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Beach Reading:   
Notice of Proposed Rulemaking –  
Qualified Business Income Deduction

Struggling to find a page-turning read for that late summer beach escape?  May we 

recommend the 184 pages of blissful decadence that comprise the Internal Revenue 

Service’s August 2018 Notice of Proposed Rulemaking (NPR) regarding the Qualified 

Business Income (QBI) deduction under the Tax Cuts & Jobs Act (TCJA).  Like a tightly 

wound murder mystery, the regulations weave a complex web.  Tax code sections 

take the place of characters, the regulation’s intricacies unspooling as the narrative 

continues, relationships between Tax Code sections becoming (somewhat) clearer 

as the story (i.e., the regulation) progresses.  As the NPR continues its inexorable 

march, certain storylines (i.e., planning opportunities) are forestalled, yet the NPR 

creates a glimmer of other opportunities.1 

The Abridged Version of the NPR in One Sentence

Bank shareholders are eligible for the 20% Qualified Business Income deduction.2 

Intrigued?  If so, the story continues.

Prologue

Before examining the NPR, several tax-related trends are evident in 2018 regulatory 

filings.

1.	 Effective tax rates are falling

2.	 	More banks are converting from S corporations to C corporations

3.	 Securities portfolio allocations are evolving

Despite the attention it receives, tax reform is not solely responsible for improving 

bank profitability in 2018.  Table 1 on the next page illustrates that pre-tax return on 

tangible common equity (ROATCE) has expanded in 2018, consistent with widening 

net interest margins for many banks and constrained credit costs.  Effective tax rates 

declined from approximately 30% in the first half of 2017 to 21% in the comparable 

2018 period, allowing banks to leverage the 50 to 100 basis point pre-tax ROATCE 

expansion into 150 to 200 basis points of after-tax ROATCE expansion.

Table 2 on page three indicates conversion activity from C corporation to  

S corporation status.  Following tax reform, conversions increased significantly, as 53 

banks changed their tax status in the first six months of 2018 versus nine in the prior 

year period.  Nevertheless, this represents only a sliver of the approximately 2,000 

1	 As for literary criticism, Mercer Capital does not render tax or legal advice, and readers should consult 
with appropriate professionals regarding the application of Section 199A to any specific circumstances.  

2	 To expound upon our arbitrary one sentence limitation, it was relatively clear in the Tax Cuts & Jobs Act 
that bank shareholders are eligible for the 20% Qualified Business Income deduction, but the August 2018 
NPR confirms this eligibility.  
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banks taxed as S corporations.  Several large S corporation banks elected to be 

taxed as C corporations in 2018; as a result, banks collectively holding $44 billion of 

assets converted in 2018, relative to only $5 billion in the prior year period.

After passage of tax reform, some observers speculated that more conversion activity 

from S corporation to C corporation status would occur in states with relatively high 

personal tax rates, due to the $10 thousand limitation on the deductibility of state 

and local taxes.  However, this trend is not yet apparent in conversion activity, as the 

states experiencing the most conversion activity include jurisdictions with both higher 

and lower personal tax rates.

While more banks converted from S corporations to C corporations in 2018, relatively 

few did the reverse.  As indicated in Table 3 on the next page, nine banks converted 

from a C corporation to an S corporation in the first half of 2018, relative to 14 such 

conversions in the first half of 2017.

Table 1

Pre-Tax Return on  
Tangible Common Equity

After-Tax Return on  
Tangible Common Equity Effective Tax Rate

Total Assets YTD 2017 YTD 2018 YTD 2017 YTD 2018 YTD 2017 YTD 2018

< $250 Million 8.8% 9.7% 6.6% 7.9% 29% 21%

$250 - $500 Million 11.5% 12.1% 8.1% 9.6% 31% 21%

$500 Million - $1.0 Billion 12.0% 12.9% 8.4% 10.2% 31% 21%

$1.0 - $5.0 Billion 14.2% 14.7% 9.9% 11.8% 32% 21%

YTD through June 30th;  Source:  Call Report filings, S&P Global Market Intelligence, Mercer Capital research

What We’re Reading

Danielle DiMartino Booth discusses the rise in student debt and how student loans may 

be crowding out debt capacity for other items as graduates enter the work force.

Scott Siegler at Bank Director reviews what banks should keep in mind about fintech 

partnerships and the potential benefits of such partnerships.

