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The Life-Changing Magic of Tidying Up Partnerships

by Libin Zhang

Marie Kondo’s best-selling book, The Life-
Changing Magic of Tidying Up (2011), promotes an 
increasingly popular way of organizing one’s 
personal possessions. Using the KonMari method, 
a person should gather together all of his 
belongings, keep only those things that “spark 
joy,” thank the items being discarded for their past 
service, and choose a proper place for the items 
remaining.

A similar approach can be applied by 
organizations that have many partnerships and 
other tax entities, such as real estate companies. 
Structural simplification can be particularly 
helpful in dealing with the section 199A 
passthrough business income deduction and the 
section 163(j) business interest deduction 
limitation, as enacted by the Tax Cuts and Jobs 
Act.

Section 199A Business Income Deduction
New section 199A provides a 20 percent 

deduction from 2018 through 2025 for an 
individual’s ordinary income from certain trades 
and businesses. For a lower-income taxpayer, the 

deduction is generally available for all trades and 
businesses, but there are two restrictions for 
higher-income taxpayers.1

The first restriction denies the section 199A 
deduction for specified service trades or 
businesses (SSTBs), including legal, accounting, 
health, consulting, asset management, and other 
service professions, as well as day trading and 
sports team ownership.2 Each SSTB has its own 
definition under final regulations released 
January 18. For instance, the term “health 
services” includes doctors, nurses, veterinarians, 
and pharmacists, but excludes health salons and 
nail spas.3

More relevant for complex organizations is the 
second restriction, which provides that the section 
199A deduction for a trade or business is generally 
limited to the greater of 50 percent of the W-2 
wages of that trade or business, or (if greater) 2.5 
percent of the unadjusted basis of specified 
depreciable property used in that trade or 
business plus 25 percent of its W-2 wages.4 This 
limitation is applied separately to each trade or 
business, so that excess W-2 wages or basis from 
one business cannot offset any wage or basis 
deficit in another.

Each partnership or other tax entity must 
identify its separate trades or businesses and 
determine the qualified business income, W-2 
wages, and unadjusted basis of depreciable 
property used in each one. When tiers of 
partnerships are involved, the lower-tier entities 
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1
Higher-income taxpayers include a married couple filing jointly in 

2018 with taxable incomes exceeding $315,000. The two restrictions are 
phased in over an income range that may result in marginal federal 
income tax rates of more than 64 percent. See generally Libin Zhang, 
“Marginal Income Tax Rates of the Passthrough Business Deduction,” 
Tax Notes, May 21, 2018, p. 1139.

2
Section 199A(d)(2); and reg. section 1.199A-5(b).

3
Reg. section 1.199A-5(b)(2)(ii).

4
Section 199A(b)(2)(B).
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calculate their tax items and allocate them to the 
upper-tier partnerships, which engage in their 
own cascading tax calculations. Combining 
entities and their businesses may reduce tax 
compliance burdens, as well as allow fuller use of 
W-2 wages and unadjusted basis.

Regulations provide aggregation rules for 
similar trades or businesses that are under 
common control and meet other specific 
requirements,5 but those rules are limited. For 
example, a residential building generally cannot 
be combined with a commercial rental office 
building,6 and each tax entity must still report at 
least one trade or business.

The section 199A deduction is allowed only 
for trade or business income, not investment 
income. A safe harbor provides that a real estate 
enterprise is a trade or business if its owner, 
employees, independent contractors, or agents 
spend at least 250 hours a year on specified rental 
services for that enterprise.7 Because the trade or 
business determination is made separately for 
each tax entity, combined entities may find it 
easier to reach the 250-hour threshold.

