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AGRICULTURAL ECONOMICS RESEARCH VOt... 26, NO.1, JANUARY 1974 

Tax-Induced Investment In Agriculture: Gaps In Research 

By Kenneth R. Krause and Harvey Shapiro 

Estimated individual income tax subsidies to agriculture approximate $1 billion annually. The more 
important provisions of the Internal Revenue Code and regulations that permit tiJC subsidies are 
described and analyzed. The economic impact of the subsidy plus unmeasured subsidies to corporations 
are unknown in tenns of resource allocation, price, incomc, supply, and structural cffects. Thc most 
critical gaps in quantitative effects of tile subsidies in terms of tilC Treasury Department and congressional 
tax writing committees are highlighted. Needcd research by agricultural economists and possible 
approaches to such research are suggested in tilis survey article. 

Keywords: Income taxes; Research needs; Subsidies; Tax lo~s farming. 

A recent study of Federal subsidy programs estimated 
the gross budgetary costs of the Federal Government's 
fiscal 1970 agricultural suhsidies at $5.2 billion (31, p. 
87). The report identified the 18 separate programs 
whose individual costs accounted (or this total. The 
second largest "program," cosling an cstimated S880 
million, was agricultural tax subsidies in the form of 
expensing and capital gains. l With indications ahead for 
sharply reduced dirc<;t subflidies to agricultural 
production, income tax subsidies may become the 
largest single subsidies to agriculture. 

The commentary accompanying the estimatl's 
contained the following statement regarding the farm 
tax subsidy: "[t is not clear how the tax 
subsidy ... relates to agricultural production" (3/, p. 
87). 

This statement points to a serious gap in available 
knowledge regardillg the impacl of Federal income tax 
variables on American agriculture, at least in the minds 
of members of the Joint Economic Committee of 
Congress. An incentive that costs the Federal Treasury 
nearly $900 million in tax revenues in a single year 
probably has some important effects on agricultural 
input and product prices, income, consumer prices, and 
the structure of U.S. agriculture. Yet the tiubject has 
apparently been largely ignored in both empirical and 
policy contexts. 

In the Department of Agriculture and in the academic 
community little research effort has been devoted to this 
subject. Answers to policy questions generated by such 
nonagricultural Sources as the Treasury Department and 
congressional personnel interested in tax reform arc now 
required. Most of the response to legislative activity has 
come from special-interest lobby /:,'l'OUps. 

Notes are on page 21. 

This article describes the more important tax 
provisions affecting agricultural investment, diHeusscs the 
possible economic implications, reviews what statistical 
information is available, points to gaps in our 
knowledge, and indicatcs somc questions in need of 
answers. 

Agricultural Tax Accounting 

Income or loss from farming may be computed under 
more liberal accounting rules than arc gcnerally 
applicable to nonfarm businesses. For non farm 
businesses the cost of an aSSet. including maintenance of 
thc assd prior to its being used in the' business. is 
considered a capital expenditure. h may not. therefore, 
be deducted as incurred but may be recovered only by 
depreciation over the useful life of the asset. In this 
manner, the cost of the asset is matched with the income 
earned by it. 

A 1919 Treasury Regulation, howcver, permits 
agricultural producers to deduct some capital costs as 
they are incurred (34). For example, expcnditures 
associated with the raising of livestock held for breeding 
purposes arc capital expenditures. Lul they are 
deductible currently. Similarly, a grove of most types of 
fruit or nul trees may not bear a commercial crop for 
several years after it has been planted, but all the 
post-planting costs of raising thc l;V0ve to a producing 
state (except for eitrus since 1970 and almonds since 
1971) may also be deducted when incurred. 

Of equal importance, a second Federal il1('ome tax 
regulation allows agriculturlll producers to be exempt 
from the general rules regarding inventory accounting. 
The exemption is based on a 1915 administrative 
decision by the Commissioner of Internal Revenue (33). 
r~ven in cases where .invl'ntories arc a material factor. 
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fatnH'rs havc hisl.ori('ally been permitted to usc the eash 
lll'(~ounting nwthod and to ignore their Yf!ar-end 
inventories of crops, eaUlc, and so on. This also results 
ill an illaccuratl' refleelion of annual income when 
expenditures are fully deducted in the year incurred, but 
the assets produced hy those ('xpcnuiturcs (inventories) 
are not sold and the ineome not reported until a later 
tax year. 

