest to another
partnership or to a corporation in a transfer governed by Code Section 721 or 351. If the partner dies
before deducting the EBI, it would increase the basis at the time of death. Accordingly, it might affect the
deduction of unused passive activity losses on the partner’s final return if the partnership was a passive
activity to the deceased partner.

Individuals
Code Section 163(j) specifically addresses a “taxpayer which is not a corporation or a partnership.” Such
a taxpayer must compute gross receipts as if the person were a corporation or partnership. [Code Sec.
163(j)(3)] The Conference Report specifically subjects proprietorships to the business interest limitation.
[Conference Report to Accompany H.R. 1, December 15, 2017, p. 391]
In this regard it is important to distinguish between gross receipts for purposes of the applicability of
Section 163(j) and adjusted taxable income in order to measure the amount of interest allowed as a
deduction. Although the Code is not specific on what constitutes gross receipts, regulations imply that
the term encompasses every item to be reported on the tax return, according to the taxpayer’s method
of accounting. [Temp. Reg. § 1.448-1T(f)(2)(iv)(A)] The only exception would be that the amount realized
on a capital asset would be offset by the property’s basis.
Thus, wages, interest and dividend income, retirement income, annuities, gains on the sale of business
properties, social security and any other items would constitute gross receipts.

Comment
The pass through of gross receipts from an S corporation or a partnership is uncertain.
[See comments at 3.01, supra] If the IRS should extrapolate Revenue Rulings 71-455
and 73-360, there may be an express requirement for an individual to include the gross
receipts of all pass-through entities in which the person owns an interest in determining
his or her own gross receipts. [Rev. Rul. 71-455, 1971-2 CB 318, Rev. Rul. 73-360, 19732 CB 294]
Otherwise the aggregation rules of Sections 52 and 414 would require the individual to
include all of the gross receipts of a partnership in which he or she holds more than 50%
of the interest, directly or indirectly. Similarly, the aggregation rules of Sections 52 and
414 would require a person who owns more than 50% of the shares in an S corporation
to include those gross receipts in determining the applicability of the $25,000,000
threshold applicable to the business interest limit.
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Example 48
Dianna owns 60% of the capital and profits in Dyno Partnership and 40% of the stock
in Dearco, an S corporation. She is not related to any person who owns any interest in
either of these entities. She also owns several rental properties and a profitable resort
hotel. In testing for her gross receipts, the requirement for an individual to be treated as
a corporation or partnership indicates that she must aggregate all of her gross receipts
from her own hotel and rental properties, as well as 100% of the gross receipts of Dyno.
Since Dearco and Dianna would not be aggregated using either the rules of Section
52 or Section 414, she would not include 100% of Dearco’s gross receipts in the test.
Whether or not she would include 40% of Dearco’s gross receipts is questionable.
An individual who is subject to the business interest limitation must also determine his or her adjusted
taxable income. In doing so, the income from a proprietorship would be one source of adjusted taxable
income. The individual must also determine any ETI from an S corporation or a partnership. These
amounts will free up business interest that might otherwise be disallowed for the current year. However,
no income actually passing through to the individual will raise the limit for deductibility of interest.
[Code Sec. 163(j)(4)(A)(ii)(I), 163(j)(4)(D)] However, these rules apparently apply to partnerships and S
corporations that are subject, at the entity level, to Code Section 163(j). Ordinary taxable income from
other partnerships and S corporations, as well as income from trusts and estates, should enter into the
computation of adjusted taxable income.
The individual’s adjusted taxable income does not include any income or deductions not associated with
a trade or business. It also excludes wages and salaries, in addition to the exclusions for electing real
property trades or business, electing farming businesses, or utilities.

Comment
If the individual is subject to the business interest limitation, the nondeductible portion
carries forward indefinitely. However, the situation is not so clear if the individual has
excess taxable income not connected with a partnership or S corporation. Although
it would seem reasonable to allow the individual to carry this item forward if the ETI
is derived from sources other than a pass-through entity, there is no clear statutory
authority to do so.
The interest limitation does not apply to investment interest. [Code Sec. 163(j)(5)] This deduction remains
subject to the investment income limit. [Code Sec. 163(d)] Investment income is not a component of
adjusted taxable income.
There are no transition rules for interest paid on debts arising before 2018. Moreover, interest accrued
but not paid in 2017, due to the related party rule, is subject to the disallowance when it is paid in 2018.
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CHAPTER 3: TEST YOUR KNOWLEDGE
The following questions are designed to ensure that you have a complete understanding of the
information presented in the chapter (assignment). They are included as an additional tool to enhance
your learning experience and do not need to be submitted in order to receive CPE credit.
We recommend that you answer each question and then compare your response to the suggested
solutions on the following page(s) before answering the final exam questions related to this chapter
(assignment).
1.

A partnership must aggregate their gross receipts with another entity if the
partnership owns more than what percentage of the other entity:
A. 10%
B. 25%
C. 50%
D. 80%

2.

What is a group called in which one or more service organizations are
partners in another service organization:
A. a parent-subsidiary controlled group
B. a brother-sister controlled group
C. a combined group
D. an affiliated service group

3.

Which of the following is not subject to the “all events test” as modified by
the TCJA:
A. a taxpayer that files SEC Form 10-K
B. an S corporation that files audited financial statements for its creditors
C. a partnership that is required to provide audited financial statements to its
partners
D. any taxpayer who does not file Form 10-K or an audited financial statement
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4.

Under the new rules of the TCJA, which of the following is correct regarding
long term contracts:
A. the rule requires a change in accounting method
B. the rule requires a Section 481(a) adjustment
C. both A and B above
D. neither A or B above

5.

Under the TCJA, what is the limit to the amount of property a taxpayer may
place in service for purposes of bonus depreciation:
A. $500,000
B. $1,000,000
C. $2,500,000
D. unlimited

6.

In order for the IRS to respect an allocation of a partnership of any item of
income or expense to the various partners, which of the following must be
met:
A. the allocation must be in proportion to the partner’s interest in the partnership
B. the allocation must have substantial economic effect
C. either A or B above
D. both A and B above

7.

Which of the following is correct regarding an S corporation with excess
business interest (EBI):
A. the S corporation carries it forward
B. it has a direct effect on the S corporation shareholder’s tax liability
C. both A and B above
D. none of the above
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CHAPTER 3: SOLUTIONS AND SUGGESTED RESPONSES
Below are the solutions and suggested responses for the questions on the previous page(s). If you
choose an incorrect answer, you should review the pages as indicated for each question to ensure
comprehension of the material.
1.

A. Incorrect. The percentage of ownership must be greater than 10% before entities must
aggregate their gross receipts.
B. Incorrect. The percentage of ownership must be greater than 25% before entities must
aggregate their gross receipts.
C. CORRECT. When there are two or more businesses in a group under common control,
they may eliminate any intercompany payments from the gross receipts.
D. Incorrect. The percentage of ownership is less than 80% before entities must aggregate
gross receipts.
(See page 44 of the course material.)

2.

A. Incorrect. A parent-subsidiary controlled group is one in which a partnership (or S or C
corporation) owns more than 50% of another entity.
B. Incorrect. A brother-sister controlled group is one in which five or fewer persons are in
common control and effective control of two entities.
C. Incorrect. When an entity is the parent of another entity and is also in a brother-sister
relationship with a third entity, the three (or more) businesses are members of a
combined group.
D. CORRECT. This is a structure often found in some professional practices.
(See page 46 of the course material.)

3.

A. Incorrect. The Form 10-K is an applicable financial statement.
B. Incorrect. Audited financial statements are considered applicable financial statements.
C. Incorrect. Audited financial statements are considered applicable financial statements.
D. CORRECT. If a taxpayer does not have to file either Form 10-K or audited financial
statements, then they are not subject to the all events test.
(See page 54 of the course material.)
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4.

A. Incorrect. The new rule applies to contracts entered into after 2017. Therefore, there is
no change in method of accounting.
B. Incorrect. The new rule applies to contracts entered into after 2017. Therefore, there is
no Section 481(a) adjustment required.
C. Incorrect. Since the new rule only applies to contracts entered into after 2017, both
responses are not correct.
D. CORRECT. Neither response is correct because the new rule applies only to contracts
entered into after 2017.
(See page 56 of the course material.)

5.

A. Incorrect. Before 2018, the limit for Section 179 was $500,000 per year, but not bonus
depreciation.
B. Incorrect. The TCJA raised the limit for Section 179 to $1,000,000 per year for 2018, but
this amount does not relate to bonus depreciation.
C. Incorrect. The Section 179 deduction limit phases down in 2018 when a taxpayer places
more than $2,500,000 of qualified property in service, but this is not the limit amount for
bonus depreciation.
D. CORRECT. There are no limits to the amount of property a taxpayer may place in
service for purposes of the bonus depreciation allowance.
(See page 62 of the course material.)

6.

A. Incorrect. In order for the IRS to respect the allocation, one of two tests must be met.
This is one of the two tests, but not the only test.
B. Incorrect. In order for the IRS to respect the allocation, one of two tests must be met.
This is one of the two tests, but not the only test.
C. CORRECT. In order for the IRS to respect the allocation, one of two tests must be met.
The tests listed in A and B identify each of the two tests.
D. Incorrect. Only one of the two tests must be met, but not both.
(See page 68 of the course material.)
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7.

A. CORRECT. Although there is a general prohibition of carryforwards by S corporations,
there is statutory authority for an S corporation to carry this particular item forward from
one S corporation year to another.
B. Incorrect. Excess business income has no direct effect on any shareholder’s tax liability
or other tax attributes.
C. Incorrect. Only one of the responses is correct.
D. Incorrect. At least one of the responses is correct.
(See page 88 of the course material.)
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CHAPTER 4: INCOME AND DEDUCTIONS, OWNER
LEVEL
Chapter Objective
After completing this chapter, you should be able to:
• Identify the rules in the TCJA related to claiming a deduction for “qualified business income.”

4.01 QUALIFIED BUSINESS INCOME
Probably the most complex and far-reaching rule contained in the TCJA is the ability to claim a deduction
for “qualified business income.” This rule, contained in Code Section 199A, permits proprietors, partners
and S corporation shareholders to claim a deduction for up to 20% of the taxable income from their
enterprises. This new deduction is termed the “Section 199A deduction” or the “QBI deduction.”
The American Jobs Creation Act of 2004 had added a deduction for Income Attributable to Domestic
Production Activities. [Code Sec. 199] This rule allowed a deduction for certain income of various
domestic production activities − up to 9% of taxable income. To allay some concerns about exportation
of jobs, this deduction was limited to 50% of the W-2 wages paid in a taxable year. Thus, outsourcing
of jobs could mean the loss of part of the base for the deduction. The Tax Cuts and Jobs Act repealed
this deduction, but retained the 50% of W-2 wage rule for the QBI deduction. To accommodate real
estate enterprises, which do not always have significant W-2 wage payments, Section 199A provides an
alternate test using the basis of depreciable property.
In 2018, two tax savings mechanisms replace the former Section 199, Domestic Production Activities
Deduction:
1.

Reduction of the C corporation rate to 21%; and

2.

A special deduction for noncorporate taxpayers for qualified business income (QBI).

However, the Consolidated Appropriations Act, 2018 [P.L. 115-141] restored the rules of former Section
199 for cooperatives. [P.L. 115-141, Sec. 101(b)(2)(A), Div. T]

Deduction for Qualified Business Income (QBI)
Code Section 199A permits a deduction for 20% of certain income from partnerships, proprietorships
and S corporations. It also applies to dividends from real estate investment trusts (REITs), income from
publicly-traded partnerships (PTPs) and certain payments from cooperatives (COOPs) to their patrons.
The deduction is 20% of the qualifying income, but is limited to 20% of the individual’s taxable income,
reduced for items taxed as net capital gains (long-term capital gains and qualified dividends). [Code
Sec. 199A(a)(1)(B)] The deduction is taken below AGI, although it is available in full for taxpayers who
itemize or those who use the standard deduction. [Code Sec. 63(b)(3)]
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The rules for income from Real Estate Investment Trusts (REITs) and Publicly Traded Partnerships
(PTPs) are straightforward. Commercial businesses, professional service businesses and farms are
subject to the most complex rules described below.
• The rules require separate computations for each separate trade or business;
• The income and other items must be effectively connected with a U.S. trade or business;
• There are special rules based on the taxpayer’s taxable income (before the § 199A
deduction);
• Wage, salary and retirement income are not components of QBI;
• Dividends, including qualified dividends, are not components of QBI;
• Capital gains and losses do not directly enter into the computation of QBI, but these items
may affect the ultimate deduction.

Comment
The QBI deduction was written hastily, and was amended several times between its
initial exposure in the Senate draft bill and the product that ultimately became law.
The various drafters omitted detailed rules which may be necessary to apply the law
in its intended manner. Some of these might take the form of technical corrections
or other statutory changes down the road. However, the IRS has specific and broad
regulatory authority to interpret Section 199A. [Code Sec. 199A(f )(4)] Therefore, its
interpretations will have substantial weight of authority and will not be easy to challenge
successfully. The Consolidated Appropriations Act, 2018 has already amended rules
concerning cooperatives and their patrons. More corrections are to be expected. This
deduction is one of the rules for which the IRS expects to issue regulations during the
summer of 2018.

Income from REITs and PTPs
A REIT is a domestic corporation, or association treated as a corporation for federal tax purposes, which
qualifies and elects to be treated as a REIT. [Code Sec. 856] Substantially all of its income and assets
must be connected with real estate. It must have 100 or more owners and cannot be controlled by a
small group. It must distribute at least 90% of its taxable income.
A REIT is taxable as a corporation, except that it deducts the dividends paid to its owners. The owners
include the dividends from the REIT as gross income. Some of the dividends may be treated as capital
gains and others as ordinary income. [Code Sec. 857]
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Comment
REITs are subject to several complex rules as to permissible income, assets and activities.
These rules are beyond the scope of this Guide, and are found in Code Sections 856–
860.

A PTP exists when interests in the partnership are traded on an established securities market or
secondary market. [Code Sec. 7704(b)] A PTP is treated as a corporation unless 90% or more of its
gross income is from “passive-type” sources. [Code Sec. 7704(c)] These sources are interest, dividends,
real property rents, gains from the disposition of real property, income from oil, gas, mineral and other
natural resources, and gains from disposition of any assets used in these income-producing activities.
[Code Sec. 7704(d)] There are special rules relating to commodities.
A distribution from a REIT to an individual is not QBI, per se. [Code Sec. 199A(c)(1)] However, a
distribution from a REIT qualifies for the 20% deduction if it is not treated as a capital gain or qualified
dividend. [Code Sec. 199A(b)(1)(B), 199A(e)(3)] Similarly, an individual’s share of income from a PTP is
not QBI, although it qualifies for the 20% deduction.
The shareholder deduction for QBI from a REIT or PTP does not depend on the W-2 wages or qualified
property of the entity. Moreover, there is no requirement that the REIT or PTP must derive its income
from domestic sources.
Gains from dispositions of interests in REITs and PTPs are generally capital gains. However, if a PTP
has unrealized receivables or substantially appreciated inventory items, some or all of the gain on the
disposition of an interest in a partnership may be ordinary income. [Code Sec. 751(a)] Ordinary income
resulting from the disposition of a PTP qualifies for the ABI deduction.

Comment
Given the requirements for the income and assets of a qualifying PTP, it is unlikely
that unrealized receivables and substantially appreciated inventory items would be a
significant portion of the partnership’s assets. Therefore, it is unlikely that many gains
from the disposition of interests in these entities will be treated as ordinary income.
The deduction for income from a REIT or PTP is the easiest to compute. There is no reference to W-2
wages, qualified property or the taxpayer’s taxable income, except for the overall limit. The deduction is
the lesser of 20% of the REIT or PTP income or 20% of the individual’s taxable income (excluding gains
and dividends taxed at capital gain rates).
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Example 1
Jeannie, a single individual, has the following income in 2018:
Salary
Dividends from REITs (ordinary income)
Income from PTPs
AGI

$100,000
50,000
40,000
$190,000

Her itemized deductions are $31,000. Thus, her taxable income is $159,000, before
any QBI deduction. She calculates her base for the QBI deduction as the lesser of:
Income from REITs and PTPs
Tentative deduction
Taxable income:
AGI
Less itemized deductions
Taxable income pre QBI
Tentative deduction
Lesser amount
199A Deduction

$90,000
20%

190,000
(31,000)
159,000
20%

18,000

31,800
18,000
$18,000

When some of the taxable income is taxed as a net capital gain there is another limitation. Since capital
gain tax rates already provide an advantage over ordinary income, this amount of taxable income
reduces the base for the QBI deduction. [Code Sec. 199A(2)(B)]

Example 2
Merle, a single individual, has the following income in 2018:
Qualified dividends
Dividends from REITs
Income from PTPs
AGI

$100,000
50,000
40,000
$190,000

His itemized deductions are $31,000. Thus, his taxable income before the QBI deduction
is $159,000, the same amount reported by Jeannie in Example 1. He calculates his base
for the QBI deduction as the lesser of:
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Example 2 (continued)
Income from REITs and PTPs
Tentative deduction
Taxable income:
AGI
Less itemized deductions
Taxable income pre QBI
Less net capital gain
Taxable income limitation
Tentative deduction
Lesser amount
199A Deduction

$90,000
20%

190,000
(31,000)
159,000
(100,000)
59,000
20%

18,000

11,800
11,800
$11,800

Income from Sources Other Than REITs and PTPs
For business income other than from REITs and PTPs, there are several requirements, some of which
depend upon the taxpayer’s level of income. Rules that do not fluctuate with the taxpayer’s income level
include:
• The income must be effectively connected with a U.S. trade or business; [Code Sec.
199A(c)(3)(A)(i)]
• Certain income is not QBI, even if it is effectively connected with a U.S. trade or business;
[Code Sec. 199A(c)(3)(B)]
• Each taxpayer must compute a separate deduction for each trade or business. [Code
Sec. 199A(b)(2)]
Provisions that vary with the taxpayer’s income are:
• The deduction is generally limited to 20% of the taxable income if taxable income is less
than the taxpayer’s QBI. [Code Sec. 199A(a)(1)(B)(i)]
• Income from a specified service business may or may not be part of the base for the QBI
deduction. [Code Sec. 199A(d)(1)(A), 199A(d)(3)]
• For a business other than specified service activity, the deduction may or may not depend
on W-2 wages paid by the taxpayer or qualified property held by the taxpayer. [Code Sec.
199A(b)(2)]
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Effectively Connected with Trade or Business within U.S
To be QBI, the income must be effectively connected with a U.S. trade or business. [Code Sec. 199A(c)
(3)(A)(i)] This rule borrows from Code Section 864(c), in Subchapter N, Tax Based on Income from
Sources Within or Without the United States.
The U.S. place of business is also a material factor if it is used for management of U.S. sales, rents or
royalties. [Reg. § 1.864-6(b)(2)] Thus, rentals and royalties from U.S. property are clearly within this
requirement. Any business conducted in Puerto Rico is treated as a U.S. trade or business for this
purpose. [Code Sec. 199A(f )(1)(C)(i)]
Section 864(c) contains several rules applicable to foreign persons and entities and most of its language
is concerned with what is not U.S. source income. The principal test is based on having an office or other
fixed place of business within the U.S., if the place is a material factor in the realization of the income,
gain, or loss, and if the income, gain, or loss is realized in the ordinary course of the trade or business
carried on through that office or other fixed place of business. [Reg. § 1.864-6(b)(1)]

Income Not Treated as Qualified Business Income
Certain income is not QBI, even if it is effectively connected with a U.S. trade or business. [Code Sec.
199A(c)(3)(B)]
These items include:
• Long-term and short-term capital gains and losses;
• Dividends and equivalents (other than patronage dividends from cooperatives);
• Interest (other than that properly allocable to a trade or business); and
• Annuities (unless properly allocable to a trade or business).
In addition, wage or salary income received from the activity does not constitute QBI for an S corporation
shareholder-employee. [Code Sec. 199A(c)(4)(A)] Similarly, guaranteed payments received by a partner,
as well as any amounts received by a partner in a nonpartner capacity do not count as QBI. [Code Sec.
199A(c)(4)(B), (C)]
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Example 3
Sandy and Paul are the sole and equal shareholders of Sapco, an S corporation. Sandy is
the president and active manager of the corporation’s business. Paul, her brother, lives
in another state and is a passive investor. All of the business income in 2018 is QBI.
The net income, after payment of Sandy’s $200,000 salary, is $600,000. There are
no other employees of Sapco. Sandy and Paul would each treat $300,000 as qualified
business income and would each treat their portions of Sandy’s salary as qualifying
W-2 wages (see discussion below). Therefore, assuming that both shareholders had
taxable income in excess of the threshold and phaseout limits, they could claim a QBI
deduction of $50,000, the lesser of 20% of QBI or 50% of their allocable W-2 wages.
Sandy cannot claim any of her salary as QBI.

Example 4
Assume the same facts in Example 3 except that Sapco is a limited liability company,
treated as a partnership for federal income tax purposes. Sandy’s compensation is a
guaranteed payment for services. Since guaranteed payments are not reported on Form
W-2, Sapco has no qualifying W-2 wages. If the partners are above the threshold and
phaseout ranges, they cannot claim any QBI deduction.
These rules do not restrict QBI to ordinary income, per se. As a matter of fact, due to the incorporation
of the Section 864 rules, gains from sales of property used in a U.S. trade or business are not excluded
from QBI.

Example 5
Salty, an S corporation realized $85,000 of ordinary income in 2018. It also sold
some business assets, resulting in a $25,000 depreciation recapture and $45,000 of
Section 1231 gain from the sale of depreciated real estate. Salty also reported interest
and dividend income of $10,000 from portfolio investments. Salty has no sources of
income from outside the U.S.
Sally, the sole shareholder of Salty, computes her QBI from Salty as
Ordinary income
Depreciation recapture
Section 1231 gain
QBI
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$85,000
25,000
45,000
$155,000

Example 5 (continued)
The ordinary income and the depreciation recapture are taxable at ordinary income
rates. Thus, if Sally is at the highest income bracket, and has sufficient taxable income
to deduct the entire 20% from Salty, the effective tax rate on this income is 29.6 %
(80% x 37%). Assuming the Section 1231 gain is not converted to ordinary income by
the five-year lookback rule, its effective rate is only 16% (80% x 20%). However, any of
the Section 1231 gain that is treated as capital gain will reduce the taxable income limit.
See Example 2.

Comment
The IRS has substantial regulatory authority to interpret Section 199A. [Code Sec.
199A(f)(4)] Tax professionals should be on the lookout for guidance issued by the IRS
subsequent to publication of this material to determine whether or not a gain may
simultaneously qualify as a Section 1231 gain and as an element of QBI.

August 2018 Proposed Regulations
Regulation 1.199A-3 sheds light on the interaction between section 1231 and QBI. If gain
or loss is treated as capital gain or loss under section 1231, it is not QBI. Conversely, if
section 1231 provides that gains or losses are not treated as gains or losses from sales
or exchanges of capital assets, the gains or losses must be included in QBI (provided all
other requirements are met).

Taxable Income Threshold Rules
Some of the most important tax planning needs to focus on increasing or decreasing taxable income to
get certain results for the QBI deduction. Important limits apply to individual taxpayers, based on their
level of taxable income.
• If taxable income is below a certain threshold, income from specified services constitutes
qualified business income. If the income is above the threshold, this income does not
qualify for the QBI deduction.
• If income is below the threshold, the deduction for income from a trade or business
other than a specified service activity is not dependent upon the W-2 wages paid by the
business or the qualified property held by the business. If the taxpayer’s income exceeds
the threshold, the deduction for QBI is limited by one or both of these factors.
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When income exceeds the threshold, there is a phaseout range. When taxable income exceeds the
threshold, but is within the phaseout range, the limits apply in part. When taxable income exceeds the
threshold plus the phaseout range, the limits apply in full. The threshold rules depend on the taxpayer’s
filing status. [Code Sec. 199A(e)(2)]

TABLE 1. THRESHOLDS FOR PHASE-IN OF LIMITATIONS

Filing status

All except Married
Filing Joint

Married Filing
Joint

$157,500

$315,000

50,000
$207,500

100,000
$415,000

Threshold
Phaseout for wage and property limit
[Code Sec. 199A(b)(3)(B)] and service
income [Code Sec. 199A(d)(3)]
End of phaseout

Separate Computation for Each Trade or Business
Code Section 199A requires a separate computation of the income and other limits for each qualified
trade or business. [Code Sec. 199A(b)(1)(A), Code Sec. 199A(c)(1)] Accordingly, a taxpayer with more
than one trade or business may not mix the income of one activity with the W-2 wages or qualified
property of another.
Determination of what constitutes a separate trade or business will be problematic for planning and
compliance with the new deduction. In some cases, taxpayers may want to separate certain activities,
especially when one activity is a specified service business, and another is not.
In other cases, taxpayers will want to combine business ventures so that the income from one enterprise
can draw upon the W-2 wages or qualified property of another.
The Code does not specify rules for aggregation and separation. The legislative history states that the
grouping rules used for Code Section 469 will also govern the separateness or combination of enterprises
for purposes of the Section 199A rules. [Conference Report to Accompany H.R. 1, December 15, 2017,
p. 211]
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Comment
At the time of this publication, the only statement about grouping different activities
for purposes of the QBI deduction is a statement in the Conference Report, cited above.
The grouping rules discussed in this portion of the chapter were derived for compliance
with the passive activity loss rules of Code Section 469 and have been adapted to
provide guidance for the net investment income tax of Code Section 1411. Any taxpayer
evaluating these rules for application of Section 199A should consider the impact on the
tax consequences of the other tax rules to which grouping elections relate. Moreover,
taxpayers may be bound by past grouping elections, and may find that these past
elections are either beneficial or disadvantageous with respect to the qualified business
income rules.

August 2018 Proposed Regulations
The Regulations under section 1.199A-4 devote an entire section on the aggregation
rules. Please take a moment and refer to the summary at the end of the course. The
big take-away from this is that the groupings rules used under section 469 were not
adopted by the IRS. Although the section 469 rules provide some information on logical
groupings, the different purposes of section 199A and 469 preclude automatically using
the same groupings. Yes, this will add to the complexity and bookkeeping requirements
of section 199A.
Regulation Section 1.469-4 (issued in 1994) contains definitions of separate and combined activities.
An S corporation or partnership must decide whether its operations consist of one or more activities. In
order to do so, it must consider certain factors:
1.

Similarities and differences in types of trades or businesses;

2.

The extent of common control;

3.

The extent of common ownership;

4.

Geographical location; and

5.

Interdependencies among the operations. [Reg. § 1.469-4(c)(2)]

In many cases, an S corporation will treat all of its operations as a single activity. In others, such
as the operation of two diverse businesses, or a business activity and a rental activity by the same
S corporation, there may be two or more activities. In addition, shareholders may treat operations of
separate entities as separate activities. In some cases, business enterprises held through multiple S
corporations, partnerships, C corporations, and other entities may be combined and treated as a single
activity.
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The primary burdens on the pass-through entity in this situation are reporting income, deductions, gains,
losses, etc., to shareholders and accounting for separate and combined lines of business. The burdens
of disallowance, and the benefits of deducting suspended losses, fall entirely on the owners.

Grouping Election by Pass-Through Entity
Once a pass-through entity makes a grouping election, the owners must group those activities with each
other, with activities conducted directly by the taxpayer, or with activities conducted through other S
corporations or partnerships, in accordance with the same criteria. [Reg. § 1.469-4(d)(5)(i)]

Example 6
Green, LLC has several partners. Green owns and operates a highway center. The center
has a gas and diesel station, a convenience store and a fast food franchise. Each of these
businesses has separate books and records. If Green treats these enterprises as separate
activities, each of the owners may group the income or loss from each enterprise with
income or loss from other enterprises of a similar nature. If Green treats the three as a
single activity, no shareholder will be able to disaggregate the grouping.

Grouping Election by Shareholder or Partner
A shareholder or partner may not treat activities owned by a pass-through entity as separate activities if
the entity has grouped them together. However, the owners may group certain activities together. This
could be useful when combining attributes of separate activities could match income with one venture
with W-2 wages paid by another activity or with the qualified property owned by an enterprise under
common control. See discussion of these limits below.
Regulation Section 1.469-4(d)(1)(i) provides that where a rental activity and a trade or business activity
constitute an appropriate economic unit, they may be grouped together only if:
• The rental activity is insubstantial in relation to the trade or business activity;
• The trade or business activity is insubstantial in relation to the rental activity; or
• Each owner of the trade or business activity has the same proportionate ownership in the
rental activity.
In these situations, the portion of the rental activity that involves the rental of items of property for use
in the trade or business activity may be grouped with the trade or business activity. Therefore, a person
who owns shares in various S corporations, and also owns interests in partnerships, may not combine
any interests in rental companies with interests in nonrental organizations with the intention of treating
those interests as a single activity.
However, if a rental activity and a nonrental activity are owned by the same owners in the same
proportions, the portion of the rental activity that involves rental of items of property for use in the nonrental activity may be grouped with the nonrental activity. [Reg. § 1.469-4(d)(1)(C)]
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Example 7
Sally and Vic are married and file a joint return. Vic is the sole shareholder of Vic’s
Market, an S corporation that operates a grocery store. Sally is the sole shareholder of J
Co., which owns a building and rents it to Vic’s Market. Because Sally and Vic file a joint
return, they are treated as one taxpayer for purposes of the passive loss rules. [Reg. §
1.469-1T(j)] Therefore, the sole owner of Vic’s Market is also the sole owner of J Co. As
a result, Sally’s rental activity and Vic’s grocery store activity may be treated as a single
activity. Since the rental activity has no purpose except to support the grocery store,
the rental activity, by itself, is insubstantial. Assuming that the Section 469 regulations
apply to the separate trade or business deduction for purposes of the QBI deduction,
the net income from the market and the net income from the rent would be treated as
QBI from one business. Sally and Vic would also be able to use the qualified property
limit from the rental as one of the factors determining the deduction for the income of
the combined entity.

Specified Service Trade or Business Rules
Any taxpayer whose taxable income exceeds the threshold plus phaseout is not able to claim a deduction
for income from a “specified service trade or business.” This rule begins by borrowing a definition
from Code Section 1202(e)(3)(A), but then makes some modifications. Section 1202(e)(3)(A) lists the
following activities as being service businesses:
• Health
• Law
• Engineering (but see below for Section 199A)
• 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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Comment
The last category from Section 1202 could prove quite troublesome for any serviceoriented business. Hair salons, auto repair shops and many other ventures may rely on
the reputation of one or more of the owners or employees.

August 2018 Proposed Regulations
The proposed regulations take over 40 pages to explain and defend the IRS’s view
of what constitutes a Specified Service Trade or Business (SSTB). If your clients are
clearly not included under the SSTB umbrella, you want to skim the summary at the
end of the course. However, for a great many clients, understanding who is included
and who is excluded is of paramount importance. Many of your clients will fall in the
gray area – neither specifically listed as included nor specifically excluded. For these
clients, you will need to understand the rationale the IRS used and then make your own
determination.
The regulations also discuss anti-abuse provisions to prevent taxpayers from gaming
the rules.

Example 8
Ed’s Eatery, Inc., an S corporation, owns a gourmet restaurant in an out of the way
location. Since Ed’s Eatery hired Esther Epicurean, a widely-renowned chef, it is booked
every night of the week, and customers need to reserve tables several days in advance.
It seems within the realm of possibility that Ed’s could be treated as a specified service
business, at least while Esther is an employee. Treating a restaurant as a specified
service business, and denying it a QBI deduction, seems to be contrary to the intent of
Congress in formulating the deduction rules.
Section 199A adds investing and investment management, trading, or dealing in securities, partnership
interests, or commodities to the list of specified services. [Code Sec. 199A(d)(2)(B)]
However, Section 199A specifically excludes engineering and architecture. Thus, these professions are
governed by the commercial business rules.
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Taxable Income Does Not Exceed Threshold
Taxpayers whose taxable income does not exceed the threshold described in Table 1 treat income from
a specified service business as QBI. Thus, if a taxpayer’s AGI less the standard deduction or itemized
deductions does not exceed $157,500 ($315,000 for married filing joint returns), all of the specified
service business income is QBI. [Code Sec. 199A(d)(3)(A)(i)]

Example 9
Dino, a single individual, has the following income in 2018:
Qualified dividends
Income from law practice, sole practitioner
Other ordinary income, not from trade or business, rent
or royalty
AGI (ignoring any self-employment tax deduction)

$10,000
120,000
15,000
$145,000

Dino does not itemize deductions. Subtracting the standard deduction of $12,000
from his AGI, his taxable income is $133,000. He must determine whether or not his
taxable income (before the Section 199A deduction) is under the threshold of $157,500.
[See Table 1, above] Since his income is less than the threshold, he treats all of his law
practice income as QBI. He calculates his base for the QBI deduction as the lesser of:
Income from law practice
Tentative deduction
Taxable income:
AGI
Less standard deduction
Taxable income pre QBI
Less net capital gain
Taxable income limitation
Tentative deduction
Lesser amount
Deduction

$120,000
20%

145,000
(12,000)
133,000
(10,000)
123,000
20%

$24,000

24,600
24,000
$24,000

Dino’s taxable income is:
Adjusted gross income
Standard deduction
QBI deduction
Taxable income
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$145,000
(12,000)
(24,000)
$109,000

Taxable Income Exceeds Threshold Plus Phaseout
When a person’s taxable income exceeds the threshold limit of $157,500 ($315,000 for married filing
joint return) plus the phaseout range of $50,000 ($100,000 for married filing joint return), none of the
income from a specified service business is QBI.

Example 10
Assume the same facts in Example 9, except that Dino’s income from his law practice is
$220,000. He has the following income in 2018:
Qualified dividends
Income from law practice, sole practitioner
Other ordinary income, not from trade or business, rent
or royalty
AGI (ignoring any self-employment tax deduction)

$10,000
220,000
15,000
$245,000

Dino does not itemize deductions. Subtracting the standard deduction of $12,000 from
his AGI, his taxable income is $233,000. He must determine whether or not his taxable
income (before the Section 199A deduction) is under the threshold of $157,500 plus the
$50,000 phaseout, or $207,500. [See Table 1] Since his income exceeds the threshold
plus the phaseout range, none of his law practice income is QBI. Dino’s taxable income
is:
Adjusted gross income
Standard deduction
QBI deduction
Income

$245,000
(12,000)
0
$233,000

In this case, the increase of $100,000 of gross income, when comparing Example 10
and Example 9, created $124,000 of additional taxable income, resulting from the loss
of the QBI deduction.

Taxable Income Exceeds Threshold but Is within Phaseout Range
When a person’s taxable income exceeds the threshold limit of $157,500 ($315,000 for married filing
joint return) but is within the phaseout range of $50,000 ($100,000 for married filing joint return), a portion
of the income from a specified service business is QBI. To determine the percentage allowed as QBI, the
taxpayer must back in from the amount disallowed. The amount disallowed is [Code Sec. 199A(d)(3)(B]:
(Taxable income less threshold)
(phaseout range)
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Example 11
Assume the same facts in Example 9 except that Dino’s income from his law practice is
$180,000. He has the following income in 2018:
Qualified dividends
Income from law practice, sole practitioner
Other ordinary income, not from trade or business, rent
or royalty
AGI (ignoring any self-employment tax deduction)

$10,000
180,000
15,000
$205,000

He does not itemize deductions. Thus, his taxable income is $193,000 ($205,000 –
12,000), before any allowable Section 199A deduction. His income from his law practice
is subject to the specified service rules. Since his income exceeds the threshold but not
the phaseout range he may treat a portion of his law practice income as QBI.
Taxable income before Section 199A deduction
Threshold
Excess
Phaseout range
Excess as % of phaseout range (35,500/50,000)
Percent of deduction allowed
Service before limit
QBI deduction before phasedown (29%)
QBI deduction (20% of permitted specified service
business income)
20% of taxable income before Section 199A deduction
(20% of $193,000)
Lesser of two: QBI deduction

$193,000
(157,500)
35,500
50,000
71.00%
29.00%
180,000
52,200
10,440
38,600
$10,440

Thus, his taxable income is:
Adjusted gross income
Standard deduction
QBI deduction
Income

$205,000
(12,000)
(10,440)
$182,560

Inapplicability of W-2 Wage or Qualified Property Limits
Qualifying trade or business income, other than that from specified service businesses, is subject to
deduction limits based on W-2 wages, and basis of qualified property. These limits are subject to the
same threshold and phaseout limits and the same partial allowances that apply to specified service
business income. Therefore, these limits are redundant and unnecessary to compute when an activity’s
income is derived from a specified service business.
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Other Trade or Business Rules
U.S. source business income other than specified service business income, is subject to the QBI
deduction even for taxpayers whose incomes exceed the threshold. However, there are some special
limitations that affect this deduction, which are dependent upon the relationship of the taxpayer’s taxable
income to the thresholds and phaseouts.

W-2 Wage Limitation
A holdover rule from the now-repealed Domestic Production Activities Deduction is a limitation based on
the W-2 wages paid by the business during the taxable year. In general, a taxpayer’s QBI deduction is
limited to 50% of W-2 wages paid. [Code Sec. 199A(b)(2)(i)]
However, there are some exceptions to this rule. First, the limit does not apply to any taxpayer whose
taxable income (before the Section 199A deduction) is less than the threshold amount. [Code Sec.
199A(b)(3)(A)] The threshold and phase-ins are the same as those discussed above under specified
service business income.
Moreover, a taxpayer with substantial depreciable property may qualify for the combined W-2 wage
and property limitation. W-2 wages include any payment subject to either FICA or withholding. [Code
Secs. 199A(b)(4)(A), 6051(a), 3401(a)] Thus, items included on Form W-2, such as health insurance
for employees, including S corporation shareholder-employees, constitute part of the W-2 base. Wages
paid in Puerto Rico also qualify as part of this base. [Code Sec. 199A(f )(1)(C)(ii)]
However, guaranteed payments to partners are not reported on Form W-2, but, rather, are reported on
Form 1065, Schedule K-1. These payments are not part of the W-2 base.
The W-2 wages are only those applicable to a qualified trade or business. [Code Sec. 199A(b)(4)(B)]
Any wages allocable to foreign source income or to investment income that does not constitute trade or
business income, would not be taken into account for this limit.
Moreover, the W-2 wages must be reported on a payroll tax return. This return, if not filed timely, must be
filed no later than 60 days following the due date of the return. [Code Sec. 199A(b)(4)(C)]

Limit Per Trade or Business
This limitation applies to each separate trade or business. The grouping limitations discussed above
may be important in this regard.
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Example 12
Surpersoft, Inc, an S corporation, sells and installs specialized computer software.
Surpersoft has a substantial payroll. Softmagic, LLC, is owned by the shareholders of
Surpersoft, in equal proportions. Softmagic owns the intellectual property rights to the
software sold by Surpersoft and receives royalties from Surpersoft on every copy of
software it sells. Softmagic has no employees. All of the owners have taxable income in
excess of the thresholds and phaseout ranges.
Since the two entities are functionally independent, in similar business lines and have
identical ownership, the owners should be able to group income from both entities
together and treat them as a unified business for purposes of the Section 199A deduction.
Otherwise the income from Softmagic would not qualify for the deduction since it pays
no W-2 wages.

Taxable Income Exceeds Threshold Plus Phaseout
When a person’s taxable income exceeds the threshold limit of $157,500 ($315,000 for married filing
joint return) plus the phaseout range of $50,000 ($100,000 for married filing joint return), the W-2 wage
limit applies in full.

Example 13
Bryce and Josephine file a joint return in 2018. Their combined income items are:
Ordinary income
Capital gains & qualified dividends
Qualified business income
AGI
Itemized deductions
Taxable income before 199A deduction

$50,000
60,000
750,000
860,000
(70,000)
$790,000

Bryce’s business reported $350,000 net income and paid $90,000 W-2 wages this year. Josephine’s
net income was $400,000 and her business paid $1,300,000 in W-2 wages. They compute each QBI
deduction separately and then combine the two.
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Example 13 (continued)
Net income
20% QBI
W-2 wages
W-2 limit (50%)
Lesser amount, 2 or 4
Taxable income limitation
(less capital gain)
Section 199A deduction

Bryce
$350,000
70,000
90,000
45,000
$45,000

Josephine
$400,000
80,000
1,300,000
650,000
$80,000

730,000

20%

Total

$125,000
46,000
$125,000

Their itemized deductions are $70,000. They compute their taxable income as follows:
AGI
Itemized deductions
Taxable income before 199A deduction
199A deduction
Taxable income

$860,000
70,000
790,000
125,000
$665,000

Wage and Property Limitation
As an alternative to the wage limitation, a taxpayer may claim a limit based on W-2 wages plus a
percentage of basis of certain property. [Code Sec. 199A(b)(2)(ii)] The first component is 25 percent
of the W-2 wage base. The second component is based on the unadjusted basis of certain qualified
property held at the end of the year. [Code Sec. 199A(b)(6)] Qualified property has several requirements
as described below:
• Only tangible and depreciable property qualifies (thus land and intangibles do not qualify);
[Code Sec. 199A(b)(6)(A)]
• The property must be held and available for use at the end of the year; [Code Sec.
199A(b)(6)(A)(i)]
• The property must have been used for production of QBI during the year; [Code Sec.
199A(b)(6)(A)(ii)]
• The “depreciable period” of the property must not have ended at the close of the year;
[Code Sec. 199A(b)(6)(A)(iii)]
• There are some special rules relating to the depreciable period, of property, as the term
applies to Section 199A:
▫▫

If the property’s MACRS life exceeds 10 years, the depreciable period is the
last full year MACRS life;
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▫▫

For other property, the depreciable period is 10 years.

The MACRS life is determined without regard to any required or elected alternative depreciation system
period. The period ends with the last year in which the holder may claim an entire year of depreciation.
For nonresidential property, that year would be 39 years, since the mid-month convention applies to
real estate. For nonresidential property with a 27 ½ year, it would be the 27th or 28th year of ownership,
depending upon the time of year the property was originally placed in service. For qualified improvement
property, subject to the half-year convention or mid-quarter convention, the depreciable period ends with
the 15th year.

