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 THE 199A DEDUCTION 

The Tax Cuts and Jobs Act lowers the corporate income 
tax rate from a maximum rate of 35% to a flat rate of 
21%. To ensure that other businesses weren’t left 
without a break, the Act also creates a new deduction, 
IRC §199A, to apply to income earned from other 
business activities. The new deduction impacts millions 
of taxpayers, including those who operate a sole 
proprietorship, S corporation, or partnership and those 
who are members of a cooperative or have an interest in 
a real estate investment trust or a qualified publicly 
traded partnership.  

§199A was a late add-on to the new law and likely was 
not fully vetted prior to its insertion into the bill. It is clear 
that Congress didn’t know of its impact until after the bill 
was passed and now is scrambling to figure out whether 
and how it should correct the mistake. 

Without IRS guidance on this issue, it is impossible to 
know how these provisions will be interpreted. With that 
in mind, however, we’ll turn to the Code, doing our best 
to explain the new §199A, as written. 

To understand the issue, we must first understand, at a 
general level, how the new §199A deduction works. 
Keep in mind that the deduction is full of nuance and 
complexity. We will no doubt receive hundreds of pages 
of IRS guidance on this new deduction alone. 

But at its core, the §199A deduction works like this (for 
purposes of the issues under discussion today): 

(1) Subject to many limitations, taxpayers can 
generally take as a deduction, up to the amount of 
20% of their taxable income (not including capital 
gain income), an amount equal to 20% of 
their “qualified business income.”  

(2) Additionally, taxpayers can generally deduct, up 
to the amount of their taxable income (not including 
capital gain income), an amount equal to 20% of 
their “qualified cooperative dividends.” 

Deduction for Qualified Business Income (Non-

Cooperative or Non-Member Sale) 

“Qualified business income” (QBI) is defined as 
“the net amount of qualified items of income, gain, 
deduction, and loss with respect to any qualified trade or 
business of the taxpayer. Such term shall not include 
any qualified REIT dividends, qualified cooperative 
dividends, or qualified publicly traded partnership 
income.” 199A(c). Nor does QBI include wages, 
reasonable compensation, guaranteed payments, 
interest income, dividend income, or capital gain. IRC 
§199A(e)(4). 

The deduction for QBI is calculated by first determining 
“combined qualified business income.”  §199A(a)(1). 
§199A(b)(1) generally instructs that “combined qualified 
business income” is the LESSER of: 

 20% of the taxpayer’s QBI OR 

 The LARGER of: [50% of W-2 wages for the 
trade or business OR the sum of (25% of W-2 
wages PLUS 2.5% of the unadjusted basis 
immediately after acquisition of all 
qualified  property] 

The second bullet point can be called the “wages 
limitation.” There is an exception from the wages 
limitation for taxpayers whose taxable income (computed 
without regards to the new §199A deduction) does not 
exceed $157,500 (single) or $315,000 (married filing 
jointly). Above that amount, the deduction phases out 
over the next $50,000/$100,000 of income. If the wages 
limitation does not apply, "combined qualified business 
income" simply equals 20% of the taxpayer’s QBI. 

Once “combined qualified business income” is 
determined, that amount is then subject to 
a second limitation, one for taxable income. Pursuant to 
§199A(a)(1), the taxpayer’s ultimate QBI deduction is 
limited to the LESSER of: 

 Combined qualified business income (20% of 
QBI or wages limitation) OR 
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 20% of (taxable income minus net capital gain 
minus qualified cooperative dividends) 

So we will illustrate with an overly simple example: Let’s 
take a single farmer with net Schedule F income of 
$120,000 and no other income. Assume that the income 
comprises $300,000 in grain sales (to a non-
cooperative) and $180,000 in expenses: 

“Combined qualified business income” would be $24,000 
(20 percent of $120,000) and the 199A deduction would 
be limited to the LESSER of $24,000 or [20 percent x 
(taxable income = ($120,000 – $12,000 (standard 
deduction)) or $21,600], which is $21,600. (Note that the 

wages limitation does not apply because the farmer’s 
taxable income is below $157,500). 

In this example, the farmer’s taxable income for the year 
(after applying the 199A deduction) would be $86,400. 

Deduction for Qualified Cooperative Dividends 
(Cooperative Member Sale) 
The calculation of the deduction for the qualified 
cooperative dividend is much more streamlined. 