While thesc liberal deviations from aecounting 
praetiec!; req uirc·d of otlwr busirwsse!; arc permitted for 
farlll operators, they lIIay ehoose to usc aecrual 
aerounling forineome tax reporting purposes. The 
ueeounting variations are permitted by regulations issut~d 
by the Trca:mry Departmt·nt rather thun by legislution 
(33)_ Congress libf!ralized the tax treatment of 
agricultural produ(ws in 1951 hy expanding the 
category of assets UHl'd ill a trade or hUHiueHs and cntitled 
to c:apital gains treatment upon sale to inelude livestock 
held for draft, hreeding, or dairy purposes (35)_ The Tax 
Reform Att of 1969 addf·d liv(';;toek hdd for sporting 
purposes to the relevant section 01 the Intf'rnal Revenue 
Code (2, 36, 38). 

Different Views of Preferred Tax Treatment 

Opposing arguments exist eonccrning the reasons for 
special tax conccssions. One view contends that the 
special ab'Ticultllral rules lNcre a deliberate effort to 
recognizc the importance of agriculture to ;1 strong 
dynamic national cconomy. Thus, al:cording to one 
author, the Federal Government has recognrzed the 
volutilc nature of the beef callie industry and offercd 
ecrtain tax shelters and subsidies to attract investment 
capital for Luilding up thc quality and quantity of U.S. 
bccf callie (25). Some people interested in investments 
in other agricultural enterprises, such as fruit and nut 
orchards or race horses, espouse similar arguments. 

Another view holds that farm producers have heen 
 
permitted to usc cash accounting and ignore year-end 
 
inventories hecause nearly 60 years ago it was helieved 
 
that farmers werc incapahle of complyjng with 
 
aceounting methods required of other businesses and 
 
that accounting principles were too unsophisticated to 
 
co pc with livestoek accounting (6, p. 2). Still anothcr 
 
view asserts that thc undcrlying rationale for this 
 
concession no longer exists. if in fact it cver did. This 
view holds that today'8 commercial farmers no longer 
need this spceial treatmcnt and, jn fact, frequently keep 
two sets of records: cash-basis accounl.s for income tax 
purposes and at least modified accrual-basis records for 
farm husiness analysis purposes.2 Jf large numhers of 
farm operators are using or could usc accrual accounting 

methods and then kecp inventory accounts, the 
argument of those who contend that an accrual system 
of accounting would be impossihle for farmers to usc is 
substantially weaken cd (32, p. 2877). 

It may be that accrual-basis hooks arc still too 
difficult for SOIllC farmers. The extent to whieh 
rlOntax-purpose accrual accounting is actually used needs 
to be determincd. In addition. the insights from a careful 
study and evaluation of the problems of applying accrual 
aceounting to the many different types of farm 
enterprises arc also needed. 

Some Resulting Tax Abuses 

High-bracket taxpayers whose primary cconomic 
aetivity is othcr than farm production have invested in 
fruit and nut tree grovt'S, in brecding callie operations, 
in heef feeding, und in catfish growing, to take advantage 
of the special farm accounting mles. Many of these 
high-hracket taxpayers incur farm losses for income tax 
purposes whieh arc largely attrihutable to the expensing 
of capital eosts (32, 33, 37). The farm losses. which arc 
deducted from nonfarm income, represent an investmcnt 
in farm asscts rather than actual economic losscs. When 
the asscl, which has been expcnsed, is ultimately sold, it 
is taxed at capital gains rates. Depreciation thal is taken 
is usually recaptured at ordinary income lax rates. 

Thus, the combination of a farm loss dcduction 
against high nonfarm income and the subsequent 
application of capital gains rates to income from the sale 
of the farm asset providcs a mechanism by which 
nonfarm investors in farm production can convert 
ordinary income into capital gains. In short, this practice 
results first in tax deferral und finally in a partial 
excmption of income from taxation. With the propcr 
combinations of high marginal tax rates applicahle to 
 
r:onfarm income, "farm tax losses" currently deductihle, 
 
and capital assets subject to future capital gains taxation, 
 
the investor can actually increase his after-tax income. 
 