Example 14
Assume the same facts in Example 13 except that Bryce’s business holds $1,500,000
of qualified property at the end of the year and Josephine’s business owns $1,000,000
of qualified property (unadjusted basis in both cases). They would compute the QBI
deductions as:
Net income
Wages paid
W-2 limit (50%)
W-2 + property limit
Qualified property
2.5%
25% W-2 wages
W-2 + property limit
Limit, > of W-2 or W-2 +
qualified property
20% QBI
20% of taxable income (less
capital gain) before §199A,
from Example 13
QBI deduction

Bryce
$350,000
90,000
45,000

Josephine
$400,000
1,300,000
650,000

1,500,000
37,500
22,500
60,000

1,000,000
25,000
325,000
350,000

60,000
70,000

650,000
80,000

60,000

80,000

Total

146,000
$140,000

Again, their itemized deductions are $70,000. They compute their taxable income as
follows:
AGI
Itemized deductions
Taxable income before 199A deduction
199A deduction
Taxable income
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$860,000
70,000
790,000
140,000
$650,000

Phase-In of W-2 and Qualified Property Limits
The limits concerning W-2 wages and qualified property do not apply to taxpayers whose taxable income
does not exceed the threshold amount, described in Table 1. [Code Sec. 199A(b)(3)(B)] When taxable
income exceeds the threshold, but is still within the phaseout range, the limits apply proportionately.
[Code Sec. 199A(b)(3)(B)(i)]

Example 15
Assume the same facts in Example 14, except that Bryce and Josephine also incur a loss
from an interest in a Mexican resort in which they materially participate. The loss is
$400,000, which reduces their ordinary income from $50,000 to a loss of $350,000.
Since this business is not located in the U.S., it has no effect on QBI, per se.
Their joint taxable income, before the Section 199A deduction is:
Ordinary income
Capital gains & qualified dividends
Qualified business income
AGI
Itemized deductions
Taxable income before 199A deduction

($350,000)
60,000
750,000
460,000
(70,000)
390,000

Since they file a joint return, their threshold is $315,000 and their phaseout range is
$100,000. Their income is between the threshold and the end of the phaseout range,
so they may claim deductions for a portion of QBI in excess of the W-2 or W-2 and
qualified property limits.
Their taxable income before the Section 199A deduction of $390,000 exceeds their
threshold amount of $315,000 by $75,000. This is 75% of the phaseout range.
Accordingly, they can claim a Section 199A deduction for 25% (1-.75) of the amount by
which the QBI exceeds the W-2 and property limits, in addition to the amount allowed
by those limits. Their allowable Section 199A deduction, before considering the taxable
income limitation, is:
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Example 15 (continued)
Net income
Wages paid
W-2 limit (50%)
W-2 + property limit
Qualified property
2.5%
25% W-2 wages
W-2 + property limit
Limit, > of W-2 or W-2 + QP
20% QBI
Excess
Excess amount/$100,000
Excess disallowed
Excess allowed
Section 199A deduction

Bryce
$350,000
90,000
45,000

Josephine
$400,000
1,300,000
650,000

1,500,000
37,500
22,500
60,000
60,000
70,000
10,000
75.000%
7,500
2,500
$62,500

1,000,000
25,000
325,000
350,000
650,000
80,000
0
75.000%
0
0
$80,000

Total

$142,500

However, in this situation, their taxable income, less capital gain, is only $330,000.
Thus, their Section 199A deduction is limited to $66,000. Their income tax is.
Taxable income before 199A deduction
199A deduction
Taxable income

$390,000
66,000
324,000

Effect of Qualified Business Loss
The apparent intended (but not directly stated) effect of a loss from a qualified business is to create a
negative deduction. This negative deduction does not directly create taxable income, but it offsets the
Section 199A deduction that would otherwise be available. [Code Sec. 199A(c)(2)]

Example 16
Assume the same facts in Example 15 except that the resort was in Puerto Rico, rather
than Mexico. This loss is an item of negative QBI since any business in Puerto Rico is a
U.S. business for purposes of QBI. Their joint taxable income, before the Section 199A
deduction is unchanged in total, but the composition is different.
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Example 16 (continued)
Ordinary income
Capital gains & qualified dividends
Qualified business income
AGI
Itemized deductions
Taxable income before 199A deduction

$50,000
60,000
350,000
460,000
(70,000)
$390,000

The loss from the Puerto Rico activity reduces their Section 199A deduction.
Net income
Wages paid
W-2 limit (50%)
W-2 + property limit
Qualified property
2.5%
25% W-2 wages
W-2 + property limit
Limit, > of W-2 or W-2 + QP
20% QBI
Excess
Excess amount/$100,000
Excess disallowed
Excess allowed
199A

Bryce
$350,000
90,000
45,000

Josephine
$400,000
1,300,000
650,000

Resort
($400,000)
0
0

1,500,000
37,500
22,500
60,000
60,000
70,000
10,000
75.000%
7,500
2,500
$62,500

1,000,000
25,000
325,000
350,000
650,000
80,000
0
75.000%
0
0
$80,000

0
0
0
0
0
(80,000)
0
75.000%
0
0
($80,000)

Total

$62,500

Thus, their Section 199A deduction is limited to $62,500.
Taxable income before 199A deduction
199A deduction
Taxable income

$390,000
(62,500)
$327,500

Overall Loss from Qualified Business Activities
When the overall result of the QBI rules is a negative deduction, there is no current addition to taxable
income. However, the negative amount carries forward and offsets future QBI deductions. [Code Sec.
199A(c)(2)]
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Example 17
Assume the same facts in Example 16, except that the loss from the Puerto Rico activity
was $780,000. Their income is:
Ordinary income
Capital gains & qualified dividends
Qualified business income
AGI
Itemized deductions
Taxable income before 199A deduction

$50,000
60,000
(30,000)
$80,000
(70,000)
$10,000

Their Section 199A deduction is:
Net income
Wages paid
W-2 limit (50%)
W-2 + property limit
Qualified property
2.5%
25% W-2 wages
W-2 + property limit
Limit, > of W-2 or W-2 + QP
20% QBI
Excess
Excess amount/$100,000
Excess disallowed
Excess allowed
199A

Bryce
350,000
90,000
45,000

Josephine
400,000
1,300,000
650,000

Resort
(780,000)
0
0

1,500,000
37,500
22,500
60,000
60,000
70,000
10,000
0.000%
0
10,000
70,000

1,000,000
25,000
325,000
350,000
650,000
80,000
0
0.000%
0
0
80,000

0
0
0
0
0
(156,000)
0
0.000%
0
0
(156,000)

Total

(6,000)

The $6,000 negative item is carried forward as a separate item of QBI in 2019. Their
taxable income is:
Taxable income before 199A deduction
199A deduction
Taxable income

$10,000
0
$10,000

The qualified business loss carryforward becomes an offset to QBI deductions in the
next taxable year. [Code Sec. 199A(c)(2)]
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Example 18
Assume in 2019 Bryce and Josephine had the same losses on Bryce’s business and
Josephine’s business, and their taxable income did not allow them any relief from the
W-2 and W-2 plus qualified property limits. Now assume that the Puerto Rico resort
produced a breakeven in 2019. Their 199A deduction would be computed in the same
manner as in Example 17, except that they would need to include their carryforward
from 2018. Their computation would be:
Bryce’s Josephine’s
business,
business, Carryforward
2019
2019
from 2018
Total
Net income
$350,000
$400,000
Wages paid
90,000
1,300,000
W-2 limit (50%)
45,000
650,000
Qualified property
1,500,000
1,000,000
2.5%
37,500
25,000
25% W-2 wages
22,500
325,000
W-2 + QP limit
60,000
350,000
Limit, > of W-2 or W-2 + QP
60,000
650,000
20% QBI
70,000
80,000
Carryover from 2018
(6,000)
199A combined
60,000
80,000
(6,000) 134,000
20% of taxable income (less
capital gain) before § 199A
146,000
199A deduction
134,000

Rules for S Corporations and Partnerships
When the entity that actually conducts the business is not an individual, there are some special rules that
apply. If the entity is a C corporation, there is no Section 199A deduction. If the entity is a partnership or
S corporation, the deduction is claimed by the owners. [Code Sec. 199A(f )(1)(A)(i)]
In order for the partners or shareholders to calculate their QBI deductions, the partnership or S
corporation must report the appropriate income and other items to each owner. The information needed
is each partner or shareholder’s portion of the necessary variables: [Code Sec. 199A(f)(1)(A)(ii)]
• Qualifying income and loss items from the qualifying business;
• W-2 wages paid by the qualifying business; and
• Qualified property owned by the business at the end of the taxable year.
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Partnerships
If the entity is a partnership, each partner receives a share of W-2 wages according to his or her share
of partnership wage expense. [Code Sec. 199A(f)(1)(A)] If the partnership makes no special allocations
of wage expense, this percentage will be the same as the partner’s share of partnership income. The
partnership allocates its qualified property to the partners based on their shares of depreciation expense.
[Code Sec. 199A(f)(1)(A)]

Example 19
The Definer Partnership has four partners, David, Ellen, Floyd and Irene. David, the
general partner, has an interest in 25% of the profits other than depreciation. David has
a 10% share of partnership depreciation. The other three members each have a 25%
interest in partnership income, except for depreciation and 30% of the depreciation
deductions. In 2018, the partnership reports the following:
Interest income
Rent income
W-2 wages to employees
Net rent before depreciation
Depreciation
Net rental income
Net income overall

$60,000
250,000
(30,000)
220,000
(120,000)
100,000
$160,000

The partnership owns depreciable property with an unadjusted basis of $2,400,000 at
year end. None of this property’s depreciable period has expired.
The interest income is reported separately as portfolio income and does not become
part of qualified business income. Each of the four partners receives $15,000 of interest
income on Schedule K-1. The rent income is a bit more complicated.
The partners will be allocated the following:

Interest income
Rent income
W-2 wages to employees
Net rent before depreciation
Depreciation
Net rental income

Total
$60,000
250,000
30,000
220,000
120,000
$100,000

David
$15,000
62,500
7,500
55,000
12,000
$43,000

Each other
partner
$15,000
62,500
7,500
55,000
36,000
$19,000

Each partner determines his or her share of the income, W-2 and W-2 plus qualified
property limits as follows:
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Example 19 (continued)
David
$8,600
3,750
1,875
6,000
7,875
$7,875

20% Net rent
50% W-2
25% W-2
2.5% QP
25% W-2 + 2.5% QP
199A deduction

Each other
partner
$3,800
3,750
1,875
18,000
19,875
$3,800

S Corporations
When the entity is an S corporation, there will be no special allocations of any line item, such as
depreciation. Therefore, if there are no changes in shareholdings during a taxable year, the qualifying
income, W-2 wages, and qualified property limits will all be allocated per-share per day. However, if
there is a complete termination of a shareholder’s interest in the corporation, a substantial disposition of
stock or a substantial issuance of new stock, there may be a split year. In this case, the corporation must
allocate the income and W-2 wage information to each shareholder based on the income in each part
of the year. The qualified property limit is allocated in accordance with the depreciation claimed in each
part of the year.

Comment
Since a split year election is only for allocation purposes,it probably does not affect
the date on which the property is held and available for use, or the year in which the
property has been used for production of qualified income.

Example 20
Hamlet, Inc., an S corporation, sold a building in June2018. It purchased another in
that same month, and some equipment in December. At the beginning of the year, Ken
and Linda each held half of the stock of Hamlet, Inc. On May 26, 2018, Ken sold all of
his stock to Mel.
Hamlet’s income and deduction items, according to each portion of the year, were:
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Example 20 (continued)

Income before wages
depreciation
Depreciation
Wages
Net ordinary income
Section 1231 Gain
Qualifying income

Total
$817,750

and

(77,750)
(240,000)
500,000
185,000
$685,000

Jan. 1 May 26
$293,500

May 27 Dec. 31
$524,250

(21,500)
(72,000)
200,000

(56,250)
(168,000)
300,000
185,000
$485,000

$200,000

As of December 31, Hamlet has $2,420,000 unadjusted basis of qualified property.
All of it had been used for production of qualified business income and none of this
property was older than its depreciable period.
Hamlet’s default allocation among the three shareholders is the weighted average per
share per day method. [Code Sec. 1377(a)(1)] These pro-rata allocations will be:

Net ordinary income
Section 1231 gain
QBI
20% Income
50% W-2 wages
2.5% Qualified property
25% W-2 wages
Combined W-2 & QP
Section 199A

Linda
50%
$250,000
92,500
342,500
68,500
60,000
30,250
30,000
60,250
60,250

Ken
20%
$100,000
37,000
137,000
27,400
24,000
12,100
12,000
24,100
24,100

Mel
30%
$150,000
55,500
205,500
41,100
36,000
18,150
18,000
36,150
36,150

Each of the shareholders claims the deduction based on the combined W-2 wage and
qualified property limit. Using the interim closing method to allocate income between
Ken and Mel produces some different results.
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Example 20 (continued)

Interim closing
Net ordinary income
Section 1231 gain
QBI
20% Income
50% W-2 wages
2.5% Qualified property
25% W-2 wages
Combined W-2 & QP
Section 199A

Linda 50%
entire year
$250,000
92,500
342,500
68,500
60,000
30,250
30,000
60,250
60,250

Ken
50%
1/1-5/26
$100,000
0
100,000
20,000
18,000
8,365
9,000
17,365
18,000

Mel
50%
5/27-12/31
$150,000
92,500
242,500
48,500
42,000
21,885
21,000
42,885
42,885

Since Linda did not exchange any shares during the year, her allocation using the
interim closing method is the same as the pro-rata, and her Section 199A deduction
is the combined W-2 wage and qualified property limit. However, Ken, who is only
allocated a small portion of the depreciation for the year, uses the 50% of W-2 wage
limit for his deduction. Mel, like Linda, has a slight advantage from the combined W-2
wage and qualified property limit.

Application to Cooperatives and Patrons
Code Section 199A, after amendment by the Consolidated Appropriations Act, 2018, provides a special
deduction for agricultural and horticultural cooperatives. In general, the deduction follows the rules for
the Domestic Production Activities Deduction, prior to its repeal by the TCJA. The cooperative is allowed
a deduction for 9% of its qualified production activities income of the year, or taxable income, whichever
is less. [Code Sec. 199A(g)(1)(A)] The deduction is limited to 50% of the W-2 wages paid in connection
with domestic production activities gross receipts. [Code Sec. 199A(g)(1)(B)]
Taxable dividends from cooperatives also qualify for the deduction by the patrons. However, the patron
may be required to reduce the 20% deduction. As with the former DPAD, cooperatives may pass through
a portion of this Code Section 199A(g) deduction to their patrons. Whether or not the cooperative passes
through this deduction, a patron must reduce the QBI deduction attributable to patronage income by the
lesser of 9% of the patron’s income attributable to patronage income or 50% of wages paid by the patron
in connection with the business that earned the income from the cooperative. [Code Sec. 199A(b)(7)]

127 • Chapter 4: Income and Deductions, Owner Level

Effect on Partner or Shareholder Basis
The qualified business income passes through from the partnership or S corporation to the owner. Under
the general basis rules, this income increases the owner’s basis, thus making it available for tax-free
distributions of cash, or deduction of future losses, or losses of a different character in the same year.
However, the QBI deduction, computed at the owner level, does not affect basis in the partner’s interest
in the partnership or the shareholder’s stock or debt basis.

Example 21
James and Meaghan are the two equal and only members in JAM, LLC. In 2018,
JAM reports $200,000 of QBI, and$18,000 of cash charitable contributions. JAM
distributes $50,000 to each member. James itemizes his deductions and Meaghan uses
the standard deduction. Both are able to claim the Section 199A deduction in full.
The effects on each member’s basis and taxable income are:
Ordinary income
Distribution
Charitable contribution
Effect on basis

James
$100,000
(50,000)
(9,000)
$41,000

Meaghan
$100,000
(50,000)
(9,000)
$41,000
James
$100,000
(20,000)
(9,000)
$71,000

Ordinary income
Section 199A deduction
Charitable contribution
Effect on taxable income

Total
$200,000
(100,000)
(18,000)
$82,000
Meaghan
$100,000
(20,000)
$80,000

Comment
Although the statutory language on the effect of losses on the Section 199A deduction
is scant, it seems almost certain that a loss would actually need to be allowable, and not
blocked by the basis at-risk or passive activity limitations to result in a negative QBI
amount.
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Example 22
Evelyn is a shareholder in Evico, an S corporation. In 2018, her share of Evico’s ordinary
loss is $60,000. Her basis in Evico stock is $40,000 and she has no debt basis in Evico.
The amount she can potentially deduct on her 2018 income tax return is $40,000, and
she must carry $20,000 of the loss forward to 2019. [Code Sec. 1366(d)(2)] Her 2018
negative QBI deduction for her Evico loss is $8,000. If she does not have other QBI
deductions in 2018, she will carry $8,000 forward to offset QBI deductions in 2019 and
future years. The $20,000 loss in excess of her basis has no effects on QBI until she can
claim it on a return.

Accuracy-Related Penalties on Underpayments
Among the penalties of underpayment, or late payment of tax, is the Section 6662 penalty imposed
in cases of negligence, disregard of rules, or “substantial understatement” of income tax. [Code Sec.
6662(b)] The penalty is 20 percent of the offending amount of understatement. [Code Sec. 6662(a)]
In general, a substantial understatement exists when the understatement exceeds the greater of $5,000
or 10 percent of the correct tax for the year. [Code Sec. 6662(d)(1)(A)] However, for any taxpayer claiming
the Section 199A deduction, the 10 percent threshold is reduced to 5 percent. [Code Sec. 6662(d)(1)(C)]

Comment
The reduction of the underpayment threshold applies to any taxpayer claiming the
Section 199A deduction. The understatement need not be caused by the deduction, but
could be related to any overstated deduction or understated income.

Effect of QBI Deduction on Other Taxes
In addition to the income tax, partners and shareholders may be subject to other taxes as a result of
income from the pass-through entity. The most important federal taxes, in addition to the income tax, are:
• The alternative minimum tax;
• The self-employment tax; and
• The net investment income tax.
Section 199A specifically states that the deduction is limited to “this chapter.” To understand the scope,
Section 199A is contained in:
CHAPTER 1: NORMAL TAXES AND SURTAXES [Secs. 1—1400Z-2]
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Thus, it only applies to taxes imposed on noncorporate taxpayers within these sections. The most
important of these are the regular income tax (Section 1) and the alternative minimum tax (Section 55).
Although the alternative minimum tax requires recalculation of several items of income and deductions,
there is no second calculation of the QBI deduction for purposes of the alternative minimum tax. [Code
Sec. 199A(f )(2)]
The self-employment tax rules appear in Chapter 2:
TAX ON SELF-EMPLOYMENT INCOME.
The net investment income tax rules are in Chapter 3:
UNEARNED INCOME MEDICARE CONTRIBUTION.
Therefore, the QBI deduction cannot reduce either of these taxes.

4.02 ALTERNATIVE MINIMUM TAX
Although the House version of the TCJA would have repealed the alternative minimum tax, the final
version did not go this far. The Act repealed the corporate alternative minimum tax, with a provision
allowing the taxpayer to claim the alternative minimum tax credit between 2018 and 2021. [Code Sec.
53(c)]
The final version of the Tax Cuts and Jobs Act of 2017 did not repeal the alternative minimum tax for
individuals. However, it substantially raised the exemption and phaseout. The 2017 and 2018 exemptions
and phaseouts are:

Exemption, married joint
Exemption, single or head of household
Exemption, married filing separate
Exemption, estate or trust
Exemption phaseout begins, married joint
Exemption phaseout begins, single or head of household
Exemption phaseout begins, married filing separate
Exemption phaseout begins, estate or trust

2017

2018

$78,750
50,600
39,375
22,500
150,000
112,500
75,000
75,000

$109,400
70,300
54,700
22,500
1,000,000
500,000
500,000
75,000

Pass-through entities must continue to report tax preferences and adjustments to their partners and
shareholders. C corporations will need to determine their tentative alternative minimum tax for purposes
of the alternative minimum tax credit. Individuals, estates and trusts will still need to determine tentative
alternative minimum tax, although the imposition of the alternative minimum tax will undoubtedly apply in
greatly reduced numbers.

4.03 REPATRIATION OF FOREIGN EARNINGS
The United States has historically taxed its citizens and domestic corporations on their worldwide
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incomes. To alleviate the problems of multiple taxes on one income stream, the United States has
offered a foreign tax credit.
Beginning in 2018, the U.S. approach is shifting toward a territorial system, whereby domestic
corporations are allowed to claim a deduction for dividends received attributable to foreign source
income. [Code Sec. 245A] This deduction applies only to C corporations.
As part of the transition to the territorial system, there is a deemed repatriation of deferred foreign
income for certain U.S. shareholders of foreign corporations. [Code Sec. 965] Under this rule, the U.S.
shareholder must include in its income its share of undistributed foreign income from corporations in
which it owns at least 10 percent of the stock. In some cases, a U.S. shareholder can be a partnership
or S corporation. Since partnerships and S corporations are pass-through entities, the repatriation tax
applies at the partner or shareholder level. There are certain reduced tax rates, depending upon the U.S.
shareholder’s portion of the cash, cash equivalents and noncash assets held abroad.

Comment
The international tax changes enacted by the TCJA are extensive and complex. They
are likely to affect only a few partnerships and S corporations. For more information
on this topic, see the companion Guide in this series: Tax Cuts and Jobs Act Impact:
Guide to International Tax—Corporations.

4.04 CHARITABLE CONTRIBUTIONS AND FOREIGN TAXES
One of the areas where there was a divergence between partnerships and S corporations was the
relationship of charitable contributions and foreign taxes to shareholder basis. Since 1983, the Code has
treated charitable contributions and foreign income taxes as items that are limited by shareholder basis
[Code Sec. 1366(a)(1), flush language]

Example 23
Sharon and Barbara each own 50% of the stock in Sharbar, Inc., an S corporation. For
2017, the corporation sustained an ordinary loss of $80,000 and made qualifying cash
contributions of $20,000. Neither shareholder received any distribution.
Sharon had basis of $60,000 at the beginning of 2017. She claims a deduction for
$40,000 of ordinary loss and $10,000 of charitable contributions. She must reduce
her basis by $50,000.
Barbara had no basis at the beginning of 2017. She would not be allowed any deduction
for either the ordinary loss or the charitable contributions. Her basis would remain at
zero.
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In contrast, charitable contributions made by the partnership and foreign income taxes paid by the
partnership had not been subject to the partner basis limit for deductibility. [Code Secs. 702(a)(4), 702(a)
(6), 703(a)(2)(B), 703(a) (2)(C), Reg. § 1.704-1(d)(2); Ltr. Rul. 8405084]

Example 24
If Sharbar, from Example 23 had been a partnership, Sharon’s deductible amounts
would have been the same. However, Barbara, who had no basis in her partnership
interest, would be able to claim her $10,000 charitable contribution. She would not
have been allowed to deduct her share of ordinary loss and would have carried that
amount forward. However, the charitable contribution would not reduce her basis in
her partnership interest in 2017 or in any future year.
The TCJA removed this distinction. For taxable years beginning after 2017, both charitable contributions
and foreign income tax of partnerships are now subject to the same limits as other losses. [Code Sec.
704(d)(3)(A)]

Example 25
Assume the same facts in Example 24 except that in the year 2018 Barbara would not
be able to deduct any of the charitable contribution. She would need to carry it forward
along with the ordinary loss from the year. Her total carryforward to 2019 would be:
Ordinary loss
Charitable contributions
Total

$40,000
10,000
$50,000

Assume that her share of income in 2019 was $30,000. She would be allowed to claim
60% ($30,000/$50,000) of each of the carryforwards on her 2019 tax return.
This rule does not apply to the excess of fair market value over the partnership’s adjusted basis of capital
gain property contributed to a qualifying organization. [Code Sec. 704(d)(3)(B), Conference Report to
Accompany H.R. 1, December 15, 2017, p. 515] This also conforms to the treatment of S corporations
and shareholders.
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Example 26
Assume the same facts in Example 25, except that the contribution had been capital
gain property with a FMV of $60,000 and adjusted basis of $20,000. Sharon and
Barbara would each be allocated $30,000 of fair market value and $10,000 of basis in
the contributed property. In 2018, Sharon would be able to claim a $30,000 charitable
deduction and would only reduce her basis in her partnership interest by her allocated
$10,000 of partnership basis of contributed property. Barbara would not be able to
claim a $20,000 deduction in 2018 for her allocated basis in the contributed property
but would be able to claim a 2018 deduction for her share of the contributed property’s
unrealized appreciation.

4.05 TAXES PAID ON INCOME FROM PASS-THROUGH ENTITIES
Before 2018, individuals were allowed to claim itemized deductions for state, local and foreign income
taxes assessed on their taxable income, including income from partnerships and S corporations. [Code
Sec. 164(a)(3)] This deduction was subject to an add-back adjustment for purposes of the alternative
minimum tax. [Code Sec. 56(b)(1)(A)(ii)]
At least one attempt to treat state income tax imposed on S corporation income as a trade or business,
“above the line” deduction was unsuccessful. [Cutler v. Comm’r, TC Memo 2015-73] Therefore the
proper treatment of state, local and foreign income tax imposed on an individual is that of an itemized
deduction.
The Tax Cuts and Jobs Act of 2017 limits the deduction for all taxes allowed as itemized deductions to
$10,000 per year. [Code Sec. 164(b)(6)] The legislative history indicates that the only exception is a
business tax that is treated as an above the line deduction on Schedule C, Schedule E or Schedule F.
[Conference Report to Accompany H.R. 1, December 15, 2017, p. 260]

133 • Chapter 4: Income and Deductions, Owner Level

THIS PAGE INTENTIONALLY
LEFT BLANK.

134 • Chapter 4: Income and Deductions, Owner Level

CHAPTER 4: TEST YOUR KNOWLEDGE
The following questions are designed to ensure that you have a complete understanding of the
information presented in the chapter (assignment). They are included as an additional tool to enhance
your learning experience and do not need to be submitted in order to receive CPE credit.
We recommend that you answer each question and then compare your response to the suggested
solutions on the following page(s) before answering the final exam questions related to this chapter
(assignment).
1.

Which of the following would be treated as qualified business income (QBI)
for an S corporation shareholder-employee:
A. wage or salary income
B. dividends (other than patronage dividends from cooperatives)
C. long-term and short-term capital gains and losses
D. none of the above

2.

Which of the following deduction limits are unnecessary to compute when an
activity’s income is derived from a specified service business:
A. those based on W-2 wages
B. those based on the basis of qualified property
C. both A and B above
D. none of the above

3.

The information needed for partners or shareholders of an S corporation to
calculate their QBI deductions include all of the following except:
A. qualifying income and loss items from the qualifying business
B. W-2 wages paid by the qualifying business
C. qualified property owned by the business at the end of the taxable year
D. qualified property owned by the business at the beginning of the taxable year

135 • Chapter 4: Income and Deductions, Owner Level

4.

For taxable years after 2017, the TCJA made which of the following subject
to the same limits as other losses for partnerships:
A. charitable contributions made by the partnership
B. foreign income taxes paid by the partnership
C. both A and B above
D. none of the above
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CHAPTER 4: SOLUTIONS AND SUGGESTED RESPONSES
Below are the solutions and suggested responses for the questions on the previous page(s). If you
choose an incorrect answer, you should review the pages as indicated for each question to ensure
comprehension of the material.
1.

A. Incorrect. Wage or salary income received from the activity does not constitute QBI for
an S corporation shareholder-employee.
B. Incorrect. Dividends and equivalents are not treated as QBI, even if effectively connected
with a U.S. trade or business.
C. Incorrect. Long-term and short-term capital gains and losses are not treated as QBI.
D. CORRECT. None of the responses are items that are treated as QBI.
(See page 104 of the course material.)

2.

A. Incorrect. These limits are redundant and unnecessary to compute when an activity’s
income is derived from a specified service business.
B. Incorrect. These limits are redundant and unnecessary to compute when an activity’s
income is derived from a specified service business.
C. CORRECT. These limits are redundant and unnecessary to compute when an activity’s
income is derived from a specified service business.
D. Incorrect. At least one of the responses is correct.
(See page 114 of the course material.)

3.

A. Incorrect. These income and loss items are among the necessary variables for each
partner or shareholder’s portion.
B. Incorrect. W-2 wages paid for each partner or shareholder’s portion is needed.
C. Incorrect. Qualified property at the end of the taxable year is a variable needed.
D. CORRECT. Qualified property owned by the business at the end of the taxable year is
necessary, but not at the beginning of the taxable year.
(See page 123 of the course material.)
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4.

A. Incorrect. Due to changes made by the TCJA, charitable contributions are subject to the
same limits as other losses, but this is not the best answer.
B. Incorrect. Due to changes made by the TCJA, foreign income taxes paid by the
partnership are subject to the same limits as other losses, but this is not the best answer.
C. CORRECT. The TCJA removed the distinction between partnerships and S corporations
related to charitable contributions and foreign income taxes.
D. Incorrect. At least one of the responses is correct.
(See pages 131 to 132 of the course material.)
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CHAPTER 5: LIMITATIONS ON LOSS DEDUCTIONS
Chapter Objective
After completing this chapter, you should be able to:
• Recall the maximum excess business loss deduction.
• Recall the limits for the net operating loss deduction.
The Tax Cuts and Jobs Act of 2017 enacted multiple new restrictions on deductions for losses. Changes
to the net operating loss deduction affect all taxpayers, including C corporations and individuals. There
are some changes that affect only individuals (as well as estates and trusts). Each of these can be
anticipated to seriously reduce tax benefits for individuals and businesses who are experiencing financial
difficulties.

5.01 BUSINESS INTEREST LIMITATION
This rule may now prevent taxpayers with financial accounting losses from claiming tax losses. [Code
Sec. 163(j)] Since this is the disallowance of a deduction, it applies before any of the loss limits discussed
in this chapter. This important topic receives extensive discussion in Chapter 3, at 3.10.

5.02 LIMITATION ON EXCESS BUSINESS LOSSES
Beginning in 2018, a noncorporate taxpayer is limited in the deduction for excess business losses. [Code
Sec. 461(l)] This limit is measured by the excess of trade or business losses over business income.
[Code Sec. 461(l)(3)(A)] If the current year’s business loss exceeds business income, the maximum
deduction is $250,000 for taxpayers who do not file joint returns and $500,000 for married taxpayers
who file joint returns. [Code Sec. 461(l) (3)(A)(ii)(II)]

Example 1
Carol and Leon file a joint return for 2018. They report the following:
Investment income
Business loss

$1,800,000
(2,500,000)

The business loss is from an activity in which they materially participated. Without the
business loss limitation, they would have reported a net operating loss of approximately
$700,000 (before adjustment for itemized deductions and other items required by
Code Sec. 172).
However, with the loss limitation which takes effect in 2018, their adjusted gross
income for the year is:
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Example 1 (continued)
Investment income
Allowable business loss
Adjusted gross income

$1,800,000
(500,000)
$1,300,000

Although they suffered significant losses, the mismatch of the business loss and the
investment income creates substantial taxable income that bears no resemblance to the
economic realities.
They must carry the remaining $2,000,000 of business loss forward to 2019.

Comment
This is another provision for which there is little legislative history. There is no
amplification on what constitutes income or loss from a trade or business. The statute
does not address the treatment of wage and salary income, guaranteed payments from
partnerships, capital gains and losses, rents, royalties or any other sources of income
or loss.
The statute states that this limitation applies after the passive activity loss rules of Code Section 469,
which limits losses from passive activities to income from passive activities. [Code Sec. 461(l)(6)]
However, this statement seems to be almost meaningless, since Section 469 does not allow for any net
loss to be deducted.
When the loss is sustained by an S corporation or a partnership, the limit applies at the owner level.
[Code Sec. 461(l)(4)] Thus, it follows the pattern for most loss limitations, with the notable exception of
the business interest limitation, which applies at the entity level, but has implications for the owners.
Since the excess business loss applies after the passive activity loss, it also applies after the limits
based on amount at risk and basis in the entity. Interposing the new excess business loss limit with the
business interest limitation, the basis limit, amount at risk and passive activity loss rules, can result in
several losses of different categories. Some will be allowed in the year the loss is sustained and others
will need to be carried forward until some other event allows their deduction. Example 2 provides a
comprehensive integrative illustration of these rules.
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Example 2
Bernie, Kathy and Hannah each own 1/3 of the stock in BKH, Inc., an S corporation.
Each shareholder is married and files a joint return for 2018. Each shareholder has
other business income from active sources:
Bernie
Kathy
Hannah

500,000
500,000
500,000

At the start of 2018, each shareholder’s basis is:
Bernie
Kathy

Hannah

1,600,000 All is at risk. Bernie materially participates.
1,600,000 $500,000 borrowed from Bernie to buy
stock. Otherwise all is at risk. Kathy
materially participates.
1,600,000 All is at risk. Hannah does not materially
participate.

For 2018, the corporation’s book loss was:
Gross income
Deductions
Loss

$24,000,000
(33,000,000)
($9,000,000)

The deductions include $1,200,000 of interest expense. Since “adjusted taxable
income,” as defined in § 163(j) is $0, none of the interest is deductible. For tax purposes,
the corporation computes its loss as:

Book loss
Disallowed interest
Tax loss
To each shareholder

Tax Loss
(9,000,000)
1,200,000
(7,800,000)
(2,600,000)

Carryforward
§163(j)
(1,200,000)

Each shareholder then must restrict the loss to each of the applicable limits.
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Example 2 (continued)
Carryforward

Carryforward

Carryforward

Carryforward

§1366(d)

§465

§469

§461(l)

Bernie
Pass through
Basis
Allowable 1366(d)

($2,600,000)
1,600,000
(1,600,000)

Amount at risk

1,600,000

Allowable §465

(1,600,000)

Allowable §469

(1,600,000)

Other business income
Allowable 461(l)

($1,000,000)
$0
$0

500,000
($1,000,000)

($600,000)
Carryforward

Carryforward

Carryforward

Carryforward

§1366(d)

§465

§469

§461(l)

Kathy
Pass through
Basis
Allowable 1366(d)

($2,600,000)
1,600,000
(1,600,000)

Amount at risk

1,000,000

Allowable §465

(1,000,000)

Allowable §469

(1,000,000)

Other business income
Allowable 461(l)

($1,000,000)
($600,000)
$0

500,000
($1,000,000)

($0)
Carryforward

Carryforward

Carryforward

Carryforward

§1366(d)

§465

§469

§461(l)

Hannah
Pass through
Basis
Allowable 1366(d)
Amount at risk

($2,600,000)
1,600,000
(1,600,000)

Allowable §465

1,600,000

Allowable §469

(1,600,000)

Other business income
Allowable 461(l)

($1,000,000)

1,000,000
$0

0

($1,600,000)

($500,000)

$0

The different carryforwards for the corporation and the shareholders are:
Summary
BKH Corporation

Carryforward

Carryforward

Carryforward

Carryforward

Carryforward

§163(j)

§1366(d)

§465

§469

§461(l)

(1,200,000)

Bernie

(1,000,000)

0

0

(600,000)

Kathy

(1,000,000

(600,000)

0

0

(1,000,000)

0

(1,600,000)

0

Hannah

Loss Limits Applicable to Various Categories
Different types of losses and expenses are subject to different deduction limits. For instance, casualty
losses are specifically exempted from the passive activity loss limits. Charitable contributions are not
trade or business deductions and are not subject to passive, at risk or the overall business loss limits.
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Table 1 lists some of the more common losses and deductions, along with limits which may govern
deduction in any given year.

TABLE 1.

Description

Basis Limit
§704(d),
§1366(d)

At Risk
Limit §465

Passive
Income
Limit §469

Overall
Business
Loss Limit
§461(l)

Other Limits

Casualty loss on rent or business
property

Yes

Yes

No

**

Subject to offset by
casualty gains

Capital loss on rent or business
property

Yes

Yes

Yes

Yes

Subject to offset by
capital gains

IRC § 1231 loss on rent or business
property

Yes

Yes

Yes

Yes

Subject to offset by
capital gains

Ordinary loss on rent or business
property

Yes

Yes

Yes

Yes

No

Investment interest

Yes

Yes

No

No

Shareholder’s
investment income

Other itemized deductions

Yes

Yes

Yes*

Yes*

Other limits, at
shareholder level

Charitable contributions

Yes

No

No

No

60% AGI, etc.

* If connected with business activity (few, if any, are allowed after 2017)
** Uncertain pending official interpretation

5.03 NET OPERATING LOSS CHANGES
A taxpayer sustains a net operating loss (NOL) when the year’s allowable deductions exceed gross
income. [Code Sec. 172(d)] Since there is no negative income tax (in the economic sense), a taxpayer
with a net operating loss gets no tax benefit except for a possible offset to taxable income in another
year. The net operating loss, which gives rise to the deduction in the other taxable year, is subject to
some special rules. Beginning with the negative taxable income, computed by claiming all allowable
deductions, there are special adjustments. These adjustments include:
• No net operating loss deduction from any other year is allowable in computing the current
year net operating loss deduction; [Code Sec. 172(d)(1)]
• The capital loss deduction allowed to individuals is not allowed in computing the net
operating loss deduction; [Code Sec. 172(d)(2)(A)]
• An individual claiming the Section 1202 exclusion must reduce the net operating loss by
the excluded gain; [Code Sec. 172(d)(2)(B)]
• For taxpayers other than corporations, nonbusiness deductions are limited to nonbusiness
income; [Code Sec. 172(d)(4)]
• The Section 199A deduction is not part of the net operating loss deduction; [Code Sec.
172(d)(8)]
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• There are additional rules for C corporations. Insurance companies and real estate
investment trusts are also subject to some special rules.

Effect of Excess Business Loss
There were few changes in the TCJA concerning the computation of the net operating loss, per se.
However, one indirect change was the introduction of the limitation on excess business losses, discussed
above at 1.02. [Code Sec. 461(l)] This rule effectively limits a net operating loss to $250,000 (or $500,000
for married taxpayers filing joint returns). However, even this amount could be reduced by nonbusiness
income.
When the excess business loss rule limits a loss deduction, the disallowed amount loses its character as
an excess business loss and becomes (or adds to) the net operating loss carried to the succeeding year.
[Code Sec. 461(l)(2)] At that point, it becomes subject to the net operating loss deduction rules, rather
than the excess business loss rules.

Example 3
Larry Loose, a single individual, reports a business loss of $3,000,000 in 2018. He has
investment income of $140,000 and itemized deductions of $37,000. He computes his
NOL as:
Business loss
Investment income
Itemized deductions
NOL

Amount
($3,000,000)
140,000
37,000

Allowable
($250,000)
140,000
(37,000)
($147,000)

His net operating loss carryforward to 2019 includes the disallowed excess business
loss. The carryforward is:
Carryforward
To 2019

2018 NOL
2018 EBL

($147,000)
(2,750,000)
($2,897,000)

The strangest result of the new law may be that a taxpayer can carry forward a net operating loss from a
year in which he or she has positive taxable income.

144 • Chapter 5: Limitations on Loss Deductions

Example 4
Assume that Larry, from Example 3, had $4,000,000 of investment income in 2018,
rather than $140,000. His business loss deduction would still be limited to $250,000.
He would compute his 2018 taxable income as:
Business loss
Investment income
Itemized deductions
Taxable income

Amount
($3,000,000)
4,000,000
37,000

Allowable
($250,000)
4,000,000
(37,000)
$3,713,000

Larry’s excess business loss of $2,750,000 becomes a net operating loss carryforward
to 2019.

Carryover Periods
Before enactment of the TCJA, most taxpayers were required to carry net operating losses back two,
then forward up to 20 years from the year of the loss. There were special rules for casualty and disaster
losses, farming losses specified liability losses, and others. The TCJA repealed these special rules.
For taxable years beginning after 2017, there is no carryback, except for farming losses, and there is
no expiration of the carryforward period. [Code Sec. 172(b)(1)(A)] Thus, in the case of an individual,
the carryforward does not expire before the taxpayer’s final return. In the case of a corporation, the
carryforward does not expire until the corporation is completely liquidated. However, there are some
special rules for C corporation net operating loss carryforwards after a tax-free reorganization or tax-free
liquidation. [Code Secs. 381, 382]
For farmers, a net loss measured by farming income and deductions may be carried back two years. If it
is not used in the second or first preceding year, the excess is carried forward. [Code Sec. 172(b)(1)(B)]

Limitations on Net Operating Loss Deduction
For taxable years beginning before 2018, the net operating loss deduction could offset 100% of the
taxable income in a carryback or carryforward year. However, there was a limitation for alternative
minimum tax purposes. The net operating loss deduction (after recomputation using the alternative
minimum tax adjustments and tax preferences) could not offset more than 80% of the alternative
minimum taxable income. [Code Sec. 56(d)(1)(A)(i)(II)]
For taxable years beginning after 2017, the net operating loss deduction cannot offset more than 80%
of the taxable income (before any net operating loss deduction). [Code Sec. 172(a)(2)] This limitation
applies both to the general carryforward and to the carryback allowed for farms.
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Example 5
Assume that Larry, from Example 4, had business income of $300,000, investment
income of $2,000,000 and itemized deductions of $45,000 in 2019. His taxable
income, before the net operating loss deduction, would be:
Business income
Investment income
Itemized deductions
Taxable income before NOL

$300,000
2,000,000
(45,000)
$2,255,000

Although his net operating loss carryforward from 2018 exceeds his taxable income,
it can only offset 80% of this income. His net operating loss deduction and taxable
income are:
Net operating loss carryforward
80% taxable income
Deduction
Taxable income before NOL
NOL deduction
Final taxable income

($2,750,000)
(1,804,000)
(1,804,000)
2,255,000
(1,804,000)
451,000

Carryforward to 2020

($946,000)

Comment
For C corporations, the net operating loss deduction was a frequent source of alternative
minimum tax adjustments and imposition of this tax. For taxable years beginning after
2017, C corporations are no longer subject to the alternative minimum tax. However,
the repeal of the carryback and the new limitation are likely to offset any advantage
gained from repeal of the corporate alternative minimum tax.

Effective Dates and Transitions
The carryover and limitation rules apply only to net operating losses incurred in taxable years beginning
after 2017. Losses from 2017 and earlier years may still be carried forward and are not subject to the
80% of income limit. [Conference Report to Accompany H.R. 1, December 15, 2017, p. 393.]
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Application of the Rules to Partnerships and S Corporations
A partnership does not compute a net operating loss deduction. [Code Sec. 703(a)(2)(D)] By reference,
S corporations are subject to the same rule. [Code Sec. 1363(b)(2)] Therefore, the deduction can only
be claimed by a partner or shareholder.

Comment
An obsolete portion of Regulations Section 1.172-1 refers to computations of an NOL by
an electing small business corporation under Subchapter S. [Reg. § 1.172-1(f)] However,
the statute underlying this rule was repealed in 1982. Although 36 years have elapsed
since the amendment to the statute and the publication of this Guide, the IRS has not
updated the regulation. Therefore, Regulations Section 1.172-1(f) has no validity for any
year since 1982.
There are no further explanations necessary for a partnership since it never changes status from a
taxable entity to a pass-through entity without a complete termination of its existence for tax purposes.
However, there are some complications for corporations that convert between C corporation and S
corporation status. A loss carryover generated while the corporation was a C corporation cannot be
carried to a year in which the corporation is an S corporation. [Code Sec. 1371(b)]
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CHAPTER 5: TEST YOUR KNOWLEDGE
The following questions are designed to ensure that you have a complete understanding of the
information presented in the chapter (assignment). They are included as an additional tool to enhance
your learning experience and do not need to be submitted in order to receive CPE credit.
We recommend that you answer each question and then compare your response to the suggested
solutions on the following page(s) before answering the final exam questions related to this chapter
(assignment).
1.

Charitable contributions are subject to which of the following loss limits:
A. at risk limit (Section 465)
B. passive income limit (Section 469)
C. overall business limit (Section 461(l))
D. basis limit (Sections 704(d) and 1366(d))
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CHAPTER 5: SOLUTIONS AND SUGGESTED RESPONSES
Below are the solutions and suggested responses for the questions on the previous page(s). If you
choose an incorrect answer, you should review the pages as indicated for each question to ensure
comprehension of the material.
1.

A. Incorrect. Charitable contributions are not trade or business deductions and are not
subject to the at risk limits.
B. Incorrect. Charitable contributions are not trade or business deductions and are not
subject to the passive income limits.
C. Incorrect. Charitable contributions are not trade or business deductions and are not
subject to the overall business limits.
D. CORRECT. Although not subject to the other limits, charitable contributions are subject
to the basis limits found in sections 704(d) and 1366(d).
(See page 143 of the course material.)
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CHAPTER 6: TERMINATION OF STATUS
Chapter Objective
After completing this chapter, you should be able to:
• Recognize changes made by the TCJA for partnerships.

6.01 PARTNERSHIPS
A partnership may cease to exist upon the occurrence of any one of several events. Perhaps the most
obvious is a situation whereby the entity distributes all of its assets to its partners, who assume or
otherwise become responsible for any debts of the partnership. The partnership year would terminate,
and the partnership would be required to file its final return for its year ending with the month of the
distribution. In this case, if the nontax status had been that of a partnership, limited partnership, limited
liability partnership, or limited liability company, its charter would probably expire, although it might be
kept on the shelf for possible future reactivation.

Incorporation of the Partnership
However, there can be cases where the nontax entity remains intact, but the partnership ceases to exist
for tax purposes. For example, the entity might become a corporation via a statutory (or “formless”)
conversion from an unincorporated organization to a corporation.
Although a formless conversion involves no change in the actual ownership of any assets, and there may
be no other changes in the entity’s rights and obligations under local law, the IRS treats the transaction
as if the following events occur:
1.

The limited liability company contributes all of its assets and liabilities to the corporation in
exchange for all of its stock;

2.