De novo banks have begun to increase after a period of slow activity. An article at 

Banking Exchange discusses possible reasons and potential implications.

http://www.mercercapital.com
http://mercercapital.com/insights/newsletters/bank-watch/
https://www.bloomberg.com/view/articles/2018-08-20/student-loans-are-starting-to-bite-the-economy
https://www.bankdirector.com/index.php/issues/strategy/what-banks-need-know-about-fintech-partnerships/
https://www.bankdirector.com/index.php/issues/strategy/what-banks-need-know-about-fintech-partnerships/
http://www.bankingexchange.com/news-feed/item/7594-de-novo-organizers-following-the-crowds?Itemid=639
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Table 2 Table 3

Convert from S Corp to C Corp

No. of Banks Converting Total Assets ($000s)

YTD 2018 YTD 2017 YTD 2018 YTD 2017

Texas 13 3 $16,288,585 $569,280 

Minnesota 9 1 2,368,336 44,955 

Oklahoma 8 0 3,592,411 0 

Nebraska 5 0 1,687,735 0 

Illinois 4 1 6,122,358 139,893 

Arkansas 2 0 1,752,091 0 

California 2 0 1,558,594 0 

Florida 2 0 626,813 0 

Colorado 2 1 491,318 3,743,892 

Nevada 1 0 5,438,642 0 

North Dakota 1 0 1,269,511 0 

South Dakota 1 0 1,064,583 0 

Louisiana 1 0 992,674 0 

Iowa 1 0 859,274 0 

Montana 1 1 77,351 59,477 

Tennessee 0 1 0 483,864 

Wyoming 0 1 0 290,715 

Total 53 9 $44,190,276 $5,332,076 

YTD through June 30th;  Source:  Call Report filings, S&P Global Market Intelligence, Mercer Capital research

Convert from C Corp to S Corp

No. of Banks Converting Total Assets ($000s)

YTD 2018 YTD 2017 YTD 2018 YTD 2017

Missouri 2 0 $428,281 $0 

Minnesota 2 2 197,489 81,203 

Georgia 1 1 470,246 114,269 

Montana 1 0 389,636 0 

Indiana 1 0 198,998 0 

Iowa 1 0 156,443 0 

Oklahoma 1 1 77,843 60,059 

Texas 0 2 0 370,055 

Arkansas 0 2 0 216,002 

Illinois 0 1 0 325,223 

South Dakota 0 1 0 29,204 

Kentucky 0 1 0 130,934 

Nebraska 0 1 0 94,566 

Louisiana 0 1 0 49,772 

Florida 0 1 0 167,501 

Total 9 14 $1,918,936 $1,638,788 

YTD through June 30th;  Source:  Call Report filings, S&P Global Market Intelligence, Mercer Capital research

http://www.mercercapital.com
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Third, tax reform may influence banks’ investment portfolio 

positioning.  While portfolio allocations reflect many factors, Chart 1  

suggests that tax reform has affected investment strategies.  

Municipal securities remained relatively stable throughout 2017 

at 28% of total securities; however, the proportion of municipal 

securities dropped to 26.9% at March 31, 2018 and 26.5% at 

June 30, 2018.  This trend is consistent with our experience, where 

banks are not liquidating municipal securities due to tax reform but, 

at the margin, may prefer taxable alternatives for new purchases.

Refresher

Internal Revenue Code Section 199A provides a 20% deduction 

against the income reported by owners of sole proprietorships, 

partnerships, and S corporations.  If only tax code provisions 

could be described in one sentence, though.  The deduction 

may be taken against income generated by a Qualified Trade or 

Business (QTB).  A QTB, in turn, is any business, other than a 

Specified Service Trade or Business (SSTB).

In addition, certain W-2 income and asset limitations exist that may limit the 20% 

deduction.  Lastly, individuals with income below certain levels may escape the 

SSTB and W-2 income/asset limitations; therefore, these owners would receive the 

20% deduction whereas owners with higher incomes would not.  The NPR provides 

guidance regarding, among other items, the definitions of QTBs and SSTBs.

Other Issues

While banks definitely are eligible for the 20% Qualified Business Income deduction, 

several other items covered by the NPR may be of interest to bankers.

Qualified Trade or Business Definition  

An entity must be a Qualified Trade or Business to receive the 20% QBI deduction.  

From the TCJA, however, it was unclear if a QTB must be a “Section 162 trade 

or business.”  While the Internal Revenue Code and regulations contain various 

definitions of a “business,” Section 162 contains a relatively restrictive definition.  

Unfortunately for taxpayers, the NPR adopts the Section 162 definition.

While Section 162 has existed for many years, the regulations and case law 

interpreting the provision remain somewhat vague.  One significant concern is that 

certain real estate entities will not be deemed Section 162 trades or businesses, 

therefore becoming ineligible for the 20% QBI deduction.  For example, entities 

Chart 1: Community Bank Municipal Bond Holdings
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holding properties subject to triple net leases may face difficulties meeting the Section 

162 requirements.  From a credit standpoint, banks should be aware that tax savings 

expected by owners of certain real estate entities may not materialize.