He can do this by investing in certain agricultural 
 
activities even if they do not show an economic profit. 
 

The value of deferring taxes increases with the length 
 
o [ the deferral period and the interest rate. 
 
Conceptually, onc can delay payment of taxes for many 
 
years from engaging, say, in cattle feeding, by increasing 
 
thc size of the fecding operation each year. 
 

The bencfit of the capital gains qualification can he 
illustrated with the following, oversimplified, examples. 
Assume the fced and other deductible expenses of 
raising a brecding herd from owned calves are $200,000. 
If the taxpayer is in the top 70 percent bracket, the 
current deduction of these expenses will reduce his 
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curru~t t!lxes by $140,000. When the herd is sold, the 
entire sal~ price, including the $200,000 representing the 
recovery of these expenses, will be taxable at the 25 
percent capital gains raLe on the first $50,000 and 35 
percent on the remaining $150,000, wilh the tax being 
$65,000. Ignoring exeeRS deductions and minimum tax 
provisions, the taxpayer could realize a $75,000 tax 
profit ($140,000 minus $65,000) from a transaction 
which economically hroke even} 

These tax profits are not necessarily limited to 
taxpayers whose primary economic activity is other than 
farm production. l'axpuyers wJlOse primary economic 
activity is farm production, such us ranchers with other 
profilabl£' agricultural activities such as feeding livestock 
or I,'l"owing crops, can also luke advantage of the current 
farlll accounting rel,rulations. 

Tax-Induced Farm Investment 
 
by Nonfarmers 
 

Information rcgarding the number of hreeding cows, 
vines, and trees owned by investors whose primary 
(;conomic activity is outside agriculture is not avuilahle. 
Estimates of the magnitude of "tax loss farrllii," 
therefore, have to he inferred largely from data reported 
on Federal income tax returns. fn 1970, nearly 1.2 
million sole proprietorships reported farm losses on 
proprietory intcrests in farming, totaling $2.9 billion 

(Lable 1). Furm proprietorship losses of $0.7 billion, or 
approximately one-fourth of total farm losses reported, 
appeared on the 72,000 returns with nonfarm adjusted 
l,'l"OSS incomes of $25,000 or above. 

In addition, farm partnerships reported losses of $3.9 
million. fnformation is needed on whom these 
partnership losses now to and also on the nature and 
magnitude of partnership incomes. Furthermore, losses 
incurred in agricultural production by corporations arc 
not available. Thus, the following inference is based on 
part of the universe. 

Tax losses of the magnitude shown in table ] clearly 
indicate substuntial flows of money into agricultural 
production by investors whose primary economic 
activity is outside agriculture. Taxpayer~ reporting farm 
tax losses not only invest their Own equity but 
sometimes horrow several times tbe amount of the loss 
in order to obtain the tax los8.4 Thus. the annual gross 
magnitude of tax-loss investments by nonfarm investors 
in agricultural production could conceivably be as high 
as $10 to $20 hillion.5 

A figure as high as $20 hillion, however, is ollly ahout 
6 pereent of 8340 billion, the Lotal value of assets in the 
111,'l"icultural sector (10). Yet the impacts may focus 
sharply on certain areas. For example, if nonfarm 
investors horrow most of the money that they invest in 
al,'l"iculture, they may be rcsponsible for an important 
parl of the $65 billion of agricultural sector debt. 
Limit.~d formal research effort has been made to obtain 

Table 1. Sole-proprietorship Federal income tax returns with fann losses, number of returns, 
and size of loss, by size of nonfarm adjusted gross income, 1970 

Farm losses 
Size of All farm 

Under $5,000 nonfann adjusted $5,000 to $14,999 $15,000 to $24,999 losses$25,000 and over 
gross income 