The limited liability company liquidates, distributing all of its stock in the corporation to the
members turned shareholders.
[Rev. Rul. 2004-59, 2004-1 C.B. 1050]
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Comment
There are other methods that partners may use to incorporate a partnership.
In one variety, the old partnership distributes all of its assets and liabilities to its partners,
who immediately contribute the assets and liabilities to a corporation in exchange for
stock. This is known as the “assets up” form of incorporating a partnership.
In a second method, the partners transfer their partnership interest to a corporation in
exchange for stock. When the corporation becomes the owner of all of the partnership
interests, there is no longer a partnership for tax purposes. This technique is termed an
“interests over” incorporation.
In a third method, the partnership transfers all of its assets to a corporation in
exchange for stock. The partnership then distributes the stock to its partners. Since
the partnership now has no assets and conducts no business or investment activity, it
ceases to exist as a partnership for tax purposes. This is termed the “assets over” form
of incorporating.
The IRS recognizes the form chosen for incorporation, and will not adjust basis, gains
or losses merely because the partners and partnership could have chosen another form.
[Rev. Rul. 84-111, 1984-2 CB 88]

Association Election
Another, and even simpler way to terminate a partnership for tax purposes is for the entity to file an
election to be an association (corporation) for tax purposes. The entity files Form 8832 with the Service
Center in which it will file its corporate returns (Form 1120 or Form 1120S).

Partnership Merger
When there is a merger of two or more partnerships into a single partnership entity, only one partnership
survives. Therefore, the other partnership or partnerships must terminate at the time of the merger.
The Code provides that the surviving partnership is the one whose members own more than 50% of
the capital and profits of the resulting partnership. [Code Sec. 708(b)(2)] If there is no combination of
partners from a former partnership who own more than 50% of the capital and profits interests in the new
entity, all prior partnerships are terminated. [Reg. § 1.708-1(c)(1)]

Technical Termination of a Partnership
Before 2018, a partnership was terminated for tax purposes if any of these three events occurred:
1.

The venture ceased to carry on any business or investment activities;

2.

There were no longer partners (plural) in a partnership; or
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3.

There was a sale or exchange of more than 50% of the capital and profits interests within
a 12-month period.

The first two reasons are obvious. If there is no activity or there are no partners there cannot be a
partnership. However, the third cause was problematic. Although the partnership may have continued
for all nontax purposes, especially if it was a limited liability partnership or limited liability company, a tax
trap (or windfall, depending upon the point of view) left over from the early 1950s caused the termination
of a partnership when 50% or more of the partnership’s profits and capital interests were transferred (by
sale or exchange) within a 12-month period. [Code Sec. 708(b)(1)(B), before amendment by TCJA]

Example 1
Allen and Brenda were partners in the Able LLC, treated as a partnership for tax
purposes. On June 1, 2017, Allen died. His 50% interest in Able transferred to his estate.
Although 50% of Able’s capital and profits interests were transferred, the transfer was
not a sale or exchange. Therefore, Able does not terminate as a tax entity.
The sale or exchange that causes the termination need not have been a taxable exchange. Thus, a
contribution of the partnership’s interest to another entity such as a controlled corporation or another
partnership could have the same effect as a sale.

Example 2
Assume that Brenda, from Example 1, transferred her interest in Able to a corporation
in an exchange that met the Code Section 351 requirements and there was no immediate
recognition of gain or loss to Brenda. If she transferred the entire interest within 12
months, Able would terminate. However, she could avoid the termination with proper
planning. For example, if she transferred 49% of the capital and profits interest to the
corporation on December 1, 2016 and transferred the remainder of her interest to the
corporation on December 2, 2017 there would be no termination.
The technical termination rule could be a trap for the unwary and could cause penalties for failure to file
Form 1065 Schedule K-1 for each person who was a partner in a terminated year. However, it provided
opportunities for a partnership to terminate an otherwise irrevocable election, merely by transferring
the requisite percentage of profits and capital to other entities controlled by partners, as illustrated in
Example 2.
The repeal of the technical termination is effective for partnership taxable years beginning after December
31, 2017. [TCJA § 13504(c)] However, partnerships with fiscal years that began in 2017 are still subject
to the termination resulting from a transfer during the first fiscal year ending in 2018.
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Comment
Users of this Guide will need to be aware of the technical termination rules for several
years after 2017. These rules could surprise the unwary when there is a partnership
audit or a due diligence study by a prospective purchaser.

Comment
The TCJA did not change any rules dealing with the merger of partnerships. Moreover,
there are no changes to the termination of a partnership resulting from incorporating
or electing corporate tax status. The only change is the technical termination resulting
from the exchange of 50% or more of the capital and profits interests in a partnership
within a 12-month period.

6.02 S CORPORATIONS
An S corporation may also terminate its status. As is the case with a partnership, the corporation may
liquidate and distribute all of its assets. An S corporation may be acquired in a merger, which terminates
its existence. However, an S corporation may terminate its existence as an S corporation but remain in
existence as a C corporation.
The termination of S status may result from a revocation, or from a failure to continue to meet the
requirements of Subchapter S. Frequently, transfer of stock to an ineligible person is the cause of
termination.
Of all of the possible terminating events, the failure of an otherwise eligible Qualified Subchapter S Trust
or Electing Small Business Trust to file a proper election is the cause of shareholder ineligibility. Since
these elections often constitute traps for the unwary, Congress has enabled the IRS to grant relief for
inadvertent termination of S status. [Code Sec. 1362(f )]
If the IRS grants inadvertent termination relief, the corporation is treated as if it has remained in effect
throughout the period of disqualification. Generally, the corporation must apply for this relief via a private
letter ruling, which necessitates payment of a user fee. However, if the sole cause of termination of
S status is the failure of one or more trusts to file a proper QSST or ESBT election, the corporation
requests relief from the Service Center. To qualify for Service Center relief, the trust must file its election
no more than three years and 75 days after the date it needed to take effect. [Rev. Proc. 2013-30, 201336 IRB 173]
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Conversion from S Corporation to C Corporation Status
If the termination is not inadvertent, or if the corporation voluntarily revokes its election, there may be
an S termination year. This happens when the terminating event or revocation happens on a day other
than the beginning of the corporation’s taxable year. The period from the beginning of the year to the day
before the terminating event is termed the “S short year.” The date of the termination begins the “C short
year,” which ends on the final day of the corporation’s taxable year. [Code Sec. 1362(e)]
The income and other tax items from the S short year flow through to its shareholders on the final day
of the S termination year. The C short year requires annualization of taxable income to compute the
corporation’s income tax liability. [Code Sec. 1362(e)(5)]

Comment
Beginning in 2018, a C corporation is subject to a flat rate of 21% on all of its taxable
income. [Code Sec. 11(b)] Therefore, annualization has no impact on the corporation’s
tax liability, although the requirement remains in the law. It has an impact if the
corporation’s taxable year began before 2018, since, at that time, there was a graduated
rate structure in effect for C corporations.

Post-Termination Transition Period
When an S election terminates, and the corporation becomes a C corporation, there is a post-termination
transition period. During this time, there are special rules governing basis and distributions.
The post-termination transition period begins on the day that the S election is no longer effective. [Code
Sec. 1377(b)] The period ends on the later of the due date for the final 1120S, including extensions, or
one year after the termination occurs. There are also special rules for audit adjustments that occur after
the normal time frame.
If the shareholder restores stock basis during the post-termination transition period, he or she may deduct
the previously suspended losses to the extent of the basis increase during the post-termination transition
period. [Code Sec. 1366(d)(3)(B)] Section 1371(e)(1) allows the shareholders to continue to receive
tax-free distributions during the post-termination transition period from the corporation’s Accumulated
Adjustments Account (AAA), as if the election were still in effect.
The distribution rule applies only to cash distributions made during the post-termination period. According
to regulations, the post-termination transition period distribution rules apply to any shareholder who was
a shareholder when the S election was in effect. [Reg. §1.1377-2(b)]
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Effects of the Tax Cuts and Jobs Act of 2017
The TCJA did not change the rules regarding liquidating an S corporation. It did not modify the posttermination transition period rules discussed above. However, it did enact a limited rule for distributions
following the conversion of an S corporation to C corporation status, on top of the existing posttermination transition period distribution rules.

Eligible Terminated S Corporation
Newly-enacted Code Section 481(d) (2) defines an “Eligible Terminated S Corporation.” To fit within
this definition, a corporation must have been an S corporation on the date of enactment of the TCJA
(December 22, 2017) and must revoke its S election before December 22, 2019. [Code Sec. 448(d)
(2)(A)] The shareholders on the date of revocation must be the same persons who held the shares on
December 22, 2017 and must hold stock in the same proportions. [Code Sec. 481(d)(2)(B)]

Comment
Any change in shareholdings, including the death of a shareholder after December 22,
2017 and until the date on which the revocation is made [emphasis added] will render
the corporation ineligible for this provision. Apparently, this term refers to the date the
corporation files its revocation, rather than the date it takes effect.
The filing and effective dates of revocations need not be simultaneous. An S corporation may file a
revocation to take effect at any time in the future. [Code Sec. 1362(d)(1)D)]

Example 3
Barco was a calendar year S corporation in 2017. In 2018, Barco decided to revoke its
S election, effective January 1, 2020. Barco files the statement on January 15, 2018.
There have been no changes in shareholdings between December 22, 2017 and January
15, 2018. Barco will become an eligible terminated S corporation on January 1, 2020.
There are only limited circumstances in which a revocation of S status may be retroactive. If the
corporation files the proper statement within two months and 15 days of the beginning of its taxable year,
the corporation may revoke its S election as of the first day of the year in which it files the revocation
statement. [Code Sec. 1362(d)(1)(C)(i)]
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Example 4
Fishco was a calendar year S corporation in 2017. On March 1, 2018, Fishco filed a
revocation statement effective January 1, 2018. However, one of Fishco’s shareholders
died on February 3, 2018. There had been no change in shareholdings between December
22, 2017 and March 2, 2018. Moreover, there had been no change in shareholdings
between December 22, 2017 and January 1, 2018, the date the revocation became
effective. However, following the literal language of the statute, Fishco could not be
an eligible terminated S corporation due to the death of the shareholder before the
corporation filed its revocation.

Distributions
The special distribution rule states that the post-termination transition period distribution rules govern the
distributions during that period. After the period ends, the corporation is to prorate distributions between
the corporation’s AAA and accumulated earnings and profits (AE&P) based on the ratio of AAA to AE&P.
[Code Sec. 1371(f)]

Comment
This rule needs considerable interpretation. One problem is that there is no expiration
period to the distribution rule. Once a corporation becomes an eligible terminated
S corporation, the allocation of distributions between AAA and AE&P continues
permanently, even if the corporation should become publicly traded. Moreover, the
distribution is allocated between AAA and accumulated [emphasis added] earnings
and profits. Therefore, the corporation’s current earnings and profits for the year of the
termination do not enter into this calculation. If the corporation’s accumulated earnings
and profits becomes negative, the ratio becomes negative. In this case, any distributions
should probably be 100% allocated to AAA, but the law does not specifically apply the
rule in this circumstance. In addition, since the allocation is based on percentages,
the AAA will never completely disappear, although eventually it may asymptotically
approach zero.

Change in Accounting Method
Some taxpayers will fall within the new rules of Code Section 448, as well as the other accounting
methods affected by the TCJA, for the first time in 2018. Changing to one of the now-permitted methods
from a former method is a change in accounting method, for which the taxpayer needs to file Form 3115.
The TCJA amended the language of the Code so that any change made pursuant to the rules of Code
Section 448 are treated as if the change was initiated by the taxpayer and approved by the IRS. [Code
Sec. 448(d)(7)] Before 2018, this treatment was in effect only for changes required by Code Section 448.
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The significance is that a change, required or otherwise pursuant to Code Section 448, subjects the
taxpayer to the Code Section 481(a) adjustment period for voluntary changes. That rule generally allows
a negative adjustment (where the change results in a reduction of the taxpayer’s income for the year of
change compared to the result under the prior method of accounting) to be deducted in the year of the
change. A positive adjustment is claimed ratably over a four-year period beginning with the year of the
change. [Rev.Proc. 2015-13, 2015-5 IRB 419, § 7.03(1)]
However, there is a special rule for eligible terminated S corporations. This rule allows a six-year spread
for the Code Section 481 adjustment. [Code Sec. 481(d)]

Example 5
Muddle Corporation, an S corporation, was a large real estate and rental property
manager. Its average annual gross receipts had exceeded $50,000,000 for many years.
Muddle is not a manufacturer or reseller, and thus was not required to use the accrual
method. Before the TCJA amended the provision, Code Section 448(c)(1) required a
C corporation to use the accrual method if its average annual gross receipts exceeded
$5,000,000. However, as an S corporation, Muddle was not covered by this rule.
Moreover, since it was not a manufacturer or reseller, and stocked no goods for sale, it
was not required to use the accrual method in order to clearly reflect its income.
If Muddle remained an S corporation it could continue to use the cash method. However,
Muddle makes no distributions to shareholders, except what is necessary to cover their
state and federal income tax liabilities. Muddle intends to retain the maximum capital.
Change from S corporation to C corporation status will cause it to pay 21% in federal
tax. Muddle would need to distribute 37% of its taxable income to its shareholders if
it remained an S corporation. Due to cash flow, Muddle revokes it S election for 2018.
Since Muddle’s gross receipts average considerably more than $25,000,000 per year,
Muddle will need to change to the accrual method of accounting when it becomes a C
corporation.
Since its opening balances of accounts receivable and accounts payable were never
taken into account while it used the cash method and are not properly included in its
accrual method income for the year of change, it must calculate the cumulative effect of
omission of these items. Muddle’s accounts receivable and accounts payable for 2018
and the cumulative effects on its taxable income are:
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Example 5 (continued)
Accounts receivable, end of year balance
Less accounts receivable, beginning of year
Change in accounts receivable
Accounts payable end of year
Less accounts payable, beginning of year
Change in accounts payable
Cumulative effect of method change

$6,200,000
(5,100,000)
1,100,000
(3,085,500)
2,805,000
(280,500)
$819,500

If Muddle qualifies as an eligible terminated S corporation, it will take this cumulative
effect of a change in methods over a six-year period, starting in 2018. Muddle will add
$136,583 to its income in each year from 2018 through 2023. If Muddle does not meet
the qualification, due to a change in shareholdings between December 22, 2017 and the
date Muddle filed its revocation statement, it will need to add $204,875 to its income
in each year from 2018 through 2021.
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CHAPTER 6: TEST YOUR KNOWLEDGE
The following questions are designed to ensure that you have a complete understanding of the
information presented in the chapter (assignment). They are included as an additional tool to enhance
your learning experience and do not need to be submitted in order to receive CPE credit.
We recommend that you answer each question and then compare your response to the suggested
solutions on the following page(s) before answering the final exam questions related to this chapter
(assignment).
1.

The TCJA did which of the following related to Subchapter S corporations:
A. the TCJA changed the rules regarding liquidating an S corporation
B. the TCJA modified the post-termination transition period rules
C. the TCJA enacted a limited rule for distributions following the conversion of an
S corporation to C corporation status
D. all of the above
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CHAPTER 6: SOLUTIONS AND SUGGESTED RESPONSES
Below are the solutions and suggested responses for the questions on the previous page(s). If you
choose an incorrect answer, you should review the pages as indicated for each question to ensure
comprehension of the material.
1.

A. Incorrect. The TCJA did not change the liquidation rules.
B. Incorrect. The TCJA did not modify the post-termination transition period rules.
C. CORRECT. In order to be impacted by this change, the S corporation must have been
an S corporation on the date of enactment of the TCJA (12/22/2017) and must revoke
its S election before December 22, 2019.
D. Incorrect. Only one of the responses is correct.
(See page 158 of the course material.)
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CHAPTER 7: ENTITY-LEVEL TAXES
Chapter Objective
After completing this chapter, you should be able to:
• Recognize changes made at the entity level by the TCJA.

As pass-through entities, both partnerships and S corporations are generally not subject to federal
income tax at the entity level. There are limited exceptions.

7.01 PARTNERSHIPS
A partnership is not usually subject to any entity level income tax. However, if the IRS adjusts a post2017 partnership return and determines that it has underreported its income, the partnership may be
subject to the “imputed underpayment” rules. [Code Sec. 6225(a)] In order to determine the imputed
underpayment, the partnership nets the increases and decreases to taxable income as a result of the
adjustment and multiplies the net amount by the highest rate in effect for C corporations or for individuals
in the year under review. [Code Sec. 6225(b)(1)]
There are rules for certain small partnerships to elect out of this provision and subject the partners to
payment of tax deficiencies. There are also rules that allow partnerships to “push out” these adjustments
so that partners, rather than the partnership, must pay the tax.

Effect of the Tax Cuts and Jobs Act of 2017
The TCJA did not make any direct changes to the partnership audit and adjustment rules. However,
the top individual tax rate, which was set at 39.6% for 2018, was reduced to 37%. [Code Sec. 1, as
amended by TCJA § 11001(a)] Since the partnership adjustment rule was not in effect for any year
beginning before 2018, the new rate schedule limits the amount of imputed underpayment for which
partnerships may be liable.

7.02 S CORPORATIONS
Although an S corporation is generally exempt from the income tax, there are some exceptions. One of
these taxes, the LIFO recapture tax, is imposed on a C corporation immediately before the S election
takes effect. The others, the passive investment income tax and the built-in gains tax, are actually
imposed on the S corporation’s income.
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Comment
As a result of the Tax Cuts and Jobs Act of 2017, many tax entities are likely to consider
changing status. For those corporations whose overall cash position, combined with the
cash position of the shareholders, might be improved by switching from C to S status,
awareness of the potential effects and after-effects of the status change is necessary.
Therefore, this Guide includes a brief discussion of some of the taxes that might be
imposed on C corporations changing to S status.

Built-In Gains Tax
The built-in gains tax is a corporate level tax imposed on certain S corporations. As such, it is a deviation
from the general rule that S corporations pay no federal income tax. [Code Sec. 1374] This tax applies
to gains and other items of income that had been economically realized before the S election took effect,
but are recognized after the S election takes effect. It applies only to two categories of S corporations:
1.

S corporations that were formerly C corporations, where the current taxable year begins
no more than five years following the effective date of the S election. Such a corporation
is subject to tax on the disposition of any asset that it owned when it became an S
corporation; and

2.

S corporations that have acquired assets from C corporations or from former C
corporations in tax-free reorganizations or liquidations. Such a corporation is subject to
tax on the assets acquired in that transaction for five years following that transaction.

This tax applies to gains and other items of income that had been economically realized before the S
election took effect, but are recognized after the S election takes effect. Only the net recognized built-in
gain (NRBIG) is subject to tax. According to the regulations, NRBIG is the least of the following three
computations:
1.

The Pre-Limitation Amount (PLA). The pre-limitation amount is determined by taking into
account only the corporation’s recognized built-in gains and recognized built-in losses for
any taxable year. The corporation must use its actual accounting method in determining
which gains and losses are recognized. [Reg. § 1.1374-2(d)] The corporation follows C
corporation rules of offset, limitations, etc. The corporation is not allowed any dividends
received deduction.

2.

The Taxable Income Limit (TIL). The net recognized built-in gain is limited to the
corporation’s taxable income, taking into account all gains, income, deductions and
losses for the year. According to the regulations, it is important to observe all of the
offset rules and deduction limitations that would be applicable if the corporation were a C
corporation. [Code Sec. 1374(d)(2)(A)(ii), Code Sec. 1375(b)(1)(B)] For this calculation,
it is not necessary to determine the year of economic origin of any item. Restated briefly,
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taxable income is computed as if the corporation was a C corporation, except that it is not
allowed the special deduction for dividends received.
3.

The Adjusted Net Unrealized Built-In Gain Limit (NUL). In its first S corporation year, the
NUL is the same as the net unrealized built-in gain (i.e., the maximum net built-in gain
that could be recognized). In subsequent years, the NUL is the original net unrealized
built-in gain reduced by all net recognized built-in gains in prior years. In this manner, the
net unrealized built-in gain acts as the limiting factor on the total net recognized built-in
gains that could be reported during the five-year recognition period.

Example 1
Zoom Corporation, an accrual basis and calendar year taxpayer, was incorporated in
1988 and operated as a C corporation through December 2017. On January 20, 2018,
Zoom filed an election to be an S corporation effective January 1, 2018. Zoom had the
following assets as of January 1, 2018:
Assets
Equipment
Land
Stock
Total

Adjusted
Basis
$60,000
70,000
35,000
$165,000

Fair Market
Built-In
Value Gain (Loss)
$80,000
$20,000
95,000
25,000
25,000
(10,000)
$195,000
$35,000

In 2018, Zoom sells the land for $102,000. It calculates the gain and the recognized
built-in gain as:
Land
Gain
Built-in gain

Price
$102,000
32,000
25,000

Basis
$70,000
(102,000-70,000)
(95,000-70,000)

FMV 1/1/18
$95,000

In 2018, Zoom’s taxable income, computed as if it were a C corporation, is $14,000.
Zoom’s built-in gain tax is:
Taxable income
Tax rate
Tax

$14,000
21%
$2,9540

The built-in gains tax reduces the gain that flows through to the shareholders.
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Passive Investment Income Tax
If the S corporation has no accumulated earnings and profits (from prior C corporation years), there are
no limits or problems with passive investment income. However, if the S corporation has accumulated
earnings and profits, there are two potential problems if the corporation’s passive investment income
exceeds 25% of its gross receipts.
1.

In any year in which the corporation’s passive gross receipts are too high, there is a
corporate level tax at 25% on the corporation’s excess net passive income. [Code Sec.
1375]

2.

If the corporation’s passive investment income exceeds 25% of its gross receipts for three
consecutive years (and the corporation has accumulated earnings and profits in each of
those years) the corporation loses its S status at the beginning of the next year. [Code
Sec. 1363(d)(3)]

Example 2
Parallel Corporation, an S corporation is a former C corporation with accumulated
earnings and profits. Parallel reports the following items for 2018:
Service income
Rents received on net lease
Dividends received
Expenses directly allocated to rental income
Other expenses

$128,500
47,500
24,000
(31,000)
(25,000)

Parallel computes its excess net passive investment income.
Passive investment income
Gross receipts
Limit on passive investment
income before tax applies
Excessive passive investment
income
Excess passive investment income
as percent of all passive investment
income
Net passive income
Excess net passive income
Excess net passive income tax

$71,500
200,000
(25% of $200,000)

50,000

$71,500 - 50,000

21,500

$50,000/$71,500
$71,500 - 31,000
$40,500 x 30%
$12,178 x 21%

30%
40,500
12,178
$2,557

The excess net passive income tax reduces proportionally the rent and dividends that
pass through to the shareholders.
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Example 2 (continued)
Character
Service income
Rents received on net lease
Dividends received
Total

Gross
Income
$128,500
47,500
24,000
$200,000

Character
Service income
Rents received on net lease
Dividends received
Total

Net Income
Before Tax
$103,500
16,500*
24,000**
$144,000

Expense
$25,000
31,000
$56,000

Net Income
Before Tax
$103,500
16,500
24,000
$144,000

Net Income
Tax
After Tax
$0
$103,500
#
1,042
15,458
##
1,516
22,484
$2,557
$141,443

* 41% of Net PII
** 59% of Net PII
# 41% of $2,557
## 59% of $2,557

LIFO Recapture Tax
If a C corporation uses the LIFO method for its final tax year before making an S election, the C
corporation must include in its income the excess of the inventory’s value under the FIFO method over
the value under the LIFO method. [Code Sec. 1363(d)]

Example 3
JKS Corporation, a calendar year corporation, was incorporated in 1972 and operated
as a C corporation from its inception until December 2017. JKS Corporation makes an
S election in November 2017 to be effective as of January 1, 2018. JKS Corporation has
used the LIFO method of accounting for its inventory since its inception. For a number
of years, the corporation has been in the highest corporate income tax bracket. Details
of the values associated with JKS Corporation’s inventory follows:
LIFO Value
$500,000
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FIFO Value Fair Market Value
$750,000
$900,000

The LIFO recapture amount is $250,000 ($750,000 − 500,000). The $250,000 would be reported on JKS
Corporation’s 2017 corporate income tax return, Form 1120. The additional tax of $87,500 ($250,000 ×
35%, assuming JKS is in the top corporate bracket in 2017) would be reported in four annual payments.
JKS Corporation would pay $21,875 ($87,500 × 25%) with its 2017 return and additional payments with
its returns for the years 2018, 2019, and 2020. If JKS waited until 2018 to convert to S status, its LIFO
recapture would be taxed at the rate of 21%, rather than the prior corporate rate.
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CHAPTER 7: TEST YOUR KNOWLEDGE
The following questions are designed to ensure that you have a complete understanding of the
information presented in the chapter (assignment). They are included as an additional tool to enhance
your learning experience and do not need to be submitted in order to receive CPE credit.
We recommend that you answer each question and then compare your response to the suggested
solutions on the following page(s) before answering the final exam questions related to this chapter
(assignment).
1.

What is the top individual tax rate for 2018 after the passage of the TCJA:
A. 39.6%
B. 37.6%
C. 37%
D. 21%
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CHAPTER 7: SOLUTIONS AND SUGGESTED RESPONSES
Below are the solutions and suggested responses for the questions on the previous page(s). If you
choose an incorrect answer, you should review the pages as indicated for each question to ensure
comprehension of the material.
1.

A. Incorrect. The top rate for an individual prior to 2018 was 39.6%.
B. Incorrect. This rate is not relative to 2017 or 2018.
C. CORRECT. The TCJA reduced the top rate from 39.6% to 37% for 2018.
D. Incorrect. The TCJA adjusted the top corporate rate from 35% to 21% for 2018.
(See page 167 of the course material.)
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(B) regulations to prevent avoidance of the purposes of this subsection and subsection
(e)(5) through the use of issuers other than C corporations, agreements to borrow amounts
due under the debt instrument, or other arrangements.
Amendments

• 2009, American Recovery and Reinvestment Tax
Act of 2009 (P.L. 111-5)
P.L. 111-5, § 1232(b)(1)-(2):

by adding at the end thereof a new sentence. Effective as if
included in the provision of P.L. 101-239 to which it relates.

• 1989, Omnibus Budget Reconciliation Act of
1989 (P.L. 101-239)

P.L. 101-239, § 7202(b):
Amended the last sentence of Code Sec. 163(i)(1) by inAmended Code Sec. 163 by redesignating subsection (i) as
serting “(i)” after “regulation”, and by inserting “, or (ii)
subsection (j) and by inserting after subsection (h) a new
permit, on a temporary basis, a rate to be used with respect
subsection (i). Effective, generally, for instruments issued
to any debt instrument which is higher than the applicable
after 7-10-89. For exceptions, see Act Sec. 7202 (c)(2) followFederal rate if the Secretary determines that such rate is[Sec.
163]
ing
Code Sec. 163(e).
appropriate in light of distressed conditions in the debt
capital markets” before the period
at 163.
the end.
Effective for
SEC.
INTEREST.
obligations issued after 12-31-2009, in tax years ending after
such date.

• 1990, Omnibus Budget Reconciliation Act of
1990 (P.L. 101-508)
P.L. 101-508, § 11701(b)(2):

***

Amended Code Sec. 163(i)(3) by striking “(or stock)” after
“obligation” each place it appears in subparagraph (B), and

[Sec. 163(j)]
(j) LIMITATION ON BUSINESS INTEREST.—
(1) IN GENERAL.—The amount allowed as a deduction under this chapter for any taxable year
for business interest shall not exceed the sum of—
(A) the business interest income of such taxpayer for such taxable year,
(B) 30 percent of the adjusted taxable income of such taxpayer for such taxable year,
plus
(C) the floor plan financing interest of such taxpayer for such taxable year.
The amount determined under subparagraph (B) shall not be less than zero.
(2) CARRYFORWARD OF DISALLOWED BUSINESS INTEREST.—The amount of any business interest not
allowed as a deduction for any taxable year by reason of paragraph (1) shall be treated as
business interest paid or accrued in the succeeding taxable year.
(3) EXEMPTION FOR CERTAIN SMALL BUSINESSES.—In the case of any taxpayer (other than a tax
shelter prohibited from using the cash receipts and disbursements method of accounting under
section 448(a)(3)) which meets the gross receipts test of section 448(c) for any taxable year,
paragraph (1) shall not apply to such taxpayer for such taxable year. In the case of any taxpayer
which is not a corporation or a partnership, the gross receipts test of section 448(c) shall be
applied in the same manner as if such taxpayer were a corporation or partnership.
(4) APPLICATION TO PARTNERSHIPS, ETC.—
(A) IN GENERAL.—In the case of any partnership—
(i) this subsection shall be applied at the partnership level and any deduction for
business interest shall be taken into account in determining the non-separately stated
taxable income or loss of the partnership, and
(ii) the adjusted taxable income of each partner of such partnership—
(I) shall be determined without regard to such partner’s distributive share of
any items of income, gain, deduction, or loss of such partnership, and
(II) shall be increased by such partner’s distributive share of such partnership’s excess taxable income.
For purposes of clause (ii)(II), a partner’s distributive share of partnership excess
taxable income shall be determined in the same manner as the partner’s distributive
share of nonseparately stated taxable income or loss of the partnership.
(B) SPECIAL RULES FOR CARRYFORWARDS.—
(i) IN GENERAL.—The amount of any business interest not allowed as a deduction to
a partnership for any taxable year by reason of paragraph (1) for any taxable year—
(I) shall not be treated under paragraph (2) as business interest paid or
accrued by the partnership in the succeeding taxable year, and
(II) shall, subject to clause (ii), be treated as excess business interest which is
allocated to each partner in the same manner as the non-separately stated taxable
income or loss of the partnership.
(ii) TREATMENT OF EXCESS BUSINESS INTEREST ALLOCATED TO PARTNERS.—If a partner is
allocated any excess business interest from a partnership under clause (i) for any taxable
year—
(I) such excess business interest shall be treated as business interest paid or
accrued by the partner in the next succeeding taxable year in which the partner is
allocated excess taxable income from such partnership, but only to the extent of
such excess taxable income, and

Sec. 163(i)(5)(B)
Code Sec. 163

179 • Appendix

APPENDIX: Selected Code Sections Affected by the Tax Cuts and Jobs Act

INCOME TAX—INTEREST

147

931

(II) any portion of such excess business interest remaining after the application
of subclause (I) shall, subject to the limitations of subclause (I), be treated as
business interest paid or accrued in succeeding taxable years.
For purposes of applying this paragraph, excess taxable income allocated to a partner
from a partnership for any taxable year shall not be taken into account under paragraph
(1)(A) with respect to any business interest other than excess business interest from the
partnership until all such excess business interest for such taxable year and all preceding taxable years has been treated as paid or accrued under clause (ii).
(iii) BASIS ADJUSTMENTS.—
(I) IN GENERAL.—The adjusted basis of a partner in a partnership interest shall
be reduced (but not below zero) by the amount of excess business interest allocated
to the partner under clause (i)(II).
(II) SPECIAL RULE FOR DISPOSITIONS.—If a partner disposes of a partnership interest, the adjusted basis of the partner in the partnership interest shall be increased
immediately before the disposition by the amount of the excess (if any) of the
amount of the basis reduction under subclause (I) over the portion of any excess
business interest allocated to the partner under clause (i)(II) which has previously
been treated under clause (ii) as business interest paid or accrued by the partner.
The preceding sentence shall also apply to transfers of the partnership interest
(including by reason of death) in a transaction in which gain is not recognized in
whole or in part. No deduction shall be allowed to the transferor or transferee
under this chapter for any excess business interest resulting in a basis increase
under this subclause.
(C) EXCESS TAXABLE INCOME.—The term “excess taxable income” means, with respect to
any partnership, the amount which bears the same ratio to the partnership’s adjusted
taxable income as—
(i) the excess (if any) of—
(I) the amount determined for the partnership under paragraph (1)(B), over
(II) the amount (if any) by which the business interest of the partnership,
reduced by the floor plan financing interest, exceeds the business interest income of
the partnership, bears to
(ii) the amount determined for the partnership under paragraph (1)(B).
(D) APPLICATION TO S CORPORATIONS.—Rules similar to the rules of subparagraphs (A)
and (C) shall apply with respect to any S corporation and its shareholders.
(5) BUSINESS INTEREST.—For purposes of this subsection, the term “business interest” means
any interest paid or accrued on indebtedness properly allocable to a trade or business. Such term
shall not include investment interest (within the meaning of subsection (d)).
(6) BUSINESS INTEREST INCOME.—For purposes of this subsection, the term “business interest
income” means the amount of interest includible in the gross income of the taxpayer for the
taxable year which is properly allocable to a trade or business. Such term shall not include
investment income (within the meaning of subsection (d)).
(7) TRADE OR BUSINESS.—For purposes of this subsection—
(A) IN GENERAL.—The term “trade or business” shall not include—
(i) the trade or business of performing services as an employee,
(ii) any electing real property trade or business,
(iii) any electing farming business, or
(iv) the trade or business of the furnishing or sale of—
(I) electrical energy, water, or sewage disposal services,
(II) gas or steam through a local distribution system, or
(III) transportation of gas or steam by pipeline,
if the rates for such furnishing or sale, as the case may be, have been established or
approved by a State or political subdivision thereof, by any agency or instrumentality of
the United States, by a public service or public utility commission or other similar body
of any State or political subdivision thereof, or by the governing or ratemaking body of
an electric cooperative.
(B) ELECTING REAL PROPERTY TRADE OR BUSINESS.—For purposes of this paragraph, the term
“electing real property trade or business” means any trade or business which is described in
section 469(c)(7)(C) and which makes an election under this subparagraph. Any such
election shall be made at such time and in such manner as the Secretary shall prescribe, and,
once made, shall be irrevocable.
(C) ELECTING FARMING BUSINESS.—For purposes of this paragraph, the term “electing
farming business” means—
(i) a farming business (as defined in section 263A(e)(4)) which makes an election
under this subparagraph, or
(ii) any trade or business of a specified agricultural or horticultural cooperative (as
defined in section 199A(g)(2)) with respect to which the cooperative makes an election
under this subparagraph.
Internal Revenue Code
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Any such election shall be made at such time and in such manner as the Secretary shall
prescribe, and, once made, shall be irrevocable.
(8) ADJUSTED TAXABLE INCOME.—For purposes of this subsection, the term “adjusted taxable
income” means the taxable income of the taxpayer—
(A) computed without regard to—
(i) any item of income, gain, deduction, or loss which is not properly allocable to a
trade or business,
(ii) any business interest or business interest income,
(iii) the amount of any net operating loss deduction under section 172,
(iv) the amount of any deduction allowed under section 199A, and
(v) in the case of taxable years beginning before January 1, 2022, any deduction
allowable for depreciation, amortization, or depletion, and
(B) computed with such other adjustments as provided by the Secretary.
(9) FLOOR PLAN FINANCING INTEREST DEFINED.—For purposes of this subsection—
(A) IN GENERAL.—The term “floor plan financing interest” means interest paid or
accrued on floor plan financing indebtedness.
(B) FLOOR PLAN FINANCING INDEBTEDNESS.—The term “floor plan financing indebtedness”
means indebtedness—
(i) used to finance the acquisition of motor vehicles held for sale or lease, and
(ii) secured by the inventory so acquired.
(C) MOTOR VEHICLE.—The term “motor vehicle” means a motor vehicle that is any of the
following:
(i) Any self-propelled vehicle designed for transporting persons or property on a
public street, highway, or road.
(ii) A boat.
(iii) Farm machinery or equipment.
(10) CROSS REFERENCES.—
(A) For requirement that an electing real property trade or business use the alternative
depreciation system, see section 168(g)(1)(F).
(B) For requirement that an electing farming business use the alternative depreciation
system, see section 168(g)(1)(G).
Amendments

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)
P.L. 115-97, § 13301(a):

Amended Code Sec. 163(j). Effective for tax years beginning after 12-31-2017. Prior to amendment, Code Sec. 163(j)
read as follows:
(j) LIMITATION ON DEDUCTION FOR INTEREST ON CERTAIN
INDEBTEDNESS.—
(1) LIMITATION.—
(A) IN GENERAL.—If this subsection applies to any corporation for any taxable year, no deduction shall be allowed
under this chapter for disqualified interest paid or accrued
by such corporation during such taxable year. The amount
disallowed under the preceding sentence shall not exceed
the corporation’s excess interest expense for the taxable
year.
(B) DISALLOWED AMOUNT CARRIED TO SUCCEEDING TAXABLE
YEAR.—Any amount disallowed under subparagraph (A) for
any taxable year shall be treated as disqualified interest paid
or accrued in the succeeding taxable year (and clause (ii) of
paragraph (2)(A) shall not apply for purposes of applying
this subsection to the amount so treated).
(2) CORPORATIONS TO WHICH SUBSECTION APPLIES.—
(A) IN GENERAL.—This subsection shall apply to any corporation for any taxable year if—
(i) such corporation has excess interest expense for such
taxable year, and
(ii) the ratio of debt to equity of such corporation as of the
close of such taxable year (or on any other day during the
taxable year as the Secretary may by regulations prescribe)
exceeds 1.5 to 1.
(B) EXCESS INTEREST EXPENSE.—
(i) IN GENERAL.—For purposes of this subsection, the term
“excess interest expense” means the excess (if any) of—
(I) the corporation’s net interest expense, over
(II) the sum of 50 percent of the adjusted taxable income
of the corporation plus any excess limitation carryforward
under clause (ii).
(ii) EXCESS LIMITATION CARRYFORWARD.—If a corporation has
an excess limitation for any taxable year, the amount of such
excess limitation shall be an excess limitation carryforward
to the 1st succeeding taxable year and to the 2nd and 3rd
succeeding taxable years to the extent not previously taken
into account under this clause. The amount of such a car-
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ryforward taken into account for any such succeeding taxable year shall not exceed the excess interest expense for such
succeeding taxable year (determined without regard to the
carryforward from the taxable year of such excess
limitation).
(iii) EXCESS LIMITATION.—For purposes of clause (ii), the
term “excess limitation” means the excess (if any) of—
(I) 50 percent of the adjusted taxable income of the corporation, over
(II) the corporation’s net interest expense.
(C) RATIO OF DEBT TO EQUITY.—For purposes of this paragraph, the term “ratio of debt to equity” means the ratio
which the total indebtedness of the corporation bears to the
sum of its money and all other assets reduced (but not
below zero) by such total indebtedness. For purposes of the
preceding sentence—
(i) the amount taken into account with respect to any
asset shall be the adjusted basis thereof for purposes of
determining gain,
(ii) the amount taken into account with respect to any
indebtedness with original issue discount shall be its issue
price plus the portion of the original issue discount previously accrued as determined under the rules of section 1272
(determined without regard to subsection (a)(7) or (b)(4)
thereof), and
(iii) there shall be such other adjustments as the Secretary
may by regulations prescribe.
(3) DISQUALIFIED INTEREST.—For purposes of this subsection, the term “disqualified interest” means—
(A) any interest paid or accrued by the taxpayer (directly
or indirectly) to a related person if no tax is imposed by this
subtitle with respect to such interest,
(B) any interest paid or accrued by the taxpayer with
respect to any indebtedness to a person who is not a related
person if—
(i) there is a disqualified guarantee of such indebtedness,
and
(ii) no gross basis tax is imposed by this subtitle with
respect to such interest, and
(C) any interest paid or accrued (directly or indirectly) by
a taxable REIT subsidiary (as defined in section 856(l)) of a
real estate investment trust to such trust.
(4) RELATED PERSON.—For purposes of this subsection—
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(A) IN GENERAL.—Except as provided in subparagraph (B),
the term “related person” means any person who is related
(within the meaning of section 267(b) or 707(b)(1)) to the
taxpayer.
(B) SPECIAL RULE FOR CERTAIN PARTNERSHIPS.—
(i) IN GENERAL.—Any interest paid or accrued to a partnership which (without regard to this subparagraph) is a related person shall not be treated as paid or accrued to a
related person if less than 10 percent of the profits and
capital interests in such partnership are held by persons
with respect to whom no tax is imposed by this subtitle on
such interest. The preceding sentence shall not apply to any
interest allocable to any partner in such partnership who is a
related person to the taxpayer.
(ii) SPECIAL RULE WHERE TREATY REDUCTION.—If any treaty
between the United States and any foreign country reduces
the rate of tax imposed by this subtitle on a partner’s share
of any interest paid or accrued to a partnership, such partner’s interests in such partnership shall, for purposes of
clause (i), be treated as held in part by a tax-exempt person
and in part by a taxable person under rules similar to the
rules of paragraph (5)(B).
(5) SPECIAL RULES FOR DETERMINING WHETHER INTEREST IS
SUBJECT TO TAX.—
(A) TREATMENT OF PASS-THRU ENTITIES.—In the case of any
interest paid or accrued to a partnership, the determination
of whether any tax is imposed by this subtitle on such
interest shall be made at the partner level. Rules similar to
the rules of the preceding sentence shall apply in the case of
any pass-thru entity other than a partnership and in the case
of tiered partnerships and other entities.
(B) INTEREST TREATED AS TAX-EXEMPT TO EXTENT OF TREATY
REDUCTION.—If any treaty between the United States and any
foreign country reduces the rate of tax imposed by this
subtitle on any interest paid or accrued by the taxpayer,
such interest shall be treated as interest on which no tax is
imposed by this subtitle to the extent of the same proportion
of such interest as—
(i) the rate of tax imposed without regard to such treaty,
reduced by the rate of tax imposed under the treaty, bears to
(ii) the rate of tax imposed without regard to the treaty.
(6) OTHER DEFINITIONS AND SPECIAL RULES.—For purposes of
this subsection—
(A) ADJUSTED TAXABLE INCOME.—The term “adjusted taxable income” means the taxable income of the taxpayer—
(i) computed without regard to—
(I) any deduction allowable under this chapter for the net
interest expense,
(II) the amount of any net operating loss deduction under
section 172,
(III) any deduction allowable under section 199, and
(IV) any deduction allowable for depreciation, amortization, or depletion, and
(ii) computed with such other adjustments as the Secretary may by regulations prescribe.
(B) NET INTEREST EXPENSE.—The term “net interest expense” means the excess (if any) of—
(i) the interest paid or accrued by the taxpayer during the
taxable year, over
(ii) the amount of interest includible in the gross income
of such taxpayer for such taxable year.
The Secretary may by regulations provide for adjustments
in determining the amount of net interest expense.
(C) TREATMENT OF AFFILIATED GROUP.—All members of the
same affiliated group (within the meaning of section
1504(a)) shall be treated as 1 taxpayer.
(D) DISQUALIFIED GUARANTEE.—
(i) IN GENERAL.—Except as provided in clause (ii), the term
“disqualified guarantee” means any guarantee by a related
person which is—
(I) an organization exempt from taxation under this subtitle, or
(II) a foreign person.
(ii) EXCEPTIONS.—The term “disqualified guarantee” shall
not include a guarantee—
(I) in any circumstances identified by the Secretary by
regulation, where the interest on the indebtedness would
have been subject to a net basis tax if the interest had been
paid to the guarantor, or
(II) if the taxpayer owns a controlling interest in the
guarantor.
For purposes of subclause (II), except as provided in regulations, the term “a controlling interest” means direct or indi-
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rect ownership of at least 80 percent of the total voting
power and value of all classes of stock of a corporation, or
80 percent of the profit and capital interests in any other
entity. For purposes of the preceding sentence, the rules of
paragraphs (1) and (5) of section 267(c) shall apply; except
that such rules shall also apply to interest in entities other
than corporations.
(iii) GUARANTEE.—Except as provided in regulations, the
term “guarantee” includes any arrangement under which a
person (directly or indirectly through an entity or otherwise)
assures, on a conditional or unconditional basis, the payment of another person’s obligation under any
indebtedness.
(E) GROSS BASIS AND NET BASIS TAXATION.—
(i) GROSS BASIS TAX.—The term “gross basis tax” means
any tax imposed by this subtitle which is determined by
reference to the gross amount of any item of income without
any reduction for any deduction allowed by this subtitle.
(ii) NET BASIS TAX.—The term “net basis tax” means any
tax imposed by this subtitle which is not a gross basis tax.
(7) COORDINATION WITH PASSIVE LOSS RULES, ETC.—This subsection shall be applied before sections 465 and 469.
(8) TREATMENT OF CORPORATE PARTNERS.—Except to the extent provided by regulations, in applying this subsection to
a corporation which owns (directly or indirectly) an interest
in a partnership—
(A) such corporation’s distributive share of interest income paid or accrued to such partnership shall be treated as
interest income paid or accrued to such corporation,
(B) such corporation’s distributive share of interest paid
or accrued by such partnership shall be treated as interest
paid or accrued by such corporation, and
(C) such corporation’s share of the liabilities of such partnership shall be treated as liabilities of such corporation.
(9) REGULATIONS.—The Secretary shall prescribe such regulations as may be appropriate to carry out the purposes of
this subsection, including—
(A) such regulations as may be appropriate to prevent the
avoidance of the purposes of this subsection,
(B) regulations providing such adjustments in the case of
corporations which are members of an affiliated group as
may be appropriate to carry out the purposes of this
subsection,
(C) regulations for the coordination of this subsection
with section 884, and
(D) regulations providing for the reallocation of shares of
partnership indebtedness, or distributive shares of the partnership’s interest income or interest expense.

