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Disclaimer

IRS CIRCULAR 230 DISCLOSURE:
Unless explicitly stated to the contrary,  this outline, the presentation to which it 
relates and any other documents or attachments are not intended or written to  be 
used, and cannot be used, for the purpose of (i) avoiding penalties under  the 
Internal Revenue Code or (ii) promoting, marketing, or recommending to  another 
party any transaction or matter addressed herein. 
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• Change in Carried Interest Rules
• Change in Partnership Termination Rule
• Application of New Interest Deduction 

Limitation to Partnerships and S Corporations
• 20% Deduction for Pass-Through Income

– Overview
– QTB/service limitation
– wages/property limitation
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Carried Interest Reform

• Generally, a profits interest in a partnership can be 
granted to a recipient in exchange for or in connection 
with services on a tax-free basis.  See, e.g., Rev. Proc. 
2001-43.

• A so-called “carried interest” is a profits interest that a 
partnership grants to the manager or general partner at 
the outset.  Assuming any conditions on the carried 
interest are met, the recipient is entitled to an interest in 
the profits of the partnership.

• Sometimes these profits are subject to clawback 
limitations.

• To the extent the profits of the partnership consist of long-
term capital gains, the recipient is entitled to a share of 
such gains.
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Carried Interest Reform – Holding Period

• The Tax Cuts and Jobs Act of 2017 (TCJA) changes 
these rules by adding a holding period.

• Under new Code section 1061, the recipient of a profits 
interest will only be entitled to LTCG treatment if he or 
she holds the interest for three (3) years rather than one 
year.

• Note that the three-year holding period applies whether or 
not a Section 83(b) election is made.  Instead, the holding 
period begins on the date of grant.

• (Note that this does not impact the long-running debate 
as to whether a recipient of a profits interest should make 
a Section 83(b) election.)
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Carried Interest Reform -- Exclusions

• Technically, any capital gains allocated to the recipient 
that do not meet the three-year holding period are treated 
as short-term capital gains.

• To the extent provided in regulations, the new rule does 
not apply to income or gain attributable to any asset not 
held for portfolio investment on behalf of third party 
investors.

• This language is not ideal, but appears to carve out relief 
for partnerships engaged in a trade or business and/or 
partnerships consisting of related parties (such as a 
family member or a “colleague”(defined as a person who 
performed a service in the same trade or business in 
which the taxpayer performed a service)).
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Carried Interest Reform -- Details

• The new holding period only applies to an “applicable 
partnership interest” (“API”).

• An API is any interest in a partnership that, directly or 
indirectly, is transferred to (or held by) the taxpayer in 
connection with the performance of services in any 
“applicable trade or business.”  The services may be 
performed by the taxpayer or a related person.

• The legislative history makes clear that this test is met 
even if the taxpayer makes contributions to the 
partnership.
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Carried Interest Reform -- Details

• An applicable partnership interest does not include an 
interest held by a person:

• who is employed by another entity that is conducting a 
trade or business 

• which trade or business is not an applicable trade or 
business) and 

• who provides services only to the other entity. 
• A partnership profits interest granted to a corporation is 

not an API.

8



Carried Interest Reform -- Details

• Recall that for an API, a taxpayer (or a related party) must 
perform services in an “applicable trade or business” 
(“ATB”).

• An ATB means any activity (regardless of whether the 
activity is conducted in one or more entities) that consists 
in whole or in part of: (1) raising or returning capital, (2) 
investing in (or disposing of) specified assets (or 
identifying specified assets for investing or disposition), or 
(3) developing specified assets.

• Services performed as an employee of an applicable 
trade or business are treated as performed in an 
applicable trade or business for purposes of this rule.
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Carried Interest Reform -- Details

“Specified assets” means
• securities (generally as defined under rules for mark-to-

market accounting for securities dealers), 
• commodities (as defined under rules for mark-to-market 

accounting for commodities dealers), 
• real estate held for rental or investment, 
• cash or cash equivalents, 
• options or derivative contracts with respect to such 

securities, commodities, real estate, cash or cash 
equivalents, or

• an interest in a partnership to the extent of the 
partnership’s proportionate interest in the foregoing.
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Carried Interest Reform – Transfer Rule

• If a taxpayer transfers an API, directly or indirectly, to a 
person related to the taxpayer, then the taxpayer includes 
in gross income as short-term capital gain so much of the 
taxpayer’s net long-term capital gain attributable to the 
sale or exchange of an asset held for not more than three 
years as is allocable to the API.

