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New IRS 199A Regulations
Benefit Out-of-Favor
Service Businesses

If you were not in one of the named groups above, you
likely worried about being in a reputation or skill outof-favor specified service business. If you were
worried, you joined a large group of worried
businesses, because many businesses depend on
reputation and/or skill for success.

If you operate an out-of-favor business (known in the
law as a “specified service trade or business”) and
your taxable income is more than $207,500 (single) or
$415,000 (married, filing jointly), your Section 199A
deduction is easy to compute. It’s zero.

For example, the National Association of Realtors
believed real estate agents fell into this out-of-favor
category.

This out-of-favor specified service trade or business
group includes any trade or business

 involving the performance of services in the

fields of health, law, consulting, athletics,
financial services, and brokerage services; or

 where the principal asset of such trade or

business is the reputation or skill of one or
more of its employees or owners; or

 that involves the performance of services that

consist of investing and investment
management trading or dealing in securities,
partnership interests, or commodities. For this
purpose, a security and a commodity have the
meanings provided in the rules for the mark-tomarket accounting method for dealers in
securities [Internal Revenue Code Sections
475(c)(2) and 475(e)(2), respectively].

But don’t worry, be happy. The IRS has come to the
rescue by regulating the draconian reputation and/or
skill provision down to almost nothing. The reputation
and/or skill out-of-favor specified service business
includes you if you

 receive fees, compensation, or other income
for endorsing products or services;

 license or receive fees, compensation, or other

income for the use of your image, likeness,
name, signature, voice, trademark, or any other
symbols associated with your identity; or

 receive fees, compensation, or other income
for appearing at an event or on radio,
television, or another media format.

Example. Harry is a well-known chef and the sole
owner of multiple restaurants, each of which is a
single-member LLC—disregarded tax entities that are
taxed as proprietorships. Due to Harry’s skill and
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reputation as a chef, he receives an endorsement fee of
$500,000 for the use of his name on a line of cooking
utensils and cookware.
Results. Harry’s restaurant business is not an out-offavor business, but his endorsement fee is an out-offavor specified service business.
If you have questions about how the law will treat your
business income for the new Section 199A 20 percent
tax deduction, please give us a call, and we’ll examine
your situation.

Does Your Rental Qualify for a
199A Deduction?

2. You rent the property to a “commonly
controlled” trade or business.

Your rental qualifying as a Section 162 trade or
business gets you other important tax benefits:

 Tax-favored Section 1231 treatment
 Business use of an office in your home (and, if
it’s treated as a principal office, related
business deductions for traveling to and from
your rental properties)

 Business (versus investment) treatment of
meetings, seminars, and conventions

The IRS, in its new proposed Section 199A
regulations, defines when a rental property qualifies
for the 20 percent tax deduction under new tax code
Section 199A.
One part of the good news on this clarification is that it
does not require that we learn any new regulations or
rules. Existing rules govern. The existing rules require
that you know when your rental is a tax law–defined
rental business and when it is not. For the new 20
percent tax deduction under Section 199A, you want
rentals that the tax law deems businesses.
You may find the idea of a rental property as a
business strange because you report the rental on
Schedule E of your Form 1040. But you will be happy
to know that Schedule E rentals are often businesses
for purposes of not only the Section 199A tax
deduction but also additional tax code sections, giving
you even juicier tax benefits.
Under the proposed regulations, you have two ways
for the IRS to treat your rental activity as a business
for the Section 199A deduction:

1. The rental property qualifies as a trade or
business under tax code Section 162.

If your rental activity doesn’t qualify as a Section 162
trade or business, it will qualify for the 20 percent
Section 199A tax deduction if you rent it to a
commonly controlled trade or business.

How to Find Your Section
199A Deduction with Multiple
Businesses
If at all possible, you want to qualify for the 20 percent
tax deduction offered by new tax code Section 199A to
proprietorships, partnerships, and S corporations (passthrough entities).