• 2006, Tax Increase Prevention and Reconciliation
Act of 2005 (P.L. 109-222)
P.L. 109-222, § 501(a):

Amended Code Sec. 163(j) by redesignating paragraph (8)
as paragraph (9) and by inserting after paragraph (7) a new
paragraph (8). Effective for tax years beginning on or after
5-17-2006.

P.L. 109-222, § 501(b):

Amended Code Sec. 163(j)(9), as redesignated by Act Sec.
501(a), by striking “and” at the end of subparagraph (B), by
striking the period at the end of subparagraph (C) and
inserting “, and”, and by adding at the end a new subparagraph (D). Effective for tax years beginning on or after
5-17-2006.

• 2005, Gulf Opportunity Zone Act of 2005 (P.L.
109-135)
P.L. 109-135, § 403(a)(15):

Amended Code Sec. 163(j)(6)(A)(i) by striking “and” at
the end of subclause (II), by redesignating subclause (III) as
subclause (IV), and by inserting after subclause (II) a new
subclause (III). Effective as if included in the provision of
the American Jobs Creation Act of 2004 (P.L. 108-357) to
which it relates [effective for tax years beginning after
12-31-2004.—CCH].

• 1999, Tax Relief Extension Act of 1999 (P.L.
106-170)
P.L. 106-170, § 544:

Amended Code Sec. 163(j)(3) by striking “and” at the end
of subparagraph (A), by striking the period at the end of
subparagraph (B) and inserting “, and”, and by adding at
the end a new subparagraph (C). Effective for tax years
beginning after 12-31-2000.

Sec. 163(j)(10)(B)
Code Sec. 163
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• 1997, Taxpayer Relief Act of 1997 (P.L. 105-34)

P.L. 103-66, § 13228(c)(1):

P.L. 105-34, § 1604(g)(1):

Amended Code Sec. 163(j)(5)(B) by striking “to a related
person” after “by the taxpayer”. Effective for interest paid
or accrued in tax years beginning after 12-31-93.

• 1996, Small Business Job Protection Act of 1996
(P.L. 104-188)

P.L. 103-66, § 13228(c)(2):

Amended Code Sec. 163(j)(2)(B)(iii) by striking “clause
(i)” and inserting “clause (ii)”. Effective 8-5-97.

P.L. 104-188, § 1703(n)(4):

Amended Code Sec. 163(j)(6)(E)(ii) by striking “which is
a” and inserting “which is”. Effective as if included in the
provision of P.L. 103-66 to which it relates.

P.L. 104-188, § 1704(f)(2)(A):

Amended Code Sec. 163(j)(1)(B) by inserting before the
period at the end thereof “(and clause (ii) of paragraph
(2)(A) shall not apply for purposes of applying this subsection to the amount so treated)”. Effective as if included in
the amendments made by section 7210(a) of P.L. 101-239.

P.L. 104-188, § 1704(f)(2)(B):

Amended Code Sec. 163(j) by redesignating paragraph (7)
as paragraph (8) and by inserting after paragraph (6) a new
paragraph (7). Effective as if included in the amendments
made by section 7210(a) of P.L. 101-239.

• 1993, Omnibus Budget Reconciliation Act of
1993 (P.L. 103-66)
P.L. 103-66, § 13228(a):

Amended Code Sec. 163(j)(3). Effective for interest paid
or accrued in tax years beginning after 12-31-93. Prior to
amendment, Code Sec. 163(j)(3) read as follows:
(3) DISQUALIFIED INTEREST.—For purposes of this subsection—
(A) IN GENERAL.—Except as provided in subparagraph (B),
the term “disqualified interest” means any interest paid or
accrued by the taxpayer (directly or indirectly) to a related
person if no tax is imposed by this subtitle with respect to
such interest.
(B) EXCEPTION FOR CERTAIN EXISTING INDEBTEDNESS.—The
term “disqualified interest” does not include any interest
paid or accrued under indebtedness with a fixed term—
(i) which was issued on or before July 10, 1989, or
(ii) which was issued after such date pursuant to a written
binding contract in effect on such date and all times thereafter before such indebtedness was issued.

P.L. 103-66, § 13228(b):

Amended Code Sec. 163(j)(6) by adding at the end thereof
the following new subparagraphs (D) and (E). Effective for
interest paid or accrued in tax years beginning after
12-31-93.

Amended the subsection heading for Code Sec. 163(j).
Effective for interest paid or accrued in tax years beginning
after 12-31-93. Prior to amendment, the heading for Code
Sec. 163(j) read as follows:
(j) LIMITATION ON DEDUCTION FOR CERTAIN INTEREST PAID BY
CORPORATION TO RELATED PERSON.—

• 1990, Omnibus Budget Reconciliation Act of
1990 (P.L. 101-508)
P.L. 101-508, § 11701(c)(1):

Amended Code Sec. 163(j)(2)(C) by striking “less such”
and inserting “reduced (but not below zero) by such”. Effective as if included in the provision of P.L. 101-239 to which
it relates.

P.L. 101-508, § 11701(c)(2):

Amended Code Sec. 163(j)(2)(A)(ii) by striking “and on
such other days” and inserting “or on any other day”.
Effective as if included in the provision of P.L. 101-239 to
which it relates.

• 1989, Omnibus Budget Reconciliation Act of
1989 (P.L. 101-239)
P.L. 101-239, § 7202(b):

Amended Code Sec. 163 by redesignating subsection (i) as
subsection (j). Effective, generally, for instruments issued
after 7-10-89. For exceptions, see Act Sec. 7202(c)(2) following Code Sec. 163(e).

P.L. 101-239, § 7210(a):

Amended Code Sec. 163, as amended by Act Sec. 7202, by
redesignating subsection (j) as subsection (k) and by inserting after subsection (i) a new subsection (j). Effective,
generally, for interest paid or accrued in tax years beginning
after 7-10-89. For a special rule, see Act Sec. 7210(b)(2),
below.

P.L. 101-239, § 7210(b)(2), provides:

(2) SPECIAL RULE FOR DEMAND LOANS, ETC.—In the case of any
demand loan (or other loan without a fixed term) which was
outstanding on July 10, 1989, interest on such loan to the
extent attributable to periods before September 1, 1989, shall
not be treated as disqualified interest for purposes of section
163(j) of the Internal Revenue Code of 1986 (as added by
subsection (a)).

[Sec. 163(k)]
(k) SECTION 6166 INTEREST.—No deduction shall be allowed under this section for any interest
payable under section 6601 on any unpaid portion of the tax imposed by section 2001 for the period
during which an extension of time for payment of such tax is in effect under section 6166.
Amendments

• 1997, Taxpayer Relief Act of 1997 (P.L. 105-34)
P.L. 105-34, § 503(b)(2)(A):

subsection (k). Effective, generally, for estates of decedents
dying after 12-31-97. For a special rule, see Act Sec. 503(d)(2)
in the amendment notes following Code Sec. 163(h).

Amended Code Sec. 163 by redesignating subsection (k)
as subsection (l) and by inserting after subsection (j) a new

[Sec. 163(l)]
(l) DISALLOWANCE OF DEDUCTION ON CERTAIN DEBT INSTRUMENTS OF CORPORATIONS.—
(1) IN GENERAL.—No deduction shall be allowed under this chapter for any interest paid or
accrued on a disqualified debt instrument.
(2) DISQUALIFIED DEBT INSTRUMENT.—For purposes of this subsection, the term “disqualified
debt instrument” means any indebtedness of a corporation which is payable in equity of the
issuer or a related party or equity held by the issuer (or any related party) in any other person.
(3) SPECIAL RULES FOR AMOUNTS PAYABLE IN EQUITY.—For purposes of paragraph (2), indebtedness shall be treated as payable in equity of the issuer or any other person only if—
(A) a substantial amount of the principal or interest is required to be paid or converted,
or at the option of the issuer or a related party is payable in, or convertible into, such equity,
(B) a substantial amount of the principal or interest is required to be determined, or at
the option of the issuer or a related party is determined, by reference to the value of such
equity, or
(C) the indebtedness is part of an arrangement which is reasonably expected to result in
a transaction described in subparagraph (A) or (B).
For purposes of this paragraph, principal or interest shall be treated as required to be so paid,
converted, or determined if it may be required at the option of the holder or a related party and
there is a substantial certainty the option will be exercised.

Sec. 163(k)
Code Sec. 163

183 • Appendix

1120

INCOME TAX—EXPENSING DEPRECIABLE BUS. ASSETS

apply”. Effective as if included in the provision of P.L.
newed, extended, or continued or the facts show with rea98-369 to which it relates.
sonable certainty that the lease will be renewed, extended,
or continued.
[Sec. 178(c)]
(c) REASONABLE CERTAINTY TEST.—In any case in which
Amendments
neither subsection (a) nor subsection (b) applies, the deter• 1958, Technical Amendments Act of 1958 (P.L.
mination as to the amount allowable to a lessee as a deduc85-866)
tion for any taxable year for exhaustion, wear and tear,
P.L. 85-866, § 15(a):
obsolescence, or amortization—
Added
Code Sec.
7-29-58.
(1) in respect of anyAPPENDIX:
building erected
(or otherCode
improveSelected
Sections
Affected
by 178.
theEffective
Tax Cuts
and Jobs Act 151
ment made) on the leased property, or
P.L. 85-866, § 15(c):
(2) in respect of any cost of acquiring the lease,
Provides that Sec. 178 applies to costs of acquiring a lease
shall be made with reference to the term of the lease (exincurred, and improvements begun, after 7-28-58 (other
cluding any period for which the lease may subsequently be
than improvements which on 7-28-58, and at all times thererenewed, extended, or continued pursuant to an option
after, the lessee was under a binding legal obligation to
exercisable by the lessee), unless the lease has been remake).

[Sec. 179]
SEC. 179. ELECTION TO EXPENSE CERTAIN DEPRECIABLE BUSINESS ASSETS.
[Sec. 179(a)]
(a) TREATMENT AS EXPENSES.—A taxpayer may elect to treat the cost of any section 179 property as
an expense which is not chargeable to capital account. Any cost so treated shall be allowed as a
deduction for the taxable year in which the section 179 property is placed in service.
Amendments

• 1981, Economic Recovery Tax Act of 1981 (P.L.
97-34)
P.L. 97-34, § 202(a):

at the election of the taxpayer, include an allowance, for the
first taxable year for which a deduction is allowable under
section 167 to the taxpayer with respect to such property, of
20 percent of the cost of such property.

Amended Code Sec. 179(a). Effective for property placed
in service after 12-31-80, in tax years ending after such date.
Prior to amendment, Code Sec. 179(a) read as follows:
SEC. 179. ADDITIONAL FIRST-YEAR DEPRECIATION
ALLOWANCE FOR SMALL BUSINESS.
(a) GENERAL RULE.—In the case of section 179 property, the
term “reasonable allowance” as used in section 167(a) may,

[Sec. 179(b)]
(b) LIMITATIONS.—
(1) DOLLAR LIMITATION.—The aggregate cost which may be taken into account under subsection (a) for any taxable year shall not exceed $1,000,000.
(2) REDUCTION IN LIMITATION.—The limitation under paragraph (1) for any taxable year shall
be reduced (but not below zero) by the amount by which the cost of section 179 property placed
in service during such taxable year exceeds $2,500,000.
(3) LIMITATION BASED ON INCOME FROM TRADE OR BUSINESS.—
(A) IN GENERAL.—The amount allowed as a deduction under subsection (a) for any
taxable year (determined after the application of paragraphs (1) and (2)) shall not exceed the
aggregate amount of taxable income of the taxpayer for such taxable year which is derived
from the active conduct by the taxpayer of any trade or business during such taxable year.
(B) CARRYOVER OF DISALLOWED DEDUCTION.—The amount allowable as a deduction under
subsection (a) for any taxable year shall be increased by the lesser of—
(i) the aggregate amount disallowed under subparagraph (A) for all prior taxable
years (to the extent not previously allowed as a deduction by reason of this subparagraph), or
(ii) the excess (if any) of—
(I) the limitation of paragraphs (1) and (2) (or if lesser, the aggregate amount
of taxable income referred to in subparagraph (A)), over
(II) the amount allowable as a deduction under subsection (a) for such taxable
year without regard to this subparagraph.
(C) COMPUTATION OF TAXABLE INCOME.—For purposes of this paragraph, taxable income
derived from the conduct of a trade or business shall be computed without regard to the
deduction allowable under this section.
(4) MARRIED INDIVIDUALS FILING SEPARATELY.—In the case of a husband and wife filing separate
returns for the taxable year—
(A) such individuals shall be treated as 1 taxpayer for purposes of paragraphs (1) and
(2), and
(B) unless such individuals elect otherwise, 50 percent of the cost which may be taken
into account under subsection (a) for such taxable year (before application of paragraph (3))
shall be allocated to each such individual.
(5) LIMITATION ON COST TAKEN INTO ACCOUNT FOR CERTAIN PASSENGER VEHICLES.—
(A) IN GENERAL.—The cost of any sport utility vehicle for any taxable year which may be
taken into account under this section shall not exceed $25,000.
(B) SPORT UTILITY VEHICLE.—For purposes of subparagraph (A)—
(i) IN GENERAL.—The term “sport utility vehicle” means any 4-wheeled vehicle—

Sec. 179

Code Sec. 179
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(I) which is primarily designed or which can be used to carry passengers over
public streets, roads, or highways (except any vehicle operated exclusively on a rail
or rails),
(II) which is not subject to section 280F, and
(III) which is rated at not more than 14,000 pounds gross vehicle weight.
(ii) CERTAIN VEHICLES EXCLUDED.—Such term does not include any vehicle which—
(I) is designed to have a seating capacity of more than 9 persons behind the
driver’s seat,
(II) is equipped with a cargo area of at least 6 feet in interior length which is an
open area or is designed for use as an open area but is enclosed by a cap and is not
readily accessible directly from the passenger compartment, or
(III) has an integral enclosure, fully enclosing the driver compartment and
load carrying device, does not have seating rearward of the driver’s seat, and has
no body section protruding more than 30 inches ahead of the leading edge of the
windshield.
(6) INFLATION ADJUSTMENT.—
(A) IN GENERAL.—In the case of any taxable year beginning after 2018, the dollar
amounts in paragraphs (1), (2), and (5)(A) shall each be increased by an amount equal to—
(i) such dollar amount, multiplied by
(ii) the cost-of-living adjustment determined under section 1(f)(3) for the calendar
year in which the taxable year begins, determined by substituting calendar year 2017 for
“calendar year 2016” in subparagraph (A)(ii) thereof.
(B) ROUNDING.—The amount of any increase under subparagraph (A) shall be rounded
to the nearest multiple of $10,000 ($100 in the case of any increase in the amount under
paragraph (5)(A)).
P.L. 115-97, § 11002(d)(1)(R):

(B) $2,000,000 in the case of taxable years beginning after
2009 and before 2015, and
(C) $200,000 in the case of taxable years beginning after
2014.

P.L. 115-97, § 13101(a)(1):

Amended Code Sec. 179(b) by adding at the end a new
paragraph (6). Effective for tax years beginning after
12-31-2014.

Amendments

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)
Amended Code Sec. 179(b)(6)(A)(ii) by striking “for ‘calendar year 1992’ in subparagraph (B)” and inserting “for
‘calendar year 2016’ in subparagraph (A)(ii)”. Effective for
tax years beginning after 12-31-2017.
Amended Code Sec. 179(b)(1) by striking “$500,000” and
inserting “$1,000,000”. Effective for property placed in service in tax years beginning after 12-31-2017.

P.L. 115-97, § 13101(a)(2):

• 2014, Tax Increase Prevention Act of 2014 (P.L.
113-295)
P.L. 113-295, § 127(a)(1)(A)-(B), Division A:

P.L. 115-97, § 13101(a)(3)(A)(i)-(ii):

Amended Code Sec. 179(b)(1) by striking “beginning in
2010, 2011, 2012, or 2013” in subparagraph (B) and inserting
“beginning after 2009 and before 2015”, and by striking
“2013” in subparagraph (C) and inserting “2014”. Effective
for tax years beginning after 12-31-2013.

P.L. 115-97, § 13101(a)(3)(B)(i)-(ii):

Amended Code Sec. 179(b)(2) by striking “beginning in
2010, 2011, 2012, or 2013” in subparagraph (B) and inserting
“beginning after 2009 and before 2015”, and by striking
“2013” in subparagraph (C) and inserting “2014”. Effective
for tax years beginning after 12-31-2013.

Amended Code Sec. 179(b)(2) by striking “$2,000,000”
and inserting “$2,500,000”. Effective for property placed in
service in tax years beginning after 12-31-2017.

Amended Code Sec. 179(b)(6)(A), as amended by Act Sec.
11002(d), by striking “2015” and inserting “2018”, and in
clause (ii), by striking “calendar year 2014” and inserting
“calendar year 2017”. Effective for property placed in service in tax years beginning after 12-31-2017.
Amended Code Sec. 179(b)(6) by striking “paragraphs (1)
and (2)” in subparagraph (A) and inserting “paragraphs (1),
(2), and (5)(A)”, and by inserting “($100 in the case of any
increase in the amount under paragraph (5)(A))” after
“$10,000” in subparagraph (B). Effective for property placed
in service in tax years beginning after 12-31-2017.

• 2015, Protecting Americans from Tax Hikes Act
of 2015 (P.L. 114-113)
P.L. 114-113, § 124(a)(1), Div. Q:

Amended Code Sec. 179(b)(1) by striking “shall not exceed—”and all that follows and inserting “shall not exceed
$500,000”. Effective for tax years beginning after 12-31-2014.
Prior to being stricken, “shall not exceed—”and all that
follows in Code Sec. 179(b)(1) read as follows:
(A) $250,000 in the case of taxable years beginning after
2007 and before 2010,
(B) $500,000 in the case of taxable years beginning after
2009 and before 2015, and
(C) $25,000 in the case of taxable years beginning after
2014.

P.L. 114-113, § 124(a)(2), Div. Q:

Amended Code Sec. 179(b)(2) by striking “exceeds—”and
all that follows and inserting “exceeds $2,000,000”. Effective
for tax years beginning after 12-31-2014. Prior to being
stricken, “exceeds—”and all that follows in Code Sec.
179(b)(2) read as follows:
(A) $800,000 in the case of taxable years beginning after
2007 and before 2010,

Internal Revenue Code
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P.L. 114-113, § 124(f), Div. Q:

P.L. 113-295, § 127(a)(2)(A)-(B), Division A:

• 2013, American Taxpayer Relief Act of 2012 (P.L.
112-240)
P.L. 112-240, § 315(a)(1)(A)-(D):

Amended Code Sec. 179(b)(1) by striking “2010 or 2011,”
in subparagraph (B) and inserting “2010, 2011, 2012, or 2013,
and”, by striking subparagraph (C), by redesignating subparagraph (D) as subparagraph (C), and in subparagraph
(C), as so redesignated, by striking “2012” and inserting
“2013”. Effective for tax years beginning after 12-31-2011.
Prior to being stricken, Code Sec. 179(b)(1)(C) read as
follows:
(C) $125,000 in the case of taxable years beginning in
2012, and

P.L. 112-240, § 315(a)(2)(A)-(D):

Amended Code Sec. 179(b)(2) by striking “2010 or 2011,”
in subparagraph (B) and inserting “2010, 2011, 2012, or 2013,
and”, by striking subparagraph (C), by redesignating subparagraph (D) as subparagraph (C), and in subparagraph
(C), as so redesignated, by striking “2012” and inserting
“2013”. Effective for tax years beginning after 12-31-2011.
Prior to being stricken, Code Sec. 179(b)(2)(C) read as
follows:
(C) $500,000 in the case of taxable years beginning in
2012, and

P.L. 112-240, § 315(a)(3):

Amended Code Sec. 179(b) by striking paragraph (6).
Effective for tax years beginning after 12-31-2011. Prior to
being stricken, Code Sec. 179(b)(6) read as follows:

Sec. 179(b)(6)(B)
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(6) INFLATION ADJUSTMENT.—
(A) IN GENERAL.—In the case of any taxable year beginning in calendar year 2012, the $125,000 and $500,000
amounts in paragraphs (1)(C) and (2)(C) shall each be increased by an amount equal to—
(i) such dollar amount, multiplied by
(ii) the cost-of-living adjustment determined under section 1(f)(3) for the calendar year in which the taxable year
begins, by substituting “calendar year 2006” for “calendar
year 1992” in subparagraph (B) thereof.
(B) ROUNDING.—
(i) DOLLAR LIMITATION.—If the amount in paragraph (1) as
increased under subparagraph (A) is not a multiple of
$1,000, such amount shall be rounded to the nearest multiple of $1,000.
(ii) PHASEOUT AMOUNT.—If the amount in paragraph (2) as
increased under subparagraph (A) is not a multiple of
$10,000, such amount shall be rounded to the nearest multiple of $10,000.

• 2010, Tax Relief, Unemployment Insurance
Reauthorization, and Job Creation Act of 2010 (P.L.
111-312)
P.L. 111-312, § 402(a):

Amended Code Sec. 179(b)(1) by striking “and” at the end
of subparagraph (B), by striking subparagraph (C), and
inserting new subparagraphs (C) and (D). Effective for tax
years beginning after 12-31-2011. Prior to being stricken,
Code Sec. 179(b)(1)(C) read as follows:
(C) $25,000 in the case of taxable years beginning after
2011.

P.L. 111-312, § 402(b):

Amended Code Sec. 179(b)(2) by striking “and” at the end
of subparagraph (B), by striking subparagraph (C), and
inserting new subparagraphs (C) and (D). Effective for tax
years beginning after 12-31-2011. Prior to being stricken,
Code Sec. 179(b)(2)(C) read as follows:
(C) $200,000 in the case of taxable years beginning after
2011.

P.L. 111-312, § 402(c):

Amended Code Sec. 179(b) by adding at the end a new
paragraph (6). Effective for tax years beginning after
12-31-2011.

• 2010, Creating Small Business Jobs Act of 2010
(P.L. 111-240)
P.L. 111-240, § 2021(a)(1)-(2):

Amended Code Sec. 179(b) by striking “shall not exceed”
and all that follows in paragraph (1) and inserting “shall not
exceed—” and new subparagraphs (A)-(C), and by striking
“exceeds” and all that follows in paragraph (2) and inserting
“exceeds—” and new subparagraphs (A)-(C). Effective for
property placed in service after 12-31-2009, in tax years
beginning after such date. Prior to amendment, Code Sec.
179(b)(1)-(2) read as follows:
(1) DOLLAR LIMITATION.—The aggregate cost which may be
taken into account under subsection (a) for any taxable year
shall not exceed $25,000 ($250,000 in the case of taxable
years beginning after 2007 and before 2011).
(2) REDUCTION IN LIMITATION.—The limitation under paragraph (1) for any taxable year shall be reduced (but not
below zero) by the amount by which the cost of section 179
property placed in service during such taxable year exceeds
$200,000 ($800,000 in the case of taxable years beginning
after 2007 and before 2011).

• 2010, Hiring Incentives to Restore Employment
Act (P.L. 111-147)
P.L. 111-147, § 201(a)(1)-(4):

Amended Code Sec. 179(b) by striking “($125,000 in the
case of taxable years beginning after 2006 and before 2011)”
in paragraph (1) and inserting “($250,000 in the case of
taxable years beginning after 2007 and before 2011)”, by
striking “($500,000 in the case of taxable years beginning
after 2006 and before 2011)” in paragraph (2) and inserting
“($800,000 in the case of taxable years beginning after 2007
and before 2011)”, by striking paragraphs (5) and (7), and by
redesignating paragraph (6) as paragraph (5). Effective for
tax years beginning after 12-31-2009. Prior to being stricken,
Code Sec. 179(b)(5) and (7) read as follows:
(5) INFLATION ADJUSTMENTS.—
(A) IN GENERAL.—In the case of any taxable year beginning in a calendar year after 2007 and before 2011, the
$125,000 and $500,000 amounts in paragraphs (1) and (2)
shall each be increased by an amount equal to—

(i) such dollar amount, multiplied by
(ii) the cost-of-living adjustment determined under section 1(f)(3) for the calendar year in which the taxable year
begins, by substituting “calendar year 2006” for “calendar
year 1992” in subparagraph (B) thereof.
(B) ROUNDING.—
(i) DOLLAR LIMITATION.—If the amount in paragraph (1) as
increased under subparagraph (A) is not a multiple of
$1,000, such amount shall be rounded to the nearest multiple of $1,000.
(ii) PHASEOUT AMOUNT.—If the amount in paragraph (2) as
increased under subparagraph (A) is not a multiple of
$10,000, such amount shall be rounded to the nearest multiple of $10,000.
***
(7) INCREASE IN LIMITATIONS FOR 2008, AND [sic] 2009.—In
the case of any taxable year beginning in 2008, or [sic]
2009—
(A) the dollar limitation under paragraph (1) shall be
$250,000,
(B) the dollar limitation under paragraph (2) shall be
$800,000, and
(C) the amounts described in subparagraphs (A) and (B)
shall not be adjusted under paragraph (5).

• 2009, American Recovery and Reinvestment Tax
Act of 2009 (P.L. 111-5)
P.L. 111-5, § 1202(a)(1)-(2):

Amended Code Sec. 179(b)(7) by striking “2008” and
inserting “2008, or [sic] 2009”, and by striking “2008” in the
heading thereof and inserting “2008, AND [SIC] 2009”. Effective for tax years beginning after 12-31-2008.

• 2008, Economic Stimulus Act of 2008 (P.L.
110-185)
P.L. 110-185, § 102(a):

Amended Code Sec. 179(b) by adding at the end a new
paragraph (7). Effective for tax years beginning after
12-31-2007.

• 2007, Small Business and Work Opportunity Tax
Act of 2007 (P.L. 110-28)
P.L. 110-28, § 8212(a):

Amended Code Sec. 179(b)(1), (2), and (5) by striking
“2010” and inserting “2011”. Effective for tax years beginning after 12-31-2006.

P.L. 110-28, § 8212(b)(1)-(2):

Amended Code Sec. 179(b) by striking “$100,000 in the
case of taxable years beginning after 2002” in paragraph (1)
and inserting “$125,000 in the case of taxable years beginning after 2006”, and by striking “$400,000 in the case of
taxable years beginning after 2002” in paragraph (2) and
inserting “$500,000 in the case of taxable years beginning
after 2006”. Effective for tax years beginning after
12-31-2006.

P.L. 110-28, § 8212(c)(1)-(3):

Amended Code Sec. 179(b)(5)(A) by striking “2003” and
inserting “2007”, by striking “$100,000 and $400,000” and
inserting “$125,000 and $500,000”, and by striking “2002” in
clause (ii) and inserting “2006”. Effective for tax years beginning after 12-31-2006.

• 2006, Tax Increase Prevention and Reconciliation
Act of 2005 (P.L. 109-222)
P.L. 109-222, § 101:

Amended Code Sec. 179(b)(1), (b)(2) and (b)(5) by striking
“2008” and inserting “2010”. Effective 5-17-2006.

• 2004, American Jobs Creation Act of 2004 (P.L.
108-357)
P.L. 108-357, § 201:

Amended Code Sec. 179(b) by striking “2006” each place
it appears and inserting “2008”. Effective 10-22-2004.

P.L. 108-357, § 910(a):

Amended Code Sec. 179(b) by adding at the end a new
paragraph (6). Effective for property placed in service after
10-22-2004.

• 2003, Jobs and Growth Tax Relief Reconciliation
Act of 2003 (P.L. 108-27)
P.L. 108-27, § 202(a):

Amended Code Sec. 179(b)(1). Effective for tax years
beginning after 12-31-2002. Prior to amendment, Code Sec.
179(b)(1) read as follows:

Sec. 179(b)(6)(B)
Code Sec. 179
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(1) DOLLAR LIMITATION.—The aggregate cost which may be
taken into account under subsection (a) for any taxable year
shall not exceed the following applicable amount:
If the taxable year begins in:
1997 . . . . . . . . . . . . .
1998 . . . . . . . . . . . . .
1999 . . . . . . . . . . . . .
2000 . . . . . . . . . . . . .
2001 or 2002 . . . . . . . .
2003 or thereafter . . . . .

.
.
.
.
.
.

.
.
.
.
.
.

.
.
.
.
.
.

.
.
.
.
.
.

.
.
.
.
.
.

.
.
.
.
.
.

.
.
.
.
.
.

.
.
.
.
.
.

.
.
.
.
.
.

.
.
.
.
.
.

.
.
.
.
.
.

The applicable
amount is:
18,000
18,500
19,000
20,000
24,000
25,000

P.L. 108-27, § 202(b):

Amended Code Sec. 179(b)(2) by inserting “($400,000 in
the case of taxable years beginning after 2002 and before
2006)” after “$200,000”. Effective for tax years beginning
after 12-31-2002.

trade or business shall be computed without regard to the
cost of any section 179 property.

• 1986, Tax Reform Act of 1986 (P.L. 99-514)
P.L. 99-514, § 202(a):
Amended Code Sec. 179(b). Effective for property placed
in service after 12-31-86, in tax years ending after such date.
Prior to amendment, Code Sec. 179(b) read as follows:
(b) DOLLAR LIMITATION.—
(1) IN GENERAL.—The aggregate cost which may be taken
into account under subsection (a) for any taxable year shall
not exceed the following applicable amount:
If the taxable year begins in:

The applicable
amount is:

1983, 1984, 1985, 1986, or 1987 . . . . . . . .

$5,000

1988 or 1989 . . . . . . . . . . . . . . . . . .

7,500

P.L. 108-27, § 202(d):

1990 or thereafter . . . . . . . . . . . . . . .

10,000

• 1996, Small Business Job Protection Act of 1996
(P.L. 104-188)

(2) MARRIED INDIVIDUALS FILING SEPARATELY.—In the case of a
husband and wife filing separate returns for a taxable year,
the applicable amount under paragraph (1) shall be equal to
50 percent of the amount otherwise determined under paragraph (1).

Amended Code Sec. 179(b) by adding at the end a new
paragraph (5). Effective for tax years beginning after
12-31-2002.

P.L. 104-188, § 1111(a):

Amended Code Sec. 179(b)(1). Effective for tax years
beginning after 12-31-96. Prior to amendment, Code Sec.
179(b)(1) read as follows:
(1) DOLLAR LIMITATION.—The aggregate cost which may be
taken into account under subsection (a) for any taxable year
shall not exceed $17,500.

• 1993, Omnibus Budget Reconciliation Act of
1993 (P.L. 103-66)
P.L. 103-66, § 13116(a):

Amended Code Sec. 179(b)(1) by striking “$10,000” and
inserting “$17,500”. Effective for tax years beginning after
12-31-92.

• 1988, Technical and Miscellaneous Revenue Act
of 1988 (P.L. 100-647)
P.L. 100-647, § 1002(b)(1):

Amended Code Sec. 179(b)(3). Effective as if included in
the provision of P.L. 99-514 to which it relates. Prior to
amendment, Code Sec. 179(b)(3) read as follows:
(3) LIMITATION BASED ON INCOME FROM TRADE OR BUSINESS.—
(A) IN GENERAL.—The aggregate cost of section 179 property taken into account under subsection (a) for any taxable
year shall not exceed the aggregate amount of taxable income of the taxpayer for such taxable year which is derived
from the active conduct by the taxpayer of any trade or
business during such taxable year.
(B) CARRYOVER OF UNUSED COST.—The amount of any cost
which (but for subparagraph (A)) would have been allowed
as a deduction under subsection (a) for any taxable year
shall be carried to the succeeding taxable year and added to
the amount allowable as a deduction under subsection (a)
for such succeeding taxable year.
(C) COMPUTATION OF TAXABLE INCOME.—For purposes of this
paragraph, taxable income derived from the conduct of a

• 1984, Deficit Reduction Act of 1984 (P.L. 98-369)
P.L. 98-369, § 13:
Amended Code Sec. 179(b)(1) by striking out the table
contained therein and inserting in lieu thereof the new table.
Effective for tax years ending after 12-31-83. Prior to the
amendment, the table read as follows:
The applicable
amount is:

If the taxable year begins in:
1981 . . . . . . . . . . . . . . . . . . . . . . .

$0

1982 . . . . . . . . . . . . . . . . . . . . . . .

5,000

1983 . . . . . . . . . . . . . . . . . . . . . . .

5,000

1984 . . . . . . . . . . . . . . . . . . . . . . .

7,500

1985 . . . . . . . . . . . . . . . . . . . . . . .

7,500

1986 or thereafter . . . . . . . . . . . . . . .

10,000

• 1981, Economic Recovery Tax Act of 1981 (P.L.
97-34)
P.L. 97-34, § 202(a):

Amended Code Sec. 179(b). Effective for property placed
in service after 12-31-80, in tax years ending after such date.
Prior to amendment, Code Sec. 179(b) read as follows:
(b) DOLLAR LIMITATION.—If in any one taxable year the cost
of section 179 property with respect to which the taxpayer
may elect an allowance under subsection (a) for such taxable
year exceeds $10,000, then subsection (a) shall apply with
respect to those items selected by the taxpayer, but only to
the extent of an aggregate cost of $10,000. In the case of a
husband and wife who file a joint return under section 6013
for the taxable year, the limitation under the preceding
sentence shall be $20,000 in lieu of $10,000.

[Sec. 179(c)]
(c) ELECTION.—
(1) IN GENERAL.—An election under this section for any taxable year shall—
(A) specify the items of section 179 property to which the election applies and the
portion of the cost of each of such items which is to be taken into account under subsection
(a), and
(B) be made on the taxpayer’s return of the tax imposed by this chapter for the taxable
year.
Such election shall be made in such manner as the Secretary may by regulations prescribe.
(2) ELECTION.—Any election made under this section, and any specification contained in any
such election, may be revoked by the taxpayer with respect to any property, and such revocation,
once made, shall be irrevocable.
• 2015, Protecting Americans from Tax Hikes Act
of 2015 (P.L. 114-113)

following “ELECTION” in the heading thereof. Effective for
tax years beginning after 12-31-2014. Prior to being stricken,
“may not be revoked” and all that follows through “and
before 2015” in Code Sec. 179(c)(2) read as follows:

Amended Code Sec. 179(c)(2) by striking “may not be
revoked” following “such election,” and all that follows
through “and before 2015”, and by striking “IRREVOCABLE”

may not be revoked except with the consent of the Secretary. Any such election or specification with respect to any
taxable year beginning after 2002 and before 2015

Amendments

P.L. 114-113, § 124(d)(1)-(2), Div. Q:
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• 2014, Tax Increase Prevention Act of 2014 (P.L.
113-295)
P.L. 113-295, § 127(c), Division A:

Amended Code Sec. 179(c)(2) by striking “2014” and inserting “2015”. Effective for tax years beginning after
12-31-2013.

• 2013, American Taxpayer Relief Act of 2012 (P.L.
112-240)
P.L. 112-240, § 315(c):

Amended Code Sec. 179(c)(2) by striking “2013” and inserting “2014”. Effective for tax years beginning after
12-31-2011.

• 2010, Tax Relief, Unemployment Insurance
Reauthorization, and Job Creation Act of 2010 (P.L.
111-312)
P.L. 111-312, § 402(e):

Amended Code Sec. 179(c)(2) by striking “2012” and inserting “2013”. Effective for tax years beginning after
12-31-2011.

• 2010, Creating Small Business Jobs Act of 2010
(P.L. 111-240)
P.L. 111-240, § 2021(c):

Amended Code Sec. 179(c)(2) by striking “2011” and inserting “2012”. Effective for tax years beginning after
12-31-2010.

• 2007, Small Business and Work Opportunity Tax
Act of 2007 (P.L. 110-28)
P.L. 110-28, § 8212(a):

Amended Code Sec. 179(c)(2) by striking “2010” and inserting “2011”. Effective for tax years beginning after
12-31-2006.

• 2006, Tax Increase Prevention and Reconciliation
Act of 2005 (P.L. 109-222)
P.L. 109-222, § 101:

155

Amended Code Sec. 179(c)(2) by striking “2008” and inserting “2010”. Effective 5-17-2006.

• 2004, American Jobs Creation Act of 2004 (P.L.
108-357)
P.L. 108-357, § 201:
Amended Code Sec. 179(c) by striking “2006” and inserting “2008”. Effective 10-22-2004.

• 2003, Jobs and Growth Tax Relief Reconciliation
Act of 2003 (P.L. 108-27)
P.L. 108-27, § 202(e):
Amended Code Sec. 179(c)(2) by adding at the end a new
sentence. Effective for tax years beginning after 12-31-2002.

• 1981, Economic Recovery Tax Act of 1981 (P.L.
97-34)
P.L. 97-34, § 202(a):
Amended Code Sec. 179(c). Effective for property placed
in service after 12-31-80, in tax years ending after such date.
Prior to amendment, Code Sec. 179(c) read as follows:
(c) ELECTION.—
(1) IN GENERAL.—The election under this section for any
taxable year shall be made within the time prescribed by
law (including extensions thereof) for filing the return for
such taxable year. The election shall be made in such manner as the Secretary may by regulations prescribe.
(2) ELECTION IRREVOCABLE.—Any election made under this
section may not be revoked except with the consent of the
Secretary.

• 1976, Tax Reform Act of 1976 (P.L. 94-455)
P.L. 94-455, § 1906(b)(13)(A):
Amended 1954 Code by substituting “Secretary” for “Secretary or his delegate” each place it appeared. Effective
2-1-77.

[Sec. 179(d)]
(d) DEFINITIONS AND SPECIAL RULES.—
(1) SECTION 179 PROPERTY.—For purposes of this section, the term “section 179 property”
means property—
(A) which is—
(i) tangible property (to which section 168 applies), or
(ii) computer software (as defined in section 197(e)(3)(B)) which is described in
section 197(e)(3)(A)(i) and to which section 167 applies,
(B) which is—
(i) section 1245 property (as defined in section 1245(a)(3)), or
(ii) at the election of the taxpayer, qualified real property (as defined in subsection
(e)), and
(C) which is acquired by purchase for use in the active conduct of a trade or business.
Such term shall not include any property described in section 50(b) (other than paragraph (2)
thereof).
(2) PURCHASE DEFINED.—For purposes of paragraph (1), the term “purchase” means any
acquisition of property, but only if—
(A) the property is not acquired from a person whose relationship to the person
acquiring it would result in the disallowance of losses under section 267 or 707(b) (but, in
applying section 267(b) and (c) for purposes of this section, paragraph (4) of section 267(c)
shall be treated as providing that the family of an individual shall include only his spouse,
ancestors, and lineal descendants),
(B) the property is not acquired by one component member of a controlled group from
another component member of the same controlled group, and
(C) the basis of the property in the hands of the person acquiring it is not determined—
(i) in whole or in part by reference to the adjusted basis of such property in the
hands of the person from whom acquired, or
(ii) under section 1014(a) (relating to property acquired from a decedent).
(3) COST.—For purposes of this section, the cost of property does not include so much of the
basis of such property as is determined by reference to the basis of other property held at any
time by the person acquiring such property.
(4) SECTION NOT TO APPLY TO ESTATES AND TRUSTS.—This section shall not apply to estates and
trusts.

Sec. 179(d)
Code Sec. 179
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(5) SECTION NOT TO APPLY TO CERTAIN NONCORPORATE LESSORS.—This section shall not apply to
any section 179 property which is purchased by a person who is not a corporation and with
respect to which such person is the lessor unless—
(A) the property subject to the lease has been manufactured or produced by the lessor,
or
(B) the term of the lease (taking into account options to renew) is less than 50 percent of
the class life of the property (as defined in section 168(i)(1)), and for the period consisting of
the first 12 months after the date on which the property is transferred to the lessee the sum
of the deductions with respect to such property which are allowable to the lessor solely by
reason of section 162 (other than rents and reimbursed amounts with respect to such
property) exceeds 15 percent of the rental income produced by such property.
(6) DOLLAR LIMITATION OF CONTROLLED GROUP.—For purposes of subsection (b) of this section—
(A) all component members of a controlled group shall be treated as one taxpayer, and
(B) the Secretary shall apportion the dollar limitation contained in subsection (b)(1)
among the component members of such controlled group in such manner as he shall by
regulations prescribe.
(7) CONTROLLED GROUP DEFINED.—For purposes of paragraphs (2) and (6), the term “controlled group” has the meaning assigned to it by section 1563(a), except that, for such purposes,
the phrase “more than 50 percent” shall be substituted for the phrase “at least 80 percent” each
place it appears in section 1563(a)(1).
(8) TREATMENT OF PARTNERSHIPS AND S CORPORATIONS.—In the case of a partnership, the
limitations of subsection (b) shall apply with respect to the partnership and with respect to each
partner. A similar rule shall apply in the case of an S corporation and its shareholders.
(9) COORDINATION WITH SECTION 38.—No credit shall be allowed under section 38 with respect
to any amount for which a deduction is allowed under subsection (a).
(10) RECAPTURE IN CERTAIN CASES.—The Secretary shall, by regulations, provide for recapturing the benefit under any deduction allowable under subsection (a) with respect to any property
which is not used predominantly in a trade or business at any time.
Amendments

• 2018, Tax Technical Corrections Act of 2018 (P.L.
115-141)
P.L. 115-141, § 401(b)(15)(B), Div. U:

Amended Code Sec. 179(d)(1)(B)(ii) by striking “subsection (f)” and inserting “subsection (e)”. Effective 3-23-2018
but not applicable to for property placed in service before
such date. For a special rule, see Act Sec. 401(e), Div. U,
below.

P.L. 115-141, § 401(e), Div. U, provides:

(e) GENERAL SAVINGS PROVISION WITH RESPECT TO DEADWOOD
PROVISIONS.—If—
(1) any provision amended or repealed by the amendments made by subsection (b) or (d) applied to—
(A) any transaction occurring before the date of the enactment of this Act,
(B) any property acquired before such date of enactment,
or
(C) any item of income, loss, deduction, or credit taken
into account before such date of enactment, and
(2) the treatment of such transaction, property, or item
under such provision would (without regard to the amendments or repeals made by such subsection) affect the liability for tax for periods ending after such date of enactment,
nothing in the amendments or repeals made by this section
shall be construed to affect the treatment of such transaction, property, or item for purposes of determining liability
for tax for periods ending after such date of enactment.

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)
P.L. 115-97, § 13101(b)(1):

Amended Code Sec. 179(d)(1)(B). Effective for property
placed in service in tax years beginning after 12-31-2017.
Prior to amendment, Code Sec. 179(d)(1)(B) read as follows:
(B) which is section 1245 property (as defined in section
1245(a)(3)), and

P.L. 115-97, § 13101(c):

Amended the last sentence of Code Sec. 179(d)(1) by
inserting “(other than paragraph (2) thereof)” after “section
50(b)”. Effective for property placed in service in tax years
beginning after 12-31-2017.