• The amount included as short-term capital gain on the 
transfer is reduced by the amount treated as short-term 
capital gain on the transfer for the taxable year under the 
general rule of new Section 1061.

• A related person for this purpose is a family member or 
colleague.
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Partnership Termination Rules

• Under old Code Section 708, a partnership was treated 
as terminated in two situations:
• no part of any business, financial operation, or 

venture of the partnership continues to be carried on 
by any of its partners in a partnership, or 

• within a 12-month period there is a sale or exchange 
of 50 percent or more of the total interest in 
partnership capital and profits

• The latter situation is the so-called “technical 
termination.”
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Partnership Termination Rules

• Under a technical termination, there is a deemed 
contribution of all the partnership’s assets and liabilities 
to a new partnership in exchange for an interest in the 
new partnership, followed by a deemed distribution of 
interests in the new partnership to the purchasing 
partners and the other remaining partners.

• The three main consequences of this are:
• the partnership’s taxable year closes, potentially 

resulting in short taxable years,
• partnership-level elections generally cease to apply 

following a technical termination, and 
• a technical termination generally results in the restart 

of partnership depreciation recovery periods.
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Partnership Termination Rules

• Because of these vexsome consequences, it was 
common to structure transactions around this rule (e.g., 
transfer 49% today and the balance in 12 months and a 
day).

• The TCJA repeals the so-called technical terminations 
rule.

• The change is effective for partnership tax years 
beginning after 2017.
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Interest Expense Reform

• TCJA changes the rules for interest expense deductions.
• Under prior law, a business could deduct interest 

expense, subject generally to accounting rules like OID 
and certain other limitations.

• Starting with 2018, an additional limitation is added:  
interest is deductible only to the extent of 30% of the 
taxpayer’s EBITDA.

• Starting in 2022, the limitation drops to 30% of EBIT.
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Interest Expense Reform

• No grandfathering of existing debt or transition period 
relief.

• However, taxpayers with annual gross receipts less than 
$25mm are exempt, and certain real estate, farming, 
regulated utilities, and certain other businesses are 
exempt.

• Floor financing plans are exempted.
• For corporations, the 30% limit applies on a consolidated 

basis.
• For pass-throughs, the application of the 30% limit is 

complex (see below).

16



Interest Expense Reform

• The effect of this change is to defer, not re-characterize 
interest.

• Any disallowed interest expense carries forward 
indefinitely for use in future years.

• Also, the limitation is on net interest expense.  Lending 
businesses that both receive and pay significant amounts 
of interest may not be affected.

• The limitation applies to business interest, not investment 
interest.  A pure investment partnership may not be 
affected by this limitation (although there are other 
limitations on investment interest).
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Interest Expense Reform – Example 1

• The deduction limitation on interest expense from a 
partnership is determined at the partnership level.

• Example 1:  XYZ corp is a 50% partner in Newco, a 
partnership.  Newco has $200 of non-interest income and 
$40 of interest expense.

• Under the new limitation, Newco can deduct up to $60 of 
interest expense.  Because Newco has only $40 of 
interest expense, the $20 difference is treated as “excess 
taxable income” (“ETI”) and handled separately (see 
below).

• Newco nets the $200 income against the $40 expense, 
for net income of $160.  $80 is allocated to XYZ.
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Interest Expense Reform – Example 1

• Assume XYZ has zero net income from the rest of its 

operations and $25 of interest expense.  If it calculated its 

interest expense with the benefit of XYZ’s $80 net 

allocation from Newco, it would be double counting.

• Conversely, if XYZ is unable to get some benefit from the 

fact that Newco has income in excess of what it needed 

to absorb its own partnership-level interest expense, it 

would hurt XYZ.