The TCJA’s Definition of an SSTB

Entities providing professional services generally are deemed SSTBs.  The business 

reality, though, is that some companies provide both a tangible product (like a 

widget) and services that would meet the definition of an SSTB (such as educational 

services regarding widgets).  Will a company offering some consulting services, no 

matter how small a share of revenues, be deemed an SSTB?  Under the TCJA, it was 

unclear.  The NPR creates a de minimis exception for companies with small amounts 

of service revenues, although the thresholds appear relatively low to us.

The TCJA also includes a “catch-all” provision deeming as SSTBs any businesses 

for which the reputation or skill of its owners or employees is a principal asset.  This 

broad provision potentially captures a large swath of small businesses; for example, 

the reputation of a restaurant’s chef may result in the restaurant being deemed an 

SSTB.  This result appears inconsistent with the TCJA’s statutory intent, and the NPR 

significantly limits the scope of the catch-all provision.

The “Crack and Pack” Strategy

Commentators noted that the TCJA created a tax planning opportunity for businesses 

deemed SSTBs.  For example, consider a law firm that owns a building in which it 

operates.  The law firm is an SSTB and its partners ineligible for the 20% deduction.  

The partners could transfer the building to a new real estate holding company, which 

is not deemed an SSTB.  Therefore, the law firm partners have shifted income – via 

rent payments from the law firm to the real estate holding entity – from the SSTB (the 

law firm) to an entity qualifying for the QBI deduction (the real estate entity).  

Alas, the IRS cracked down on the “crack and pack” strategy.  The NPR provides 

that income from a commonly-controlled entity that provides services to an SSTB 

is ineligible for the 20% deduction.  However, the NPR may not entirely foreclose 

on all planning strategies.  While the NPR limits the QBI deduction for commonly-

controlled entities, commonality is deemed to exist if the businesses share 50% or 

more ownership.  Therefore, the law firm may transfer its building to an entity owned 

equally by the law firm partners, an accounting firm’s partners, and a physician group.  

Since common control does not exist (i.e., neither the attorneys nor the accountants 

nor the physicians control more than 50% of the real estate firm’s ownership), the 

Recent Transaction

Mercer Capital served as financial advisor to 

Richwood, Ohio-based Richwood Bancshares, 

Inc. (“Richwood”), which announced on July 

25, 2018, that it had entered into a definitive 

agreement to acquire Springfield, Ohio-based 

Home City Financial Corporation (OTC: HCFL) 

for $31.7 million of cash.  On a pro forma basis as 

of March 31, Richwood’s assets will increase to 

$687 million from $520 million, while its footprint 

will expand to a fifth county in Central Ohio.  The 

transaction is expected to close during the fourth 

quarter of 2018.

Learn More about our  

Transaction Advisory Services >

http://www.mercercapital.com
http://mercercapital.com/insights/newsletters/bank-watch/
https://mercercapital.com/services/depository-institutions/transaction-advisory/
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owners of the various services firms would be eligible for the 20% deduction on the 

real estate entity’s earnings.  To bankers, business reorganizations triggered by the 

deduction limitations applicable to SSTBs may trigger lending requirements.

Conclusion

Like a good novel, the NPR’s “plot” is not fully resolved – some questions remain 

unanswered and multiple interpretations of other provisions are possible.  Perhaps a 

sequel to the NPR is in order.

Andrew K. Gibbs, CFA, CPA/ABV

901.322.9726 

gibbsa@mercercapital.com

Join Us at This Year’s Fi FinTech Roundup
October 10-12 // Fredericksburg, TX
Free for Bankers

Join Jay Wilson in October at the FI FinTech conference in 

Fredericksburg, Texas. This complimentary event for bankers features 

roundtable discussions from community bankers, FinTech experts, and 

regulators with the aim of helping community bankers implement FinTech 

that benefits their banks. Jay will facilitate a roundtable discussion on the 

topic of Mergers & Acquisitions.

Learn More & Register for the Event >

http://www.mercercapital.com
http://mercercapital.com/insights/newsletters/bank-watch/
https://mercercapital.com/professional/andy-gibbs/
mailto:gibbsa%40mercercapital.com?subject=
https://mercercapital.com/professional/jay-wilson/
https://www.fifintech.com/
https://www.fifintech.com/
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Mercer Capital’s Bank Group Index Overview Return Stratification of U.S. Banks

by Asset Size

Median Valuation Multiples

Median Total Return as of July 31, 2018 Median Valuation Multiples as of July 31, 2018

