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Understanding the intricacies of qualified business income (QBI) is essential
for taxpayers seeking to maximize their tax benefits under the Tax Cuts and
Jobs Act (TCJA). QBI, a key component in the calculation of the 20% deduction
available to certain business owners, can significantly reduce taxable
income. But not all income generated by a business qualifies for this
benefit. This article explores which types of income are included in OBI,
focusing on the specific categories, exclusions, and important considerations
that taxpayers and tax professionals need to understand.

What Is Qualified Business Income (QBI)?
Overview

QBI refers to the net income earned from a qualified trade or business, which
is eligible for the 20% deduction under Section 199A of the Internal Revenue
Code. The purpose of this deduction is to lower the tax burden on small and
medium-sized business owners, including sole proprietors, partnerships, S-
corporations, and some LILCs.

Key Aspects of QOBI:

- It generally includes the income, gains, deductions, and losses from a
qualified trade or business.

— It excludes certain types of income such as capital gains, dividends,
interest income, and wages earned outside the business.

— The calculation of QBI involves adjusting gross income for specific
deductions and expenses.

Understanding what qualifies as QBI is crucial because it directly impacts
the amount of deduction one can claim, thereby affecting overall tax
liability.

Types of Income Included in Qualified Business
Income (QBI)

The inclusion criteria for income in QBI are detailed and are governed by
specific IRS rules and regulations. Broadly, the following types of income
are included in QBI:



1. Income from Trade or Business Activities

This is the core component of QBI. It encompasses income derived from a trade
or business conducted within the United States that qualifies under the IRS
guidelines.

Examples include:

— Income from selling products or goods.

— Income from providing services.

— Income from rental real estate if it qualifies as a trade or business.

Important considerations:

— The activity must be conducted with regularity and continuity.

- The taxpayer must be engaged in the activity with the intention of earning
a profit.

— Income from hobby activities or personal ventures generally does not
qualify.

2. Income from Sole Proprietorships

Sole proprietors report business income and expenses directly on Schedule C
(Form 1040). The net profit or loss shown on Schedule C is included in QBI,
provided the activity qualifies.

3. Income from Partnerships and S-Corporations

For entities taxed as partnerships or S-corporations, the income passed
through to the owner is included in QBT.

— Partnerships: Reported on Schedule K-1 (Form 1065). The owner’s share of
income, gains, deductions, and losses are included.

— S—-Corporations: Reported on Schedule K-1 (Form 1120S). Distributions and
income are included, but wages paid to the owner as an employee are treated
separately.

4. Income from Limited Liability Companies (LLCs)

LLCs are typically treated as pass-through entities, and their income is
passed through to members, who report it as part of QBI, assuming the LLC’s
activities qualify as a trade or business.

5. Income from Certain Rental Activities

Rental income can qualify if it rises to the level of a trade or business,
which depends on factors like:

— The level of activity and involvement.
— The number of properties.
— The nature of services provided (e.g., management, cleaning).



It’s important to evaluate whether the rental activity meets the IRS criteria
for a qualified trade or business.

Specific Income Types Generally Included in QBI

Certain income streams, although generated within a business context, are
explicitly included in QBI if they meet the criteria above. These include:

e Net Income from Business Operations: The primary income derived from
providing goods or services.

¢ Gains from Business Asset Sales: Gains from the sale of business assets,
provided they are part of the regular trade or business activity.

e Income from Ancillary Business Activities: Income from secondary
activities that support the main business, such as commissions or fees.

What Income Is Not Included in QBI?

Understanding what does not qualify is equally important. The following
income types are explicitly excluded from QBI:

1. Capital Gains and Losses

Gains or losses from the sale of capital assets (e.g., real estate, stocks)
are not included in QBI, even if related to a business.

2. Dividends and Interest Income

Dividends from investments and interest earned outside the business do not
qualify.

3. Wages Earned Outside the Business

Wages received as an employee are not part of QOBI unless they are paid as
employee wages by the business itself (and are subject to different rules).

4. Guaranteed Payments to Partners



Some payments to partners for services (guaranteed payments) are treated
separately and do not typically qualify as QBI.

5. Income from Speculative Activities

Income from activities that are classified as investments or speculative
trading do not qualify as QBI.

Special Considerations and Limitations

While many income types are included in QBI, several limitations and
qualifications can restrict eligibility:

1. Income Limitations Based on Taxable Income

— The 20% deduction begins to phase out when taxable income exceeds certain
thresholds.

— High-income taxpayers may face restrictions or limitations, especially with
regard to specified service trades or businesses (SSTBs).

2. Specified Service Trades or Businesses (SSTBs)

Income from certain professional services (e.g., health, law, consulting,
athletics, financial services) may be limited or excluded if taxable income
exceeds the threshold.

3. W-2 Wages and Capital Limitations

The deduction may be limited based on the amount of W-2 wages paid by the
business and the basis of qualified property.