• 2015, Protecting Americans from Tax Hikes Act
of 2015 (P.L. 114-113)
P.L. 114-113, § 124(b), Div. Q:

Amended Code Sec. 179(d)(1)(A)(ii) by striking “, to
which section 167 applies, and which is placed in service in
a taxable year beginning after 2002 and before 2015” and

Internal Revenue Code
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inserting “and to which section 167 applies”. Effective for
tax years beginning after 12-31-2014.

P.L. 114-113, § 124(e), Div. Q:

Amended Code Sec. 179(d)(1) by striking “and shall not
include air conditioning or heating units” before the period
at the end of the second sentence. Effective for tax years
beginning after 12-31-2015.

• 2014, Tax Increase Prevention Act of 2014 (P.L.
113-295)
P.L. 113-295, § 127(b), Division A:

Amended Code Sec. 179(d)(1)(A)(ii) by striking “2014”
and inserting “2015”. Effective for tax years beginning after
12-31-2013.

• 2013, American Taxpayer Relief Act of 2012 (P.L.
112-240)
P.L. 112-240, § 315(b):

Amended Code Sec. 179(d)(1)(A)(ii) by striking “2013”
and inserting “2014”. Effective for tax years beginning after
12-31-2011.

• 2010, Tax Relief, Unemployment Insurance
Reauthorization, and Job Creation Act of 2010 (P.L.
111-312)
P.L. 111-312, § 402(d):

Amended Code Sec. 179(d)(1)(A)(ii) by striking “2012”
and inserting “2013”. Effective for tax years beginning after
12-31-2011.

• 2010, Creating Small Business Jobs Act of 2010
(P.L. 111-240)
P.L. 111-240, § 2021(d):

Amended Code Sec. 179(d)(1)(A)(ii) by striking “2011”
and inserting “2012”. Effective for tax years beginning after
12-31-2010.

• 2007, Small Business and Work Opportunity Tax
Act of 2007 (P.L. 110-28)
P.L. 110-28, § 8212(a):

Amended Code Sec. 179(d)(1)(A)(ii) by striking “2010”
and inserting “2011”. Effective for tax years beginning after
12-31-2006.

• 2006, Tax Increase Prevention and Reconciliation
Act of 2005 (P.L. 109-222)
P.L. 109-222, § 101:

Amended Code Sec. 179(d)(1)(A)(ii) by striking “2008”
and inserting “2010”. Effective 5-17-2006.

Sec. 179(d)(10)
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• 2004, American Jobs Creation Act of 2004 (P.L.
108-357)
P.L. 108-357, § 201:

Amended Code Sec. 179(d) by striking “2006” and inserting “2008”. Effective 10-22-2004.

• 2003, Jobs and Growth Tax Relief Reconciliation
Act of 2003 (P.L. 108-27)
P.L. 108-27, § 202(c):

Amended Code Sec. 179(d)(1). Effective for tax years
beginning after 12-31-2002. Prior to amendment, Code Sec.
179(d)(1) read as follows:
(1) SECTION 179 PROPERTY.—For purposes of this section,
the term “section 179 property” means any tangible property (to which section 168 applies) which is section 1245
property (as defined in section 1245(a)(3) and which is acquired by purchase for use in the active conduct of a trade
or business. Such term shall not include any property described in section 50(b) and shall not include air conditioning or heating units.

P.L. 99-514, § 202(b):

Amended Code Sec. 179(d)(1) by inserting “in the active
conduct of” after “purchase for use.” Effective for property
placed in service after 12-31-86, in tax years ending after
such date [effective date amended by P.L. 100-647,
§ 1002(c)(8)].

P.L. 99-514, § 202(c):

Amended Code Sec. 179(d)(10) by striking out all that
follows “at any time” and inserting in lieu thereof a period.
Effective for property placed in service after 12-31-86, in tax
years ending after such date [effective date amended by
P.L. 100-647, § 1002(c)(8)]. Prior to amendment, Code Sec.
179(d)(10) read as follows:
(10) RECAPTURE IN CERTAIN CASES.—The Secretary shall, by
regulations, provide for recapturing the benefit under any
deduction allowable under subsection (a) with respect to
any property which is not used predominantly in a trade or
business at any time before the close of the second taxable
year following the taxable year in which it is placed in
service by the taxpayer.

• 1996, Small Business Job Protection Act of 1996
(P.L. 104-188)

• 1983, Technical Corrections Act of 1982 (P.L.
97-448)

Amended Code Sec. 179(d)(1) by striking “in a trade or
business” and inserting “a trade or business”. Effective as if
included in the provision of P.L. 101-508 to which it relates.

Added Code Sec. 179(d)(10). Effective as if it had been
included in the provision of P.L. 97-34 to which it relates.

P.L. 104-188, § 1702(h)(10):

P.L. 97-448, § 102(aa):

P.L. 104-188, § 1702(h)(19):

• 1982, Subchapter S Revision Act of 1982 (P.L.
97-354)

• 1990, Omnibus Budget Reconciliation Act of
1990 (P.L. 101-508)

Amended Code Sec. 179(d)(8) by adding at the end
thereof “A similar rule shall apply in the case of an S
corporation and its shareholders.”, and by striking out
“PARTNERSHIPS” in the paragraph heading and inserting in
lieu thereof “PARTNERSHIPS AND S CORPORATIONS”. E ffective
for tax years beginning after 12-31-82.

Amended Code Sec. 179(d)(1) by adding at the end a new
sentence. Effective as if included in the provision of P.L.
101-508 to which it relates.

P.L. 101-508, § 11813(b)(11)(A):

Amended Code Sec. 179(d)(1) by striking “section 38
property” and inserting “section 1245 property (as defined
in section 1245(a)(3))”. Effective, generally, for property
placed in service after 12-31-90. However, for exceptions see
Act Sec. 11813(c)(2) below.

P.L. 101-508, § 11813(b)(11)(B):

Amended Code Sec. 179(d)(5). Effective, generally, for
property placed in service after 12-31-90. However, for exceptions see Act Sec. 11813(c)(2) below. Prior to amendment,
Code Sec. 179(d)(5) read as follows:
(5) SECTION NOT TO APPLY TO CERTAIN NONCORPORATE LESSORS.—This section shall not apply to any section 179 property purchased by any person described in section 46(e)(3)
unless the credit under section 38 is allowable with respect
to such person for such property (determined without regard to this section).

P.L. 101-508, § 11813(c)(2), provides:

(2) EXCEPTIONS.—The amendments made by this section
shall not apply to—
(A) any transition property (as defined in section 49(e) of
the Internal Revenue Code of 1986 (as in effect on the day
before the date of the enactment of this Act),
(B) any property with respect to which qualified progress
expenditures were previously taken into account under section 46(d) of such Code (as so in effect), and
(C) any property described in section 46(b)(2)(C) of such
Code (as so in effect).

• 1988, Technical and Miscellaneous Revenue Act
of 1988 (P.L. 100-647)
P.L. 100-647, § 1002(a)(19):

Amended Code Sec. 179(d)(1) by striking out “recovery
property” and inserting in lieu thereof “tangible property
(to which section 168 applies)”. Effective as if included in
the provision of P.L. 99-514 to which it relates.

• 1986, Tax Reform Act of 1986 (P.L. 99-514)
P.L. 99-514, § 201(d)(3):

Amended Code Sec. 179(d)(8). Effective, generally, for
property placed in service after 12-31-86, in tax years ending
after such date. For transitional rules, see Act Sec. 204 and
251(d)(2)-(6) following Code Sec. 168. Prior to amendment,
Code Sec. 179(d)(8) read as follows:
(8) DOLLAR LIMITATION IN CASE OF PARTNERSHIPS AND S CORPORATIONS.—In the case of a partnership, the dollar limitation contained in subsection (b)(1) shall apply with respect
to the partnership and with respect to each partner. A
similar rule shall apply in the case of an S corporation and
its shareholders.

P.L. 97-354, § 3(f):

• 1981, Economic Recovery Tax Act of 1981 (P.L.
97-34)
P.L. 97-34, § 202(a):

Amended Code Sec. 179(d). Effective for property placed
in service after 12-31-80, in tax years ending after such date.
Prior to amendment, Code Sec. 179(d) and (e) read as
follows:
(d) DEFINITIONS AND SPECIAL RULES.—
(1) SECTION 179 PROPERTY.—For purposes of this section,
the term “section 179 property” means tangible personal
property—
(A) of a character subject to the allowance for depreciation
under section 167,
(B) acquired by purchase after December 31, 1957, for use
in a trade or business or for holding for production of
income, and
(C) with a useful life (determined at the time of such
acquisition) of 6 years or more.
(2) PURCHASE DEFINED.—For purposes of paragraph (1), the
term “purchase” means any acquisition of property, but
only if—
(A) the property is not acquired from a person whose
relationship to the person acquiring it would result in the
disallowance of losses under section 267 or 707(b) (but, in
applying section 267(b) and (c) for purposes of this section,
paragraph (4) of section 267(c) shall be treated as providing
that the family of an individual shall include only his
spouse, ancestors, and lineal descendants),
(B) the property is not acquired by one component member of a controlled group from another component member
of the same controlled group, and
(C) the basis of the property in the hands of the person
acquiring it is not determined—
(i) in whole or in part by reference to the adjusted basis of
such property in the hands of the person from whom acquired, or
(ii) under section 1014(a) (relating to property acquired
from a decedent).
(3) COST.—For purposes of this section, the cost of property does not include so much of the basis of such property
as is determined by reference to the basis of other property
held at any time by the person acquiring such property.
(4) SECTION NOT TO APPLY TO TRUSTS.—This section shall not
apply to trusts.
(5) ESTATES.—In the case of an estate, any amount apportioned to an heir, legatee, or devisee under section 167(h)
shall not be taken into account in applying subsection (b) of

Sec. 179(d)(10)
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this section to section 179 property of such heir, legatee, or
devisee not held by such estate.
(6) DOLLAR LIMITATION OF CONTROLLED GROUP.—For purposes of subsection (b) of this section—
(A) all component members of a controlled group shall be
treated as one taxpayer, and
(B) the Secretary shall apportion the dollar limitation contained in such subsection (b) among the component members of such controlled group in such manner as he shall by
regulations prescribe.
(7) C ONTROLLED GROUP DEFINED .—For purposes of
paragraphs (2) and (6), the term “controlled group” has the
meaning assigned to it by section 1563(a); except that, for
such purposes, the phrase “more than 50 percent” shall be
substituted for the phrase “at least 80 percent” each place it
appears in section 1563(a)(1).
(8) DOLLAR LIMITATION IN CASE OF PARTNERSHIPS.—In the case
of a partnership, the dollar limitation contained in the first
sentence of subsection (b) shall apply with respect to the
partnership and with respect to each partner.
(9) ADJUSTMENT TO BASIS; WHEN MADE.—In applying section
167(g), the adjustment under section 1016(a)(2) resulting by
reason of an election made under this section with respect to
any section 179 property shall be made before any other
deduction allowed by section 167(a) is computed.
(e) REGULATIONS.—The Secretary shall prescribe such regulations as may be necessary to carry out the purposes of this
section.

• 1976, Tax Reform Act of 1976 (P.L. 94-455)
P.L. 94-455, § 213(a):
Redesignated paragraph (8) to be paragraph (9) and added a new paragraph (8). Effective for partnership tax years
beginning after 12-31-75.

P.L. 94-455, § 1906(b)(13)(A):
Amended 1954 Code by substituting “Secretary” for “Secretary or his delegate” each place it appeared. Effective
2-1-77.

• 1969, Tax Reform Act of 1969 (P.L. 91-172)
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Prior to amendment, Sec. 179(d)(2)(B) and (d)(6) and (7)
read as follows:
(2) Purchase defined.—For purposes of paragraph (1), the
term “purchase” means any acquisition of property, but
only if—
***
(B) the property is not acquired by one member of an
affiliated group from another member of the same affiliated
group, and
***
(6) Dollar limitation of affiliated group.—For purposes of
subsection (b) of this section—
(A) all members of an affiliated group shall be treated as
one taxpayer, and
(B) the Secretary or his delegate shall apportion the dollar
limitation contained in such subsection (b) among the members of such affiliated group in such manner as he shall by
regulations prescribe.
(7) Affiliated group defined.—For purposes of paragraphs
(2) and (6), the term “affiliated group” has the meaning
assigned to it by section 1504, except that, for such purposes, the phrase “more than 50 percent” shall be substituted for the phrase “at least 80 percent” each place it
appears in section 1504(a).

• 1962, Revenue Act of 1962 (P.L. 87-834)
P.L. 87-834, § 13(c)(2):
Amended Code Sec. 179(d)(5) by substituting “section
167(h)” for “section 167(g)” in line 2, and amended Code
Sec. 179(d)(8) by substituting “section 167(g)” for “section
167(f)” in line 1. Effective for tax years beginning after
12-31-61 and ending after 10-16-62.

• 1958, Technical Amendments Act of 1958 (P.L.
85-866)

P.L. 91-172, § 401(f):

P.L. 85-866, § 204(a):

Amended subparagraph (d)(2)(B) and paragraphs (d)(6)
and (7). Effective for tax years ending on or after 12-31-70.

Added Sec. 179. Effective for tax years ending after
6-30-58.

[Sec. 179(e)—Stricken]
Amendments

• 2018, Tax Technical Corrections Act of 2018 (P.L.
115-141)
P.L. 115-141, § 401(b)(15)(A), Div. U:
Amended Code Sec. 179 by striking subsection (e) and
redesignating subsection (f) as subsection (e). Effective
3-23-2018 but not applicable to for property placed in service before such date. For a special rule, see Act Sec. 401(e),
Div. U, below. Prior to being stricken, Code Sec. 179(e) read
as follows:
(e) SPECIAL RULES FOR QUALIFIED DISASTER ASSISTANCE
PROPERTY.—
(1) IN GENERAL .—For purposes of this section—
(A) the dollar amount in effect under subsection (b)(1) for
the taxable year shall be increased by the lesser of—
(i) $100,000, or
(ii) the cost of qualified section 179 disaster assistance
property placed in service during the taxable year, and
(B) the dollar amount in effect under subsection (b)(2) for
the taxable year shall be increased by the lesser of—
(i) $600,000, or
(ii) the cost of qualified section 179 disaster assistance
property placed in service during the taxable year.
(2) QUALIFIED SECTION 179 DISASTER ASSISTANCE PROPERTY .—
For purposes of this subsection, the term “qualified section
179 disaster assistance property” means section 179 property (as defined in subsection (d)) which is qualified disaster
assistance property (as defined in section 168(n)(2)).
(3) COORDINATION WITH EMPOWERMENT ZONES AND RENEWAL
COMMUNITIES .—For purposes of sections 1397A and 1400J,
qualified section 179 disaster assistance property shall not
be treated as qualified zone property or qualified renewal
property, unless the taxpayer elects not to take such qualified section 179 disaster assistance property into account for
purposes of this subsection.
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(4) RECAPTURE .—For purposes of this subsection, rules
similar to the rules under subsection (d)(10) shall apply with
respect to any qualified section 179 disaster assistance property which ceases to be qualified section 179 disaster assistance property.

P.L. 115-141, § 401(e), Div. U, provides:
(e) GENERAL SAVINGS PROVISION WITH RESPECT TO DEADWOOD
PROVISIONS.—If—
(1) any provision amended or repealed by the amendments made by subsection (b) or (d) applied to—
(A) any transaction occurring before the date of the enactment of this Act,
or

(B) any property acquired before such date of enactment,

(C) any item of income, loss, deduction, or credit taken
into account before such date of enactment, and
(2) the treatment of such transaction, property, or item
under such provision would (without regard to the amendments or repeals made by such subsection) affect the liability for tax for periods ending after such date of enactment,
nothing in the amendments or repeals made by this section
shall be construed to affect the treatment of such transaction, property, or item for purposes of determining liability
for tax for periods ending after such date of enactment.

• 2008, Tax Extenders and Alternative Minimum
Tax Relief Act of 2008 (P.L. 110-343)
P.L. 110-343, Division C, § 711(a):
Amended Code Sec. 179 by adding at the end a new
subsection (e). Effective for property placed in service after
12-31-2007, with respect [to] disasters declared after such
date.
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[Sec. 179(e)]
(e) QUALIFIED REAL PROPERTY.—For purposes of this section, the term “qualified real property”
means—
(1) any qualified improvement property described in section 168(e)(6), and
(2) any of the following improvements to nonresidential real property placed in service after
the date such property was first placed in service:
(A) Roofs.
(B) Heating, ventilation, and air-conditioning property.
(C) Fire protection and alarm systems.
(D) Security systems.
Amendments

• 2018, Tax Technical Corrections Act of 2018 (P.L.
115-141)
P.L. 115-141, § 401(b)(15)(A), Div. U:

Amended Code Sec. 179 by redesignating subsection (f) as
subsection (e). Effective 3-23-2018 but not applicable to for
property placed in service before such date. For a special
rule, see Act Sec. 401(e), Div. U, below.

P.L. 115-141, § 401(e), Div. U, provides:

(e) GENERAL SAVINGS PROVISION WITH RESPECT TO DEADWOOD
PROVISIONS.—If—
(1) any provision amended or repealed by the amendments made by subsection (b) or (d) applied to—
(A) any transaction occurring before the date of the enactment of this Act,
(B) any property acquired before such date of enactment,
or
(C) any item of income, loss, deduction, or credit taken
into account before such date of enactment, and
(2) the treatment of such transaction, property, or item
under such provision would (without regard to the amendments or repeals made by such subsection) affect the liability for tax for periods ending after such date of enactment,
nothing in the amendments or repeals made by this section
shall be construed to affect the treatment of such transaction, property, or item for purposes of determining liability
for tax for periods ending after such date of enactment.

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)
P.L. 115-97, § 13101(b)(2):

Amended Code Sec. 179(e). Effective for property placed
in service in tax years beginning after 12-31-2017. Prior to
amendment, Code Sec. 179(e) read as follows:
(f) SPECIAL RULES FOR QUALIFIED REAL PROPERTY.—
(1) IN GENERAL.—If a taxpayer elects the application of this
subsection for any taxable year, the term “section 179 property” shall include any qualified real property which is—
(A) of a character subject to an allowance for
depreciation,
(B) acquired by purchase for use in the active conduct of
a trade or business, and
(C) not described in the last sentence of subsection (d)(1).
(2) QUALIFIED REAL PROPERTY.—For purposes of this subsection, the term “qualified real property” means—
(A) qualified leasehold improvement property described
in section 168(e)(6),
(B) qualified restaurant property described in section
168(e)(7), and
(C) qualified retail improvement property described in
section 168(e)(8).

• 2015, Protecting Americans from Tax Hikes Act
of 2015 (P.L. 114-113)
P.L. 114-113, § 124(c)(1)(A)-(C), Div. Q:

Amended Code Sec. 179(e) by striking “2015” and inserting “2016” in paragraph (1), by striking “2014” each
place it appears in paragraph (4) and inserting “2015”, and
by striking “AND 2013” in the heading of paragraph (4)(C)
and inserting “2013, AND 2014”. Effective for tax years beginning after 12-31-2014.

P.L. 114-113, § 124(c)(2)(A)-(B), Div. Q:

Amended Code Sec. 179(e), as amended by Act Sec.
124(c)(1), by striking “beginning after 2009 and before 2016”
after “any taxable year” in paragraph (1), and by striking
paragraphs (3)-(4). Effective for tax years beginning after
12-31-2015. Prior to being stricken, Code Sec. 179(e)(3)-(4)
read as follows:
(3) LIMITATION.—For purposes of applying the limitation
under subsection (b)(1)(B), not more than $250,000 of the

aggregate cost which is taken into account under subsection
(a) for any taxable year may be attributable to qualified real
property.
(4) CARRYOVER LIMITATION.—
(A) IN GENERAL.—Notwithstanding subsection (b)(3)(B),
no amount attributable to qualified real property may be
carried over to a taxable year beginning after 2015.
(B) TREATMENT OF DISALLOWED AMOUNTS.—Except as provided in subparagraph (C), to the extent that any amount is
not allowed to be carried over to a taxable year beginning
after 2015 by reason of subparagraph (A), this title shall be
applied as if no election under this section had been made
with respect to such amount.
(C) AMOUNTS CARRIED OVER FROM 2010, 2011, 2012, 2013,
AND 2014.—If subparagraph (B) applies to any amount (or
portion of an amount) which is carried over from a taxable
year other than the taxpayer’s last taxable year beginning in
2015, such amount (or portion of an amount) shall be treated
for purposes of this title as attributable to property placed in
service on the first day of the taxpayer’s last taxable year
beginning in 2015. For the last taxable year beginning in
2015, the amount determined under subsection (b)(3)(A) for
such taxable year shall be determined without regard to this
paragraph.
(D) ALLOCATION OF AMOUNTS.—For purposes of applying
this paragraph and subsection (b)(3)(B) to any taxable year,
the amount which is disallowed under subsection (b)(3)(A)
for such taxable year which is attributed to qualified real
property shall be the amount which bears the same ratio to
the total amount so disallowed as—
(i) the aggregate amount attributable to qualified real
property placed in service during such taxable year, increased by the portion of any amount carried over to such
taxable year from a prior taxable year which is attributable
to such property, bears to
(ii) the total amount of section 179 property placed in
service during such taxable year, increased by the aggregate
amount carried over to such taxable year from any prior
taxable year.
For purposes of the preceding sentence, only section 179
property with respect to which an election was made under
subsection (c)(1) (determined without regard to subparagraph (B) of this paragraph) shall be taken into account.

• 2014, Tax Increase Prevention Act of 2014 (P.L.
113-295)
P.L. 113-295, § 127(d)(1), Division A:

Amended Code Sec. 179(e)(1) by striking “beginning in
2010, 2011, 2012, or 2013” and inserting “beginning after
2009 and before 2015”. Effective for tax years beginning
after 12-31-2013.

P.L. 113-295, § 127(d)(2)(A), Division A:

Amended Code Sec. 179(e)(4) by striking “2013” each
place it appears and inserting “2014”. Effective for tax years
beginning after 12-31-2013.

P.L. 113-295, § 127(d)(2)(B), Division A:

Amended the heading of Code Sec. 179(e)(4)(C) by striking “2011 AND 2012” and inserting “2011, 2012, AND 2013”.
Effective for tax years beginning after 12-31-2013.

• 2013, American Taxpayer Relief Act of 2012 (P.L.
112-240)
P.L. 112-240, § 315(d)(1):

Amended Code Sec. 179(e)(1) by striking “2010 or 2011”
and inserting “2010, 2011, 2012, or 2013”. Effective for tax
years beginning after 12-31-2011.

P.L. 112-240, § 315(d)(2)(A):

Amended Code Sec. 179(e)(4) by striking “2011” each
place it appears and inserting “2013”. Effective for tax years
beginning after 12-31-2011.
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tions prescribed by the Secretary, or
(ii) 2 times 9 percent of the qualified production activities
income allocated to such person for the taxable year.

in the same manner as provided in paragraph (2).

P.L. 109-135, § 403(a)(12):

Amended Code Sec. 199(d) by redesignating paragraph
(7) as paragraph (8) and by inserting after paragraph (6) a
Amended Code Sec. 199(d)(3). Effective as if included in
new paragraph (7). Effective as if included in the provision
the provision of the American Jobs Creation Act of 2004
of the American Jobs Creation Act of 2004 (P.L. 108-357) to
(P.L. 108-357) to which it relates [effective for tax years
which it relates [effective for tax years beginning after
beginning after 12-31-2004.—CCH]. Prior to amendment,
12-31-2004.—CCH].
Code Sec. 199(d)(3) read as follows:
(3) P ATRONS OF AGRICULTURAL AND HORTICULTURAL
P.L. 109-135, § 403(a)(13):
COOPERATIVES.—
Amended Code Sec. 199(d)(8), as redesignated by Act Sec.
(A) IN GENERAL.—If any amount described in paragraph
403(a)(12),
by inserting “, including regulations which pre(1) or (3) of section 1385(a)—
vent more than 1 taxpayer from being allowed a deduction
(i) is received by a person from an organization to which
under this section with respect to any activity described in
part I of subchapter T applies which is engaged—
subsection (c)(4)(A)(i)” before the period at the end. Effec(I) in the manufacturing, production, growth, or extractive as if included in the provision of the American Jobs
tion in whole or significant part of any agricultural or
Creation Act of 2004 (P.L. 108-357) to which it relates [effechorticultural product, or
tive for tax years beginning after 12-31-2004.—CCH].
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(II) in the marketing of agricultural or horticultural products, and
• 2004, American Jobs Creation Act of 2004 (P.L.
(ii) is allocable to the portion of the qualified production
108-357)
activities income of the organization which, but for this
P.L. 108-357, § 102(a):
paragraph, would be deductible under subsection (a) by the
TAX—CLEAN-FUEL
organization and is designated as INCOME
such by the organization
AmendedVEHICLES
part VI of subchapter B of chapter 1 by adding
in a written notice mailed to its patrons during the payment
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P.L. 112-240,
§ 315(d)(2)(B)(i)-(ii)):
•
2018,
Tax
then such person shall be allowed a deduction under subAmended
Code
Sec.to179(e)(4)(C)
by The
striking
“2010”
and
P.L.
108-357, § 102(d)(2), as added by P.L. 109-135,
115-141)
section
(a) with
respect
such amount.
taxable
income
inserting
“2010, 2011
AND 2012”in the heading, and by ad§P.L.
403(a)(19),
115-141,provides:
§ 401(b)(15)(A), Div. U:
of
the organization
shall
not be reduced under section 1382
ding
at the
end amount
a new sentence.
Effective
for tax
years
Amended
Code
striking
(e) and
by
reason
of any
to which the
preceding
sentence
TOSec.
PASS-179
THRUby
ENTITIES
, ETCsubsection
.—In determining
(2)
APPLICATION
beginning after 12-31-2011.
redesignating
subsection
(f) 199
as subsection
(e). Revenue
Effective
applies.
the
deduction under
section
of the Internal
3-23-2018,
but
effective
property
placed
in from
service
•(B)2010,
Tax
Relief,
Unemployment
Insurance
Code
of 1986
(asnot
added
by thisfor
section),
items
arising
a
RULES
.—For purposes
of applying
subparaSPECIAL
before
the
date
of
the
enactment
of
this
Act.
For
a
trust
graph
(A), in determining
the qualified
production
activities
Reauthorization,
and Job
Creation
Act of 2010
(P.L. taxable year of a partnership, S corporation, estate, orspecial
rule, see Act
Sec.January
401(e),1,Div.
below.
to being
beginning
before
2005,U,shall
not Prior
be taken
into
income
which would be deductible by the organization
111-312)
stricken,for
subsection
Sec. 179(e)
readofassuch
follows:
account
purposesCode
of subsection
(d)(1)
section.
under
subsection
(a)—
P.L. 111-312,
§ 737(b)(3)(A)-(B):
(i) there shall not be taken into account in computing the
P.L. 115-141,
401(e), Div. U,
P.L.
115-97, §§13305(c)(2),
as provides:
added by P.L. 115-141,
Amended Code
Sec. income
179(e)(2)any
by striking
“(without
reorganization’s
taxable
deduction
allowable
Code
Sec.
179(e)
§
101(c),
Div.
T,
provides:
gard tosubsection
the dates (b)
specified
(A)(i) thereof)”
under
or (c) in
of subparagraph
section 1382 (relating
to paafter “section
168(e)(7)”
in subparagraph
(B), and
by nonpastriking
(2) TRANSITION RULE FOR QUALIFIED PAYMENTS OF PATRONS OF
tronage
dividends,
per-unit
retain allocations,
and
“(without
regard to subparagraph
(E) thereof)” after “secCOOPERATIVES.—
tronage
distributions),
and
tion 168(e)(8)” in subparagraph (C). Effective for property
(ii)
in
the
case
of
an
organization
described
in
subpara(A) IN GENERAL.—The amendments made by this section
placed in service after 12-31-2009.
graph (A)(i)(II), the organization shall be treated as having
shall not apply to a qualified payment received by a tax• 2010, Creating
Small
Business
Jobs Act
of 2010
manufactured,
produced,
grown,
or extracted
in whole
or
payer from a specified agricultural or horticultural cooperasignificant
part any qualifying production property mar(P.L. 111-240)
tive in a taxable year of the taxpayer beginning after
keted
by the organization
December 31, 2017, which is attributable to qualified proP.L. 111-240,
§ 2021(b): which its patrons have so manufactured,
produced,
or by
extracted.
duction activities income with respect to which a deduction
Amended
Code grown,
Sec. 179
adding at the end a new
P.L.
109-135,
403(a)(10)(A)-(B):
is allowable to the cooperative under section 199 of the
subsection
(f).§ Effective
for property placed in service after
Internal Revenue Code of 1986 (as in effect before the
Amended inCode
Sec. beginning
199(d)(4)(B)(i)
striking
12-31-2009,
tax years
afterby
such
date. “50 peramendments made by this section) for a taxable year of the
cent” and inserting “more than 50 percent”, and by striking
cooperative beginning before January 1, 2018. Any term
“80 percent” and inserting “at least 80 percent”. Effective
as
[Sec. 179A—Stricken]
used in this subparagraph which is also used in section 199
if included in the provision of the American Jobs Creation
(B) PCode
HASEOUT
caseshall
of any
qualified
Amendments
of such
(as.—In
so in the
effect)
have
the sameclean-fuel
meaning veas
Act of 2004 (P.L. 108-357)
to which it relates [effective for
hicle property
placed
in service after December 31, 2005, the
used in such
section.
tax
years beginning
after 12-31-2004.—CCH].
• 2014,
Tax Technical
Corrections Act of 2014 (P.L. when
limit otherwise allowable under subparagraph (A) shall be
113-295)
P.L.
109-135, § 403(a)(11)(A):
(B)
C
OORDINATION
WITH
SECTION
199
A
.—No
deduction
shall
reduced by 75 percent.
Amended
Sec. 199(d)(6).
EffectiveA:as if included in
be (2)
allowed
underCLEAN
section
199A
of such Code for any qualiP.L.
113-295,Code
§ 221(a)(34)(A),
Division
QUALIFIED
-FUEL
VEHICLE REFUELING PROPERTY.—
theAmended
provisionpart
of the
Jobs
Creation
2004
fied payment to which subparagraph (A) applies.
VI ofAmerican
subchapter
A of
chapter Act
1 byof
striking
(A) IN GENERAL.—The aggregate cost which may be taken
Code Sec. 179A. Effective generally 12-19-2014. For a special
into account under subsection (a)(1)(B) with respect to quali[Sec.
199A]
rule, see Act Sec. 221(b)(2), Division A, below.
fied clean-fuel vehicle refueling property placed in service
P.L. 113-295,
DivisionBUSINESS
A, provides: INCOME.
SEC.
199A.§ 221(b)(2),
QUALIFIED
during the taxable year at a location shall not exceed the
(2) SAVINGS PROVISION.—If—
excess (if any) of—
[Sec.
199A(a)]
(A) any provision amended or repealed by the amend(i) $100,000, over
(a)
ALLOWANCE
OF applied
DEDUCTION
other than
a corporation,
thereunder
shallsubbe
ments
made
by this section
to— .—In the case of a taxpayer
(ii) the aggregate
amount
taken into account
(i) any transaction
occurring
the date year
of thean
enactallowed
as a deduction
forbefore
any taxable
amount
equal
to theby
lesser
of— (or any related person or
section
(a)(1)(B)
the taxpayer
ment of this
respect to property
placed in service at
(1)Act,
the combined qualified business income predecessor)
amount of with
the taxpayer,
or
(ii) any property acquired before such date of enactment,
such location for all preceding taxable years.
(2) an amount equal to 20 percent of the excess
(if any) of—
or
(B) RELATED PERSON.—For purposes of this paragraph, a
the taxable
income of
taxpayer
for
theshall
taxable
year, as
over
(iii) any item (A)
of income,
loss, deduction,
or the
credit
taken
person
be treated
related to another person if such
into account before such date of enactment, and
person bears a relationship to such other person described
in section 267(b) or 707(b)(1).
(B) the treatment
such transaction, property, or item
Internal
RevenueofCode
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tax for periods ending after date of enactment, nothing in
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the amendments or repeals made by this section shall be
property (and the portion of costs of such property) which
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erty, or item for purposes of determining liability for tax for
Amendments
periods ending after such date of enactment.
• 2004, Working Families Tax Relief Act of 2004
Prior to being stricken, Code Sec. 179A read as follows:
(P.L. 108-311)
SEC. 179A. DEDUCTION FOR CLEAN-FUEL VEHICLES
AND CERTAIN REFUELING PROPERTY.
P.L. 108-311, § 319(a):
Amended Code Sec. 179A(b)(1)(B). Effective for property
[Sec. 179A(a)]
placed in service after 12-31-2003. Prior to amendment,
(a) ALLOWANCE OF DEDUCTION.—
Code Sec. 179A(b)(1)(B) read as follows:
(1) IN GENERAL.—There shall be allowed as a deduction an
(B) PHASEOUT.—In the case of any qualified clean-fuel veamount equal to the cost of—
hicle property placed in service after December 31, 2003, the
(A) any qualified clean-fuel vehicle property, and
limit otherwise applicable under subparagraph (A) shall be
(B) any qualified clean-fuel vehicle refueling property.
reduced by—
The deduction under the preceding sentence with respect to
(i) 25 percent in the case of property placed in service in
any property shall be allowed for the taxable year in which
calendar year 2004,
such property is placed in service.
(ii) 50 percent in the case of property placed in sevice in
(2) INCREMENTAL COST FOR CERTAIN VEHICLES.—If a vehicle
calendar year 2005, and
may be propelled by both a clean-burning fuel and any
(iii) 75 percent in the case of property placed in service in
other fuel, only the incremental cost of permitting the use of
calendar year 2006.
the clean-burning fuel shall be taken into account.

P.L. 109-135, § 403(a)(9):
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Sec. 199A(a)(2)(A)

[Sec. 179A(b)]
(b) LIMITATIONS.—
(1) QUALIFIED CLEAN-FUEL VEHICLE PROPERTY.—
(A) IN GENERAL.—The cost which may be taken into account under subsection (a)(1)(A) with respect to any motor
vehicle shall not exceed—
(i) in the case of a motor vehicle not described in clause
(ii) or (iii), $2,000,
(ii) in the case of any truck or van with a gross vehicle
weight rating greater than 10,000 pounds but not greater
than 26,000 pounds, $5,000, or
(iii) $50,000 in the case of—
(I) a truck or van with a gross vehicle weight rating
greater than 26,000 pounds, or
(II) any bus which has a seating capacity of at least 20
adults (not including the driver).
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• 2002, Job Creation and Worker Assistance Act of
2002 (P.L. 107-147)
P.L. 107-147, § 606(a)(1)(A)-(B):

Amended Code Sec. 179A(b)(1)(B) by striking “December
31, 2001,” and inserting “December 31, 2003”, and in clauses
(i), (ii), and (iii), by striking “2002”, “2003”, and “2004”,
respectively, and inserting “2004”, “2005”, and “2006”, respectively. Effective for property placed in service after
12-31-2001.
[Sec. 179A(c)]
(c) QUALIFIED CLEAN-FUEL VEHICLE PROPERTY DEFINED.—For
purposes of this section—
(1) IN GENERAL.—The term “qualified clean-fuel vehicle
property” means property which is acquired for use by the
taxpayer and not for resale, the original use of which commences with the taxpayer, with respect to which the envi-

Sec. 179A—Stricken
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(B) the net capital gain (as defined in section 1(h)) of the taxpayer for such taxable year.
Amendments

• 2018, Consolidated Appropriations Act, 2018
(P.L. 115-141)
P.L. 115-141, § 101(b)(1), Div. T:

Amended Code Sec. 199A(a). Effective as if included in
section 11011 of Public Law 115–97 [effective for tax years
beginning after 12-31-2017.—CCH]. Prior to amendment,
Code Sec. 199A(a) read as follows:
(a) IN GENERAL.—In the case of a taxpayer other than a
corporation, there shall be allowed as a deduction for any
taxable year an amount equal to the sum of—
(1) the lesser of—
(A) the combined qualified business income amount of
the taxpayer, or
(B) an amount equal to 20 percent of the excess (if any)
of—

(i) the taxable income of the taxpayer for the taxable year,
over
(ii) the sum of any net capital gain (as defined in section
1(h)), plus the aggregate amount of the qualified cooperative dividends, of the taxpayer for the taxable year, plus
(2) the lesser of—
(A) 20 percent of the aggregate amount of the qualified
cooperative dividends of the taxpayer for the taxable year,
or
(B) taxable income (reduced by the net capital gain (as so
defined)) of the taxpayer for the taxable year.
The amount determined under the preceding sentence shall
not exceed the taxable income (reduced by the net capital
gain (as so defined)) of the taxpayer for the taxable year.

[Sec. 199A(b)]
(b) COMBINED QUALIFIED BUSINESS INCOME AMOUNT.—For purposes of this section—
(1) IN GENERAL.—The term “combined qualified business income amount” means, with
respect to any taxable year, an amount equal to—
(A) the sum of the amounts determined under paragraph (2) for each qualified trade or
business carried on by the taxpayer, plus
(B) 20 percent of the aggregate amount of the qualified REIT dividends and qualified
publicly traded partnership income of the taxpayer for the taxable year.
(2) DETERMINATION OF DEDUCTIBLE AMOUNT FOR EACH TRADE OR BUSINESS.—The amount determined under this paragraph with respect to any qualified trade or business is the lesser of—
(A) 20 percent of the taxpayer’s qualified business income with respect to the qualified
trade or business, or
(B) the greater of—
(i) 50 percent of the W–2 wages with respect to the qualified trade or business, or
(ii) the sum of 25 percent of the W–2 wages with respect to the qualified trade or
business, plus 2.5 percent of the unadjusted basis immediately after acquisition of all
qualified property.
(3) MODIFICATIONS TO LIMIT BASED ON TAXABLE INCOME.—
(A) EXCEPTION FROM LIMIT.—In the case of any taxpayer whose taxable income for the
taxable year does not exceed the threshold amount, paragraph (2) shall be applied without
regard to subparagraph (B).
(B) PHASE-IN OF LIMIT FOR CERTAIN TAXPAYERS.—
(i) IN GENERAL.—If—
(I) the taxable income of a taxpayer for any taxable year exceeds the threshold
amount, but does not exceed the sum of the threshold amount plus $50,000
($100,000 in the case of a joint return), and
(II) the amount determined under paragraph (2)(B) (determined without regard to this subparagraph) with respect to any qualified trade or business carried
on by the taxpayer is less than the amount determined under paragraph (2)(A) with
respect [to] such trade or business,
then paragraph (2) shall be applied with respect to such trade or business without
regard to subparagraph (B) thereof and by reducing the amount determined under
subparagraph (A) thereof by the amount determined under clause (ii).
(ii) AMOUNT OF REDUCTION.—The amount determined under this subparagraph is
the amount which bears the same ratio to the excess amount as—
(I) the amount by which the taxpayer’s taxable income for the taxable year
exceeds the threshold amount, bears to
(II) $50,000 ($100,000 in the case of a joint return).
(iii) EXCESS AMOUNT.—For purposes of clause (ii), the excess amount is the excess
of—
(I) the amount determined under paragraph (2)(A) (determined without regard to this paragraph), over
(II) the amount determined under paragraph (2)(B) (determined without regard to this paragraph).
(4) WAGES, ETC.—
(A) IN GENERAL.—The term “W–2 wages” means, with respect to any person for any
taxable year of such person, the amounts described in paragraphs (3) and (8) of section
6051(a) paid by such person with respect to employment of employees by such person
during the calendar year ending during such taxable year.
(B) LIMITATION TO WAGES ATTRIBUTABLE TO QUALIFIED BUSINESS INCOME.—Such term shall not
include any amount which is not properly allocable to qualified business income for
purposes of subsection (c)(1).

Sec. 199A(a)(2)(B)
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(C) RETURN REQUIREMENT.—Such term shall not include any amount which is not properly included in a return filed with the Social Security Administration on or before the 60th
day after the due date (including extensions) for such return.
(5) ACQUISITIONS, DISPOSITIONS, AND SHORT TAXABLE YEARS.—The Secretary shall provide for the
application of this subsection in cases of a short taxable year or where the taxpayer acquires, or
disposes of, the major portion of a trade or business or the major portion of a separate unit of a
trade or business during the taxable year.
(6) QUALIFIED PROPERTY.—For purposes of this section:
(A) IN GENERAL.—The term “qualified property” means, with respect to any qualified
trade or business for a taxable year, tangible property of a character subject to the allowance
for depreciation under section 167—
(i) which is held by, and available for use in, the qualified trade or business at the
close of the taxable year,
(ii) which is used at any point during the taxable year in the production of
qualified business income, and
(iii) the depreciable period for which has not ended before the close of the taxable
year.
(B) DEPRECIABLE PERIOD.—The term “depreciable period” means, with respect to qualified property of a taxpayer, the period beginning on the date the property was first placed in
service by the taxpayer and ending on the later of—
(i) the date that is 10 years after such date, or
(ii) the last day of the last full year in the applicable recovery period that would
apply to the property under section 168 (determined without regard to subsection (g)
thereof).
(7) SPECIAL RULE WITH RESPECT TO INCOME RECEIVED FROM COOPERATIVES.—In the case of any
qualified trade or business of a patron of a specified agricultural or horticultural cooperative, the
amount determined under paragraph (2) with respect to such trade or business shall be reduced
by the lesser of—
(A) 9 percent of so much of the qualified business income with respect to such trade or
business as is properly allocable to qualified payments received from such cooperative, or
(B) 50 percent of so much of the W-2 wages with respect to such trade or business as are
so allocable.
Amendments

• 2018, Consolidated Appropriations Act, 2018
(P.L. 115-141)

Public Law 115–97 [effective for tax years beginning after
12-31-2017.—CCH].

P.L. 115-141, § 101(b)(3), Div. T:

Amended Code Sec. 199A(b) by adding at the end a new
paragraph (7). Effective as if included in section 11011 of

[Sec. 199A(c)]
(c) QUALIFIED BUSINESS INCOME.—For purposes of this section—
(1) IN GENERAL.—The term “qualified business income” means, for any taxable year, the net
amount of qualified items of income, gain, deduction, and loss with respect to any qualified
trade or business of the taxpayer. Such term shall not include any qualified REIT dividends or
qualified publicly traded partnership income.
(2) CARRYOVER OF LOSSES.—If the net amount of qualified income, gain, deduction, and loss
with respect to qualified trades or businesses of the taxpayer for any taxable year is less than
zero, such amount shall be treated as a loss from a qualified trade or business in the succeeding
taxable year.
(3) QUALIFIED ITEMS OF INCOME, GAIN, DEDUCTION, AND LOSS.—For purposes of this subsection—
(A) IN GENERAL.—The term “qualified items of income, gain, deduction, and loss”
means items of income, gain, deduction, and loss to the extent such items are—
(i) effectively connected with the conduct of a trade or business within the United
States (within the meaning of section 864(c), determined by substituting “qualified trade
or business (within the meaning of section 199A)” for “nonresident alien individual or a
foreign corporation” or for “a foreign corporation” each place it appears), and
(ii) included or allowed in determining taxable income for the taxable year.
(B) EXCEPTIONS.—The following items shall not be taken into account as a qualified item
of income, gain, deduction, or loss:
(i) Any item of short-term capital gain, short-term capital loss, long-term capital
gain, or long-term capital loss.
(ii) Any dividend, income equivalent to a dividend, or payment in lieu of dividends described in section 954(c)(1)(G). Any amount described in section 1385(a)(1)
shall not be treated as described in this clause.
(iii) Any interest income other than interest income which is properly allocable to a
trade or business.
(iv) Any item of gain or loss described in subparagraph (C) or (D) of section
954(c)(1) (applied by substituting “qualified trade or business” for “controlled foreign
corporation”).
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(v) Any item of income, gain, deduction, or loss taken into account under section
954(c)(1)(F) (determined without regard to clause (ii) thereof and other than items
attributable to notional principal contracts entered into in transactions qualifying under
section 1221(a)(7)).
(vi) Any amount received from an annuity which is not received in connection
with the trade or business.
(vii) Any item of deduction or loss properly allocable to an amount described in
any of the preceding clauses.
(4) TREATMENT OF REASONABLE COMPENSATION AND GUARANTEED PAYMENTS.—Qualified business
income 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.
Amendments

• 2018, Consolidated Appropriations Act, 2018
(P.L. 115-141)
P.L. 115-141, § 101(b)(2)(A), Div. T:

Amended Code Sec. 199A(c)(1) by striking “, qualified
cooperative dividends,” following “any qualified REIT dividends”. Effective as if included in section 11011 of Public
Law 115–97 [effective for tax years beginning after
12-31-2017.—CCH].