A trade or business may consist of both SSTB 
activities and non-SSTB activities. A de minimis 
rule provides that an entire trade or business can 
qualify for the section 199A deduction if its SSTB 
gross receipts are less than 10 percent of total 
business gross receipts (5 percent if the business 
has more than $25 million in gross receipts for the 
year).8 But the de minimis rule is a sharp cliff in 
that any greater share of SSTB gross receipts 
causes the entire trade or business to be an SSTB. 
Combining multiple businesses may result in a 
greater capacity for SSTB receipts and eliminate 
any SSTB gross receipts arising from 
intercompany management fees and other 
payments, to not be on the wrong side of the cliff.

For example, suppose a taxpayer graduates 
from the University of American Samoa Law 
School and starts a legal practice, which is an 
SSTB. If he also acquires a car wash facility with 
high gross receipts, the combined operations may 

be allowed the section 199A deduction if the legal 
service fees are less than 10 percent (or 5 percent) 
of total business gross receipts. The legal and 
(vehicular) laundering trade or business should 
keep one set of inseparable books and records and 
take other necessary steps to be a single trade or 
business.

Section 163(j) Business Interest Limitation
New section 163(j) limits a taxpayer’s ability to 

deduct some business interest expenses. This 
limitation has both substantive tax costs and 
significant implementation costs, especially after 
439 pages of proposed regulations were released 
on November 26, 2018.9 For example, a 
partnership must sometimes use an 11-step 
process to allocate deductible business interest 
expense and other section 163(j) items to its 
partners.10

The business interest limitation applies to all 
taxpayers, including individuals, partnerships, 
domestic corporations, and some foreign 
corporations, except for a narrow set of small 
businesses. For a partnership, the limitation is 
applied at the partnership level, with its 
deductible net business interest expense generally 
limited to 30 percent of its earnings before 
interest, tax, depreciation, and amortization (or 
earnings before interest and taxes after 2021). 
Special carryover rules apply to disallowed 
partnership business interest expense, which are 
the subject of some interpretive disagreements 
between Treasury and Congress.11 Either way, the 
carryovers are generally deductible only when the 
same partnership has future income. In other 
words, partnership-level business interest 
expenses are effectively siloed and isolated within 
each partnership.

For example, two individuals, Gus and Max, 
are equal partners in two partnerships, X and Y. 
Partnership X has $100 of EBITDA and $50 of 
business interest expense from its slow-cooked 

5
Reg. section 1.199A-4.

6
Reg. section 1.199A-4(d)(17), Example 17.

7
Notice 2019-7.

8
Reg. section 1.199A-5(c).

9
REG-106089-18.

10
For a more detailed discussion of section 163(j), three exceptions, 

and the 11-step process, see Zhang, “Links to the Past: Old Exceptions to 
New Interest Deduction Limitations,” Tax Notes, Jan. 21, 2019, p. 271.

11
Compare prop. reg. section 1.163(j)-6(g), with H. Conf. Rep. 115-466, 

at 391, and Joint Committee on Taxation, “General Explanation of Public 
Law 115-97,” JCS-1-18, at 177-178 (Dec. 20, 2018).
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chicken restaurants, whereas partnership Y has 
$100 of EBITDA and $10 of business interest 
expense from a pharmaceutical distribution 
business. Partnership X may only deduct $30 of 
business interest expense (that is, 30 percent of its 
$100 EBITDA), while its remaining $20 of 
business interest expense is disallowed. The 
disallowed expense generally can only be used 
against future income from X. Partnership Y 
deducts all $10 of business interest expense, and 
in fact can allocate some “excess taxable income” 
to its partners, but that does not free up the $20 of 
disallowed business interest expense from 
partnership X.

In contrast, if the two partnerships were 
merged into a single tax entity, the $200 total 
EBITDA would permit all $60 of combined 
business interest expense to be deducted.

A real estate business can avoid the business 
interest limitation by making a real property trade 
or business (RPTB) election.12 The trade-off is that 
the electing RPTB must apply longer depreciation 
recovery periods to some real property. A 
residential rental building acquired before 2018 is 
depreciated over 40 years, rather than the usual 
27.5 years.13 Although many real estate companies 
are making the RPTB election and forgoing the 
faster tax depreciation, others may be better off 
avoiding the business interest limitation 
numerically.