Indices
Month-to- 

Date
Year-to- 

Date
Last 12 

 Months
Price/ 

LTM EPS
Price /  

2018 (E) EPS
Price /  

2019 (E) EPS
Price /  

Book Value

Price /  
Tangible Book 

Value
Dividend  

Yield

Atlantic Coast Index -2.0% 6.7% 14.1% 21.2x 15.7x 14.5x 142% 161% 1.8%

Midwest Index -0.2% 8.7% 16.6% 19.6x 14.0x 12.7x 154% 188% 2.0%

Northeast Index 0.4% 9.7% 17.2% 19.8x 14.7x 13.0x 151% 171% 2.0%

Southeast Index -0.7% 9.9% 15.4% 24.5x 16.1x 13.6x 147% 159% 1.3%

West Index -0.9% 13.0% 22.4% 18.6x 15.1x 15.0x 157% 171% 1.5%

Community Bank Index -0.6% 9.2% 16.8% 20.4x 14.9x 13.3x 150% 172% 1.8%

SNL Bank Index 5.4% 3.0% 15.9%

Mercer Capital’s Public Market Indicators August 2018

Assets 
$250 -
$500M

Assets 
$500M -

$1B

Assets $1 -
$5B

Assets $5 -
$10B

Assets > 
$10B

Month-to-Date 1.35% -1.25% -0.14% 1.68% 5.73%
Year-to-Date -1.55% 10.51% 8.46% 8.33% 2.57%
Last 12 Months 15.9% 20.5% 15.1% 12.6% 16.1%
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2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 LTM
U.S. 19.9% 18.7% 12.0% 6.9% 6.3% 5.4% 4.3% 5.5% 7.5% 7.5% 6.1% 10.0% 10.5%
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Price / 
LTM  

Earnings

Price/  
Tang. 

BV

Price /  
Core Dep 
Premium

No.  
of  

Deals

Median 
Deal  

Value 
($M)

Target’s  
Median  
Assets 
($000)

Target’s 
Median 

LTM  
ROAE 

Atlantic Coast 23.1x 162% 10.0% 10 81.8 438,579 9.2%

Midwest 20.0x 175% 9.5% 80 57.6 131,930 9.6%

Northeast 29.9x 194% 12.1% 9 54.3 273,567 6.2%

Southeast 20.5x 169% 9.2% 38 53.6 218,701 9.1%

West 23.6x 205% 12.1% 23 110.1 536,111 9.7%

National Community 
Banks

22.2x 181% 10.5% 160 59.3 231,918 9.1%

Source: S&P Global Market Intelligence

Median Valuation Multiples for M&A Deals

Target Banks’ Assets <$5B and LTM ROE >5%, 12 months ended July 2018

Median Core Deposit Multiples

Target Banks’ Assets <$5B and LTM ROE >5%

Median Price/Tangible Book Value Multiples

Target Banks’ Assets <$5B and LTM ROE >5%

Median Price/Earnings Multiples

Target Banks’ Assets <$5B and LTM ROE >5%

Mercer Capital’s M&A Market Indicators August 2018
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Updated weekly, Mercer Capital’s Regional Public Bank Peer Reports offer a closer 
look at the market pricing and performance of publicly traded banks in the states of 
five U.S. regions. Click on the map to view the reports from the representative region.
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Mercer Capital assists banks, thrifts, and credit unions with significant corporate 
valuation requirements, transactional advisory services, and other strategic 
decisions.

Mercer Capital pairs analytical rigor with industry knowledge to deliver unique insight into issues facing banks.  These 

insights underpin the valuation analyses that are at the heart of Mercer Capital’s services to depository institutions.

»» Bank valuation

»» Financial reporting for banks

»» Goodwill impairment

»» Litigation support

»» Stress Testing

Mercer Capital is a thought-leader among valuation firms in the banking industry. In addition to scores of articles and 

books, Creating Strategic Value Through Financial Technology, The ESOP Handbook for Banks, Acquiring a Failed 

Bank, The Bank Director’s Valuation Handbook, and Valuing Financial Institutions, Mercer Capital professionals 

speak at industry and educational conferences.

For more information about Mercer Capital, visit www.mercercapital.com.

Mercer 
Capital
Financial Institutions Services

Jeff K. Davis, CFA

615.345.0350

jeffdavis@mercercapital.com 

Andrew K. Gibbs, CFA, CPA/ABV 

901.322.9726

gibbsa@mercercapital.com

Jay D. Wilson, Jr., CFA, ASA, CBA 

469.778.5860

wilsonj@mercercapital.com

MERCER CAPITAL

Memphis

5100 Poplar Avenue, Suite 2600

Memphis, Tennessee 38137

901.685.2120

Dallas

12201 Merit Drive, Suite 480

Dallas, Texas 75251

214.468.8400

Nashville

102 Woodmont Blvd., Suite 231

Nashville, Tennessee 37205

615.345.0350

www.mercercapital.com

Contact Us
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to receive this complimentary publication, visit our web site at www.mercercapital.com.

»» Loan portfolio valuation

»» Tax compliance

»» Transaction advisory

»» Strategic planning
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