A “qualified cooperative dividend” is defined as “any 
patronage dividend (as defined in section 1388(a), any 
per-unit retain allocation (as defined in section 1388(f)), 
and any qualified written notice of allocation (as defined 
in section 1388(c), or any similar amount received from a 
[pre-subchapter T organization].” IRC 
§199A(e)(4).  Thus, “qualified cooperative dividend” 
encompasses per-unit retains paid in money (PURPIM), 
as well as traditional patronage dividends. It does not 
include nonqualified allocations, which are not included 
in the member’s gross income. 

IRC §199A(a)(2) specifies that the taxpayer may take as 
a deduction the LESSER of: 

 20 percent of the aggregate amount of the 
qualified cooperative dividends of the taxpayer 
for the taxable year OR 

 Taxable income minus net capital gain 

That’s it. There is no wages limitation or other 
calculation. It thus appears that the farmer receiving a 
qualified cooperative dividend may deduct 20 percent of 
the amount of that dividend, limited only by taxable 
income minus net capital gain. 

In other words, under this interpretation, if a member 
farmer receives $300,000 as a per-unit retain paid in 
money (PURPIM) from a cooperative for a sale of grain 
(reported in box 3 of 1099-PATR), that farmer could first 
calculate the tentative deduction by taking 20 percent of 
$300,000 for a sum of $60,000. The farmer would then 

compare that to taxable income (minus capital gain) for 
the year. If that was $108,000 ($120,000 net Schedule F 
income - $12,000 standard deduction), the farmer could 
take the full $60,000 deduction, meaning that final 
taxable income for the year would be $48,000. 

It should be noted that the combined deductions for 
qualified business income and qualified cooperative 
dividends also cannot exceed taxable income minus net 
capital gain. 

What does this mean? 
A plain reading of the text of the new law would suggest 
that it provides a significantly larger §199A deduction to 
some member farmers marketing their products through 
a cooperative than to farmers selling to a non-
cooperative. But it is too early to tell if this interpretation 
will be implemented. It is possible that Congress could 
"fix" this provision. Additionally, seemingly plain readings 
of the code are sometimes changed by IRS regulation. 
§199A(f)(4) instructs the Secretary of the Treasury to 
prescribe regulations necessary to “carry out the 
purposes” of the law, including  those “requiring or 
restricting the allocation of items” under the law. 
Significantly disparate treatment of similar activities may 
warrant administrative consideration of the “purposes” of 
the law. 

Update: On January 11, 2018, Bloomberg 
reported that Senators Thune and Hoeven, sponsors 
of the cooperative provisions discussed in this post, 
stated that the law, as written, had unintentional 
consequences.  Senator Thune's office said that 
there was no intent to "unfairly tip the scales in 
favor of marketing to one type of business entity or 
another." Both Senators vowed to find a reasonable 
solution. Senator Thune told reporters in 
Washington on Thursday, "Right now in terms of the 
technical fixes, this is the one that probably needs to 
get fixed the most." 

On January 12, 2018, USDA issued a press 
release with this statement, “The aim of the Tax Cuts 
and Jobs Act was to spur economic growth across 
the entire American economy, including in the 
agricultural sector. While the goal was to preserve 
benefits in Section 199A for cooperatives and their 
patrons, the unintended consequences of the 
current language disadvantage the independent 
operators in the same industry. The federal tax code 
should not pick winners and losers in the 
marketplace. We applaud Congress for 
acknowledging and moving to correct the disparity, 
and our expectation is that a solution is 
forthcoming. USDA stands ready to assist in any 
way necessary.” 
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Stay tuned for further advice on this topic. Most clients 
would need to restructure in order to take advantage of 
this new 199A deduction as C corporations do not 
qualify for the 199A deduction, as written. 

It is also important to keep in mind that his provision is 
not permanent. It is set to expire by December 31, 2025. 

- Talent sets the floor, CHARACTER sets the ceiling. 
– Bill Belichick 

WELLS V COMMISSION, TC MEMO 
2018-11 

A farmer could not deduct as ordinary and necessary 
business expenses "repairs" she made to her farm. The 
repairs were part of a general plan of rehabilitation, 
modernization and improvement. Therefore, the repairs 
were capital expenses. 

Background 
The taxpayer deducted expenses for replacing an old 
water line, rebuilding an access road and building a barn 
and storage yard. She replaced approximately 50 
percent of the water line in one year. In addition, the 
taxpayer completely rebuilt an access road on her 
property because the old one was washed out by a 
flood. Finally, the taxpayer built a new bard and storage 
yard on her property. 

Rehabilitation Plan 
The taxpayer’s expenses for the water line, access road 
and storage yard were part of a general plan of 
rehabilitation, modernization and improvement for her 
farm. 