4. Aggregation Rules

Taxpayers may aggregate multiple trades or businesses for a more favorable
calculation, but only if certain criteria are met.

Conclusion

Determining which types of income are included in Qualified Business Income
(OBI) is a nuanced process that requires an understanding of IRS rules, the



nature of the income, and the specific activities of the business. Generally,
net income from a qualified trade or business, including income from sole
proprietorships, partnerships, S-corporations, and LLCs, qualifies for the
QBI deduction, provided it meets the IRS criteria for active trade or
business.

However, passive income streams such as capital gains, dividends, interest,
and wages earned outside the business are excluded. Recognizing these
distinctions helps taxpayers optimize their tax planning strategies and
ensure compliance with IRS regulations, ultimately maximizing their eligible
deductions.

Consultation with a tax professional is highly recommended to navigate
complex scenarios and ensure accurate classification of income streams
relative to QBI eligibility. Staying informed about the latest tax laws
ensures that business owners and taxpayers can take full advantage of
available benefits while maintaining compliance.
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Frequently Asked Questions

What types of income are included in Qualified

Business Income (QBI)?
Qualified Business Income generally includes income earned from a qualified
trade or business within certain categories, such as income from sole

proprietorships, partnerships, S corporations, and certain LLCs, excluding
wages, guaranteed payments, and investment income.

Is income generated from rental activities considered
part of QBI?

Yes, income from rental activities may qualify as QBI if the rental activity
is conducted as a trade or business and meets certain criteria, such as
regularity and continuity.

Are capital gains and dividends included in QBI?

No, capital gains, dividends, interest income, and other investment income
are generally excluded from QBI. QBI pertains to income earned from the
operation of a qualified trade or business.

Does income from a sole proprietorship qualify as
OBI?

Yes, income from a sole proprietorship is typically considered QBI, provided
it comes from a qualified trade or business and meets the IRS requirements.



Are income from specified service trades or
businesses (SSTBs) included in QBI?

Income from SSTBs may be included in QBI but could be subject to limitations
or phase-outs depending on the taxpayer's income level and the specific type
of service.

Can guaranteed payments to partners be included in
OBI?

No, guaranteed payments to partners are considered wages or guaranteed
payments and are generally not included in QBI.

What is the significance of the 'income generated'
phrase in determining QBI?

Income generated refers to the earnings from a qualified trade or business,
and only this generated income, excluding wages, investment income, and
certain other payments, 1is included in QBI calculation.

Additional Resources

Qualified Business Income (QBI): An In-Depth Examination of Income Types
Included

Understanding the nuances of Qualified Business Income (QBI) is essential for
taxpayers, business owners, and tax professionals alike. The Tax Cuts and
Jobs Act (TCJA), enacted in December 2017, introduced the QBI deduction under
Section 199A, which allows eligible taxpayers to deduct up to 20% of their
OBI from certain pass—-through entities. However, not all income qualifies,
and discerning which types of income are included is critical for accurate
tax planning and compliance.

In this comprehensive review, we will explore which of the following types of
income are included in QBI, focusing on the nuances, definitions, and
exceptions. Our discussion will provide clarity on the scope of QBI, enabling
better understanding and strategic decision-making.

Understanding Qualified Business Income (QBI)

Before diving into specific income types, it is vital to establish a clear
understanding of what QBI entails.

Definition of QBI:

QBI is the net amount of qualified items of income, gain, deduction, and loss
from any qualified trade or business within the taxable year. It generally
includes income earned from a pass—-through entity such as sole
proprietorships, S corporations, partnerships, or LLCs taxed as these
entities.



Key Characteristics:

- QBI is calculated before subtracting the 20% deduction.

- It encompasses income, gain, deduction, or loss from a qualified trade or
business.

— The income must be derived from a qualified trade or business as defined
under IRS rules.

Types of Income Included in QBI

The inclusion of certain income types within QOBI hinges on their origin and
nature. The core principle is that QBI encompasses income generated from a
qualified trade or business, but certain types of income are explicitly
excluded or are subject to limitations.

Below, we analyze the various income types, their inclusion status, and
relevant considerations.

1. Income Generated from a Qualified Trade or
Business

Primary inclusion criterion: Income must come from a trade or business that
qualifies under IRS rules.

What qualifies as a trade or business?

- Regularly carrying on a trade or business activity.

— Conducted with the intent of making a profit.

— Not specifically excluded under the rules (e.g., investment income).
Examples of qualifying income:

— Income from retail stores.

— Service-based businesses like legal or consulting firms.

- Manufacturing or construction businesses.

Implication:

All income directly arising from the active conduct of a qualified trade or
business is included in QBI, provided it meets other criteria outlined below.

2. Income from Sole Proprietorships

Inclusion: Yes

Explanation:



— Income earned directly by an individual from a sole proprietorship is
included in QBI.

- This is straightforward since sole proprietorship income is reported on
Schedule C of Form 1040 and directly relates to the business activity.