P.L. 115-141, § 101(b)(2)(B)(i)(I)-(II), Div. T:
Amended Code Sec. 199A(c)(3)(B) by striking “investment” in the matter preceding clause (i), and by adding at
the end of clause (ii) “Any amount described in section
1385(a)(1) shall not be treated as described in this clause.”.
Effective as if included in section 11011 of Public Law 115–
97 [effective for tax years beginning after 12-31-2017.—
CCH].

[Sec. 199A(d)]
(d) QUALIFIED TRADE OR BUSINESS.—For purposes of this section—
(1) IN GENERAL.—The term “qualified trade or business” means any trade or business other
than—
(A) a specified service trade or business, or
(B) the trade or business of performing services as an employee.
(2) SPECIFIED SERVICE TRADE OR BUSINESS.—The term “specified service trade or business”
means any trade or business—
(A) which is described in section 1202(e)(3)(A) (applied without regard to the words
“engineering, architecture,”) or which would be so described if the term “employees or
owners” were substituted for “employees” therein, or
(B) 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)).
(3) EXCEPTION FOR SPECIFIED SERVICE BUSINESSES BASED ON TAXPAYER’S INCOME.—
(A) IN GENERAL.—If, for any taxable year, the taxable income of any taxpayer is less than
the sum of the threshold amount plus $50,000 ($100,000 in the case of a joint return), then—
(i) any specified service trade or business of the taxpayer shall not fail to be treated
as a qualified trade or business due to paragraph (1)(A), but
(ii) only the applicable percentage of qualified items of income, gain, deduction, or
loss, and the W–2 wages and the unadjusted basis immediately after acquisition of
qualified property, of the taxpayer allocable to such specified service trade or business
shall be taken into account in computing the qualified business income, W–2 wages,
and the unadjusted basis immediately after acquisition of qualified property of the
taxpayer for the taxable year for purposes of applying this section.
(B) APPLICABLE PERCENTAGE.—For purposes of subparagraph (A), the term “applicable
percentage” means, with respect to any taxable year, 100 percent reduced (not below zero)
by the percentage equal to the ratio of—
(i) the taxable income of the taxpayer for the taxable year in excess of the threshold
amount, bears to
(ii) $50,000 ($100,000 in the case of a joint return).
[Sec. 199A(e)]
(e) OTHER DEFINITIONS.—For purposes of this section—
(1) TAXABLE INCOME.—Except as otherwise provided in subsection (g)(2)(B), taxable income
shall be computed without regard to any deduction allowable under this section.
(2) THRESHOLD AMOUNT.—
(A) IN GENERAL.—The term “threshold amount” means $157,500 (200 percent of such
amount in the case of a joint return).
(B) INFLATION ADJUSTMENT.—In the case of any taxable year beginning after 2018, the
dollar amount in subparagraph (A) shall be increased by an amount equal to—
(i) such dollar amount, multiplied by
(ii) the cost-of-living adjustment determined under section 1(f)(3) for the calendar
year in which the taxable year begins, determined by substituting “calendar year 2017”
for “calendar year 2016” in subparagraph (A)(ii) thereof.
The amount of any increase under the preceding sentence shall be rounded as provided in
section 1(f)(7).
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(3) QUALIFIED REIT DIVIDEND.—The term “qualified REIT dividend” means any dividend
from a real estate investment trust received during the taxable year which—
(A) is not a capital gain dividend, as defined in section 857(b)(3), and
(B) is not qualified dividend income, as defined in section 1(h)(11).
(4) QUALIFIED PUBLICLY TRADED PARTNERSHIP INCOME.—The term “qualified publicly traded
partnership income” means, with respect to any qualified trade or business of a taxpayer, the
sum of—
(A) the net amount of such taxpayer’s allocable share of each qualified item of income,
gain, deduction, and loss (as defined in subsection (c)(3) and determined after the application of subsection (c)(4)) from a publicly traded partnership (as defined in section 7704(a))
which is not treated as a corporation under section 7704(c), plus
(B) any gain recognized by such taxpayer upon disposition of its interest in such
partnership to the extent such gain is treated as an amount realized from the sale or
exchange of property other than a capital asset under section 751(a).
Amendments

• 2018, Consolidated Appropriations Act, 2018
(P.L. 115-141)
P.L. 115-141, § 101(a)(2)(A), Div. T:
Amended Code Sec. 199A(e)(1) by striking “the deduction” and inserting “any deduction”. Effective as if included
in section 11011 of Public Law 115–97 [effective for tax
years beginning after 12-31-2017.—CCH].

P.L. 115-141, § 101(a)(2)(C), Div. T:
Amended Code Sec. 199A(e)(1) by striking “Taxable income” and inserting “Except as otherwise provided in subsection (g)(2)(B), taxable income”. Effective as if included in
section 11011 of Public Law 115–97 [effective for tax years
beginning after 12-31-2017.—CCH].

P.L. 115-141, § 101(b)(2)(B)(ii), Div. T:
Amended Code Sec. 199A(e) by striking paragraph (4)
and by redesignating paragraph (5) as paragraph (4). Effec-

tive as if included in section 11011 of Public Law 115–97
[effective for tax years beginning after 12-31-2017.—CCH].
Prior to being stricken, Code Sec. 199A(e)(4) read as follows:
(4) QUALIFIED COOPERATIVE DIVIDEND.—The term “qualified
cooperative dividend” means any patronage dividend (as
defined in section 1388(a)), any per-unit retain allocation (as
defined in section 1388(f)), and any qualified written notice
of allocation (as defined in section 1388(c)), or any similar
amount received from an organization described in subparagraph (B)(ii), which—
(A) is includible in gross income, and
(B) is received from—
(i) an organization or corporation described in section
501(c)(12) or 1381(a), or
(ii) an organization which is governed under this title by
the rules applicable to cooperatives under this title before
the enactment of subchapter T.

[Sec. 199A(f)]
(f) SPECIAL RULES.—
(1) APPLICATION TO PARTNERSHIPS AND S CORPORATIONS.—
(A) IN GENERAL.—In the case of a partnership or S corporation—
(i) this section shall be applied at the partner or shareholder level,
(ii) each partner or shareholder shall take into account such person’s allocable
share of each qualified item of income, gain, deduction, and loss, and
(iii) each partner or shareholder shall be treated for purposes of subsection (b) as
having W–2 wages and unadjusted basis immediately after acquisition of qualified
property for the taxable year in an amount equal to such person’s allocable share of the
W–2 wages and the unadjusted basis immediately after acquisition of qualified property
of the partnership or S corporation for the taxable year (as determined under regulations prescribed by the Secretary).
For purposes of clause (iii), a partner’s or shareholder’s allocable share of W–2 wages shall
be determined in the same manner as the partner’s or shareholder’s allocable share of wage
expenses. For purposes of such clause, partner’s or shareholder’s allocable share of the
unadjusted basis immediately after acquisition of qualified property shall be determined in
the same manner as the partner’s or shareholder’s allocable share of depreciation. For
purposes of this subparagraph, in the case of an S corporation, an allocable share shall be the
shareholder’s pro rata share of an item.
(B) APPLICATION TO TRUSTS AND ESTATES.—Rules similar to the rules under section
199(d)(1)(B)(i) (as in effect on December 1, 2017) for the apportionment of W–2 wages shall
apply to the apportionment of W–2 wages and the apportionment of unadjusted basis
immediately after acquisition of qualified property under this section.
(C) TREATMENT OF TRADES OR BUSINESS IN PUERTO RICO.—
(i) IN GENERAL.—In the case of any taxpayer with qualified business income from
sources within the commonwealth of Puerto Rico, if all such income is taxable under
section 1 for such taxable year, then for purposes of determining the qualified business
income of such taxpayer for such taxable year, the term “United States” shall include
the Commonwealth of Puerto Rico.
(ii) SPECIAL RULE FOR APPLYING LIMIT.—In the case of any taxpayer described in clause
(i), the determination of W–2 wages of such taxpayer with respect to any qualified trade
or business conducted in Puerto Rico shall be made without regard to any exclusion
under section 3401(a)(8) for remuneration paid for services in Puerto Rico.
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(2) COORDINATION WITH MINIMUM TAX.—For purposes of determining alternative minimum
taxable income under section 55, qualified business income shall be determined without regard
to any adjustments under sections 56 through 59.
(3) DEDUCTION LIMITED TO INCOME TAXES.—The deduction under subsection (a) shall only be
allowed for purposes of this chapter.
(4) REGULATIONS.—The Secretary shall prescribe such regulations as are necessary to carry
out the purposes of this section, including regulations—
(A) for requiring or restricting the allocation of items and wages under this section and
such reporting requirements as the Secretary determines appropriate, and
(B) for the application of this section in the case of tiered entities.
[Sec. 199A(g)]
(g) DEDUCTION FOR INCOME ATTRIBUTABLE TO DOMESTIC PRODUCTION ACTIVITIES OF SPECIFIED
AGRICULTURAL OR HORTICULTURAL COOPERATIVES.—
(1) ALLOWANCE OF DEDUCTION.—
(A) IN GENERAL.—In the case of a taxpayer which is a specified agricultural or horticultural cooperative, there shall be allowed as a deduction an amount equal to 9 percent of the
lesser of—
(i) the qualified production activities income of the taxpayer for the taxable year, or
(ii) the taxable income of the taxpayer for the taxable year.
(B) LIMITATION.—
(i) IN GENERAL.—The deduction allowable under subparagraph (A) for any taxable
year shall not exceed 50 percent of the W-2 wages of the taxpayer for the taxable year.
(ii) W-2 WAGES.—For purposes of this subparagraph, the W-2 wages of the taxpayer
shall be determined in the same manner as under subsection (b)(4) (without regard to
subparagraph (B) thereof and after application of subsection (b)(5)), except that such
wages shall not include any amount which is not properly allocable to domestic
production gross receipts for purposes of paragraph (3)(A).
(C) TAXABLE INCOME OF COOPERATIVES DETERMINED WITHOUT REGARD TO CERTAIN DEDUCTIONS.—For purposes of this subsection, the taxable income of a specified agricultural or
horticultural cooperative shall be computed without regard to any deduction allowable
under subsection (b) or (c) of section 1382 (relating to patronage dividends, per-unit retain
allocations, and nonpatronage distributions).
(2) DEDUCTION ALLOWED TO PATRONS.—
(A) IN GENERAL.—In the case of any eligible taxpayer who receives a qualified payment
from a specified agricultural or horticultural cooperative, there shall be allowed as a
deduction for the taxable year in which such payment is received an amount equal to the
portion of the deduction allowed under paragraph (1) to such cooperative which is—
(i) allowed with respect to the portion of the qualified production activities income
to which such payment is attributable, and
(ii) identified by such cooperative in a written notice mailed to such taxpayer
during the payment period described in section 1382(d).
(B) LIMITATION BASED ON TAXABLE INCOME.—The deduction allowed to any taxpayer under
this paragraph shall not exceed the taxable income of the taxpayer determined without
regard to the deduction allowed under this paragraph and after taking into account any
deduction allowed to the taxpayer under subsection (a) for the taxable year.
(C) COOPERATIVE DENIED DEDUCTION FOR PORTION OF QUALIFIED PAYMENTS.—The taxable
income of a specified agricultural or horticultural cooperative shall not be reduced under
section 1382 by reason of that portion of any qualified payment as does not exceed the
deduction allowable under subparagraph (A) with respect to such payment.
(D) ELIGIBLE TAXPAYER.—For purposes of this paragraph, the term “eligible taxpayer”
means—
(i) a taxpayer other than a corporation, or
(ii) a specified agricultural or horticultural cooperative.
(E) QUALIFIED PAYMENT.—For purposes of this section, the term “qualified payment”
means, with respect to any eligible taxpayer, any amount which—
(i) is described in paragraph (1) or (3) of section 1385(a),
(ii) is received by such taxpayer from a specified agricultural or horticultural
cooperative, and
(iii) is attributable to qualified production activities income with respect to which a
deduction is allowed to such cooperative under paragraph (1).
(3) QUALIFIED PRODUCTION ACTIVITIES INCOME.—For purposes of this subsection—
(A) IN GENERAL.—The term “qualified production activities income” for any taxable year
means an amount equal to the excess (if any) of—
(i) the taxpayer’s domestic production gross receipts for such taxable year, over
(ii) the sum of—
(I) the cost of goods sold that are allocable to such receipts, and
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(II) other expenses, losses, or deductions (other than the deduction allowed
under this subsection), which are properly allocable to such receipts.
(B) ALLOCATION METHOD.—The Secretary shall prescribe rules for the proper allocation of
items described in subparagraph (A) for purposes of determining qualified production
activities income. Such rules shall provide for the proper allocation of items whether or not
such items are directly allocable to domestic production gross receipts.
(C) SPECIAL RULES FOR DETERMINING COSTS.—
(i) IN GENERAL.—For purposes of determining costs under subclause (I) of subparagraph (A)(ii), any item or service brought into the United States shall be treated as
acquired by purchase, and its cost shall be treated as not less than its value immediately
after it entered the United States. A similar rule shall apply in determining the adjusted
basis of leased or rented property where the lease or rental gives rise to domestic
production gross receipts.
(ii) EXPORTS FOR FURTHER MANUFACTURE.—In the case of any property described in
clause (i) that had been exported by the taxpayer for further manufacture, the increase
in cost or adjusted basis under clause (i) shall not exceed the difference between the
value of the property when exported and the value of the property when brought back
into the United States after the further manufacture.
(D) DOMESTIC PRODUCTION GROSS RECEIPTS.—
(i) IN GENERAL.—The term “domestic production gross receipts” means the gross
receipts of the taxpayer which are derived from any lease, rental, license, sale, exchange,
or other disposition of any agricultural or horticultural product which was manufactured, produced, grown, or extracted by the taxpayer (determined after the application
of paragraph (4)(B)) in whole or significant part within the United States. Such term
shall not include gross receipts of the taxpayer which are derived from the lease, rental,
license, sale, exchange, or other disposition of land.
(ii) RELATED PERSONS.—
(I) IN GENERAL.—The term “domestic production gross receipts” shall not include any gross receipts of the taxpayer derived from property leased, licensed, or
rented by the taxpayer for use by any related person.
(II) RELATED PERSON.—For purposes of subclause (I), a person shall be treated
as related to another person if such persons are treated as a single employer under
subsection (a) or (b) of section 52 or subsection (m) or (o) of section 414, except that
determinations under subsections (a) and (b) of section 52 shall be made without
regard to section 1563(b).
(4) SPECIFIED AGRICULTURAL OR HORTICULTURAL COOPERATIVE.—For purposes of this section—
(A) IN GENERAL.—The term “specified agricultural or horticultural cooperative” means
an organization to which part I of subchapter T applies which is engaged—
(i) in the manufacturing, production, growth, or extraction in whole or significant
part of any agricultural or horticultural product, or
(ii) in the marketing of agricultural or horticultural products.
(B) APPLICATION TO MARKETING COOPERATIVES.—A specified agricultural or horticultural
cooperative described in subparagraph (A)(ii) shall be treated as having manufactured,
produced, grown, or extracted in whole or significant part any agricultural or horticultural
product marketed by the specified agricultural or horticultural cooperative which its patrons
have so manufactured, produced, grown, or extracted.
(5) DEFINITIONS AND SPECIAL RULES.—
(A) SPECIAL RULE FOR AFFILIATED GROUPS.—
(i) IN GENERAL.—All members of an expanded affiliated group shall be treated as a
single corporation for purposes of this subsection.
(ii) PARTNERSHIPS OWNED BY EXPANDED AFFILIATED GROUPS.—For purposes of paragraph
(3)(D), if all of the interests in the capital and profits of a partnership are owned by
members of a single expanded affiliated group at all times during the taxable year of
such partnership, the partnership and all members of such group shall be treated as a
single taxpayer during such period.
(iii) EXPANDED AFFILIATED GROUP.—For purposes of this subsection, the term “expanded affiliated group” means an affiliated group as defined in section 1504(a),
determined—
(I) by substituting “more than 50 percent” for “at least 80 percent” each place
it appears, and
(II) without regard to paragraphs (2) and (4) of section 1504(b).
(iv) ALLOCATION OF DEDUCTION.—Except as provided in regulations, the deduction
under paragraph (1) shall be allocated among the members of the expanded affiliated
group in proportion to each member’s respective amount (if any) of qualified production activities income.
(B) SPECIAL RULE FOR COOPERATIVE PARTNERS.—In the case of a specified agricultural or
horticultural cooperative which is a partner in a partnership, rules similar to the rules of
subsection (f)(1) shall apply for purposes of this subsection.
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(C) TRADE OR BUSINESS REQUIREMENT.—This subsection shall be applied by only taking
into account items which are attributable to the actual conduct of a trade or business.
(D) UNRELATED BUSINESS TAXABLE INCOME.—For purposes of determining the tax imposed
by section 511, this section shall be applied by substituting “unrelated business taxable
income” for “taxable income” each place it appears in this section (other than this
subparagraph).
(E) SPECIAL RULE FOR COOPERATIVE WITH OIL RELATED QUALIFIED PRODUCTION ACTIVITIES
INCOME.—
(i) IN GENERAL.—If a specified agricultural or horticultural cooperative has oil
related qualified production activities income for any taxable year, the amount otherwise allowable as a deduction under paragraph (1) shall be reduced by 3 percent of the
least of—
(I) the oil related qualified production activities income of the cooperative for
the taxable year,
(II) the qualified production activities income of the cooperative for the taxable year, or
(III) taxable income.
(ii) OIL RELATED QUALIFIED PRODUCTION ACTIVITIES INCOME.—For purposes of this subparagraph, the term “oil related qualified production activities income” means for any
taxable year the qualified production activities income which is attributable to the
production, refining, processing, transportation, or distribution of oil, gas, or any
primary product thereof (within the meaning of section 927(a)(2)(C), as in effect before
its repeal) during such taxable year.
(6) REGULATIONS.—The Secretary shall prescribe such regulations as are necessary to carry
out the purposes of this subsection, including regulations which prevent more than 1 taxpayer
from being allowed a deduction under this subsection with respect to any activity described in
paragraph (3)(D)(i). Such regulations shall be based on the regulations applicable to cooperatives
and their patrons under section 199 (as in effect before its repeal).
Amendments

• 2018, Consolidated Appropriations Act, 2018
(P.L. 115-141)
P.L. 115-141, § 101(a)(1), Div. T:
Amended Code Sec. 199A(g). Effective as if included in
section 11011 of Public Law 115–97 [effective for tax years
beginning after 12-31-2017.—CCH]. Prior to amendment,
Code Sec. 199A(g) read as follows:
(g) DEDUCTION ALLOWED TO SPECIFIED AGRICULTURAL OR
HORTICULTURAL COOPERATIVES.—
(1) IN GENERAL.—In the case of any taxable year of a
specified agricultural or horticultural cooperative beginning
after December 31, 2017, there shall be allowed a deduction
in an amount equal to the lesser of—
(A) 20 percent of the excess (if any) of—
(i) the gross income of a specified agricultural or horticultural cooperative, over
(ii) the qualified cooperative dividends (as defined in
subsection (e)(4)) paid during the taxable year for the taxable year, or
(B) the greater of—
(i) 50 percent of the W–2 wages of the cooperative with
respect to its trade or business, or

(ii) the sum of 25 percent of the W–2 wages of the cooperative with respect to its trade or business, plus 2.5 percent of
the unadjusted basis immediately after acquisition of all
qualified property of the cooperative.
(2) LIMITATION.—The amount determined under paragraph (1) shall not exceed the taxable income of the specified agricultural or horticultural for the taxable year.
(3) SPECIFIED AGRICULTURAL OR HORTICULTURAL COOPERATIVE.—For purposes of this subsection, the term “specified

agricultural or horticultural cooperative” means an organization to which part I of subchapter T applies which is
engaged in—
(A) the manufacturing, production, growth, or extraction
in whole or significant part of any agricultural or horticultural product,
(B) the marketing of agricultural or horticultural products
which its patrons have so manufactured, produced, grown,
or extracted, or
(C) the provision of supplies, equipment, or services to
farmers or to organizations described in subparagraph (A)
or (B).

[Sec. 199A(h)]
(h) ANTI-ABUSE RULES.—The Secretary shall—
(1) apply rules similar to the rules under section 179(d)(2) in order to prevent the manipulation of the depreciable period of qualified property using transactions between related parties,
and
(2) prescribe rules for determining the unadjusted basis immediately after acquisition of
qualified property acquired in like-kind exchanges or involuntary conversions.
[Sec. 199A(i)]
(i) TERMINATION.—This section shall not apply to taxable years beginning after December 31,
2025.
Amendments

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)
P.L. 115-97, § 11011(a):

Amended part VI of subchapter B of chapter 1 by adding
at the end a new Code Sec. 199A. Effective for tax years
beginning after 12-31-2017.

Sec. 199A(g)(5)(C)
Code Sec. 199A
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lished under this subsection by any corporation required by
P.L. 105-34, § 1081(a):
this section to change its method of accounting for any
Amended Code Sec. 447(i) by striking paragraphs (3) and
taxable year ending after June 8, 1997.
(4), by redesignating paragraphs (5) and (6) as paragraphs
(B) PHASEOUT OF EXISTING SUSPENSE ACCOUNTS.—
(3) and (4), respectively, and by adding at the end a new
(i) IN GENERAL.—Each suspense account under this subparagraph (5). Effective for tax years ending after 6-8-97.
section shall be reduced (but not below zero) for each taxaPrior to being stricken, Code Sec. 447(i)(3)-(4) read as
ble year beginning after June 8, 1997, by an amount equal to
follows:
the lesser of—
(3) REDUCTION IN ACCOUNT IF FARMING BUSINESS CONTRACTS.—
(I) the applicable portion of such account, or
If—
(II) 50 percent of the taxable income of the corporation for
(A)
the gross receipts of the corporation from the trade or
the taxable year, or, if the corporation has no taxable income
business of farming for the year of the change or any
for such year, the amount of any net operating loss (as
subsequent taxable year, is less than
defined in section 172(c)) for such taxable year.
(B) such gross receipts for the taxpayer’s last taxable year
For purposes of the preceding sentence, the amount of
beginning before the year of the change (or for the most
taxable income and net operating loss shall be determined
recent taxable year for which a reduction in the suspense
without regard to this paragraph.
account was made under this paragraph),
(ii) COORDINATION WITH OTHER REDUCTIONS.—The amount of
the amount in the suspense account (after taking into acthe applicable portion for any taxable year shall be reduced
count prior reductions) shall be reduced by the percentage
(but not
below
zero)
byJobs
the amount
of any reduction
re-Pass-Through
Tax
Cuts
and
Act
Impact:
Guide
to
Entities
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by which the amount
described in subparagraph (A) is less
quired for such taxable year under any other provision of
than the amount described in subparagraph (B).
this subsection.
(4) INCOME INCLUSIONS.—Any reduction in the suspense
(iv) INCLUSION IN INCOME.—Any reduction in a suspense
account under paragraph (3) shall be included in gross
account under this paragraph shall be included in gross
income for the taxable year of the reduction.
income for the taxable year of the reduction.
(C) APPLICABLE PORTION.—For purposes of subparagraph
•
1987, Revenue Act of 1987 (P.L. 100-203)
(B), the term “applicable portion” means, for any taxable
P.L. 100-203, § 10205(b):
year, the amount which would ratably reduce the amount in
the account (after taking into account prior reductions) to
Amended Code Sec. 447 by adding at the end thereof new
zero over the period consisting of such taxable year and the
subsection (i). Effective for tax years beginning after
remaining taxable years in such first 20 taxable years.
12-31-87.

[Sec. 448]
SEC. 448. LIMITATION ON USE OF CASH METHOD OF ACCOUNTING.
[Sec. 448(a)]
(a) GENERAL RULE.—Except as otherwise provided in this section, in the case of a—
(1) C corporation,
(2) partnership which has a C corporation as a partner, or
(3) tax shelter,
taxable income shall not be computed under the cash receipts and disbursements method of
accounting.
[Sec. 448(b)]
(b) EXCEPTIONS.—
(1) FARMING BUSINESS.—Paragraphs (1) and (2) of subsection (a) shall not apply to any
farming business.
(2) QUALIFIED PERSONAL SERVICE CORPORATIONS.—Paragraphs (1) and (2) of subsection (a) shall
not apply to a qualified personal service corporation, and such a corporation shall be treated as
an individual for purposes of determining whether paragraph (2) of subsection (a) applies to any
partnership.
(3) ENTITIES WHICH MEET GROSS RECEIPTS TEST.—Paragraphs (1) and (2) of subsection (a) shall
not apply to any corporation or partnership for any taxable year if such entity (or any predecessor) meets the gross receipts test of subsection (c) for such taxable year.
Amendments

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)
P.L. 115-97, § 13102(a)(2):

Amended Code Sec. 448(b)(3). Effective for tax years
beginning after 12-31-2017. Prior to amendment, Code Sec.
448(b)(3) read as follows:

(3) E NTITIES WITH GROSS RECEIPTS OF NOT MORE THAN
$5,000,000.—Paragraphs (1) and (2) of subsection (a) shall
not apply to any corporation or partnership for any taxable
year if, for all prior taxable years beginning after December
31, 1985, such entity (or any predecessor) met the $5,000,000
gross receipts test of subsection (c).

[Sec. 448(c)]
(c) GROSS RECEIPTS TEST.—For purposes of this section—
(1) IN GENERAL.—A corporation or partnership meets the gross receipts test of this subsection
for any taxable year if the average annual gross receipts of such entity for the 3-taxable-year
period ending with the taxable year which precedes such taxable year does not exceed
$25,000,000.
Internal Revenue Code
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(2) AGGREGATION RULES.—All persons treated as a single employer under subsection (a) or (b)
of section 52 or subsection (m) or (o) of section 414 shall be treated as one person for purposes of
paragraph (1).
(3) SPECIAL RULES.—For purposes of this subsection—
(A) NOT IN EXISTENCE FOR ENTIRE 3-YEAR PERIOD.—If the entity was not in existence for the
entire 3-year period referred to in paragraph (1), such paragraph shall be applied on the
basis of the period during which such entity (or trade or business) was in existence.
(B) SHORT TAXABLE YEARS.—Gross receipts for any taxable year of less than 12 months
shall be annualized by multiplying the gross receipts for the short period by 12 and dividing
the result by the number of months in the short period.
(C) GROSS RECEIPTS.—Gross receipts for any taxable year shall be reduced by returns and
allowances made during such year.
(D) TREATMENT OF PREDECESSORS.—Any reference in this subsection to an entity shall
include a reference to any predecessor of such entity.
(4) ADJUSTMENT FOR INFLATION.—In the case of any taxable year beginning after December 31,
2018, the dollar amount in paragraph (1) shall be increased by an amount equal to—
(A) such dollar amount, multiplied by
(B) the cost-of-living adjustment determined under section 1(f)(3) for the calendar year
in which the taxable year begins, by substituting “calendar year 2017” for “calendar year
2016” in subparagraph (A)(ii) thereof.
If any amount as increased under the preceding sentence is not a multiple of $1,000,000, such
amount shall be rounded to the nearest multiple of $1,000,000.
Amendments

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)
P.L. 115-97, § 13102(a)(1):

Amended so much of Code Sec. 448(c) as precedes paragraph (2). Effective for tax years beginning after 12-31-2017.
Prior to amendment, so much of Code Sec. 448(c) as precedes paragraph (2) read as follows:
(c) $5,000,000 GROSS RECEIPTS TEST.—For purposes of this
section—
(1) IN GENERAL.—A corporation or partnership meets the
$5,000,000 gross receipts test of this subsection for any prior
taxable year if the average annual gross receipts of such
entity for the 3-taxable-year period ending with such prior
taxable year does not exceed $5,000,000.

P.L. 115-97, § 13102(a)(3):

Amended Code Sec. 448(c) by adding at the end a new
paragraph (4). Effective for tax years beginning after
12-31-2017.

• 1988, Technical and Miscellaneous Revenue Act
of 1988 (P.L. 100-647)
P.L. 100-647, § 1008(a)(9):

Amended Code Sec. 448(c)(3) by adding at the end thereof
new subparagraph (D). Effective as if included in the provision of P.L. 99-514 to which it relates.

[Sec. 448(d)]
(d) DEFINITIONS AND SPECIAL RULES.—For purposes of this section—
(1) FARMING BUSINESS.—
(A) IN GENERAL.—The term “farming business” means the trade or business of farming
(within the meaning of section 263A(e)(4)).
(B) TIMBER AND ORNAMENTAL TREES.—The term “farming business” includes the raising,
harvesting, or growing of trees to which section 263A(c)(5) applies.
(2) QUALIFIED PERSONAL SERVICE CORPORATION.—The term “qualified personal service corporation” means any corporation—
(A) substantially all of the activities of which involve the performance of services in the
fields of health, law, engineering, architecture, accounting, actuarial science, performing
arts, or consulting, and
(B) substantially all of the stock of which (by value) is held directly (or indirectly
through 1 or more partnerships, S corporations, or qualified personal service corporations
not described in paragraph (2) or (3) of subsection (a)) by—
(i) employees performing services for such corporation in connection with the
activities involving a field referred to in subparagraph (A),
(ii) retired employees who had performed such services for such corporation,
(iii) the estate of any individual described in clause (i) or (ii), or
(iv) any other person who acquired such stock by reason of the death of an
individual described in clause (i) or (ii) (but only for the 2-year period beginning on the
date of the death of such individual).
To the extent provided in regulations which shall be prescribed by the Secretary, indirect
holdings through a trust shall be taken into account under subparagraph (B).
(3) TAX SHELTER DEFINED.—The term “tax shelter” has the meaning given such term by section
461(i)(3) (determined after application of paragraph (4) thereof). An S corporation shall not be
treated as a tax shelter for purposes of this section merely by reason of being required to file a
notice of exemption from registration with a State agency described in section 461(i)(3)(A), but
only if there is a requirement applicable to all corporations offering securities for sale in the State
that to be exempt from such registration the corporation must file such a notice.
(4) SPECIAL RULES FOR APPLICATION OF PARAGRAPH (2).—For purposes of paragraph (2)—
(A) community property laws shall be disregarded,
(B) stock held by a plan described in section 401(a) which is exempt from tax under
section 501(a) shall be treated as held by an employee described in paragraph (2)(B)(i), and

Sec. 448(c)(2)
Code Sec. 448
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(C) at the election of the common parent of an affiliated group (within the meaning of
section 1504(a)), all members of such group may be treated as 1 taxpayer for purposes of
paragraph (2)(B) if 90 percent or more of the activities of such group involve the performance of services in the same field described in paragraph (2)(A).
(5) SPECIAL RULE FOR CERTAIN SERVICES.—
(A) IN GENERAL.—In the case of any person using an accrual method of accounting with
respect to amounts to be received for the performance of services by such person, such
person shall not be required to accrue any portion of such amounts which (on the basis of
such person’s experience) will not be collected if—
(i) such services are in fields referred to in paragraph (2)(A), or
(ii) such person meets the gross receipts test of subsection (c) for all prior taxable
years.
(B) EXCEPTION.—This paragraph shall not apply to any amount if interest is required to
be paid on such amount or there is any penalty for failure to timely pay such amount.
(C) REGULATIONS.—The Secretary shall prescribe regulations to permit taxpayers to
determine amounts referred to in subparagraph (A) using computations or formulas which,
based on experience, accurately reflect the amount of income that will not be collected by
such person. A taxpayer may adopt, or request consent of the Secretary to change to, a
computation or formula that clearly reflects the taxpayer’s experience. A request under the
preceding sentence shall be approved if such computation or formula clearly reflects the
taxpayer’s experience.
(6) TREATMENT OF CERTAIN TRUSTS SUBJECT TO TAX ON UNRELATED BUSINESS INCOME.—For purposes
of this section, a trust subject to tax under section 511(b) shall be treated as a C corporation with
respect to its activities constituting an unrelated trade or business.
(7) COORDINATION WITH SECTION 481.—Any change in method of accounting made pursuant
to this section shall be treated for purposes of section 481 as initiated by the taxpayer and made
with the consent of the Secretary.
(8) USE OF RELATED PARTIES, ETC.—The Secretary shall prescribe such regulations as may be
necessary to prevent the use of related parties, pass-thru entities, or intermediaries to avoid the
application of this section.
Amendments

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)
P.L. 115-97, § 13102(a)(4):
Amended Code Sec. 448(d)(7). Effective for tax years
beginning after 12-31-2017. Prior to amendment, Code Sec.
448(d)(7) read as follows:
(7) COORDINATION WITH SECTION 481.—In the case of any
taxpayer required by this section to change its method of
accounting for any taxable year—
(A) such change shall be treated as initiated by the
taxpayer,
(B) such change shall be treated as made with the consent
of the Secretary, and
(C) the period for taking into account the adjustments
under section 481 by reason of such change—
(i) except as provided in clause (ii), shall not exceed 4
years, and
(ii) in the case of a hospital, shall be 10 years.

• 2002, Job Creation and Worker Assistance Act of
2002 (P.L. 107-147)
P.L. 107-147, § 403(a):
Amended Code Sec. 448(d)(5). Effective, generally, for tax
years ending after 3-9-2002. For a special rule, see Act Sec.
403(b)(2), below. Prior to amendment, Code Sec. 448(d)(5)
read as follows:
(5) SPECIAL RULE FOR SERVICES.—In the case of any person
using an accrual method of accounting with respect to
amounts to be received for the performance of services by
such person, such person shall not be required to accrue any
portion of such amounts which (on the basis of experience)
will not be collected. This paragraph shall not apply to any
amount if interest is required to be paid on such amount or
there is any penalty for failure to timely pay such amount.

P.L. 107-147, § 403(b)(2), provides:
(2) CHANGE IN METHOD OF ACCOUNTING.—In the case of any
taxpayer required by the amendments made by this section
to change its method of accounting for its first taxable year
ending after the date of the enactment of this Act—
(A) such change shall be treated as initiated by the
taxpayer,
(B) such change shall be treated as made with the consent
of the Secretary of the Treasury, and

Internal Revenue Code
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(C) the net amount of the adjustments required to be
taken into account by the taxpayer under section 481 of the
Internal Revenue Code of 1986 shall be taken into account
over a period of 4 years (or if less, the number of taxable
years that the taxpayer used the method permitted under
section 448(d)(5) of such Code as in effect before the date of
the enactment of this Act) beginning with such first taxable
year.

• 1988, Technical and Miscellaneous Revenue Act
of 1988 (P.L. 100-647)
P.L. 100-647, § 1008(a)(1)(A):
Amended Code Sec. 448(d)(2)(B) by striking out “or indirectly” and inserting in lieu thereof “(or indirectly through 1
or more partnerships, S corporations, or qualified personal
service corporations not described in paragraph (2) or (3) of
subsection (a))”. Effective as if included in the provision of
P.L. 99-514 to which it relates.

P.L. 100-647, § 1008(a)(1)(B):
Amended Code Sec. 448(d) by adding at the end thereof
new paragraph (8). Effective as if included in the provision
of P.L. 99-514 to which it relates.

P.L. 100-647, § 1008(a)(2):
Amended Code Sec. 448(d)(4)(C) by striking out “all such
members” and inserting in lieu thereof “such group”. Effective as if included in the provision of P.L. 99-514 to which it
relates.

P.L. 100-647, § 1008(a)(7):
Amended Code Sec. 448(d)(3) by adding at the end
thereof a new sentence. Effective as if included in the provision of P.L. 99-514 to which it relates.

P.L. 100-647, § 1008(a)(8):
Amended Code Sec. 448(d)(4)(C) by striking out “substantially all of” and inserting in lieu thereof “90 percent or
more of”. Effective as if included in the provision of P.L.
99-514 to which it relates.

P.L. 100-647, § 6032(a):
Amended Code Sec. 448(d)(2) by adding at the end
thereof a new sentence. Effective for tax years beginning
after 12-31-86.

Sec. 448(d)(8)
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not been performed as of September 25, 1985, is payment for
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Sec. 451(2) COORDINATION WITH SPECIAL METHODS OF ACCOUNTING.—Paragraph (1) shall not apply with
respect to any item of gross income for which the taxpayer uses a special method of accounting
provided under any other provision of this chapter, other than any provision of part V of
subchapter P (except as provided in clause (ii) of paragraph (1)(B)).
(3) APPLICABLE FINANCIAL STATEMENT.—For purposes of this subsection, the term “applicable
financial statement” means—
(A) a financial statement which is certified as being prepared in accordance with
generally accepted accounting principles and which is—
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(i) a 10–K (or successor form), or annual statement to shareholders, required to be
filed by the taxpayer with the United States Securities and Exchange Commission,
(ii) an audited financial statement of the taxpayer which is used for—
(I) credit purposes,
(II) reporting to shareholders, partners, or other proprietors, or to beneficiaries, or
(III) any other substantial nontax purpose,
but only if there is no statement of the taxpayer described in clause (i), or
(iii) filed by the taxpayer with any other Federal agency for purposes other than
Federal tax purposes, but only if there is no statement of the taxpayer described in
clause (i) or (ii),
(B) a financial statement which is made on the basis of international financial reporting
standards and is filed by the taxpayer with an agency of a foreign government which is
equivalent to the United States Securities and Exchange Commission and which has reporting standards not less stringent than the standards required by such Commission, but only if
there is no statement of the taxpayer described in subparagraph (A), or
(C) a financial statement filed by the taxpayer with any other regulatory or governmental body specified by the Secretary, but only if there is no statement of the taxpayer
described in subparagraph (A) or (B).
(4) ALLOCATION OF TRANSACTION PRICE.—For purposes of this subsection, in the case of a
contract which contains multiple performance obligations, the allocation of the transaction price
to each performance obligation shall be equal to the amount allocated to each performance
obligation for purposes of including such item in revenue in the applicable financial statement of
the taxpayer.
(5) GROUP OF ENTITIES.—For purposes of paragraph (1), if the financial results of a taxpayer
are reported on the applicable financial statement (as defined in paragraph (3)) for a group of
entities, such statement shall be treated as the applicable financial statement of the taxpayer.
Amendments

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)
P.L. 115-97, § 13221(a):

Amended Code Sec. 451 by redesignating subsections (b)
through (i) as subsections (c) through (j), respectively, and
by inserting after subsection (a) a new subsection (b). Effective for tax years beginning after 12-31-2017. For a special
rule, see Act Sec. 13221(d)-(e), below.

P.L. 115-97, § 13221(d)-(e), provides:

(d) COORDINATION WITH SECTION 481.—
(1) IN GENERAL.—In the case of any qualified change in
method of accounting for the taxpayer’s first taxable year
beginning after December 31, 2017—
(A) such change shall be treated as initiated by the taxpayer, and
(B) such change shall be treated as made with the consent
of the Secretary of the Treasury.

(2) QUALIFIED CHANGE IN METHOD OF ACCOUNTING.—For purposes of this subsection, the term “qualified change in
method of accounting” means any change in method of
accounting which—
(A) is required by the amendments made by this section,
or
(B) was prohibited under the Internal Revenue Code of
1986 prior to such amendments and is permitted under such
Code after such amendments.
(e) SPECIAL RULES FOR ORIGINAL ISSUE DISCOUNT.—Notwithstanding subsection (c), in the case of income from a debt
instrument having original issue discount—
(1) the amendments made by this section shall apply to
taxable years beginning after December 31, 2018, and
(2) the period for taking into account any adjustments
under section 481 by reason of a qualified change in method
of accounting (as defined in subsection (d)) shall be 6 years.

[Sec. 451(c)]
(c) TREATMENT OF ADVANCE PAYMENTS.—
(1) IN GENERAL.—A taxpayer which computes taxable income under the accrual method of
accounting, and receives any advance payment during the taxable year, shall—
(A) except as provided in subparagraph (B), include such advance payment in gross
income for such taxable year, or
(B) if the taxpayer elects the application of this subparagraph with respect to the
category of advance payments to which such advance payment belongs, the taxpayer
shall—
(i) to the extent that any portion of such advance payment is required under
subsection (b) to be included in gross income in the taxable year in which such payment
is received, so include such portion, and
(ii) include the remaining portion of such advance payment in gross income in the
taxable year following the taxable year in which such payment is received.
(2) ELECTION.—
(A) IN GENERAL.—Except as otherwise provided in this paragraph, the election under
paragraph (1)(B) shall be made at such time, in such form and manner, and with respect to
such categories of advance payments, as the Secretary may provide.
(B) PERIOD TO WHICH ELECTION APPLIES.—An election under paragraph (1)(B) shall be
effective for the taxable year with respect to which it is first made and for all subsequent
taxable years, unless the taxpayer secures the consent of the Secretary to revoke such
election. For purposes of this title, the computation of taxable income under an election
made under paragraph (1)(B) shall be treated as a method of accounting.
(3) TAXPAYERS CEASING TO EXIST.—Except as otherwise provided by the Secretary, the election
under paragraph (1)(B) shall not apply with respect to advance payments received by the
Internal Revenue Code
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taxpayer during a taxable year if such taxpayer ceases to exist during (or with the close of) such
taxable year.
(4) ADVANCE PAYMENT.—For purposes of this subsection—
(A) IN GENERAL.—The term “advance payment” means any payment—
(i) the full inclusion of which in the gross income of the taxpayer for the taxable
year of receipt is a permissible method of accounting under this section (determined
without regard to this subsection),
(ii) any portion of which is included in revenue by the taxpayer in a financial
statement described in clause (i) or (ii) of subsection (b)(1)(A) for a subsequent taxable
year, and
(iii) which is for goods, services, or such other items as may be identified by the
Secretary for purposes of this clause.
(B) EXCLUSIONS.—Except as otherwise provided by the Secretary, such term shall not
include—
(i) rent,
(ii) insurance premiums governed by subchapter L,
(iii) payments with respect to financial instruments,
(iv) payments with respect to warranty or guarantee contracts under which a third
party is the primary obligor,
(v) payments subject to section 871(a), 881, 1441, or 1442,
(vi) payments in property to which section 83 applies, and
(vii) any other payment identified by the Secretary for purposes of this
subparagraph.
(C) RECEIPT.—For purposes of this subsection, an item of gross income is received by the
taxpayer if it is actually or constructively received, or if it is due and payable to the taxpayer.
(D) ALLOCATION OF TRANSACTION PRICE.—For purposes of this subsection, rules similar to
subsection (b)(4) shall apply.
Amendments

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)
P.L. 115-97, § 13221(b):

Amended Code Sec. 451, as amended by Act Sec.
13221(a), by redesignating subsections (c) through (j) as
subsections (d) through (k), respectively, and by inserting
after subsection (b) a new subsection (c). Effective for tax
years beginning after 12-31-2017. For a special rule, see Act
Sec. 13221(d)-(e), below.

P.L. 115-97, § 13221(d)-(e), provides:

(d) COORDINATION WITH SECTION 481.—
(1) IN GENERAL.—In the case of any qualified change in
method of accounting for the taxpayer’s first taxable year
beginning after December 31, 2017—
(A) such change shall be treated as initiated by the taxpayer, and
(B) such change shall be treated as made with the consent
of the Secretary of the Treasury.

(2) QUALIFIED CHANGE IN METHOD OF ACCOUNTING.—For purposes of this subsection, the term “qualified change in
method of accounting” means any change in method of
accounting which—
(A) is required by the amendments made by this section,
or
(B) was prohibited under the Internal Revenue Code of
1986 prior to such amendments and is permitted under such
Code after such amendments.
(e) SPECIAL RULES FOR ORIGINAL ISSUE DISCOUNT.—Notwithstanding subsection (c), in the case of income from a debt
instrument having original issue discount—
(1) the amendments made by this section shall apply to
taxable years beginning after December 31, 2018, and
(2) the period for taking into account any adjustments
under section 481 by reason of a qualified change in method
of accounting (as defined in subsection (d)) shall be 6 years.