Number of Number of 

Under $5,000 

5,000 to 9,999 

10,000 to 24,999 

25,000 to 49,999 

50,300 to 99,999 

100,000 to 999,999 

1,000,000 and over 

Number ofAmount Number ofAmount Number ofreturns Amountreturns Amountreturns Amountreturns returns 

Mil. dol. Mil. dol. Mil. dol. Mil. dol. Mil. dol. 
355,402 400.2 19,640 157.9 2,196 37.9 1,358 63.4 378,596 659.5 
371,452 468.9 14,187 105.2 II .2 154 5.7 385,804 580.0
385,465 558.0 41,487 306.8 3,154 58.3 490 17.0 430,596 940.1

32,261 55.6 10,323 82.3 3,079 58.5 1,863 83.5 47,526 279.9
8,043 13.9 4,937 45.1 2,292 43.4 1,739 77.6 17,011 180.0
2,133 4.7 1,569 14.5 742 14.8 2,606 189.1 7,030 222.8 

9 0.1 21 0.1 15 0.3 65 15.5 110 16.1 
All returns 1,154,545 1,501.1 92,164 711.9 11,489 213.5 8,275 451.8 1,266,673 2,878.3 . 

Source: Unpublished Internal Revenue Service data, 

15 



an estimate of tax induced investment in agriculture (1, 
9, 22). Such an estimate, however, is ver), critical in the 
debate about the imporl;ance of nonfarm money that 
flows into agricultural production and the impact of a 
loss of such money if the Internal Revenue Code and the 
regulations were changed. 

Economic Implications 

Since appl'opriate data regarding the economic effects 
of tax-induced agricultural investments arc not available 
for analysis, any evaluation of the economic implications 
of tax shelter investments in agriculture must be limited 
to qualitative economic inference. 

Misallocation oj resources. A recent simulation study 
by Harrison and Woods investigated the profitability of 
investing in beef cow herds with or without the special 
tax provisions of capital gains, net operating loss 
carryover, income averaging, and offsetting nonfarm 
incomes with farm losscs (17). The study simulates a 
15-year period and shows that (a) thcre is no economic 
incentive for nonfarm investmcnt in commcrcial herds 
through management companies without the tax 
incentives, and (b) even with cxisting tax provisions, 
nonfarm investment in beef cow hcrds is not profitable 
unless the investor has a marginal tax rate of at least 50 
percent. Some management companies indicate that a 
taxpayer should as a millimum be in the 30 percent 
marginal tax bracket. The results of the study support 
the point that some of the nonfarm money that moves 
into beef cow herds is for "tax profit" purposes and not 
for normal economic rclurns, and is thereby a 
misallocation of investment resources. 

No similar study has been made regarding nonfarm 
investment in orchards. 

Price and income effects. In the long run, it can be 
argued that investment in callie and orchards by 
taxpayers whose primary economic activity is other than 
farming will increase the supply of beef and certain 
fruits and nuts and thereby reduce the prices of these 
commodities. Nonfarm invcstment in farming can 
increase the demand for farm real estate, breeding and 
feeding cattle, and fruit and vin~ stock, thus causing rcal 
estate and farm input prices to rise (7, 21). Farmers who 
own farm assets will find their net worth rising. They 
may also find increases in their farming costs through a 
resulting rise in real estate taxes, if local public 
expenditures continue to be supported from property 
taxes and if such taxes continue lo be assessed on the 
market value of assets. 

The impact of these nonfarm-induced price changes is 
not uniformly spread across all commodities and is 

largely confined to certain areas of the country. For 
example, nonfarm investment was attracted to the 
citrus-growing areas in Florida for a number of years 
prior to the 1969 Tax Hcform Act, which included a 
provision that requires capitalization of citrus grove 
development expenses. 

Analysis of the extent of nonfarm-investment­
indu'Ccd price changes is not available. 

Price reductions in agricultural commodities affected 
by tax-induced investment combined with increased 
expenses can reduce farm income. Estimates of the 
magnitude of the reduction arc not available. 
Tax-induced nonfarm im'estment in farming has 
increased pressure on the income of farm operators 
without nonfarm income or employment opportunities 
and may have eontrihuted to the reduction in the 
number of farm operators in recent years. At the same 
time, after-tax income of nonfarm investors in 
agriculture has probably increased as a result of these 
tax-loss investments. 