Water line. The water line plan involved replacing a 
decades old water line because it was leaking. 
Replacing the water line was part of a rehabilitation plan 
because: 

(1) the water line pipe was completely replaced over 
two years; 
(2) the old pipe was replaced with better pipe, which 
extended the asset’s life well beyond one year; and 
(3) the value of the water line was increased 
because better pipe was used. 

The taxpayer argued that the asset’s life was not 
extended and its value was not increased. However, she 
did not explain how the asset life and value could remain 
the same when the old, crumbling and leaky pipe was 
entirely replaced with new, better pipe. Also, it was clear 
that the taxpayer decided to replace, rather than repair, 
the whole line with a different, sturdier pipe. Therefore, 
the water line had greater value and useful life than the 
pipe that was removed. 

Access road. Moreover, rebuilding the access road was 
a capital improvement. The taxpayer’s project involved 
more than normal grading and regraveling a dirt road or 
repair of minor weather damage. Rather, an entire 
portion of the road was destroyed in a flood. Therefore, it 
was completely rebuilt from the ground up. Further, the 
taxpayer admitted that the work on the access road was 
a complete replacement of the road. 

Barn and storage yard. The taxpayer’s new barn and 
storage yard were capital improvements. New 
construction on top of previously unimproved land is 
an "improvement." Consequently, the costs of barn and 
storage yard must be capitalized. Moreover, the new 
grade in the garage area was not deductible because 
setting the grade was a capital improvement to the 
garage. Further, additional road maintenance done 
to "driveways" was personal in nature and, therefore, not 
deductible. Finally, the road work done around the newly 
constructed barn was part of the barn construction 
project. Therefore, it was not deductible as a repair. 

Burn area. The taxpayer’s expenses for stump and 
boulder removal in an area damaged by fire were also 
capital. The taxpayer developed a plan of rehabilitation 
for the burn area. She clearly thought that the expenses 
would improve, over a long period, both the land and the 
value of the land. The work was extensive; before the 
fire the burn area was used for shade and privacy. After 
the fire, the whole area was used for grazing and forage. 
Therefore, a significant portion of the land was converted 
to a new use. 

Accuracy-Related Penalty 
The taxpayer was not liable for an accuracy-related 
penalty. She spent extensive time and effort researching 
and preparing her tax return. However, she honestly 
misunderstood both the facts and law applicable to her 
case. The taxpayer was inexperienced in preparing tax 
returns and did not understand the complicated issue of 
when to capitalize expenditures. Further, she had 
extensive records showing in detail the expenses. 
Accordingly, the taxpayer showed reasonable cause and 
good faith respecting her entire underpayment.  

- WINNING is not everything- but making the 
EFFORT to win is. – Vince Lombardi 

WICKS V USA, 2018-1 USTC 

The owner of an oil refinery mechanical inspection 
services company was engaged in cattle ranching for 
profit. The evidence showed that the individual 
completed the steps necessary to build a profitable cattle 
ranching business. The individual attempted to gain 
expertise in cattle ranching through self-study, seminar 
money willing to adopt at least one major new technique 
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in pursuit of greater profitability. In addition, he expended 
very substantial amounts of time, energy and turning 
empty land into a 260-acre ranch with 120 cows and 
multiple facilities. Finally, there was no evidence 
showing that cattle ranching had significant personal or 
recreational aspects for the taxpayer. Therefore, the 
individual was engaged in cattle ranching for profit 

- A CHAMPION is simply someone who did NOT give up 
when they wanted to. – Tom Landry 

NEW TAX LEGISLATION 

On December 22, 2017, President Trump signed H.R.1 
into law. This new law implements the most significant 
changes to our tax code in more than 30 years. The law 
temporarily lowers individual income tax rates and 
creates a new 20 percent deduction for “qualified 
business income.” These changes are in place through 
2025. The law permanently lowers the corporate tax rate 
from 35 percent to 21 percent. It also allows 100 percent 
bonus depreciation for new or used qualified property 
placed into service for the next five years. 

As a result of H.R.1, many agricultural producers will see 
lower tax liability, at least in the near term. But much of 
2018 will be spent interpreting exactly what the law 
means and how it applies to individual situations. 

Highlights of the new law included: 

 A reduction in personal and corporate income 
tax rates, 

 Increase of the standard deduction, 

 Elimination of the personal exemption 

 Elimination or adjustments to many deductions, 
including: state and local taxes, mortgage 
interest, charitable contributions, medical 
expenses, alimony payments, moving expenses 
and educator expenses, 

 Increasing the child tax credit and creating a 
new dependent credit, 

 Elimination of the alternative minimum tax, 

 Increase in the estate tax deduction, 

 The 199A deduction, as previously discussed, 

 And first-year bonus depreciation and 
expensing. 


