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Tax Cuts &Jobs Act Provision To Benefit
Businesses withiPass Through Income

Businesses with pass-through income that qutalify,
to take advantage of the provisioffinclude

01 02 03

Partnerships S Corporations Sole Proprietorships

Effective 2018 - 2025
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Benefits of the §199A Provision

The Qualified B

Income (QBI) de
allows individ

deduction of uj

against income from pass-
through businesses

The deduction can

potentially decrease the
effective tax rate on Also called the “§199A
business income from 37% deduction”
10.29.6% for those in the

top bracket

Qualified Business Income (QBI)

QBlis
generally
ordinary

income earned

by a business
within the

United States

QBI does not
include
investment
items such as
interest,
dividends, or
capital gains
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QBI Threshold Amount

To qualify for the QBI deduction the taxpayers income must be below the
“Threshold Amount”

Threshold Amount
Married Filing Joint
$315,000

Threshold Amount All
Other Filers $157,500
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Calculatio Amount

* 20% of QBI

For individuals from pass

with taxable through; or
income below the + 20% of the
Threshold Amount § following

formula, taxable
income less net
capital gains

the deduction is
the lesser of:
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Calculation of Taxable Income

Taxable income is For example: A single
calculated after taxpayer with
above-the-line $200,000 of QBI can

; still qualify for the
deductions and deduction IF they have

either the other deductions that
standard or bring their taxable
itemized income below the
deduction. $157,500 Threshold
Amount
[ Polston




Income Above The Threshold

The deduction may be
limited when taxable
income exceeds the
threshold amount by:

$100,000
for MFJ filers

$50,000
for all other filers

If certain criteria are not
met, the deduction can
be lost entirely when
taxable income exceeds
the upper limits:

$415,000
for MFJ filers

$207,500
for all other filers

Income That Exceeds Upper Limits

Tax Payer with income above the upper limits must met two
requirements to qualify for the deduction:

1. The income may not 2. The “Qualified Trade
be generated by a or Business” generating
“Specified Service the income must either

Business” ; AND pay wages or own

property
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Specified Service Business (SSB)
@ Health
@ Law

@ Performing Arts
@ Consulting

@ Brokerage Services
@ Investing
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Qualified Trade or
Business (QTB)
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Calculation of QTB Income Over the Upper Limit

0

@ The 20% deduction of QB is limited to

the greater of

@ 50% of Allocable W-2 Wages paid by the
business; of

Tax Planning:

Optimizing The QBI Deduction

The QBI deduction is dictated by:

The income level of the Whether the entity is an The entity structure of Whether or not the
taxpayer SSBorQTB the business generating business pays wages or

the income owns property

PolstonTax.Com




Maximizing the Opportunity to Benefit
from the New Provision

The new QBI deduction can result in significant tax savings. Business restructuring may be necessary to maximize the benefit such as:

Recategorizing income -
Income reduction ) " Hiring more W-2
from a specified service i
strategies to stay below . employees or owning
business into non-
the income threshold " - property
specified service

business income

Evaluate if Business is Structured to
Optimally Benefit from Deduction

Examples of preliminary questions:

Could this married couple benefit from changing their filing status from MFJ to Married Filing Separate this year? Is the
business income of one spouse below the threshold amount? (This must be weighed against the changed income tax

brackets for MFJ and MFS to calculate the total savings/loss)
Could this business benefit from revisiting the compensation model in place?
Does this business have the ability to increase deductions claimed?

Would the amount of the deduction increase if independent contractors were converted to employees? (This must be

weighed against the cost of payroll taxes, benefits, etc.)

Would the business benefit by owning property?
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Example 1

Bill and Sally are married and have always filed a joint return. Bill is a W-2
employee and makes a $400,000 salary as a corporate executive. Sally is a sole-
proprietor CPA (a specified service business) whose business is estimated to
generate a net business profit of $175,000. Together, Bill and Sally’s taxable
income is well over the $415,000 upper limit of the phase-out for the QBI
deduction for joint filers. Thus, Bill and Sally are unable to claim any amount of
QBI deduction for Sally’s otherwise-eligible business income. Assuming no other
deductions or credits, Bill and Sally would have a total 2018 federal income tax
liability (including Sally’s self-employment tax) of $164,036.

Source: https://www.kitces.com
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Example 2

Continuing the prior example but using the Married Filing Separately status,
instead of jointly, not much changes for Bill, other than switching over to the
married-filing-separate brackets and getting a $12,000 standard deduction (half
that of those filing a joint return). Ultimately, his $400,000 salary results in a
standalone $115,725 federal income tax liability for 2018.