Changes in agricultural practices. Many animal 
scientists say that the average biolog,ical life of a cow is 
about 8 years. Tax considerations may affect the average 
age of the herd that a rancher will maintain, because the 
proportion of capital gains sales to total sales depends 
upon the mean servicl! life of cows in the breeding herd. 
Assuming that the rancher's reactions arc proportional 
to dollar amounts of rewards, the lugher his marginal tax 
rate on ordinary income, the lower will be lhc mean age 
of his breeding herd and also his total beef herd. 

The tax incentive to sell hreeding cows at less than 
total productive life arises from a combination of two 
circumstances: the lax law allows the rancher to deduct 
the expense of raising and maintaining breeding stock 
!Ipainst ordinary income, and it allows him to report 
ii' l of breeding stock as capital gains.6 

Let Ro = ordinary ineome receipts, Rg :: capital gains 
receipts, E :: expenses, l' = laxes, P =before-tax profit, /, 
:: ordinary marginal tax rate, and g :: capital gains 
marginal tax rale. Then P - T = (I-t) Ro + (l-g)R ­

(l-t)E. From a point where Ro = E, cvery dollar 
g 

of 
additional receipts that is shifted from an ordinary to a 
capital gains computation adds (t-g) cents to after-tax 
income, that is $1 of capital gains receipts substitutes for 
(I-g) (l-t) of ordinary receipts in its effect on profit 
after lax. Since a breeding herd produces about half 
heifer and half bull calves, a rancher cannot shift morc 
than half of his reccipL~ into a capital gains computation 
unless he also raises hulls for use in his own operation. 
Thus, a rancher who is in the 70 percent marginal lax 
bracket, and who has $100,000 of receipts and expenses, 
will show an afler-tax profit of $8,750 if he can shift a 
11u3rter of his receipts from an ordinary to a capital gains 
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classification. His after-Lax profit will be $17,500 if he 
can fully shift receipts so that he shows a $50,000 
ordinary loss. He would need $155,000 of ordinary 
receipts, given expenses of $100,000, to show an 
after-tax profit of $17,500.7 

Empirical evidence is needed to determine the extent 
to which the age-tax considerations actually shorten the 
serviceable life of breeding livestock, and to determine 
whether tax loss considerations actually alter 
conventional practices in other farm commodities. 

Structural effects. Tax-loss farming appears to have 
had several direct effects on the organization of 
agriculture (3; 13, p. 45-48).8 nonfarm investors in beef 
breeding herds or orchards usually usc an investment 
management company, which in turn hires a farm 
manager. The nonfarm investor may invest in a cow herd 
and make expenditures for its upkeep only, or he may 
also invest in grazing and cropland (25). Where the 
investment is only in the breeding herd, farmers and 
ranchers usually contract to care for the animals, but the 
major uecisions arc made by the investment company's 
farm manager. It is often contended that this 
decisionmaking arrangement reduces the farmer or 
rancher to a hired laborer and eliminates his 
entrepreneurial role. The farmer may make a higher return 
from contract production than from owned cattle. This 
arrangement is similar to broiler production under 
contract where growers are required for labor hut not 
managerial or entrepreneurial roles. Where the nonfarm 
investor also purchases farm real estate for his herd, farm 
and ranch owners and operators may be displaced. Some 
of them will find employment as hired farm laborers, 
supervisors, or managers. The remaining farm operators 
and ranchers will find increased competition for farm 
resources, competition which they may not be able to 
meet solely from their agricultural derived income. 

Structural changes in fruit and nut production 
attributable to "tax loss" production are similar to 
changes in cattle breeding. However, nonfarm investors 
in f1'llit and nut ventures generally purchase or obtain 
long-term leases on the necessary farm real estate to 
carry aut their ventures and thereby eliminate the 
former producer (4). New fruit and nut "nonfarm" 
investors often select farm real estate that has been used 
for other purposes such as crops, forage, or livestock 
raising. Also, they often try to select locations that have 
potential for future use in urban development or 
highways. Successful selection of such sites not only 
gives them the income tax advantages from grove or 
orchard investment, but they may be able to sell the real 
estate a few years later at much higher prices. The 
appreciation qualifies for capital gains treatment. 