Basic Rules—Below the Threshold
If your taxable income is equal to or below the
threshold of $315,000 (married, filing jointly) or
$157,500 (single), follow the three steps below to
determine your Section 199A tax deduction with
multiple businesses or activities.
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Step 1. Determine your qualified business income 20
percent deduction amount for each trade or business
separately.
Step 2. Add together the amounts from Step 1, and
also add 20 percent of

 real estate investment trust (REIT) dividends
and

 qualified publicly traded partnership income.
This is your “combined qualified business income
amount.”
Step 3. Your Section 199A deduction is the lesser of

1. 20 percent of the qualified business income for
that business, or

2. the greater of (a) 50 percent of the W-2 wages

with respect to that business or (b) the sum of
25 percent of W-2 wages with respect to that
business plus 2.5 percent of the unadjusted
basis immediately after acquisition of qualified
property with respect to that business.

If You Are in the Phase-In/Phase-Out Zone
If you have taxable income between $157,500 and
$207,500 (or $315,000 and $415,000 joint), then apply
the phase-in protocol.

 your combined qualified business income
amount or

If You Have Losses

 20 percent of your taxable income (after
subtracting net capital gains).

Above the Threshold—Aggregation Not
Elected

If you do not elect aggregation and you have taxable
income above $207,500 (or $415,000 on a joint
return), you apply the following additions to the above
rules:

If one of your businesses has negative qualified
business income (a loss) in a tax year, then you
allocate that negative qualified business income pro
rata to the other businesses with positive qualified
business income. You allocate the loss only. You do
not allocate wages and property amounts from the
business with the loss to the other trades or businesses.
If your overall qualified business income for the tax
year is negative, your Section 199A deduction is zero
for the year. In this situation, you carry forward the
negative amount to the next tax year.

 If you have an out-of-favor specified service

business, its qualified business income amount
is $0 because you are above the taxable
income threshold.

 For your in-favor businesses, you apply the

wage and qualified property limitation on a
business-by-business basis to determine your
qualified business income amount.

The wage and property limitations work like this: for
each business, you find the lesser of

Aggregation of Businesses—Qualification
The Section 199A regulations allow you to aggregate
businesses so that you have only one Section 199A
calculation using the combined qualified business
income, wage, and qualified property amounts.
To aggregate businesses for Section 199A purposes,
you must show that
 you or a group of people, directly or indirectly,
owns 50 percent or more of each business for a
majority of the taxable year;
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 you report all items attributable to each

business on returns with the same taxable year,
not considering short taxable years;

 none of the businesses to be aggregated is an
out-of-favor, specified service business; and

 your businesses satisfy at least two of the

following three factors based on the facts and
circumstances:

1. The businesses provide products and
services that are the same or are
customarily offered together.
2. The businesses share facilities or share
significant centralized business
elements, such as personnel,
accounting, legal, manufacturing,
purchasing, human resources, or
information technology resources.
3. The businesses operate in coordination
with or in reliance upon one or more of
the businesses in the aggregated group
(for example, supply chain
interdependencies).

Help Employees Cover
Medical Expenses with a
QSEHRA
If you are a small employer (fewer than 50
employees), you should consider the qualified smallemployer health reimbursement account (QSEHRA) as
a good way to help your employees with their medical
expenses.
If the QSEHRA is indeed going to be your plan of
choice, then you have three good reasons to get that
QSEHRA plan in place on or before October 2, 2018.
First, this avoids penalties. Second, your employees
will have the time they need to select health insurance.

Third, you will have your plan in place on January 1,
2019, when you need it.
One very attractive aspect of the QSEHRA is that it
can reimburse individually purchased insurance
without your suffering the $100-a-day per-employee
penalty. The second and perhaps most attractive aspect
of the QSEHRA is that you know your costs per
employee. The costs are fixed—by you.
Eligible employer. To be an eligible employer, you
must have fewer than 50 eligible employees and not
offer group health or a flexible spending arrangement
to any employee. For the QSEHRA, group health
includes excepted benefit plans such as vision and
dental, so don’t offer them either.
Eligible employees. All employees are eligible
employees, but the QSEHRA may exclude

 employees who have not completed 90 days of
service with you,

 employees who have not attained age 25
before the beginning of the plan year,

 part-time or seasonal employees,
 employees covered by a collective bargaining

agreement if health benefits were the subject of
good-faith bargaining, and

 employees who are non-resident aliens with no
earned income from sources within the United
States.

Dollar limits. Tax law indexes the dollar limits for
inflation. The 2018 limits are $5,050 for self-only
coverage and $10,250 for family coverage. For partyear coverage, you prorate the limit to reflect the
number of months the QSEHRA covers the individual.
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