• To resolve this, XYZ is not permitted to include any 

income from Newco’s partnership operations in XYZ’s 

own calculations, except that XYZ is permitted to deduct 

an amount of its own interest equal to its share of 

Newco’s ETI.
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Interest Expense Reform – Example 1

• Recall that Newco had $20 of ETI, which is allocated 
among partners in the same ratio as each partner’s share 
of nonseparately stated taxable income or loss.

• Thus, XYZ is allocated $10 of Newco’s ETI and can 
deduct $10 of its $25 of intertest expense.
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Interest Expense Reform – Example 2

• Example 2:  Same facts, but Newco has $100 of non-
interest income and $40 of interest expense.

• Thus, the partnership can only deduct $30 of interest 
expense and the remaining $10 is treated as “excess 
business interest” (“EBI”) and specially treated.  Thus, 
Newco has $70 of net income.

• In this scenario there is no ETI for the partnership, but the 
EBI is allocated to each partner in the same proportion as 
nonseparately stated taxable income or loss.

• In the case of XYZ, Newco allocates $35 of net income to 
XYZ (50% x $70) and separately reports $5 of EBI to XYZ 
(50% of $10).
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Interest Expense Reform – Example 2

• In the next year, XYZ can deduct the $5 of EBI only to the 
extent of ETI allocated to it by Newco.  It cannot be offset 
against other income or against ETI from a different 
partnership. EBI is not carried forward by the Newco into 
a future year.

• Furthermore, XYZ’s basis in Newco is reduced (but not 
below zero) by any EBI at the time it is allocated.  
However, if and when Newco allocates ETI to XYZ in a 
subsequent year and the EBI is deducted for tax 
purposes, there is no additional basis reduction.

• If XYZ sell’s its partnership interest in Newco before any 
EBI is deducted, any remaining basis reductions 
attributable to EBI are eliminated (restored).
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Interest Expense Reform – Example 2

• The EBI mechanism does not apply to S corporations.  
Thus, if an S corporation cannot deduct all its interest 
expense, the disallowed portion carries forward within the 
S corporation.  The corresponding EBI basis mechanics 
also do not apply to S corporations.
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20% Pass-Through Deduction

• The TCJA creates a new deduction that effectively lowers 
the tax rates on income allocated by an entity taxed as a 
partnership, an S corporation or a sole proprietorship.

• Individuals, trusts and estates can reduce the taxable 
income allocated through a pass-through by 20% in 
certain circumstances.  (Does not apply to C corporations 
that are partners.)

• Assuming an individual was subject to the new top rate of 
37%, this will lower the effective tax rate on pass-through 
income to about 30%.

• The deduction ends after 2025.
• There are many limitations on this benefit.
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20% Pass-Through Deduction

• Conceptually, it may be easiest to under the pass-through 

deduction as having three major limitations:

• The QTB/service limitation

• The wage/property limitation

• The netting limitation

• We will discuss each of these in turn, but note that the 

first two limitations do not apply to taxpayers under 

certain income thresholds.

25



QTB/Service Limitation

• The pass-through deduction generally only applies to 
“qualified business income” (“QBI”).

• QBI is income from a US trade or business, but generally 
excludes passive investment income and compensatory 
income.

• By definition, QBI means the net amount of qualified 
items of income, gain, deduction, and loss with respect to 
a qualified trade or business (“QTB”). 
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QTB/Service Limitation

• A QTB means any trade or business other than a 
specified service trade or business and other than the 
trade or business of being an employee.

• The definition of “specified service trade or business” has 
two parts:  a state list of occupations and a general 
definition.

• The general definition is 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.

• Note that this is an extremely broad definition that could 
capture many situations that were not intended.
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QTB/Service Limitation
The fixed list includes 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,
• investing and investment management, and
• trading, or dealing in securities, partnership interests, or 

commodities.
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QTB/Service Limitation

• Note that late in the legislative process, the fields of 
engineering and architecture were dropped from this list.

• As discussed below, if a taxpayer comes below certain 
income thresholds, the specified service limitation does 
not apply.
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Wages/Property Limitation

• Generally, the deduction is the lesser of:

– 20% of the taxpayer’s QBI

– The alternative base amount.