The section 163(j) proposed regulations do not 
address tiered partnerships. An upper-tier 
partnership (UTP) might borrow money to 
acquire an interest in a lower-tier partnership 
(LTP) that owns rental real property. The 
proposed regulations suggest that a partner in a 
real property partnership is engaged in an RPTB 
and can also make the RPTB election.14 If LTP does 
not or cannot make the election (for example, 
because it is exempt from the business interest 
limitation as a small business) but UTP does make 
the election, it is unclear whether UTP must 
redetermine its share of LTP’s depreciation 
deductions, and how much information LTP 
should provide to UTP for the computations.

Similarly, the proposed regulations do not 
address the proper treatment of self-charged 
interest, such as if UTP makes a loan to LTP or 
receives a guaranteed payment from LTP. It is 
possible that LTP has interest expense or a 
guaranteed payment deduction that is disallowed 
by the business interest limitation, while UTP has 
income that is unused although the preamble 
suggests Treasury is considering more favorable 
results. All the tiered partnership issues may be 
avoided by combining the tiers.

An antiabuse rule provides that an RPTB 
cannot make the RPTB election if at least 80 
percent of its real property is leased to a trade or 
business under 50 percent common control.15 The 
preamble to the proposed regulations states that 
the antiabuse rule was intended to discourage 
“non-economic structures where the real estate 
components of non-real-estate businesses are 
separated from the rest of such businesses in 
order to artificially reduce the application of 
section 163(j) by leasing the real property to the 
taxpayer or a related party of the taxpayer and 
electing for this ‘business’ to be an excepted real 
property trade or business.”

But the antiabuse rule does not apply solely to 
non-real-estate business lessees. A partnership 
may own a motel property and lease it to a related 
partnership that operates the motel. The lessor 
partnership may not be able to make the RPTB 
election because of the antiabuse rule, even 
though the lessee or the combined operation is an 
RPTB.16 The lessor and the lessee may be better off 
by being combined, or at least being disregarded 
entities (for income tax purposes) wholly owned 
by the same taxpayer.

Conclusion
The merits of tidying up are not limited to the 

two tax provisions discussed in this article. 
Combining entities may reduce complexities that 
arise from the base erosion and antiabuse tax, 
global intangible low-taxed income, and other 
TCJA tax reforms and simplifications. 

12
Section 163(j)(7)(B).

13
Rev. Proc. 2019-8, 2019-3 IRB 347, section 4.01.

14
Prop. reg. section 1.469-9(b)(2)(iii)(E), Example 5.

15
Prop. reg. section 1.163(j)-9(h)(1).

16
Even when the lessee is operating a non-real-estate business, it may 

be less leveraged relative to the lessor for financing or other business 
reasons, so that the combined operation is numerically not subject to the 
business interest limitation.
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Coincidentally, most partnerships are subject in 
2018 for the first time to the new centralized 
partnership audit rules, as enacted by the 
Bipartisan Budget Act of 2015. A detailed 
discussion of the audit rules is beyond the scope 
of this article, but there can be substantive and 
administrative benefits in reducing the number of 
entities subject to the rules and increasing the 
possibility of electing out.

Any simplification effort should carefully 
examine whether there may be collateral tax and 
nontax consequences, such as different tax 
elections for each entity, section 1031 exchange 
holding periods, state income allocation and 
apportionment, transfer taxes, or lender consents. 
Some of the original motivations for multiple tax 
entities, like reducing the Washington 
unincorporated business tax and the Puerto Rico 
income tax, may have become obsolete. An 
organization may consider the ZhanLibi method 
to review each partnership or other tax entity, 
thank the unwanted entities before merging them 
away or converting them to disregarded entities 
for income tax purposes, and keep only those 
entities that spark joy, or at least do not cause so 
much headache for their tax departments and 
accountants.
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