Successful large-scale farm producers who are in a 
high income tax bracket also seck additional farming 
investments which provide tax shelters and in the 
process, often displace smaller family labor size units. 
High marginal tax rates encourage expansion through the 
usc of borrowed funds, and these large-scale farmers 
benefit from the high financial leverage and the 
deduction of the subsequent interest costs. They also 
take advantage of land clearing or soil conservation 
expenditures which arc currently tax-deductible expense 
items, though the amount allowed annually is limited 
(16, p. 27-28; 18, 36). 

Current farm income tax provisions may also provide 
incentives for vertical integration or for conglomerate 
structures to enter or form within agriculture to achieve 
the benefits of differential in~ome tax treatment. 
Apparently, one attraction for vertical integration in 
agriculture may be the possibility of accumulating 
profits at different levels and transferring them to the 
farm level, where they can he converted in whole or part 
to capital gains (27, p. 13-16). 

Dean and Carter argued over a decade ago that the 
inclusion of Federal income taxes drastically changes the 
economies-of-scale curves facing individual owner­
operators on highly commercialized cash crop farms in 
the Imperial Valley of California (8). They concluded 
that, as the equity percentage is reduced, the average 
cost curve after Federal income taxes shifts to a lower 
position and net returns to management increase, that 
is, an individual who reaches a given level of output with 
as little owned capital as possible has a cost advantage. 
Since large-scale farm units and nonfarm investors have 
borrowed more money, it may be inferred that the 
marginal tax rate structure does influence the size of 
firms in agricultural production and increases pressure 
for farm firm expansion (18). 

There has been increasing farm size in the farming 
area that Dean and Carter studied. It is not clear, 
however, whether the tax provisions are largely 
responsible for the increased farm size or arc simply one 
of several factors pushing in that direction. More 
recently, Carman has updated their results (4). Harl, on 
the other hand, argued that the legal and tax structure 
used in agriculture does not discriminate systematically 
against small-scale farmers and for large-scale firms in 
agricultural production (15, 16). There arc a number of 
income tax variables where the smaller scale farmer 
qualifies for special treatment and escapes limitations 
imposed directly or indirectly upon large-scale firms (19, 
20). The resolution of these apparently conflicting 
positions will require further conceptualization and 
empirical verification. 
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Federal Income Taxes and Agricultural Policy 

Federal income taxes could be used to assist in 
meeting agricultural and food system policy objectives. 
However, agricultural policy objectives are seldom 
formulated to suggest a specific tax policy. For instance, 
an agricultural policy objective may be to preserve and 
strengthen the family farm. Such an objective does not 
indicate whether the Internal Revenuc Code might be 
amended to encourage nonfarm investors to own beef 
cows that family farmers would care for, or to encourage 
nonfarm investors to providc machine scrvices for family 
farmcrs. Such concerns have gencrally not been 
considered in dcveloping agricultural policy since tax 
Iegisla tion is made by different Cabinet-level 
departments and congressional committees. 

However, Congress may be reluctant to approve new 
tax-induccd incentivf'S for agriculture. The general 
argument against such incentives is that an income tax 
policy should be investment neutral, and that subsidies 
should be in the form of direct Federal payments and 
thercby subject to dircct budgetary control of Congress. 
The important unresolved issue in congressional 
deliberations on the 1969 Tax Reform Act revolved 
around thc question of providing differential income tax 
treatment for the agricultural sector (32, 39). Even 
though methods to assist in achieving agricultural policy 
objectives outside of direct agricultural programs are 
not likely to be adopted in the near future, agricultural 
economists can make substantial contributions to pub­
lic policy hy focusing on the key areas that have been 
discussed. The Treasury Department does not have the 
necessary expertise in agricultural economics and is 
not likely to obtain the expertise to do the necessary 
research. 

Concluding Observations 

The term "tax shelter" has been used to describe an 
 
investment which produces tax losses which are used to 
 
shield income that would otherwise be subject to tax. 
 