• The alternative base amount is the greater of:

– 50% of the W-2 wages with respect to a business, or

– The sum of 25% of the W-2 wages and 2.5% of the tax 
basis of the qualified property of the business

• These limitations are meant to restrict the deduction to 
“real” businesses rather than investment partnerships or 
structured arrangements.
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Wages/Property Limitation

• The amount of W-2 wages for this limitation is subject to 
several caveats.
• First, the term “W-2 wages” means, with respect to 

any partnership for any taxable year of such 
partnership, the amounts properly reported and paid 
by the partnership on an employee’s W-2 statement 
as wages (section 6051(a)(3) and (8)).

• Second, the wages at issue must be properly 
allocable to the QBI at issue and cannot be unrelated 
wage expense.

• Third, the term only include wages properly included 
in a return properly and timely filed with the Social 
Security Administration.
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Wages/Property Limitation

• In the case of a partnership, the pass-through deduction 
is determined at the partner level.  Accordingly, the 
amount of W-2 wages allocated to the partner must be 
determined.

• Each partner is treated as having W-2 wages equal to 
such person’s “allocable share” of the partnership’s W–2 
wages.

• For these purposes, a partner’s allocable share of W-2 
wages is determined in the same manner as the partner’s 
allocable share of wage expense. 
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Wages/Property Limitation

The definition of “qualified property” for purposes of the 
wages/property limitation means:

• tangible property of a character subject to the allowance 
for depreciation under section 167,

• which is held by, and available for use in, the QTB at the 
close of the taxable year,

• which is used at any point during the taxable year in the 
production of QBI, and

• for which the depreciation period has not ended before 
the close of the taxable year.
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Wages/Property Limitation

• 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:

• the date that is 10 years after such date, or
• 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 section 168(g)).

• Thus, even if you elect to expense an asset, you get the 
benefit of the acquisition date tax basis.
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Wages/Property Limitation

• As with the wage component, the amount of the 
unadjusted basis of a partnership’s qualified property 
allocated to the partner must be determined.

• Each partner is treated as having an “allocable share” of 
the partnership’s unadjusted basis of qualified property .

• For these purposes, a partner’s allocable share of the 
unadjusted basis of qualified property shall be determined 
in the same manner as the partner’s or shareholder’s 
allocable share of depreciation expense.
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Section 199A
Income Threshold Exception

• W-2/Property limitation does not apply if taxable income does 
not exceed threshold amount
• $157,500 for single individuals
• $315,000 for married filing jointly

• Services limitation does not apply if taxable income does not 
exceed threshold amount

• Thus, full 20% deduction available for taxpayers whose 
taxable income does not exceed threshold amount
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Section 199A
Income Threshold Exception

• Phase in of W-2/Property Limitation

• Phase-In for Taxable Income of Individuals
• $157,500-$207,500 for single individuals
• $315,000-$415,000 for married filing jointly

• If taxable income is in phase-in window, the W-2/Property 
Limitation partially applies
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Section 199A
Income Threshold Exception

• Phase in of W-2/Property Limitation

• Methodology
1. Determine 20% of QBI
2. Determine W-2/Property Limitation
3. Subtract (2) from (1), which is the “excess amount”
4. Portion of excess amount not deductible is equal to the 

percentage that taxable income exceeds threshold 
amount divided by $100,000 ($50,000 in case of single 
individual)

5. QBI Deduction = W-2/Property Limitation + Excess 
Amount not Disallowed
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Section 199A
Income Threshold Exception

• Example:  Assume that a married couple who files jointly has 
taxable income of $375,000.  The qualified business income is 
$300,000, and the W-2/Property Limitation is $40,000.