Things do change rather significantly for Sally though. Now, “unshackled” from
Bill's high salary (talk about a nice problem), Sally is able to reap the benefit of a
substantial QBI deduction. After accounting for self-employment tax and her own
standard deduction, Sally would be eligible for a $30,539 QBI deduction. Her
resulting taxable income of $122,157 leaves her with a tax bill of $44,545.

Source: https://www.kitces.com

Example 3

Clarence is a plumber and earns a salary of $150,000 per year from his
employment with ABC Plumbers. That $150,000 is fully subject to federal income
tax. Alternatively, suppose Clarence goes to his employer and together, they agree
to terminate Clarence as an employee and to contract Clarence directly, as a sole

proprietor, for $160,000 annually. The net result to each, after account for the

higher compensation but the shift in employment taxes (i.e. FICA and FUTA) is
roughly the same. Now, however, Clarence could potentially receive a substantial
QBI deduction. As an added bonus, Clarence would now be able to deduct items

such as the cost of uniforms, equipment, mileage between work sites, etc., as

business expenses... which is especially appealing since such unreimbursed
business expenses are no longer even deductible as they were in the past, thanks

to the Tax Cuts and Jobs Act!
Source: https://www.kitces.com

Example 4

Alicia runs a successful widget-making company, and earns $600,000. With
$600,000 of business profits, Alicia’s potential 20%-of-QBI deduction could be as
much as $120,000. Unfortunately, however, Alicia designed the widgets several
years ago, and has utilized outside labor to both manufacture and distribute her
product. She has no depreciable business property, and no W-2 wages paid. Thus,
even though Alicia does not operate a specialize trade or service business, she is
presently unable to claim any QBI deduction, as she’s limited to either 50% of W-2
wages, or 25% of W-2 wages plus 2.5% of her depreciable property... all of which is
S0t

Source: https://www.kitces.com
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Example 5

Suppose, however, that in 2018, Alicia paid $325,000 to independent contractors
for their distribution services. Here, a “simple” change could have dramatic tax
savings for Alicia. Alicia could decide to bring her distribution in-house, and hire
the sales personnel as full-time employees. Consider what would happen if she
hired three full-time salespersons at a salary of $85,000 each ($255,000 total).

After factoring in employment taxes, benefits, etc., her total outlay for sales might
be about the same, but now she'd have a business that paid $255,000 of wages.

Absent other factors, Alicia’s QBI deduction of $120,000 would be allowed
because it is less than $127,500 (which is 50% of the total wages paid). The end
result for Alicia is a similar net payment to her contractors/employees, but a
personal federal income tax savings of roughly $40,000!

Source: https://www.kitces.com

Example 6

Kelly is the owner of a successful sole proprietorship that is NOT a specified
service business, but nonetheless has no W-2 employees (just some independent
contractors) or depreciable property. In 2018, Kelly is projected to have net
business profits of $750,000. Despite the fact that Kelly's business is not a
specified service business, she will be unable to claim any QBI deduction for 2018
because her income is too high, and her QBI deduction isn’t “saved” by (25% to
50% of) W-2 wages paid or (2.5% of) depreciable property.

Source: https://www.kitces.com

Example 7

Suppose, however, that Kelly changes her business entity type to an S corporation,
and pays herself a $300,000 salary. Now, after paying Kelly her salary, Kelly's
business will have a net profit of $450,000. Her potential QBI deduction here is
$90,000, and now, even though her total income is still $750,000 and well above
the upper-limit of the QBI deduction phase-out range, her deduction is “saved”, as
the limit of 50%-of- W-2 wages paid by her business would leave enough room to
claim the $90,000 QBI deduction... even though the W-2 wages were simply paid
to herself! And in addition, she may even save a small amount of FICA Medicare
taxes as well (on the $450,000 of S corporation profits not taxed as employment
income!).

Source: https://www.kitces.com
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What Does This Mean?

Tax Reform Has Changed the Game for Business Owners!

Tax Planning is
crucial to ensure
business owners
maximize
allowable
deduction and
lower tax brackets

New lowers
corporate tax rates
could result in that

structure being
better overall for a
business - 21%
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What Should Your Tax Professional Be
Asking To Save You Money?

@ In-depth details about your business

@ What the long-term goals are for your

business

Conclusion

Implementing strategies to optimize this deduction will be a critical aspect of tax planning going forward.

There is an absence of guidance on the interpretation and application of the law.

Varying results based on entity type are likely unintended consequences.

Case Law Precedent from Tax Court may be 2 or more years away.

Legislative intent and well-reasoned arguments may prevail in the absence of authoritative interpretation.
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Questions?

Rachel Pappy, Attorney | Partner
Rachel.Pappy@PolstonTax.com

Anna Raney, Business Development Manager
Anna@PolstonTax.com
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