Considerations:

— Deductible expenses, such as salaries, rent, supplies, are subtracted to
determine net income, which is the QBI.
— The net profit or loss from Schedule C contributes to the QBI calculation.

3. Income from S Corporation Shares

Inclusion: Yes
Explanation:

— Income passed through from S corporations, including dividends, salaries,
and distributions, can qualify as OBI.

- However, only the qualified trade or business income component, typically
the pass-through business income, is included.

- Wages paid to the owner as an employee are not included as QBI; only the
distributive share of business income 1is.

Critical Point:

— Income classified as dividends or interest from the S corporation is not
QOBI unless it stems from the operation of a qualified trade or business.

4. Income from Partnerships (including LLCs taxed as
partnerships)

Inclusion: Yes
Explanation:

— Income distributed through partnerships or LLCs taxed as partnerships is
included based on the partnership’s net income derived from a qualified trade
or business.

— The partner’s distributive share of the partnership’s income is the QBI
component.

Important Aspects:
— The partnership’s income must originate from a qualified trade or business.

- Passive income components (e.g., rental income) may be subject to special
rules and limitations.



5. Income from Rental Real Estate

Inclusion: Potentially yes, but with caveats.

Explanation:

— Rental income can qualify as QBI if it is derived from a trade or business
conducted with regularity and continuity.

— The IRS has provided guidance indicating that rental activities may qualify
if they rise to the level of a trade or business, often requiring the rental
to involve significant services or structured management.

Factors influencing inclusion:

— Whether the rental activity is considered a trade or business.

— The level of services provided (e.g., property management, maintenance).

— The taxpayer’s involvement.

Note:

— Purely passive rental income that is not part of a trade or business
generally does not qualify as QBI.

6. Income from Certain Annuities and Royalties

Inclusion: Generally no, unless derived from a qualified trade or business.
Explanation:

- Royalties earned from intellectual property or natural resources are not
automatically included unless they are part of a trade or business activity.
- For example, royalties from a patent used in a business could be considered
part of QBI if they are directly connected to the trade or business.

Exceptions:

- Royalties that are a passive investment or investment income are excluded.

7. Capital Gains and Losses

Inclusion: Usually no, with specific exceptions.

Explanation:

— Capital gains and losses from the sale of property are not considered part
of OBI.

— The IRS explicitly states that net capital gains and losses are excluded

from QBI.

Why?



- QBI focuses on income from active trade or business operations, not
investment income.

Exception:

— Gains from the sale of a business asset that is part of a qualified trade
or business may be included if they are operational in nature.

8. Dividends and Interest Income

Inclusion: No, generally.

Explanation:

— Dividends received from corporations and interest income from investments
are not included in OBI.

— These are passive income types and do not stem directly from the active
conduct of a trade or business.

Implication:

— When calculating the QBI deduction, such passive income is excluded,
although they may impact overall tax liability.

9. Wages Paid to Employees

Inclusion: No

Explanation:

- Wages paid to employees are not considered part of QBI.

— Instead, wages are relevant for other IRS rules, such as wage limitations
and wage-based thresholds for the QBI deduction.

Note:

— For purposes of the QBI deduction, wages are considered separately from the
QBI itself, which is based on net income from the trade or business.

10. Income from Farming Activities

Inclusion: Yes, if derived from a qualifying farm trade.
Explanation:

— Farming income from activities such as crop production or livestock sales
can qualify as QBI if the activity is conducted as a trade or business.



— The IRS considers farming a qualified trade or business, subject to the
same rules as other trades.

Special considerations:

— Income from hobby farms or passive farmland investment may not qualify.
— The activity must be conducted with profit motive and sufficient
regularity.

Income Types Typically Excluded from QOBI

While the focus is on what is included, it’s equally important to recognize
exclusions:

— Interest and dividend income from investments.

— Capital gains or losses from the sale of property.

- Wages paid to employees.

— Guaranteed payments to partners that are not related to the trade or
business.

— Pension or retirement income.

— Income from hobbies or passive investments not classified as a trade or
business.

— Income from certain specified service trades or businesses when limitations
apply (e.g., health, law, consulting).

Summarizing the Inclusion Criteria for QBI

To recap, the types of income included in QOBI are primarily those arising
from the active conduct of a qualified trade or business. These include:

— Net income from sole proprietorships.

— Distributive shares of partnership and LLC income from qualified trades.
— Income from S corporation shares attributable to active business
activities.

— Income from rental real estate that qualifies as a trade or business.

— Income from farming activities conducted as a trade or business.

Conversely, passive income, investment income, and certain capital gains are
generally excluded.

Implications for Tax Planning and Compliance

Understanding which income types are included in QBI influences:

- Tax planning strategies: Ensuring that income streams are structured to
qualify.



— Business structuring: Choosing entities and activities that maximize QBT
eligibility.

— Recordkeeping: Maintaining detailed records of income sources and activity
levels.

- Tax filing: Correctly reporting income
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