[Sec. 451(d)]
(d) SPECIAL RULE IN CASE OF DEATH.—In the case of the death of a taxpayer whose taxable income
is computed under an accrual method of accounting, any amount accrued only by reason of the death
of the taxpayer shall not be included in computing taxable income for the period in which falls the
date of the taxpayer’s death.
Amendments

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)
P.L. 115-97, § 13221(a):

Amended Code Sec. 451 by redesignating subsection (b)
as subsection (c). Effective for tax years beginning after
12-31-2017.

P.L. 115-97, § 13221(b):

Amended Code Sec. 451, as amended by Act Sec.
13221(a), by redesignating subsection (c) as subsection (d).
Effective for tax years beginning after 12-31-2017.

[Sec. 451(e)]
(e) SPECIAL RULE FOR EMPLOYEE TIPS.—For purposes of subsection (a), tips included in a written
statement furnished an employer by an employee pursuant to section 6053(a) shall be deemed to be
received at the time the written statement including such tips is furnished to the employer.
Amendments

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)
P.L. 115-97, § 13221(a):

Amended Code Sec. 451 by redesignating subsection (c)
as subsection (d). Effective for tax years beginning after
12-31-2017.

• 1965, Social Security Amendments of 1965 (P.L.
89-97)
P.L. 89-97, § 313(b):

Added Sec. 451(c). Effective for tips received by employees after 1965.

P.L. 115-97, § 13221(b):

Amended Code Sec. 451, as amended by Act Sec.
13221(a), by redesignating subsection (d) as subsection (e).
Effective for tax years beginning after 12-31-2017.

Sec. 451(c)(4)
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[Sec. 451(f)]
(f) SPECIAL RULE FOR CROP INSURANCE PROCEEDS OR DISASTER PAYMENTS.—In the case of insurance
proceeds received as a result of destruction or damage to crops, a taxpayer reporting on the cash
receipts and disbursements method of accounting may elect to include such proceeds in income for
the taxable year following the taxable year of destruction or damage, if he establishes that, under his
practice, income from such crops would have been reported in a following taxable year. For purposes
of the preceding sentence, payments received under the Agricultural Act of 1949, as amended, or title
II of the Disaster Assistance Act of 1988, as a result of (1) destruction or damage to crops caused by
drought, flood, or any other natural disaster, or (2) the inability to plant crops because of such a
natural disaster shall be treated as insurance proceeds received as a result of destruction or damage to
crops. An election under this subsection for any taxable year shall be made at such time and in such
manner as the Secretary prescribes.
Amendments

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)
P.L. 115-97, § 13221(a):

Amended Code Sec. 451 by redesignating subsection (d)
as subsection (e). Effective for tax years beginning after
12-31-2017.

P.L. 115-97, § 13221(b):

Amended Code Sec. 451, as amended by Act Sec.
13221(a), by redesignating subsection (e) as subsection (f).
Effective for tax years beginning after 12-31-2017.

• 1988, Technical and Miscellaneous Revenue Act
of 1988 (P.L. 100-647)
P.L. 100-647, § 6033(a):

P.L. 94-455, § 2102(b):

Amended the heading for Code Sec. 451(d) by substituting “Proceeds or Disaster Payments” for “Proceeds”. Effective for payments received after 12-31-73, in tax years
ending after such date.

P.L. 94-455, § 1906(b)(13)(A):

Amended the 1954 Code by substituting “Secretary” for
“Secretary or his delegate” each place it appeared. Effective
2-1-77.

• 1969, Tax Reform Act of 1969 (P.L. 91-172)
P.L. 91-172, § 215(a):

Added Code Sec. 451(d). Effective for tax years ending
after 12-30-69 (date of enactment).

Amended Code Sec. 451(d) by inserting “or title II of the
Disaster Assistance Act of 1988,” after “the Agricultural Act
of 1949, as amended,” in the second sentence. Effective for
payments received before, on, or after 11-10-88.

• 1976, Tax Reform Act of 1976 (P.L. 94-455)
P.L. 94-455, § 2102(a):

Amended Code Sec. 451(d) by adding a new sentence
after the first sentence. Effective for payments received after
12-31-73, in tax years ending after such date.

[Sec. 451(g)]
(g) SPECIAL RULE FOR PROCEEDS FROM LIVESTOCK SOLD ON ACCOUNT OF DROUGHT, FLOOD, OR OTHER
WEATHER-RELATED CONDITIONS.—
(1) IN GENERAL.—In the case of income derived from the sale or exchange of livestock in
excess of the number the taxpayer would sell if he followed his usual business practices, a
taxpayer reporting on the cash receipts and disbursements method of accounting may elect to
include such income for the taxable year following the taxable year in which such sale or
exchange occurs if he establishes that, under his usual business practices, the sale or exchange
would not have occurred in the taxable year in which it occurred if it were not for drought, flood,
or other weather-related conditions, and that such conditions had resulted in the area being
designated as eligible for assistance by the Federal Government.
(2) LIMITATION.—Paragraph (1) shall apply only to a taxpayer whose principal trade or
business is farming (within the meaning of section 6420(c)(3)).
(3) SPECIAL ELECTION RULES.—If section 1033(e)(2) applies to a sale or exchange of livestock
described in paragraph (1), the election under paragraph (1) shall be deemed valid if made
during the replacement period described in such section.
P.L. 115-97, § 13221(a):

and inserting “drought, flood, or other weather-related conditions, and that such conditions” and by inserting “, FLOOD,
OR OTHER WEATHER-RELATED CONDITIONS” after “DROUGHT” in
the heading. Effective for sales and exchanges after
12-31-96.

P.L. 115-97, § 13221(b):

• 1988, Technical and Miscellaneous Revenue Act
of 1988 (P.L. 100-647)

Amendments

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)
Amended Code Sec. 451 by redesignating subsection (e)
as subsection (f). Effective for tax years beginning after
12-31-2017.
Amended Code Sec. 451, as amended by Act Sec.
13221(a), by redesignating subsection (f) as subsection (g).
Effective for tax years beginning after 12-31-2017.

• 2004, American Jobs Creation Act of 2004 (P.L.
108-357)
P.L. 108-357, § 311(c):

Amended Code Sec. 451(e) by adding at the end a new
paragraph (3). Effective for any tax year with respect to
which the due date (without regard to extensions) for the
return is after 12-31-2002.

Amended Code Sec. 451(e)(1) by striking out “(other than
livestock described in section 1231(b)(3))” after “exchange of
livestock”. Effective for sales or exchanges occurring after
12-31-87.

• 1976, Tax Reform Act of 1976 (P.L. 94-455)

• 1997, Taxpayer Relief Act of 1997 (P.L. 105-34)

P.L. 94-455, § 2141(a):

Amended Code Sec. 451(e) by striking “drought conditions, and that these drought conditions” in paragraph (1)

Added Code Sec. 451(e). Effective for tax years beginning
after 12-31-75.

P.L. 105-34, § 913(a)(1)-(2):

Internal Revenue Code
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[Sec. 451(h)]
(h) SPECIAL RULE FOR UTILITY SERVICES.—
(1) IN GENERAL.— In the case of a taxpayer the taxable income of which is computed under
an accrual method of accounting, any income attributable to the sale or furnishing of utility
services to customers shall be included in gross income not later than the taxable year in which
such services are provided to such customers.
(2) DEFINITION AND SPECIAL RULE.—For purposes of this subsection—
(A) UTILITY SERVICES.—The term “utility services” includes—
(i) the providing of electrical energy, water, or sewage disposal,
(ii) the furnishing of gas or steam through a local distribution system,
(iii) telephone or other communication services, and
(iv) the transporting of gas or steam by pipeline.
(B) YEAR IN WHICH SERVICES PROVIDED.—The taxable year in which services are treated as
provided to customers shall not, in any manner, be determined by reference to—
(i) the period in which the customers’ meters are read, or
(ii) the period in which the taxpayer bills (or may bill) the customers for such
service.
Amendments

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)
P.L. 115-97, § 13221(a):

Amended Code Sec. 451 by redesignating subsection (f) as
subsection (g). Effective for tax years beginning after
12-31-2017.

P.L. 115-97, § 13221(b):

Amended Code Sec. 451, as amended by Act Sec.
13221(a), by redesignating subsection (g) as subsection (h).
Effective for tax years beginning after 12-31-2017.

• 1986, Tax Reform Act of 1986 (P.L. 99-514)
P.L. 99-514, § 821(a):

Amended Code Sec. 451 by adding at the end thereof new
subsection (f). Effective, generally, for tax years beginning
after 12-31-86. For special rules, see Act Sec. 821(b)(2)-(3),
below.

P.L. 99-514, § 821(b)(2)-(3), as amended by P.L. 100-647,
§ 1008(h), provides:

(2) CHANGE IN METHOD OF ACCOUNTING.—If a taxpayer is
required by the Amendments made by this section to
change its method of accounting for any taxable year—

(A) such change shall be treated as initiated by the
taxpayer,
(B) such change shall be treated as having been made
with the consent of the Secretary, and
(C) the adjustments under section 481 of the Internal
Revenue Code of 1954 by reason of such change shall be
taken into account ratably over a period no longer than the
first 4 taxable years beginning after December 31, 1986.
(3) SPECIAL RULE FOR CERTAIN CYCLE BILLING.—If a taxpayer
for any taxable year beginning before August 16, 1986, for
purposes of chapter 1 of the Internal Revenue Code of 1986
took into account income from services described in section
451(f) of such Code (as added by subsection (a)) on the basis
of the period in which the customers’ meters were read,
then such treatment for such year shall be deemed to be
proper. The preceding sentence shall also apply to any
taxable year beginning after August 16, 1986, and before
January 1, 1987, if the taxpayer treated such income in the
same manner for the taxable year preceding such taxable
year.

[Sec. 451(i)]
(i) TREATMENT OF INTEREST ON FROZEN DEPOSITS IN CERTAIN FINANCIAL INSTITUTIONS.—
(1) IN GENERAL.—In the case of interest credited during any calendar year on a frozen deposit
in a qualified financial institution, the amount of such interest includible in the gross income of a
qualified individual shall not exceed the sum of—
(A) the net amount withdrawn by such individual from such deposit during such
calendar year, and
(B) the amount of such deposit which is withdrawable as of the close of the taxable year
(determined without regard to any penalty for premature withdrawals of a time deposit).
(2) INTEREST TESTED EACH YEAR.—Any interest not included in gross income by reason of
paragraph (1) shall be treated as credited in the next calendar year.
(3) DEFERRAL OF INTEREST DEDUCTION.—No deduction shall be allowed to any qualified financial institution for interest not includible in gross income under paragraph (1) until such interest
is includible in gross income.
(4) FROZEN DEPOSIT.—For purposes of this subsection, the term “frozen deposit” means any
deposit if, as of the close of the calendar year, any portion of such deposit may not be withdrawn
because of—
(A) the bankruptcy or insolvency of the qualified financial institution (or threat
thereof), or
(B) any requirement imposed by the State in which such institution is located by reason
of the bankruptcy or insolvency (or threat thereof) of 1 or more financial institutions in the
State.
(5) OTHER DEFINITIONS.—For purposes of this subsection, the terms “qualified individual”,
“qualified financial institution”, and “deposit” have the same respective meanings as when used
in section 165(l).
Amendments

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)
P.L. 115-97, § 13221(a):

Amended Code Sec. 451 by redesignating subsection (g)
as subsection (h). Effective for tax years beginning after
12-31-2017.

P.L. 115-97, § 13221(b):

Amended Code Sec. 451, as amended by Act Sec.
13221(a), by redesignating subsection (h) as subsection (i).
Effective for tax years beginning after 12-31-2017.

Sec. 451(h)
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• 1988, Technical and Miscellaneous Revenue Act
of 1988 (P.L. 100-647)

• 1986, Tax Reform Act of 1986 (P.L. 99-514)

Amended Code Sec. 451 by redesignating subsection (f),
as added by P.L. 99-514, § 905(b), as subsection (g). Effective
as if included in the provision of P.L. 99-514 to which it
relates.

Amended Code Sec. 451 by adding at the end thereof new
subsection (f)[(g)]. Effective, generally, for tax years beginning after 12-31-82. For special rules, see Act Sec. 905(c)(2),
below.

P.L. 100-647, § 1009(d)(3):

P.L. 100-647, § 1009(d)(4), provides:

(4) If on the date of the enactment of this Act (or at any
time before the date 1 year after such date of enactment)
credit or refund of any overpayment of tax attributable to
amendments made by section 905 of the Reform Act or by
this subsection (or the assessment of any underpayment of
tax so attributable) is barred by any law or rule of law—
(A) credit or refund of any such overpayment may nevertheless be made if claim therefore is filed before the date 1
year after such date of enactment, and
(B) assessment of any such underpayment may nevertheless be made if made before the date 1 year after such date
of enactment.

P.L. 99-514, § 905(b):

P.L. 99-514, § 905(c)(2), provides:
(2) SPECIAL RULES FOR SUBSECTION (b).—
(A) The amendment made by subsection (b) shall apply to
taxable years beginning after December 31, 1982, and before
January 1, 1987, only if the qualified individual elects to
have such amendment apply for all such taxable years.
(B) In the case of interest attributable to the period beginning January 1, 1983, and ending December 31, 1987, the
interest deduction of financial institutions shall be determined without regard to paragraph (3) of section 451(f) of
the Internal Revenue Code of 1986 (as added by subsection
(b)).

[Sec. 451(j)]
(j) SPECIAL RULE FOR CASH OPTIONS FOR RECEIPT OF QUALIFIED PRIZES.—
(1) IN GENERAL.—For purposes of this title, in the case of an individual on the cash receipts
and disbursements method of accounting, a qualified prize option shall be disregarded in
determining the taxable year for which any portion of the qualified prize is properly includible in
gross income of the taxpayer.
(2) QUALIFIED PRIZE OPTION; QUALIFIED PRIZE.—For purposes of this subsection—
(A) IN GENERAL.—The term “qualified prize option” means an option which—
(i) entitles an individual to receive a single cash payment in lieu of receiving a
qualified prize (or remaining portion thereof), and
(ii) is exercisable not later than 60 days after such individual becomes entitled to
the qualified prize.
(B) QUALIFIED PRIZE.—The term “qualified prize” means any prize or award which—
(i) is awarded as a part of a contest, lottery, jackpot, game, or other similar
arrangement,
(ii) does not relate to any past services performed by the recipient and does not
require the recipient to perform any substantial future service, and
(iii) is payable over a period of at least 10 years.
(3) PARTNERSHIP, ETC.—The Secretary shall provide for the application of this subsection in
the case of a partnership or other pass-through entity consisting entirely of individuals described
in paragraph (1).
Amendments

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)

person first becomes entitled after 10-21-98. For a transition
rule, see Act Sec. 5301(b)(2)(A)-(B), below.

P.L. 115-97, § 13221(a):

P.L. 105-277, § 5301(b)(2)(A)-(B), provides:

P.L. 115-97, § 13221(b):

(2) TRANSITION RULE.—The amendment made by this section shall apply to any prize to which a person first becomes
entitled on or before the date of enactment of this Act,
except that in determining whether an option is a qualified
prize option as defined in section 451(h)(2)(A) of the Internal Revenue Code of 1986 (as added by such amendment)—

• 1998, Tax and Trade Relief Extension Act of 1998
(P.L. 105-277)

(A) clause (ii) of such section 451(h)(2)(A) shall not apply,
and

Amended Code Sec. 451 by adding at the end a new
subsection (h). Effective, generally, for any prize to which a

(B) such option shall be treated as a qualified prize option
if it is exercisable only during all or part of the 18-month
period beginning on July 1, 1999.

Amended Code Sec. 451 by redesignating subsection (h)
as subsection (i). Effective for tax years beginning after
12-31-2017.

Amended Code Sec. 451, as amended by Act Sec.
13221(a), by redesignating subsection (i) as subsection (j).
Effective for tax years beginning after 12-31-2017.

P.L. 105-277, § 5301(a):

[Sec. 451(k)]
(k) SPECIAL RULE FOR SALES OR DISPOSITIONS TO IMPLEMENT FEDERAL ENERGY REGULATORY COMMISSION
OR STATE ELECTRIC RESTRUCTURING POLICY.—
(1) IN GENERAL.—In the case of any qualifying electric transmission transaction for which the
taxpayer elects the application of this section, qualified gain from such transaction shall be
recognized—
(A) in the taxable year which includes the date of such transaction to the extent the
amount realized from such transaction exceeds—
(i) the cost of exempt utility property which is purchased by the taxpayer during
the 4-year period beginning on such date, reduced (but not below zero) by
(ii) any portion of such cost previously taken into account under this subsection,
and
(B) ratably over the 8-taxable year period beginning with the taxable year which
includes the date of such transaction, in the case of any such gain not recognized under
subparagraph (A).
Internal Revenue Code
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(2) QUALIFIED GAIN.—For purposes of this subsection, the term “qualified gain” means, with
respect to any qualifying electric transmission transaction in any taxable year—
(A) any ordinary income derived from such transaction which would be required to be
recognized under section 1245 or 1250 for such taxable year (determined without regard to
this subsection), and
(B) any income derived from such transaction in excess of the amount described in
subparagraph (A) which is required to be included in gross income for such taxable year
(determined without regard to this subsection).
(3) QUALIFYING ELECTRIC TRANSMISSION TRANSACTION.—For purposes of this subsection, the
term “qualifying electric transmission transaction” means any sale or other disposition before
January 1, 2008 (before January 1, 2018, in the case of a qualified electric utility), of—
(A) property used in the trade or business of providing electric transmission services,
or
(B) any stock or partnership interest in a corporation or partnership, as the case may be,
whose principal trade or business consists of providing electric transmission services,
but only if such sale or disposition is to an independent transmission company.
(4) INDEPENDENT TRANSMISSION COMPANY.—For purposes of this subsection, the term “independent transmission company” means—
(A) an independent transmission provider approved by the Federal Energy Regulatory
Commission,
(B) a person—
(i) who the Federal Energy Regulatory Commission determines in its authorization
of the transaction under section 203 of the Federal Power Act (16 U.S.C. 824b) or by
declaratory order is not a market participant within the meaning of such Commission’s
rules applicable to independent transmission providers, and
(ii) whose transmission facilities to which the election under this subsection applies are under the operational control of a Federal Energy Regulatory Commissionapproved independent transmission provider before the close of the period specified in
such authorization, but not later than the date which is 4 years after the close of the
taxable year in which the transaction occurs, or
(C) in the case of facilities subject to the jurisdiction of the Public Utility Commission of
Texas—
(i) a person which is approved by that Commission as consistent with Texas State
law regarding an independent transmission provider, or
(ii) a political subdivision or affiliate thereof whose transmission facilities are
under the operational control of a person described in clause (i).
(5) EXEMPT UTILITY PROPERTY.—For purposes of this subsection:
(A) IN GENERAL.—The term “exempt utility property” means property used in the trade
or business of—
(i) generating, transmitting, distributing, or selling electricity, or
(ii) producing, transmitting, distributing, or selling natural gas.
(B) NONRECOGNITION OF GAIN BY REASON OF ACQUISITION OF STOCK.—Acquisition of control
of a corporation shall be taken into account under this subsection with respect to a
qualifying electric transmission transaction only if the principal trade or business of such
corporation is a trade or business referred to in subparagraph (A).
(C) EXCEPTION FOR PROPERTY LOCATED OUTSIDE THE UNITED STATES.—The term “exempt
utility property” shall not include any property which is located outside the United States.
(6) QUALIFIED ELECTRIC UTILITY.—For purposes of this subsection, the term “qualified electric
utility” means a person that, as of the date of the qualifying electric transmission transaction, is
vertically integrated, in that it is both—
(A) a transmitting utility (as defined in section 3(23) of the Federal Power Act (16 U.S.C.
796(23))) with respect to the transmission facilities to which the election under this subsection applies, and
(B) an electric utility (as defined in section 3(22) of the Federal Power Act (16 U.S.C.
796(22))).
(7) SPECIAL RULE FOR CONSOLIDATED GROUPS.—In the case of a corporation which is a member
of an affiliated group filing a consolidated return, any exempt utility property purchased by
another member of such group shall be treated as purchased by such corporation for purposes of
applying paragraph (1)(A).
(8) TIME FOR ASSESSMENT OF DEFICIENCIES.—If the taxpayer has made the election under
paragraph (1) and any gain is recognized by such taxpayer as provided in paragraph (1)(B),
then—
(A) the statutory period for the assessment of any deficiency, for any taxable year in
which any part of the gain on the transaction is realized, attributable to such gain shall not
expire prior to the expiration of 3 years from the date the Secretary is notified by the
taxpayer (in such manner as the Secretary may by regulations prescribe) of the purchase of
exempt utility property or of an intention not to purchase such property, and
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(B) such deficiency may be assessed before the expiration of such 3-year period notwithstanding any law or rule of law which would otherwise prevent such assessment.
(9) PURCHASE
.—For TAX—ACCOUNTING—YEAR
purposes of this subsection, theOF
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section 1012.
partnership or enterprise have been offered for sale in any offering required to be registered
.—An
election
under
paragraph
(1) shall
be made
such time
and in such
(10) any
ELECTION
with
Federal
or State
agency
having
authority
to regulate
the at
offering
of securities
for
manner
sale,as
orthe Secretary may require and, once made, shall be irrevocable.
OF
INSTALLMENT
SALES
TREATMENT
.—Section
453
shall
not
apply
to
(11) (B)
NONAPPLICATION
a partnership or any other enterprise other than a corporation which is not anany
S
qualifying
electric
transmission
transaction
with
respect to
which
an35election
apply
this
corporation
engaged
in the trade
or business
of farming,
if more
than
percent to
of the
losses
subsection
made.
during is
any
period are allocable to limited partners or limited entrepreneurs.
(2) HOLDINGS
ATTRIBUTABLE TO ACTIVE MANAGEMENT
of paragraph
(1)(B),Act
theof
Amendments
• 2008,.—For
Energypurposes
Improvement
and Extension
following
shall
be treated
an(P.L.
interest
which2008
is not
held
by a limited partner or a limited
(P.L.
110-343)
• 2018,
Bipartisan
Budget
Act of as
2018
115-123)
entrepreneur:
P.L. 115-123, § 40414(a), Div. D:
P.L. 110-343, Division B, § 109(a)(1):
(A)Sec.
in the
case of
individual
who hasAmended
activelyCode
participated
(forbyainserting
period of
not less
Amended Code
451(k)(3),
as any
amended
by section
Sec. 451(i)(3)
“(before
Janu13221 of P.L.
by striking
1, 2017’’ofand
ary 1, 2010,
in the case
a qualifiedany
electric
utility)”
than115-97,
5 years)
in the ‘‘January
management
any trade
or business
ofoffarming,
interest
inafter
a
inserting ‘‘January
1, 2018’’.
Effective
for dispositions
“Januaryto1,such
2008”.
Effective
for transactions after
partnership
or other
enterprise
whichafter
is attributable
active
participation,
12-31-2016.
(B) in the case of any individual whose12-31-2007.
principal residence is on a farm, any partner110-343, Division
B, §such
109(a)(2):
• 2017, Tax
Cuts
and Jobs
Act (P.L.engaged
115-97) in the tradeP.L.
ship
or other
enterprise
or business
of farming
farm,
Code
Sec. 451(i) in
by the
redesignating
paragraphs
P.L. 115-97, § 13221(a):
(C) in the case of any individual who (6)
isAmended
actively
participating
management
of
through (10) as paragraphs (7) through (11), respectively,
Amended
Code
Sec.
451
by
redesignating
subsection
(i)
as
any trade or business of farming or who is an
described
subparagraph
andindividual
by insertingwho
after is
paragraph
(5) in
a new
paragraph (6).
subsection (j). Effective for tax years beginning after
(A)
or
(B),
any
participation
in
the
further
processing
of
livestock
which
was
raised
in
such
Effective for transactions after 12-31-2007.
12-31-2017.
trade or business (or in the trade or business P.L.
referred
to in
subparagraph
(A) or (B)),
110-343,
Division
B, § 109(b):
P.L. 115-97, § 13221(b):
(D) Sec.
in the
of an individual
principal
activitybyinvolves
active
Codebusiness
Sec. 451(i)(4)(B)(ii)
striking “December
Amended Code
451,case
as amended
by Act Sec.whoseAmended
participation
in
the
management
of
a
trade
or
business
of
farming,
any
interest
any after
otherthe
31, 2007” and inserting “the date which is in
4 years
13221(a), by redesignating subsection (j) as subsection (k).
close of the taxable year in which the transaction occurs”.
trade
or business
farming,
and,
Effective for
tax years
beginningofafter
12-31-2017.
Effective
as
if
included
in
Act
Sec.
909
of
the
American
(E) any
interest held
member
family (or a spouse of any such member) ofJobs
a
• 2015, Protecting
Americans
fromby
Taxa Hikes
Actof the
Creation Act of 2004 [effective for transactions occurring
grandparent
(B),
(C),
or (D)
if such
the interest
in
of 2015 (P.L.
114-113) of an individual described in subparagraph
after 10-22-2004,(A),
in tax
years
ending
after
date.—CCH].
the
partnership
or
the
enterprise
is
attributable
to
the
active
participation
of
the
individual
P.L. 114-113, § 191(a), Div. Q:
P.L. 110-343, Division B, § 109(c):
described
in 451(i)(3)
subparagraph
(A),“January
(B), (C), 1,or (D).
Amended
Code Sec.
by striking
Amended Code Sec. 451(i)(5) by adding at the end a new
of subparagraph
(A), where
one farm
is substituted
for orfor
added
to another
farm,
2015”For
andpurposes
inserting “January
1, 2017”. Effective
for disposisubparagraph
(C). Effective
transactions
after 10-3-2008.
tions both
after 12-31-2014.
farms shall be treated as one farm. For purposes of subparagraph (E), the term “family” has
• 2005, Energy Tax Incentives Act of 2005 (P.L.
the
meaning
given
to
such
term
by
section
267(c)(4).
• 2014, Tax Increase Prevention Act of 2014 (P.L.
109-58)
113-295) (3) FARMING.—For purposes of this subsection, the term “farming” has the meaning given to
P.L. 109-58, § 1305(a):
such term
by section
464(e).
P.L. 113-295,
§ 159(a),
Division
A:
Amended Code Sec. 451(i)(3) by striking “2007” and inAmended
Sec. ENTREPRENEUR
451(i)(3) by striking
1, of this
(4)Code
LIMITED
.—For“January
purposes
subsection,
the term
entrepreneur”
serting
“2008”. Effective
for “limited
transactions
occurring after
2014”means
and inserting
“January
1, 2015”. Effective for disposia person
who—
8-8-2005.
tions after 12-31-2013.
(A) has an interest in an enterprise otherP.L.
than
as
a
limited
partner,
and
109-58, § 1305(b):
• 2013, American
Taxpayer
Relief Act
of 2012 (P.L.
(B) does
not actively
participate
in the management
of such
enterprise. by striking “the close
Amended Code
Sec. 451(i)(4)(B)(ii)
112-240)

P.L. 112-240, § 411(a):Amendments

of the period applicable under subsection (a)(2)(B) as ex-

Amended
Code Sec. Corrections
451(i)(3) by striking
“January
• 2018,
Tax Technical
Act of 2018
(P.L.1,
2012” and inserting “January 1, 2014”. Effective for disposi115-141)

P.L.
113-295,
§ 221(b)(2),
provides:
tended
under
paragraphDivision
(2)” and A,
inserting
“December 31,

2007”.
Effective
as if .—If—
included in the amendments made by
(2) SAVINGS
PROVISION
section 909 of P.L. 108-357 [effective for transactions occur(A) after
any provision
or repealed
by the
amendring
10-22-2004,amended
in tax years
ending after
such
date.—
ments
CCH].made by this section applied to—
CodeRelief,
Sec. 461Unemployment
by redesignating the
second
•Amended
2010, Tax
Insurance
subsection
(j) (relating
farming
syndicate
as
any transaction
before theAct
dateof
of the
enact•(i)2004,
Americanoccurring
Jobs Creation
2004
(P.L.
Reauthorization,
andtoJob
Creation
Act ofdefined)
2010 (P.L.
subsection (k). Effective 3-23-2018.
ment
of this Act,
108-357)
111-312)
•P.L.
2014,
Tax
Technical
Corrections
Act
of
2014
(P.L.
(ii)
any
property
acquired
before
such
date
of
enactment,
P.L. 108-357, § 909(a):
111-312, § 705(a):
113-295)
Amended Code Sec. 451(i)(3) by striking “January 1, or Amended Code Sec. 451 by adding at the end a new
P.L.
113-295,
§ 221(a)(58)(B)(i),
Division
A:
2010”
and inserting
“January 1, 2012”.
Effective
for disposisubsection
(i). ofEffective
for transactions
after
(iii) any item
income, loss,
deduction, oroccurring
credit taken
Amended
Code Sec. 464(c) by moving it to the end of
tions
after 12-31-2009.
10-22-2004,
in tax years
ending
after such date.
into
account before
such date
of enactment,
and
Code Sec. 461 and redesignating it as subsection (j)[(k)].
Effective generally 12-19-2014. For a special rule, see Act
(B) the treatment of such transaction, property, or item
[Sec. 453]
Sec. 221(b)(2), Division A, below.
under such provision would (without regard to the amendSEC.
453. §INSTALLMENT
METHOD.
ments or repeals made by this section) affect the liability for
P.L.
113-295,
221(a)(58)(B)(ii)(I)-(II),
Division A:
tax for periods ending after date of enactment, nothing in
Amended Code Sec. 461(j)[(k)] by striking “For purposes
[Sec. 453(a)]
or repeals made by this section shall be
of this section” in paragraph (1) and inserting “For purposes
[Sec. the
461]amendments
construed
to affect
the treatment
of from
such transaction,
propof subsection
(i)(4)”,Rand
by adding as
at otherwise
the end new
(a) GENERAL
ULE.—Except
provided
in this
section,
income
an installment
SEC.
461.
GENERAL
RULE For
FOR
YEAR
OF
DEDUCTION.
erty, or
item
for
purposes
of determining
paragraphs
(4).
Effective
generally
a TAXABLE
sale shall (3)
beand
taken
into
account
for 12-19-2014.
purposes
of this
title
under
the
installment
method.liability for tax for
periods ending after such date of enactment.
special rule, see Act Sec. 221(b)(2), Division A, below.
(2)
A
CCRUAL
METHOD
TAXPAYER
.—The
installment
method
Amendments
shall not apply to income from an installment sale if such
• 2000, Installment Tax Correction Act of 2000 (P.L.
[Sec. 461(l)]
income would be reported under an accrual method of
106-573)
accountingTwithout
regard
IMITATION ON EXCESS BUSINESS LOSSES OF NONCORPORATE
AXPAYERS
.— to this section. The preceding
(l)
L
P.L. 106-573, § 2(a):
sentence
shall not
apply
to aa disposition
described
in subLIMITATION
case
of taxable
year of
a taxpayer
other
than
corporation
beginning
Repealed(1)
section
536(a)(1).—In
of thethe
Ticket
to Work
and Work
paragraph (A) or (B) of subsection (l)(2).
after Improvement
December 31,
and(P.L.
before
January
1, 2026—
Incentives
Act2017,
of 1999
106-170),
which
amended Code (A)
Sec. subsection
453(a). Effective
with respect
to sales
(j) (relating
to limitation
excessTax
farm
lossesExtension
of certainAct
taxpayers)
•on1999,
Relief
of 1999shall
(P.L.
and other not
dispositions
on or after the date of the
apply, occurring
and
106-170)
enactment of P.L.
106-170
[effective
12-17-99.—CCH].
Thus,
(B)
any
excess
business
loss
of
the
taxpayer
for
the
taxable
year
shall
not
be
allowed.
P.L. 106-170, § 536(a)(1):
the amendment made to Code Sec. 453(a) never took effect
ISALLOWED
LOSS
loss which is disallowed under paragraph (1) shall be
and Code (2)
Sec. D
453(a)
is restored
asCARRYOVER
it read prior.—Any
to amendAmended
Code year
Sec. 453(a).
for sales or other
a net operating
lossamendment’s
carryover to
the following
taxable
underEffective
section 172.
menttreated
by P.L.as106-170.
Prior to the
being
dispositions occurring on or after 12-17-99. Prior to amendstricken, Code
453(a)
read as follows:
(3) Sec.
EXCESS
BUSINESS
LOSS.—For purposes of this
subsection—
ment,
Code
Sec.
453(a)
read
as
follows:
(a) USE OF INSTALLMENT
METHOD.—
(A) IN GENERAL
.—The term “excess business loss” means the excess (if any) of—
(1) IN GENERAL.—Except
otherwise deductions
provided in this
(a) GENERAL
ULE.—Except as otherwise provided in this
(i) theasaggregate
of the section,
taxpayer
forRthe
taxable year which are attribusection, income from an installment sale shall be taken into
income from an installment sale shall be taken into
table tooftrades
or businesses
of such taxpayer
regard
to the
whether
or
account for purposes
this title
under the installment
account(determined
for purposes without
of this title
under
installment
not
such
deductions
are
disallowed
for
such
taxable
year
under paragraph (1)), over
method.
method.
tions115-141,
after 12-31-2011.
P.L.
§ 401(a)(117)(A), Div. U:

***

(ii) the sum of—
(I) the aggregate gross income or gain of such taxpayer for the taxable
year
Internal Revenue Code
Sec. 453(a)
which is attributable to such trades or businesses, plus
(II) $250,000 (200 percent of such amount in the case of a joint return).

Internal
Revenue
Code Sec.
461 Code

211 • Appendix

Sec. 461(l)(3)(A)(ii)(II)

APPENDIX: Selected Code Sections Affected by the Tax Cuts and Jobs Act

1962
1962

179

INCOME TAX—ACCOUNTING—YEAR OF DEDUCTION
TAX—ACCOUNTING—YEAR
DEDUCTION
(B) AINCOME
DJUSTMENT FOR
INFLATION.—In the case of anyOF
taxable
year beginning after December 31, 2018, the $250,000 amount in subparagraph (A)(ii)(II) shall be increased by an
amount
to— FOR INFLATION.—In the case of any taxable year beginning after Decem(B) equal
ADJUSTMENT
ber 31, 2018,
thedollar
$250,000
amount
in subparagraph
(A)(ii)(II) shall be increased by an
(i) such
amount,
multiplied
by
amount equal
to—
(ii) the
cost-of-living adjustment determined under section 1(f)(3) for the calendar
such dollar
amount,
multiplied
by
year (i)
in which
the taxable
year
begins, determined
by substituting “2017” for “2016” in
subparagraph
(A)(ii) thereof.
(ii) the cost-of-living
adjustment determined under section 1(f)(3) for the calendar
year
in
which
the
taxable
year
begins,
determined
by substituting
“2017”
“2016”
in
If any amount as increased under the preceding sentence
is not a multiple
offor
$1,000,
such
subparagraph
(A)(ii) to
thereof.
amount
shall be rounded
the nearest multiple of $1,000.
If any
as increased
underINthe
preceding
sentence
is Snot
a multiple.—In
of $1,000,
such
OF SUBSECTION
CASE
OF PARTNERSHIPS
AND
CORPORATIONS
the case
of
(4)amount
APPLICATION
amount
shall be
to the nearest multiple of $1,000.
a partnership
or rounded
S corporation—
PPLICATION
OF
SUBSECTION
IN
CASE
OF
PARTNERSHIPS
AND
S
CORPORATIONS
.—In
the
case
of
(4) A(A)
this subsection shall be applied at the partner or shareholder level, and
a partnership
or S corporation—
(B) each
partner’s or shareholder’s allocable share of the items of income, gain,
(A) thisorsubsection
be applied
the partner or
deduction,
loss of theshall
partnership
or at
S corporation
forshareholder
any taxablelevel,
year and
from trades
or businesses
the partnership
or S corporation
shall
be taken
into account
(B) each attributable
partner’s ortoshareholder’s
allocable
share of the
items
of income,
gain,
by
the
partner
or
shareholder
in
applying
this
subsection
to
the
taxable
year
such
deduction, or loss of the partnership or S corporation for any taxable year fromoftrades
partner
or shareholder
with
or partnership
within which
taxable year
of be
thetaken
partnership
or S
or businesses
attributable
to the
or the
S corporation
shall
into account
corporation
ends.
by the partner or shareholder in applying this subsection to the taxable year of such
partner orofshareholder
withinorthe
within
taxable year
the partnership
S
For purposes
this paragraph,
case which
of an Sthe
corporation,
an of
allocable
share shallorbe
corporation ends.
the shareholder’s
pro rata share of an item.
For purposes
of this REPORTING
paragraph,
in theSecretary
case of anshall
S corporation,
an allocable
sharereporting
shall be
(5) ADDITIONAL
.—The
prescribe such
additional
the
shareholder’s
share of
an item. necessary to carry out the purposes of this
requirements
as pro
the rata
Secretary
determines
subsection.
(5) ADDITIONAL REPORTING.—The Secretary shall prescribe such additional reporting
requirements
as the Secretary
determines
necessary
to shall
carrybeout
the purposes
of this
WITH SECTION
469.—This
subsection
applied
after the applica(6) COORDINATION
subsection.
tion
of section 469.
(6) COORDINATION WITH SECTION 469.—This subsection shall be applied after the applicaAmendments
tion of section
469.

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)
Amendments
P.L. 115-97, § 11012(a):

• Amended
2017, Tax Code
Cuts and
Act
(P.L. 115-97)
Sec. Jobs
461 by
adding
at the end a new

subsection
Effective for tax years beginning after
P.L.
115-97, (l).
§ 11012(a):
12-31-2017.
Amended Code Sec. 461 by adding at the end a new
subsection (l). Effective for tax years beginning after
[Sec. 463—Repealed]
12-31-2017.

Amendments

• 1987, Revenue Act of 1987 (P.L. 100-203)

P.L. 99-514, § 1851(b)(1), provides:
[Sec. 463—Repealed]

Amendments
P.L. 100-203, § 10201(a):

• Repealed
1987, Revenue
Act463.
of 1987
(P.L.
100-203)
Code Sec.
For the
effective
date, see Act

Sec. 10201(c),
below.
Prior to repeal, Code Sec. 463 read as
P.L.
100-203, §
10201(a):

follows:
Repealed Code Sec. 463. For the effective date, see Act
SEC.10201(c),
463. ACCRUAL
OF VACATION
PAY. Sec. 463 read as
Sec.
below. Prior
to repeal, Code
follows:
[Sec. 463(a)]
SEC.
ACCRUAL
OF
VACATION
PAY.election of a taxOF D
EDUCTION
.—At the
(a) 463.
ALLOWANCE
payer whose taxable income
is computed under an accrual
[Sec. 463(a)]
method of accounting, if the conditions of section 162(a) are
OF the
DEDUCTION
.—At
the election
a tax(a) ALLOWANCE
otherwise
satisfied,
deduction
allowable
underofsection
payer whose
taxable
computed
an accrual
162(a)
with respect
to income
vacationispay
shall be under
an amount
equal
method
of accounting,
if the conditions of section 162(a) are
to the sum
of—
otherwise satisfied, the deduction allowable under section
(1)
a
reasonable
addition
to
an
account
representing
the
162(a) with respect to vacation pay shall be an amount equal
taxpayer’s
liability for vacation pay earned by employees
to the sum of—
before the close of the taxable year and paid during the
(1) a year
reasonable
addition
to an following
account representing
the
taxable
or within
8 1/2 months
the close of the
taxpayer’s
liability
taxable
year;
plus for vacation pay earned by employees
before the close of the taxable year and paid during the
(2) theyear
amount
(if any)
the reduction
at the
taxable
or within
8 1/2ofmonths
following
the close
close of
of the
the
taxable
year in
the suspense account provided in subsection
taxable year;
plus
(c)(2).
(2) the amount (if any) of the reduction at the close of the
Such liability
vacation
pay
earnedprovided
before the
of the
taxable
year infor
the
suspense
account
inclose
subsection
taxable year shall include amounts which, because of con(c)(2).
tingencies, would not (but for this section) be deductible
Such
liability
for
vacation
pay
earned
before
the
close
of the
under section 162(a) as an accrued expense. All payments
taxable
year shall
include amounts
becauseto
of such
conwith respect
to vacation
pay shallwhich,
be charged
tingencies, would not (but for this section) be deductible
account.
under section 162(a) as an accrued expense. All payments
Amendments
with respect to vacation
pay shall be charged to such
account.
• 1986, Tax Reform Act of 1986 (P.L. 99-514)

P.L. 99-514, § 1165(a): Amendments

• Amended
1986, Tax Code
Reform
of 1986
99-514)
Sec.Act
463(a)(1)
by(P.L.
striking
out “and ex-

pected
to be§ 1165(a):
paid during the taxable year or within 12
P.L.
99-514,
months following the close of the taxable year” and inAmended
Sec.“and
463(a)(1)
by striking
out “and
serting
in lieuCode
thereof
paid during
the taxable
yearexor
1/2 be
pected 8to
paid following
during the
or within
12
months
thetaxable
close ofyear
the taxable
year”.
within
months following
the beginning
close of the
year”
inEffective
for tax years
aftertaxable
12-31-86.
For aand
transisertingrule,
in lieu
thereof
“and
paid during
the taxable year or
tional
see
Act
Sec.
1851(b)(1),
below.
within 8 1/2 months following the close of the taxable year”.
Effective for tax years beginning after 12-31-86. For a transitional rule, see Act Sec. 1851(b)(1), below.