1. Determine 20% of QBI  $60,000
2. Determine W-2/Property Limitation  $40,000
3. Subtract (2) from (1), which is the “excess amount” 

$20,000
4. Portion of excess amount not deductible is equal to the 

percentage that taxable income exceeds threshold 
amount  ($375,000-$315,000)/$100,000 = 60% of excess 
amount not deductible

5. QBI Deduction = $40,000 + $8,000
40



Section 199A
Income Threshold Exception

• Phase in of Services Limitation

• Phase-In for Taxable Income of Individuals
• $157,500-$207,500 for single individuals
• $315,000-$415,000 for married filing jointly

• If taxable income is in phase-in window, the Services 
Limitation partially applies
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Section 199A
Income Threshold Exception

• Phase in of Services Limitation

• Methodology
1. Determine 20% of QBI
2. Portion of QBI from specified services business not 

deductible is equal to the percentage that taxable income 
exceeds threshold amount divided by $100,000 ($50,000 
in case of single individual)

3. QBI Deduction = 20% of QBI minus amount disallowed 
under phase in
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Section 199A
Income Threshold Exception

• Example:  Assume that a married couple who files jointly has 
taxable income of $375,000.  The qualified business income 
from a specified services business is $300,000. 

1. Determine 20% of QBI  $60,000
2. Portion of QBI from specified services business not 

deductible is equal to the percentage that taxable income 
exceeds threshold amount divided by $100,000 ($50,000 
in case of single individual) ($375,000-
$315,000)/$100,000 = 60% not deductible

3. QBI Deduction = $24,000
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Section 199A
Qualified Business Income/Netting

• Qualified Business Income reduced by losses from qualified 
trade or business

• Example:  Taxpayer has qualified business income of $75,000 
from qualified business A and a qualified business loss of 
$50,000 from qualified business B in Year 1. Taxpayer’s total 
QBI for Year 1 is $25,000, and the general deduction is $5,000
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Section 199A
Qualified Business Income/Netting

• If losses exceed QBI from other activities, excess loss carried 
over and reduces QBI from future years

• Example:  Taxpayer has qualified business income of $30,000 
from qualified business A and a qualified business loss of 
$50,000 from qualified business B in Year 1. Taxpayer is not 
permitted a deduction for Year 1 and has a carryover qualified 
business loss of $20,000 to Year 2. In Year 2, Taxpayer has 
qualified business income of $30,000 from qualified business 
A and qualified business income of $70,000 from qualified 
business B. Taxpayer reduces the 20% deductible amount 
determined for the qualified business income of $100,000 from 
qualified businesses A and B by 20% of the $20,000 carryover 
qualified business loss. 45



Section 199A - Qualified Business 
Income/Miscellaneous Rules

• Exclusions from QBI – Certain items excluded from QBI even 
if effectively connected with a qualified trade or business

• Capital gains and losses
• Dividends and dividend equivalents
• Interest income other than interest income that is properly 

allocable to a trade or business 
• Commodity transactions & foreign currency gains/losses
• Income and deductions from notional principal contracts
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Section 199A - Qualified Business 
Income/Miscellaneous Rules

• Exclusions from QBI – Publicly Traded Partnership (“PTP”) 
income generally excluded from QBI, but 20% of PTP income 
included in “combined QBI” eligible for 20% deduction

• PTP Income the sum of 
• the net amount of the taxpayer's allocable share of each 

qualified item of income gain deduction and loss from a 
PTP that isn't treated as a corporation for tax purposes; 
and

• any gain recognized by the taxpayer upon the disposition 
of his or her interest in the PTP that isn't treated as a 
corporation for tax purposes and that isn’t treated as 
capital gain under the “hot asset” rules
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Section 199A - Qualified Business 
Income/Miscellaneous Rules

• Exclusions from QBI – Qualfied REIT dividends generally 
excluded from QBI, but 20% of qualified REIT dividends 
included in “combined QBI” eligible for 20% deduction

• Qualified REIT Dividend is any dividend from a REIT received 
during the tax year that isn't a capital gain dividend and isn't 
qualified dividend income
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Section 199A - Qualified Business 
Income/Miscellaneous Rules

• Exclusions from QBI – Certain payments for services not 
included in QBI

• Reasonable amounts paid as compensation to taxpayer by 
qualified trade or business
• Characterization of a portion of business income as 

reasonable compensation?

• Guaranteed payments to partners for services rendered

• Section 707(a) recharacterized allocations of partnership 
profits as amounts paid for services
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Section 199A - Planning Strategies & 
Observations

• Choice of entity considerations

• Guaranteed payments vs. distributive share of partnership 
income 

• S Corporation reasonable compensation issues
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