
TREASURY GUIDANCE ON THE 20% DEDUCTION FOR PASS-THROUGH ENTITY INCOME  
CONFIRMS ELIGIBILITY OF PEO CLIENTS AS NAPEO REQUESTED 

 

On August 8, 2018, the Treasury Department and IRS released proposed regulations (regulations) under 
new Code section 199A – the new 20% deduction for Qualified Business Income (QBI) that business 
owners receive from pass-through entities (e.g., partnerships, S Corporations, or sole proprietorships).  
The complex new regulations provide computational, definitional, and anti-avoidance guidance for 
taxpayers who may be eligible to claim the 20% deduction. 

Below is a very brief summary of some of the key provisions in the regulations.  A thorough review of 
the regulations and their implications will likely keep accountants and lawyers busy for quite some time, 
and all owners of pass-through entities should consider discussing these issues with their trusted 
advisors.  But, as NAPEO expected and as discussed further below, the regulations confirm that PEO 
clients that are pass-through entities can now be confident that doing business with a PEO will not 
impede their access to the new 20% deduction. 

*  *  *  *  *  * 
 
General Rules for Calculating the Deduction: Subject to certain additional limits, the regulations confirm 
that each individual pass-through business owner may be able to claim the section 199A deduction for 
the lesser of: 

(i) 20% of the combined QBI from the individual’s trades or businesses, plus 20% of the 
individual’s combined qualified REIT dividends and qualified Publicly Traded Partnership (PTP) 
income; or  
(ii) 20% of the amount by which the individual’s taxable income exceeds the individual’s net 
capital gain. 

 
Trade or Business Definition: The regulations adopt a fairly broad reading of what constitutes a trade or 
business for purposes of the new deduction, basing the rule on the existing case law and administrative 
guidance interpreting the meaning of trade or business under Code section 162(a).  Many of the rules 
for calculating the new 20% deduction must be performed independently for each trade or business of 
the individual taxpayer, although some aggregation of businesses is allowed (see below).   
 
QBI Defined: QBI is generally defined as the net amount of qualified items of income, gain, deduction, 
and loss with respect to a qualified trade or business of the individual, but QBI does not (among other 
limits) include (i) reasonable compensation paid to an S Corp. owner for services rendered with respect 
to the trade or business, or (ii) guaranteed payments paid by a partnership to a partner for services 
rendered with respect to the trade or business.  
 
Special Rules for Individuals with Taxable Income In Excess of Threshold Amounts: For individuals with 
taxable income (from all sources) above the threshold amounts of $157,500 for individuals and 



$315,000 for joint returns (in 2018), there are additional limitations based on (1) the W-2 wages paid by 
the pass-through entity and (2) whether the business is a Specified Service Trade or Business (SSTB)   
 
W-2 Wage Limitation: Generally, for individuals with taxable income above the threshold amounts, the 
QBI from any trade or business is generally capped at an amount equal to 50% of the individual’s 
allocable share of W-2 wages paid by such trade or business.  An alternative limitation (that may be 
advantageous to certain capital-intensive industries) caps the QBI at 25% of W-2 wages plus 2.5% 
percent of the unadjusted basis immediately after acquisition (UBIA) of qualified property.  The 
regulations provide rules on the calculation of UBIA. 
 
Treatment of W-2 Wages Reported by a PEO:  As expected, the regulations confirm that an individual or 
pass-through entity “may take into account any W-2 wages paid by another person and reported by the 
other person on Forms W-2 with the other person as the employer listed in Box c of the Forms W-2, 
provided that the W-2 wages were paid to common law employees or officers of the individual or [pass-
through entity] for employment by the individual or [pass-through entity].”  Thus, in a traditional 
PEO/client co-employment relationship, eligible owners of pass-through entities may take into account 
their allocable share of PEO-reported W-2 wages paid to work site employees providing services to the 
pass-through entity in determining their eligibility for and calculating the amount of the section 199A 
deduction.  Of course, the regulations also make clear that in such cases the PEO is precluded from 
taking such wages into account for purposes of determining the PEO’s own eligibility for the section 
199A deduction. 
 
Limitations on SSTBs: For individuals with income in excess of the thresholds, income from an SSTB is 
excluded from QBI and none of the W-2 wages (or UBIA of qualified property) with respect to the SSTB 
may be taken into account for purposes of section 199A.  Consistent with the statute, the proposed 
regulations define an SSTB as (1) 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, or 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, and (2) any trade or business that involves 
the performance of services that consist of investing and investment management, trading, or dealing in 
securities (as defined in section 475(c)(2)), partnership interests, or commodities (as defined in section 
475(e)(2)).   

Examples of SSTBs: The regulations discuss the scope of the definition of each of these types of SSTBs, 
with specific examples provided.  Most significantly, the regulations limit the meaning of the vague 
catch-all “reputation or skill” clause to fact patterns in which the individual or pass-through entity is 
engaged in the trade or business of: (i) receiving income for endorsing products or services; (ii) licensing 
or receiving income for the use of an individual’s image, likeness, name, signature, voice, trademark, or 
any other symbols associated with the individual’s identity; or (iii) receiving appearance fees or income.  
The proposed regulations also include a de minimis rule under which a trade or business will not be 
considered to be an SSTB merely because it provides a small amount of services in a specified service 
activity (defined as less than 10% for businesses with gross receipts of $25 million or less, and less than 



5% for larger businesses).  In addition, the regulations shut down a potential strategy where a taxpayer 
might separate out parts of what otherwise would be an integrated SSTB, such as administrative 
functions, in an attempt to qualify those separated parts for the section 199A deduction.   

Aggregation of Trades or Businesses: The regulations, however, provide that aggregation of multiple 
trades or businesses is permitted (but not required) if certain conditions are met.  Aggregation is 
allowed if (i) the same person, or group of persons, directly or indirectly, owns a majority interest in 
each of the businesses to be aggregated; (ii) all of the items attributable to the businesses are generally 
reported on returns with the same taxable year; (iii) none of the aggregated businesses is an SSTB; and 
(iv) the businesses satisfy certain factors that demonstrate that the businesses are part of a larger, 
integrated trade or business.  Critically, the regulations provide that, once multiple trades or businesses 
are aggregated into a single aggregated trade or business for this purpose, individuals must then 
consistently report the aggregated group in subsequent tax years.   
 
Effective Date: In general, the regulations apply to taxable years ending after the date the final 
regulations are published in the Federal Register.  Taxpayers may rely on the proposed regulations until 
final regulations are adopted.  
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