Sec. 461(l)(3)(B)
Sec. 461(l)(3)(B)

212 • Appendix

(1) TRANSITIONAL RULE FOR CERTAIN TAXPAYERS WITH FULL
VESTED
VACATION
PAY PLANS.—
P.L. 99-514,
§ 1851(b)(1),
provides:

(A)
GENERAL.—In
the case
of any taxpayer—
(1) ITNRANSITIONAL
RULE
FOR CERTAIN
TAXPAYERS WITH FULL
VESTED
VACATION
PAY PLANS
(i) who
maintained
a .—
fully vested vacation pay plan
where
payments
are
expected
to
(or are in fact paid)
(A) IN GENERAL.—In the case of be
anypaid
taxpayer—
within 1 year after the accrual of the vacation pay, and
(i) who maintained a fully vested vacation pay plan
(ii)
who
makes
an
election
under
section
of fact
the Interwhere payments are expected to be paid (or 463
are in
paid)
nal
Revenue
Codethe
of accrual
1954 for
taxpayer’s
within
1 year after
of such
the vacation
pay,1st
andtaxable
year ending after the date of the enactment of the Tax
(ii) who
an election under section 463 of the InterReform
Actmakes
of 1984,
nal Revenue Code of 1954 for such taxpayer’s 1st taxable
in
lieuending
of establishing
account
under such
section
year
after thea suspense
date of the
enactment
of the
Tax
463,
such
Reform
Actelection
of 1984,shall be treated as a change in the taxpayer’s method of accounting and the adjustments required
in lieu
of establishing
a suspense
under
such section
as
a result
of such change
shall beaccount
taken into
account
under
463,
such
shall be treated as a change in the taxsection
481election
of such Code.
payer’s method of accounting and the adjustments required
EXTENSION
OF change
TIME FORshall
MAKING
ELECTION
the case
of
as (B)
a result
of such
be taken
into.—In
account
under
any
taxpayer
section
481 of who
such meets
Code. the requirements of subparagraph
(A)(1), the time for making an election under section 463 of
(B) Code
EXTENSION
OF TIME
FOR MAKING
ELECTION
.—Inending
the case
of
such
for such
taxpayer’s
1st taxable
year
after
any date
taxpayer
who
meets theofrequirements
of subparagraph
the
of the
enactment
the Tax Reform
Act of 1984
(A)(1),not
theexpire
time for
making
an election
under
section
463 of
of
shall
before
the date
6 months
after
the date
such
Code
for
such
taxpayer’s
1st
taxable
year
ending
after
the enactment of this Act.
the date of the enactment of the Tax Reform Act of 1984
• 1984,
Reduction
Act
of 1984after
(P.L.the
98-369)
shall
notDeficit
expire before
the date
6 months
date of
the
of this Act.
P.L.enactment
98-369, § 561(a):

• Amended
1984, Deficit
Act
1984 (P.L.
98-369)
CodeReduction
Sec. 463(a)(1)
byof
striking
out “and
payable
inserting in lieu thereof “and expected to be
P.L.during”
98-369,and
§ 561(a):
paid during”. Effective for tax years beginning after 3-31-84.
Amended Code Sec. 463(a)(1) by striking out “and paya[Sec.
463(b)]
ble during” and inserting
in lieu
thereof “and expected to be
paid
tax years
beginning
after
(b) during”.
OPENINGEffective
BALANCEfor
.—The
opening
balance
of 3-31-84.
the account described in subsection
(a)(1) for its first taxable year
[Sec. 463(b)]
shall, under regulations prescribed by the Secretary, be—
(b) OPENING BALANCE.—The opening balance of the ac(1) in
the case in
of subsection
a taxpayer(a)(1)
who for
maintained
a predecescount
described
its first taxable
year
sor account
vacationprescribed
pay underby
section
97 of thebe—
Technishall,
under for
regulations
the Secretary,
cal Amendments Act of 1958, as amended, for his last
(1) in year
the case
of abefore
taxpayer
who 1,maintained
a predecestaxable
ending
January
1973, and who
makes
sor election
account under
for vacation
pay under
section
97 of the
Technian
this section
for his
first taxable
year
endcal after
Amendments
of 1958,
as amended,
for his last
ing
DecemberAct
31, 1972,
the larger
of—
taxable year ending before January 1, 1973, and who makes
an election under this section for his first taxable year ending after December 31, 1972, the larger of—

Code Sec. 463

(3) RELATED PERSON.—For purposes of this subsection, the term “related person” means any
person who is related (within the meaning of section 267(b) or 707(b)(1)) to the 10-percent owner.
Amendments

• 1990, Omnibus Budget Reconciliation Act of
1990 (P.L. 101-508)
P.L. 101-508, § 11323(b)(1):

Amended Code Sec. 1060 by redesignating subsection (e)
as subsection (f) and by inserting after subsection (d) a new
subsection (e). Effective, generally, for acquisitions after
10-9-90. For an exception, see 11323(d)(2), below.

P.L. 101-508, § 11323(d)(2), provides:

(2) BINDING CONTRACT EXCEPTION.—The amendments made
by this section shall not apply to any acquisition pursuant to
a written binding contract in effect on October 9, 1990, and
at all times thereafter before such acquisition.

[Sec. 1060(f)]
(f) CROSS REFERENCE.—
For provisions relating to penalties for failure to file a return required by this section, see
section 6721.
a written binding
contract in effect on October 9, 1990, and
Jobs Act Impact: Guide to Pass-Through
Entities
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• 1990, Omnibus Budget Reconciliation Act of
1990 (P.L. 101-508)
P.L. 101-508, § 11323(b)(1):

Amended Code Sec. 1060 by redesignating subsection (e)
as subsection (f). Effective, generally, for acquisitions after
10-9-90. For an exception, see 11323(d)(2), below.

P.L. 101-508, § 11323(d)(2), provides:

(2) BINDING CONTRACT EXCEPTION.—The amendments made
by this section shall not apply to any acquisition pursuant to

at all times thereafter before such acquisition.

• 1988, Technical and Miscellaneous Revenue Act
of 1988 (P.L. 100-647)
P.L. 100-647, § 1006(h)(3)(B):
Amended Code Sec. 1060 by adding at the end thereof
new subsection (e). Effective as if included in the provision
of P.L. 99-514 to which it relates.

[Sec. 1061]
SEC. 1061. PARTNERSHIP INTERESTS HELD IN CONNECTION WITH PERFORMANCE OF
SERVICES.
[Sec. 1061(a)]
(a) IN GENERAL.—If one or more applicable partnership interests are held by a taxpayer at any
time during the taxable year, the excess (if any) of—
(1) the taxpayer’s net long-term capital gain with respect to such interests for such taxable
year, over
(2) the taxpayer’s net long-term capital gain with respect to such interests for such taxable
year computed by applying paragraphs (3) and (4) of sections [sic] 1222 by substituting “3 years”
for “1 year”,
shall be treated as short-term capital gain, notwithstanding section 83 or any election in effect under
section 83(b).
[Sec. 1061(b)]
(b) SPECIAL RULE.—To the extent provided by the Secretary, subsection (a) shall not apply to
income or gain attributable to any asset not held for portfolio investment on behalf of third party
investors.
[Sec. 1061(c)]
(c) APPLICABLE PARTNERSHIP INTEREST.—For purposes of this section—
(1) IN GENERAL.—Except as provided in this paragraph or paragraph (4), the term “applicable
INCOME
TAX—SPECIAL
RULES
2903is
partnership interest” means
any interest
in a partnership
which, directly or indirectly,
transferred to (or is held by) the taxpayer in connection with the performance of substantial
services by the taxpayer, or any other related person, in any applicable trade or business. The
Sec.previous
1060(e) sentence shall not apply to an interest held by a person who is employed by another
entity that is conducting a trade or business (other than an applicable trade or business) and only
provides services to such other entity.
(2) APPLICABLE TRADE OR BUSINESS.—The term “applicable trade or business” means any
activity conducted on a regular, continuous, and substantial basis which, regardless of whether
the activity is conducted in one or more entities, consists, in whole or in part, of—
(A) raising or returning capital, and
(B) either—
(i) investing in (or disposing of) specified assets (or identifying specified assets for
such investing or disposition), or
(ii) developing specified assets.
(3) SPECIFIED ASSET.—The term “specified asset” means securities (as defined in section
475(c)(2) without regard to the last sentence thereof), commodities (as defined in section
475(e)(2)), real estate held for rental or investment, cash or cash equivalents, options or derivative
contracts with respect to any of the foregoing, and an interest in a partnership to the extent of the
partnership’s proportionate interest in any of the foregoing.
(4) EXCEPTIONS.—The term “applicable partnership interest” shall not include—
(A) any interest in a partnership directly or indirectly held by a corporation, or
(B) any capital interest in the partnership which provides the taxpayer with a right to
share in partnership capital commensurate with—
(i) the amount of capital contributed (determined at the time of receipt of such
partnership interest), or
(ii) the value of such interest subject to tax under section 83 upon the receipt or
vesting of such interest.
(5) THIRD PARTY INVESTOR.—The term “third party investor” means a person who—
(A) holds an interest in the partnership which does not constitute property held in
connection with an applicable trade or business; and
(B) is not (and has not been) actively engaged, and is (and was) not related to a person
so engaged, in (directly or indirectly) providing substantial services described in paragraph
(1) for such partnership or any applicable trade or business.
[Sec. 1061(d)]
(d) TRANSFER OF APPLICABLE PARTNERSHIP INTEREST TO RELATED PERSON.—
(1) IN GENERAL.—If a taxpayer transfers any applicable partnership interest, directly or
indirectly, to a person related to the taxpayer, the taxpayer shall include in gross income (as short
term capital gain) the excess (if any) of—
(A) so much of the taxpayer’s long-term capital gains with respect to such interest for
such taxable year attributable to the sale or exchange of any asset held for not more than 3
years as is allocable to such interest, over
(B) any amount treated as short term capital gain under subsection (a) with respect to
the transfer of such interest.
(2) RELATED PERSON.—For purposes of this paragraph, a person is related to the taxpayer if—
(A) the person is a member of the taxpayer’s family within the meaning of section
318(a)(1), or
(B) the person performed a service within the current calendar year or the preceding
three
calendar years in any applicable trade or business in which or for which the taxpayer
Code Sec.
1061
performed a service.
[Sec. 1061(e)]
(e) REPORTING.—The Secretary shall require such reporting (at the time and in the manner
prescribed by the Secretary) as is necessary to carry out the purposes of this section.
[Sec. 1061(f)]
(f) REGULATIONS.—The Secretary shall issue such regulations or other guidance as is necessary or
appropriate to carry out the purposes of this section.
Amendments

• 2017, Tax Cuts and Jobs Act (P.L. 115-97)

after Code Sec. 1060 a new Code Sec. 1061. Effective for tax
years beginning after 12-31-2017.

P.L. 115-97, § 13309(a)(1)-(2):
Amended part IV of subchapter O of chapter 1 by redesignating Code Sec. 1061 as Code Sec. 1062, and by inserting

[Sec. 1062]
SEC. 1062. CROSS REFERENCES.
(1) For nonrecognition of gain in connection with the transfer of obsolete vessels to the Maritime
Administration under chapter 573 of title 46, United States Code, see section 57307 of title 46.
(2) For recognition of gain or loss in connection with the construction of new vessels, see chapter
533 of title 46, United States Code.
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SUPPLEMENTAL MATERIAL: IRS ISSUES
PROPOSED REGULATIONS TO CLARIFY THE
SECTION 199A DEDUCTION
The statute enacting section 199A was vague in many respects. However, the statute expressly grants
authority to the IRS to prescribe such regulations as are necessary to carry out the purposes of section
199A. The IRS released a draft of proposed regulations in August 2018 and scheduled a public hearing
for October 2018. The proposed regulations are just that – proposed – and may change when ultimately
finalized. A detailed summary follows.
The purpose of these proposed regulations is to provide taxpayers with computational, definitional, and
anti-avoidance guidance regarding the application of section 199A. These proposed regulations contain
six substantive sections, §§ 1.199A-1 through 1.199A-6, each of which provides rules relevant to the
calculation of the section 199A deduction.

I. PROPOSED § 1.199A-1: OPERATIONAL RULES
Section 1.199A-1 of the proposed regulations provides guidance on the determination of the section
199A deduction. For simplicity, the proposed regulations use the term individual when referring to an
individual, trust, estate, or other person eligible to claim the section 199A deduction. The term relevant
pass-through entity (RPE) is used to describe pass-through entities that directly operate the trade or
business or pass through the trade or business’ items of income, gain, loss, or deduction from lower-tier
RPEs to the individual.
This regulation:
• Generally defines a “trade or business” using the section 162 rules that most practitioners
are familiar with.
• Requires that a loss in a given year for 199A purposes is carried over to the succeeding
year solely for calculating the succeeding year section 199A deduction.
• Requires that the QBI of each trade or business must be calculated separately and
subject to its own wage and property limitations before being combined with the QBI of
other businesses. Thus, no “sharing” excess wages from one business with another.
• Provides that the section 199A deduction is calculated at the shareholder or partner level
and has no impact on the basis of the partnership interest or the basis of the shareholder’s
stock.
• Provides that the 199A deduction does not reduce net earnings for the calculation of the
self employment tax or the tax on net investment income.
• Provides that the deduction is not modified for AMT purposes.
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• Provides that the penalty for a substantial understatement of tax is calculated based on
5% (instead of 10%) of the tax required to be reported on the return or $5,000, whichever
is greater.

II. PROPOSED § 1.199A-2: DETERMINATION OF W-2 WAGES AND
THE UBIA OF QUALIFIED PROPERTY AMOUNT
Section 199A(b)(2)(B) imposes a limit on the section 199A deduction based on the greater of either (i)
the W-2 wages paid, or (ii) the W-2 wages paid and UBIA of qualified property attributable to a trade or
business.
Under this regulation, “ W-2 wages”:
• Generally follows the definition in prior section 199.
• Includes amounts paid by third-party payors, such as professional employer organizations.
• Are limited per the “W-2 wage limitation” in section 199A separately for each trade or
business.
• For purposes of the partner’s allocable share of W-2 wages, must be allocated in the
same manner as the allocation of the underlying wages expense.
• Based on a notice of proposed revenue procedure, Notice 2018-64, may be determined
using one of three methods.
Determining the Basis of Property
Under this regulation:
• The recovery period is not altered by taking additional first year depreciation or an
expense under section 179.
• Partnership Special Basis Adjustments, such as under section 743, are not considered
qualified property.
• Anti-abuse rules deny including in basis any property transferred for the purposes of tax
avoidance.
• Detailed like-kind exchange rules generally provide for a carryover basis calculation,
using the original placed in service date for the value of the exchanged property plus a
new basis and placed in service date for any “boot” paid as part of the exchange.
• The IRS is considering rules to apply to other non-recognition transactions to section
199A.
• A partner’s or shareholder’s allocable share of the UBIA of qualified property is determined
in the same manner as the partner’s allocable share or shareholder’s pro rata share of
depreciation.
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III. QBI, QUALIFIED REIT DIVIDENDS, QUALIFIED PTP INCOME
Proposed § 1.199A-3 restates the definitions in section 199A(c) and provides additional guidance on the
determination of QBI, qualified REIT dividends, and qualified PTP income.

A. QBI
Section 199A(c)(1) provides that the term “QBI” means, for any taxable year, the net amount of qualified
items of income, gain, deduction, and loss attributable to any qualified trade or business of the taxpayer.
QBI does not include any qualified REIT dividends or qualified PTP income. Section 199A(c)(3)(A)
provides that the term “qualified items of income, gain, deduction, and loss” means items of income,
gain, deduction, and loss to the extent such items are (i) effectively connected with the conduct of a
trade or business within the United States (within the meaning of section 864(c), determined by
substituting “qualified trade or business (within the meaning of section 199A)” for “nonresident alien
individual or a foreign corporation” or for “a foreign corporation” each place it appears), and (ii) included
or allowed in determining taxable income for the taxable year. Section 199A(c)(3)(B) provides a list of
items that are not taken into account as qualified items of income, gain, deduction, and loss, including
capital gain or loss, dividends, interest income other than interest income properly allocable to a trade or
business, amounts received from an annuity other than in connection with a trade or business, certain
items described in section 954, and items of deduction or loss properly allocable to these items. Section
199A(c)(4) provides that QBI does not include 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,
any guaranteed payment described in section 707(c) paid to a partner for services rendered with respect
to the trade or business, and 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.
Special Rules
Under this regulation:
• Treatment of Section 751 Gain - any gain attributable to assets of a partnership giving
rise to ordinary income under section 751(a) or (b) is considered attributable to the trades
or businesses conducted by the partnership, and therefore, may constitute QBI if the
other requirements of section 199A are satisfied.
• Guaranteed Payments for the Use of Capital - are not considered attributable to a trade
or business, and thus do not constitute QBI.
• Section 481 Adjustments - section 481 adjustments attributable to a trade or business,
whether positive or negative, and arising in a taxable year ending after December 31,
2017, are treated as attributable to that trade or business. Accordingly, such section
481 adjustments will constitute QBI to the extent the requirements of section 199A are
satisfied. Section 481 adjustments arising in a taxable year ending before January 1,
2018, do not constitute QBI.
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• Previously Suspended Losses - to the extent that any previously disallowed losses
(sections 465, 469, etc.) or deductions are allowed in the taxable year, they are treated
as items attributable to the trade or business. However, losses or deductions that were
disallowed for taxable years beginning before January 1, 2018, are not taken into account
for purposes of computing QBI in a later taxable year.
• Net Operating Losses - generally, items giving rise to a net operating loss are allowed in
computing taxable income in the year incurred. Because those items would have been
taken into account in computing QBI in the year incurred, the net operating loss should
not be treated as QBI in subsequent years.
• Section 1231 Gains and Losses - if gain or loss is treated as capital gain or loss under
section 1231, it is not QBI. Conversely, if section 1231 provides that gains or losses are
not treated as gains and losses from sales or exchanges of capital assets, the gains or
losses must be included in QBI (provided all other requirements are met).
• Interest Income - QBI does not include any interest income other than interest income
that is properly allocable to a trade or business. Interest income received on working
capital, reserves, and similar accounts is not properly allocable to a trade or business, and
therefore should not be included in QBI, because such interest income, although held by
a trade or business, is simply income from assets held for investment. In contrast, interest
income received on accounts or notes receivable for services or goods provided by the
trade or business is not income from assets held for investment, but income received on
assets acquired in the ordinary course of a trade or business.
• Reasonable Compensation - QBI does not include “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.” Similarly, guaranteed payments for services under
section 707(c) are excluded from QBI. The phrase “reasonable compensation” is a wellknown standard in the context of S corporations. The legislative history of section 199A
confirms that the reasonable compensation rule was intended to apply to S corporations.
It does not apply to other types of entities.
• Guaranteed Payments - QBI does not include any guaranteed payments described in
section 707(c) paid by a partnership to a partner for services rendered with respect to the
trade or business. Section 199A(c)(4)(B) does not limit the term “partner” to an individual.
Consequently, for purposes of the guaranteed payment rule, a partner may be an RPE.
Therefore, for the purposes of this rule, a guaranteed payment paid by a lower-tier
partnership to an upper-tier partnership retains its character as a guaranteed payment
and is not included in QBI of a partner of the upper-tier partnership, regardless of whether
it is guaranteed to the ultimate recipient.
• Guaranteed Payments for the Use of Capital - because guaranteed payments for the
use of capital under section 707(c) are determined without regard to the income of the
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partnership, such payments are not considered attributable to a trade or business, and
thus do not constitute QBI.
• Section 707(a) Payments - QBI does not include, to the extent provided in regulations, any
payment described in section 707(a) to a partner for services rendered with respect to the
trade or business. Section 707(a) addresses arrangements in which a partner engages
with the partnership other than in its capacity as a partner. Within the context of section
199A, payments under section 707(a) for services are similar to, and therefore, should be
treated similarly as, guaranteed payments, reasonable compensation, and wages, none
of which is includable in QBI.

IV. PROPOSED § 1.199A-4: AGGREGATION RULES
The proposed regulations incorporate the rules under section 162 for determining whether a trade or
business exists for purposes of section 199A. A taxpayer can have more than one trade or business for
purposes of section 162. See § 1.446-1(d)(1). However, in most cases, a trade or business cannot be
conducted through more than one entity.
Under the proposed regulation:
• Grouping Rules - the grouping rules under section 469 are not appropriate for determining
a trade or business for section 199A purposes. Accordingly, the IRS is not adopting the
section 469 grouping rules as the means by which taxpayers can aggregate trades or
businesses for purposes of applying section 199A.
• Aggregation Rules - under proposed § 1.199A-4, aggregation is permitted but is not
required. An individual may aggregate trades or businesses only if the individual can
demonstrate that:
1)

Each trade or business must itself be a trade or business as defined in
§ 1.199A-1(b)(13).

2)

The same person, or group of persons, must directly or indirectly, own a
majority interest in each of the businesses to be aggregated for the majority
of the taxable year.

3)

None of the aggregated trades or businesses can be an SSTB.

4)

Individuals and trusts must establish that the trades or businesses meet at
least two of three factors, which demonstrate that the businesses are in fact
part of a larger, integrated trade or business. These factors include: (A) The
businesses provide products and services that are the same (for example,
a restaurant and a food truck) or they provide products and services that
are customarily provided together (for example, a gas station and a car
wash); (B) the businesses share facilities or share significant centralized
business elements (for example, common personnel, accounting, legal,
manufacturing, purchasing, human resources, or information technology
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resources); or (C) the businesses are operated in coordination with, or
reliance on, other businesses in the aggregated group (for example, supply
chain interdependencies).
• RPEs - RPEs must compute QBI, W-2 wages, and UBIA of qualified property for each
trade or business. An RPE must provide its owners with information regarding QBI, W-2
wages, and UBIA of qualified property attributable to its trades or businesses.
• Reporting and Consistency - once multiple trades or businesses are aggregated into a
single aggregated trade or business, individuals must consistently report the aggregated
group in subsequent tax years.

V. PROPOSED § 1.199A-5: SPECIFIED SERVICE TRADE OR BUSINESS
AND THE TRADE OR BUSINESS OF PERFORMING SERVICES AS
AN EMPLOYEE
Section 199A(c)(1) provides that only items attributable to a qualified trade or business are taken into
account in determining the section 199A deduction for QBI. Section 199A(d)(1) provides that a “qualified
trade or business” means any trade or business other than (A) an SSTB, or (B) the trade or business of
performing services as an employee.

A. SSTB
This part explains the provisions under proposed § 1.199A-5 relating to SSTBs. First, the effect of
classification as an SSTB is discussed. Second, the exceptions for taxpayers below the threshold amount
and a de minimis exception are described. Third, guidance is provided on the meaning of the activities
listed in the definition of SSTB. Fourth, the rules for determining whether a trade or business is treated
as part of an SSTB are described. Finally, rules regarding classification as an employee for purposes of
section 199A are discussed. This is perhaps the most important part of the proposed regulations.
1. Effect of Being an SSTB
a. General Rule
Consistent with section 199A, proposed § 1.199A-5(a)(2) provides that, unless an exception applies, if a
trade or business is an SSTB, none of its items are to be taken into account for purposes of determining
a taxpayer’s QBI. In the case of an SSTB conducted by an entity, such as a partnership or an S
corporation, if it is determined that the trade or business is an SSTB, none of the income from that trade
or business flowing to an owner of the entity is QBI, regardless of whether the owner participates in
the specified service activity. Therefore, a direct or indirect owner of a trade or business engaged in an
SSTB is treated as engaged in the SSTB for purposes of section 199A regardless of whether the owner
is passive or participated in the SSTB. Similarly, none of the W-2 wages or UBIA of qualified property
will be taken into account for purposes of section 199A. For example, because the field of athletics is an
SSTB, if a partnership owns a professional sports team, the partners’ distributive shares of income from
the partnership’s athletics trade or business is not QBI, regardless of whether the partners participate
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in the partnership’s trade or business. Proposed § 1.199A-5 contains further examples illustrating the
operation of this rule.
b. Exceptions to the General Rule
Under section 199A(d)(3), individuals with taxable income below the threshold amount are not subject
to a restriction with respect to SSTBs. Therefore, if an individual or trust has taxable income below
the threshold amount, the individual or trust is eligible to receive the deduction under section 199A
notwithstanding that a trade or business is an SSTB. As described in part I.C of this Explanation of
Provisions, the exclusion of QBI, W-2 wages, and UBIA of qualified property from the computation of the
section 199A deduction is subject to a phase-in for individuals with taxable income within the phase-in
range. The application of this phase-in is determined at the individual, trust, or estate level, which may
not be where the trade or business is operated. Therefore, if a partnership or an S corporation operates
an SSTB, the application of the threshold does not depend on the partnership or S corporation’s taxable
income but rather, the taxable income of the individual partner or shareholder claiming the section 199A
deduction. For example, if the partnership’s taxable income is less than the threshold amount, but each
of the partnership’s individual partners have income that exceeds the threshold amount plus $50,000
($100,000 in the case of a joint return), then none of the partners may claim a section 199A deduction
with respect to any income from the partnership’s SSTB.
Proposed § 1.199A-5(c)(1) provides that a trade or business is not an SSTB if the trade or business has
gross receipts of $25 million or less (in a taxable year) and less than 10 percent of the gross receipts of
the trade or business is attributable to the performance of services in an SSTB. For trades or business
with gross receipts greater than $25 million (in a taxable year), a trade or business is not an SSTB if
less than 5 percent of the gross receipts of the trade or business are attributable to the performance of
services in an SSTB.
2. Definition of Specified Service Trade or Business
The definition of an SSTB for purposes of section 199A is (1) any trade or business involving the
performance of services in the fields of health, law, accounting, actuarial science, performing arts,
consulting, athletics, financial services, brokerage services, or any trade or business where the principal
asset of such trade or business is the reputation or skill of one or more of its employees or owners,
and (2) any trade or business that involves the performance of services that consist of investing and
investment management, trading, or dealing in securities (as defined in section 475(c)(2)), partnership
interests, or commodities (as defined in section 475(e)(2)).
a. SSTBs Listed in Section 199A(d)(2)(A)
The definition of an SSTB under section 199A is substantially similar to the list of service trades or
businesses provided in section 448(d)(2)(A) and § 1.448-1T(e)(4)(i), as the legislative history notes. See
Joint Explanatory Statement of the Committee of Conference, footnotes 44-46. Section 448 prohibits
certain taxpayers from computing taxable income under the cash receipts and disbursements method of
accounting. Under section 448, qualified personal service corporations generally are not subject to the
prohibition from using the cash method. Section 448(d)(2) defines the term qualified personal service
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corporation to include certain employee-owned corporations, substantially all of the activities of which
involve the performance of services in the fields of health, law, engineering, architecture, accounting,
actuarial science, performing arts, or consulting. The regulations under section 448(d)(2), found in
§ 1.448-1T(e)(4)(i), provide additional guidance on several of the terms, including health, performing
arts, and consulting. In addition, there have been several court opinions, technical advice memoranda,
and private letter rulings interpreting the various fields listed in section 448(d)(2) and § 1.448-1T(e)(4)(i).
1) Health
Proposed § 1.199A-5(b)(2)(ii) is informed by the definition of “health” under section 448 and provides
that the term “performance of services in the field of health” means the provision of medical services by
physicians, pharmacists, nurses, dentists, veterinarians, physical therapists, psychologists, and other
similar healthcare professionals who provide medical services directly to a patient. The performance of
services in the field of health does not include the provision of services not directly related to a medical
field, even though the services may purportedly relate to the health of the service recipient. For example,
the performance of services in the field of health does not include the operation of health clubs or health
spas that provide physical exercise or conditioning to their customers, payment processing, or research,
testing, and manufacture and/or sales of pharmaceuticals or medical devices.
2) Law
Proposed § 1.199A-5(b)(2)(iii) is based on the ordinary meaning of “services in the field of law” and
provides that the term “performance of services in the field of law” means the provision of services by
lawyers, paralegals, legal arbitrators, mediators, and similar professionals in their capacity as such. The
performance of services in the field of law does not include the provision of services that do not require
skills unique to the field of law, for example, the provision of services in the field of law does not include
the provision of services by printers, delivery services, or stenography services.
3) Accounting
Proposed § 1.199A-5(b)(2)(iv) is based on the ordinary meaning of “accounting” and provides that the
term “performance of services in the field of accounting” means the provision of services by accountants,
enrolled agents, return preparers, financial auditors, and similar professionals in their capacity as such.
Provision of services in the field of accounting is not limited to services requiring state licensure as a
certified public accountant (CPA). The aim of proposed § 1.199A-5(b)(2)(iv) is to capture the common
understanding of accounting, which includes tax return and bookkeeping services, even though the
provision of such services may not require the same education, training, or mastery of accounting
principles as a CPA. The field of accounting does not include payment processing and billing analysis.
4) Actuarial Science
Proposed § 1.199A-5(b)(2)(v) is based on the ordinary meaning “actuarial science” and provides that
the term “performance of services in the field of actuarial science” means the provision of services by
actuaries and similar professionals in their capacity as such. Accordingly, the field of actuarial science
does not include the provision of services by analysts, economists, mathematicians, and statisticians not
engaged in analyzing or assessing the financial costs of risk or uncertainty of events.
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5) Performing Arts
Proposed § 1.199A-5(b)(2)(vi) is informed by the definition of “performing arts” under section 448
and provides that the term “performance of services in the field of the performing arts” means the
performance of services by individuals who participate in the creation of performing arts, such as actors,
singers, musicians, entertainers, directors, and similar professionals performing services in their capacity
as such. The performance of services in the field of performing arts does not include the provision of
services that do not require skills unique to the creation of performing arts, such as the maintenance and
operation of equipment or facilities for use in the performing arts. Similarly, the performance of services
in the field of the performing arts does not include the provision of services by persons who broadcast or
otherwise disseminate video or audio of performing arts to the public.
6) Consulting
Proposed § 1.199A-5(b)(2)(vii) is informed by the definition of “consulting” under section 448 and
provides that the term “performance of services in the field of consulting” means the provision of
professional advice and counsel to clients to assist the client in achieving goals and solving problems.
Consulting includes providing advice and counsel regarding advocacy with the intention of influencing
decisions made by a government or governmental agency and all attempts to influence legislators and
other government officials on behalf of a client by lobbyists and other similar professionals performing
services in their capacity as such. The performance of services in the field of consulting does not include
the performance of services other than advice and counsel. This determination is made based on all
the facts and circumstances of a person’s business. The field of consulting does not include consulting
that is embedded in, or ancillary to, the sale of goods if there is no separate payment for the consulting
services.
7) Athletics
The field of athletics is not listed in section 448(d)(2), and there is little guidance on its meaning as
used in section 1202(e)(3)(A). The term “performance of services in the field of athletics” means the
performances of services by individuals who participate in athletic competition such as athletes, coaches,
and team managers in sports such as baseball, basketball, football, soccer, hockey, martial arts, boxing,
bowling, tennis, golf, skiing, snowboarding, track and field, billiards, and racing. The performance of
services in the field of athletics does not include the provision of services that do not require skills
unique to athletic competition, such as the maintenance and operation of equipment or facilities for
use in athletic events. Similarly, the performance of services in the field of athletics does not include
the provision of services by persons who broadcast or otherwise disseminate video or audio of athletic
events to the public.
8) Financial Services
The definition of financial services is that typically performed by financial advisors and investment
bankers and provides that the field of financial services includes the provision of financial services
to clients including managing wealth, advising clients with respect to finances, developing retirement
plans, developing wealth transition plans, the provision of advisory and other similar services regarding
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valuations, mergers, acquisitions, dispositions, restructurings (including in title 11 or similar cases), and
raising financial capital by underwriting, or acting as the client’s agent in the issuance of securities,
and similar services. This includes services provided by financial advisors, investment bankers, wealth
planners, and retirement advisors and other similar professionals, but does not include taking deposits
or making loans. Banks are excluded.
9) Brokerage Services
The field of brokerage services includes services in which a person arranges transactions between a
buyer and a seller with respect to securities (as defined in section 475(c)(2)) for a commission or fee.
This includes services provided by stock brokers and other similar professionals, but does not include
services provided by real estate agents and brokers, or insurance agents and brokers.
10) 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
The “reputation or skill” clause as used in section 199A was intended to describe a narrow set of
trades or businesses, not otherwise covered by the enumerated specified services, in which income is
received based directly on the skill and/or reputation of employees or owners. Additionally, the Treasury
Department and the IRS believe that “reputation or skill” must be interpreted in a manner that is both
objective and administrable. Thus, proposed § 1.199A-5(b)(2)(xiv) limits the meaning of the “reputation
or skill” clause to fact patterns in which the individual or RPE is engaged in the trade or business of:
(1) Receiving income for endorsing products or services, including an individual’s distributive share of
income or distributions from an RPE for which the individual provides endorsement services; (2) licensing
or receiving income for the use of an individual’s image, likeness, name, signature, voice, trademark, or
any other symbols associated with the individual’s identity, including an individual’s distributive share of
income or distributions from an RPE to which an individual contributes the rights to use the individual’s
image; or (3) receiving appearance fees or income (including fees or income to reality performers
performing as themselves on television, social media, or other forums, radio, television, and other
media hosts, and video game players). Proposed § 1.199A-5(b)(4) contains two examples illustrating the
application of this definition.
b. SSTBs Described in 199A(d)(2)(B)
As mentioned previously, section 199A(d)(2)(B) provides that an SSTB also includes any trade or
business that involves the performance of services that consist of investing and investment management,
trading, or dealing in securities (as defined in section 475(c)(2)), partnership interests, or commodities
(as defined in section 475(e)(2)). This rule is very complex and beyond the scope of this course.
3. What Is in an SSTB?
The Treasury Department and the IRS are aware that some taxpayers have contemplated a strategy to
separate out parts of what otherwise would be an integrated SSTB, such as the administrative functions,
in an attempt to qualify those separated parts for the section 199A deduction. Such a strategy is
inconsistent with the purpose of section 199A. Therefore, in accordance with section 199A(f)(4), in order
to carry out the purposes of section 199A, proposed § 1.199A-5(c)(2) provides that an SSTB includes
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any trade or business with 50 percent or more common ownership (directly or indirectly) that provides 80
percent or more of its property or services to an SSTB. Additionally, if a trade or business has 50 percent
or more common ownership with an SSTB, to the extent that the trade or business provides property or
services to the commonly-owned SSTB, the portion of the property or services provided to the SSTB will
be treated as an SSTB (meaning the income will be treated as income from an SSTB). For example, A,
a dentist, owns a dental practice and also owns an office building. A rents half the building to the dental
practice and half the building to unrelated persons. Under proposed § 1.199A-5(c)(2), the renting of half
of the building to the dental practice will be treated as an SSTB.
Additionally, proposed § 1.199A-5 provides a rule that if a trade or business (that would not otherwise be
treated as an SSTB) has 50 percent or more common ownership with an SSTB and shared expenses,
including wages or overhead expenses with the SSTB, it is treated as incidental to an SSTB and,
therefore, as an SSTB, if the trade or business represents no more than five percent of gross receipts of
the combined business.

B. TRADE OR BUSINESS OF PERFORMING SERVICES AS AN EMPLOYEE
1. Presumption for Former Employees
Section 199A provides that the trade or business of providing services as an employee is not eligible
for the section 199A deduction. Therefore, taxpayers and practitioners noted that it may be beneficial
for employees to treat themselves as independent contractors or as having an equity interest in a
partnership or S corporation in order to benefit from the deduction under section 199A. For purposes of
section 199A, if an employer improperly treats an employee as an independent contractor or other nonemployee, the improperly classified employee is in the trade or business of performing services as an
employee notwithstanding the employer’s improper classification. This issue is particularly important in
the case of individuals who cease being treated as employees of an employer, but subsequently provide
substantially the same services to the employer (or a related entity), but claim to do so in a capacity
other than as an employee.

VI. SPECIAL RULES FOR RPEs, PTPs, TRUSTS, AND ESTATES
Proposed § 1.199A-6 provides guidance that certain specified entities (for example, RPEs, PTPs, trusts,
and estates) may need to follow for purposes of computing the entities’ or their owners’ section 199A
deductions.

A. COMPUTATIONAL STEPS FOR RPEs AND PTPs
Although RPEs cannot take the section 199A deduction at the RPE level, each RPE must determine and
report the information necessary for its direct and indirect owners to determine their own section 199A
deduction. RPEs must determine what amounts and information to report to their owners and the IRS,
including QBI, W-2 wages, the UBIA of qualified property for each trade or business directly engaged in,
and whether any of its trades or businesses are SSTBs.
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RPEs must also determine and report qualified REIT dividends and qualified PTP income received
directly by the RPE. RPEs report this information on or with the Schedules K-1 issued to the owners.
RPEs must report this information regardless of whether a taxpayer is below the threshold.
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GLOSSARY
Affiliated Service Group – When one or more service organizations are partners in another service
organization.
All Events Test – Under U.S. federal income tax law, the requirement that all the events fixing an
accrual-method taxpayer’s right to receive income or incur expense must occur before the taxpayer can
report an item of income or expense.
Bonus Depreciation – A valuable tax-saving tool for businesses that allows a business to take
an immediate first-year deduction on the purchase of eligible business property, in addition to other
depreciation.
Brother-Sister Group under Common Control – When the same five or fewer persons are in common
control and effective control of two or more entities.
Combined Group under Common Control – When an entity is the parent of another entity and is also
in a brother-sister relationship with a third entity.
Common Control – Ownership of more than 50% of the stock in a corporation, profits or capital in a
partnership, or actuarial interest in a trust or estate.
Excess Business Interest – Business interest in excess of the deduction limitation.
Excess Taxable Income – The owners’ share of the additional interest expense that the entity could
have deducted under the new rule.
Guaranteed Payments – Payments to a partner in his or her partner capacity for services or the use of
capital if determined without regard to the income of the partnership.
Like-kind Exchange – A transaction or series of transactions that allows for the disposal of an asset
and the acquisition of another replacement asset without generating a current tax liability from the sale
of the first asset. A like-kind exchange can involve the exchange of one business for another business,
one real estate investment property for another real estate investment property, livestock for qualifying
livestock, and exchanges of other qualifying assets.
Net Operating Loss – A loss taken in a period where a company’s allowable tax deductions are greater
than its taxable income. When more expenses than revenues are incurred during the period, the net
operating loss for the company can generally be used to recover past tax payments.
Parent-Subsidiary Controlled Group – If a partnership (or S corporation or C corporation) owns more
than 50% of another entity.
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Qualified Business Income Deduction – For taxable years beginning after December 31, 2017,
taxpayers other than corporations may be entitled to a deduction of up to 20 percent of their qualified
business income from a qualified trade or business under the Tax Cuts and Jobs Act. This deduction
can be taken in addition to the standard or itemized deductions. The deduction is subject to multiple
limitations based on the type of trade or business, the taxpayer’s taxable income, the amount of W-2
wages paid with respect to the qualified trade or business, and the unadjusted basis of qualified property
held by the trade or business. Notwithstanding these limitations, however, taxpayers with qualified
business income (which does not include income from performing services as an employee) and with
taxable income under $157,500, or $315,000 for joint returns, will generally be eligible for the deduction.
Qualified Improvement Property – As of the TCJA, a combination of previously identified qualified
leasehold improvement property, qualified restaurant property, and qualified retail improvement property.
Section 179 Expensing – Allows a taxpayer to elect to deduct the cost of certain types of property on
their income taxes as an expense, rather than requiring the cost of the property to be capitalized and
depreciated.
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PASS-THROUGH ENTITIES (COURSE #3002A)
FINAL EXAM
The following exam will not be graded. It is attached only for your convenience while you read the course text. To
access the exam to be submitted for grading, go to your account and select Take Exam.
1. Which of the following filed the most number
of business tax returns in the federal
government’s fiscal year 2017:
A.
B.
C.
D.

C corporations
partnerships
S corporations
sole proprietorships

2. Which of the following is correct regarding
the impact of the TCJA on the special tax rate
for personal service corporations:
A. the TCJA eliminated the special rate
B. the TCJA did not make any changes to the
35% flat tax rate
C. the TCJA reduced the flat tax rate to 30% for
2018
D. the TCJA increased the flat tax rate to 40%
for 2018
3. Which of the following are the two passthrough business entities recognized in the
tax law:
A.
B.
C.
D.

an S corporation and a C corporation
an S corporation and a partnership
a partnership and a C corporation
a partnership and a sole proprietorship

4. Which of the following is not correct regarding
an S corporation:
A. an S corporation may have no more than
100 shareholders
B. an S corporation may have only one class of
stock outstanding
C. at least 50% of the shareholders (at the
election date) must consent to the S election
D. a company electing S corporation status
must file Form 2553 with the IRS Center
where the company files its tax returns
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5. Which of the following is a change made by the
TCJA related to the rules regarding eligibility
of a corporation for S status:
A. it increased the number of allowable
shareholders
B. it eliminated the provision whereby a
potential current beneficiary needed to be a
U.S. citizen or resident
C. it reduced the number of shareholders
required to consent to a corporation’s S
election
D. all of the above
6. Which of the following must be true for a
person to claim the Section 83(i) deferral:
A. the individual must not have owned more
than 1 percent of the stock in the corporation
during any time in the preceding 10 years
B. the individual must not have ever been
the chief executive officer or chief financial
officer of the corporation
C. both A and B above
D. none of the above
7. Which of the following is correct regarding
the cash method of accounting:
A. a taxpayer who uses the cash method for tax
purposes must also use the cash method for
financial statement purposes
B. there is no requirement of conformity to
financial statements if the taxpayer uses the
cash method for tax purposes
C. the IRS may require that books and records
provide a proper reconciliation between
the financial statement method and the tax
method
D. cash method deductions are identical to the
income recognition rules

8. Under the TCJA, what is the threshold to
determine whether or not inventories are
necessary to clearly reflect income for taxable
years beginning after 2017:
A.
B.
C.
D.

$1,000,000
$5,000,000
$10,000,000
$25,000,000

9. According to Section 448, which of the
following must use the accrual method
regardless of its amount of gross receipts:
A. a tax shelter
B. a personal service corporation
C. an affiliated service group
D. an S corporation
10. Which of the following is correct regarding
the TCJA and “farming” partnerships with a C
corporation partner:
A. the TCJA eliminated the need for accrual
accounting for these businesses
B. the TCJA expanded the availability of the use
of the cash method of accounting for these
businesses
C. the TCJA reduced the availability of the use
of the cash method of accounting for these
businesses
D. the TCJA did not make any changes for the
accounting for these businesses
11. The TCJA applies the $25,000,000 threshold
from Code Section 448 to UNICAP, but this
rule does not apply to which of the following:
A. proprietorships
B. partnerships
C. corporations
D. tax shelters

12. Under the TCJA, bonus depreciation is
available on which of the following:
A.
B.
C.
D.

tangible property
intangible property
used property
both A and C above

13. What is the bonus depreciation rate for
property purchased before September 28,
2017, but not placed in service until 2018:
A.
B.
C.
D.

30%
40%
50%
100%

14. Which of the following is correct regarding
Section 179 elections:
A.
B.
C.
D.

the election is irrevocable
it must be applied to an entire asset class
it is scaleable
it is unavailable for commercially available
computer software

15. The $1,000,000 Section 179
limitation applies at what level:
A.
B.
C.
D.

the partner/shareholder level
the entity level
both A and B above
neither A nor B above

16. Which of the following is correct regarding
the business interest limitation phaseouts:
A. phaseout ranges are based on gross receipts
B. phaseout ranges are based on taxable
income
C. both A and B above
D. there is no phaseout range
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expensing

17. The interest deduction limitation applies to
which of the following:
A.
B.
C.
D.

C corporations
S corporations
partnerships
all of the above

18. A REIT must distribute what percentage of its
taxable income to its owners:
A.
B.
C.
D.

50%
75%
90%
100%

19. What is the taxable income threshold for a
taxpayer with a filing status of single for the
income from specified services to constitute
qualified business income:
A.
B.
C.
D.

$50,000
$157,500
$315,000
$415,000

20. All of the following are factors an S corporation
should consider in determining whether its
operations consist of one or more activities
except:
A. the amount of taxable income
B. similarities and differences in types of trades
and businesses
C. the extent of common control
D. geographical location
21. Which of the following type of service business
was specifically excluded from Section 199A:
A. health
B. law
C. architecture
D. investment management
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22. Which of the following is not included in the
W-2 wage base for purposes of Section 199A:
A. wages paid in Puerto Rico
B. any payment subject to either FICA or
withholding
C. guaranteed payments to partners
D. all of the above
23. In general, a substantial understatement of
income tax exists when the understatement
exceeds the greater of $5,000 or 10 percent
of the correct tax for the year. If a taxpayer is
claiming the Section 199A deduction, which
of the following is correct regarding the 10
percent threshold:
A.
B.
C.
D.

it is reduced to 3 percent
it is reduced to 5 percent
it is increased to 15 percent
it is increased to 20 percent

24. Which of the following taxes can be reduced
by the qualified business income (QBI)
deduction:
A.
B.
C.
D.

regular income tax
self-employment tax
net investment income tax
all of the above

25. The TCJA limits the deduction for all taxes
allowed as itemized deductions to how much
per year:
A.
B.
C.
D.

$10,000
$20,000
$25,000
unlimited

26. What is the maximum excess business loss a
single taxpayer can deduct beginning in 2018:
A.
B.
C.
D.

$100,000
$250,000
$500,000
unlimited

27. Under the TCJA, what is the expiration of the
carryforward period for net operating losses:
A.
B.
C.
D.

10 years
15 years
20 years
none of the above; there is no expiration

28. Under the TCJA, the net operating loss
deduction can offset how much of the taxable
income in any one year:
A.
B.
C.
D.

no more than 50%
no more than 80%
no more than 90%
100%

29. Which of the following is a change made by the
TCJA to the rules dealing with partnerships:
A. the TCJA changed the rules dealing with the
merger of partnerships
B. the TCJA changed the rules regarding the
termination of a partnership resulting from
incorporating or electing corporate tax status
C. the TCJA changed the rules related to the
technical termination resulting from the
exchange of 50% or more of the capital and
profits interests in a partnership within a
12-month period
D. all of the above
30. If a C corporation who has used LIFO for the
past 5 years converts to S status in 2018, at
what rate would the LIFO recapture be taxed:
A.
B.
C.
D.

0%
21%
35%
39.6%
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