The tax losses produced by such investments do not 
 
necessarily correspond to economic losses. The tax 
 
shelter can result in a deferral of tax which approaches 
 
exemption as the period of deferral lengthens. In 
 
addition, tax shelters may involve conversion of ordinary 
 
income into capital gains when the economically excess 
 
deductions arc later "recaptured" (taxed at preferential 
 
long term capital gains rates). 
 

Implications. Because the tax shelter mechanism 
results in a reduction in the effective rate of tax on 
incomc from invcstmcnt in the tax shelter, presumably 
invcstors respond by reallocating their limited 
investment funds. Economic theory suggests they will do 

this until their after-tax rate of return on investments in 
tax shelters is the same as the after-tax rate of return on 
alternative investments of cqual risk which do not 
receive a tax subsidy (30).9 

If after-tax rates of return tend to be equalized, then 
the important economic question hecomes one of 
determining how much investment must flow into the 
tax-favored industry to equalize after-tax rates of return. 
Tax losses reported on tax returns strongly suggest that 
tax-induced investments in agriculture run into billions 
of dollars. Investment flows of these magnitudes can 
clearly be expected to have SOme effect on farm prices 
and incomes and on consume!" food prices. Empirical 
evidence regarding how much of an effect is almost 
entirely nonexistent. 

It has been suggested that farmers were given 
preferential treatment because they were believed to be 
incapable of complying with accounting methods 
required of other businesses. It has also been suggested 
that accounting principles are not well enough developed 
to cope with livestock accounting. Leaders in the 
livestock breeding industry argue that their industry 
could not exist without the present special income tax 
conccssions, since the rates of returns are very low and 
the capital requirements very high. W.hether these 
contentions are true today is unknown. Directly 
identifiable farm program subsidies have existed for 
several farm commodities. The subsidies are subject to at 
least a modicum of budgetary restraint. If, in fact, the 
U.S. beef industry cannot remain viable without a 
subsidy, administrative considerations suggest that the 
subsidy should be identified and be made subject to 
direct public budgetary restraint. The chairman of one 
cattle management firm, however, makes a strong case 
for the indirect subsidy (24, p. 222). 

Unlike the cattle brecding industry, which seeks to 
continue cash accounting, the egg industry has expressed 
interest in switching to accrual accounting. The egg 
industry contends that cash accounting contributes to 
wide variations in annual egg production and 
consequently to average higher egg prices to consumers 
(39, p. 26). Once again, empirical verification is lacking. 
Given the lack of verification, the industry is likely to 
continue to push for and possibly obtain something that 
may not produce the desired results for either the 
industry or the public. 

Current income tax provisions affect not only 
nonfarm investors who invest in agriculture, but also 
bona fide farmers who receive most of their income 
from farming. Income tax provisions can have a direct 
effect on farm firm structure through influencing the 
decisionmaking process of bona fide farmers and the 
way they accumulate, allocate, and dispose of their 
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wealth 	 (19). The provIsIons can also influence the 
structure and policies of other firms that deal with 
agricultural production firms. 

A start 	 on research. In our search of literature we 
found an almost bare cupboard of statistical treatments 
of the 	 effects of the current income tax code and 
regulations on the cost of agricultural inpui~, product 
prices, 	 income, the structure of agriculture, and 
consumer prices. Most of the literature consists of 
descriptions of the code and regulations, ways in which 
farmers 	 can use tax provisions to their advantage, 
congressional testimony of special interest groups, and 
general income tax books and references. 

Given the apparent size of the tax subsidy, we suggest 
that more analytical research resources and primary data 
collection resources can profitably be used. No data are 
specifically collected on an ongoing basis for analysis of 
the issues that we have raised and data collected for 
other purposes do not generally have direct application. 
However, simulation studies similar to the Harrison and 
Woods study could be made in large part from secondary 
farm expense and income data for tax-inccntive investing 
in cattle feeding, swine breeding and feeding, and 
nonfarm investing in orchards and nut groves, among 
others. The conflicting results of Dean and Carter versus 
Harl also might be resolved with the use of existing 
secondary data. 

To answer the questions posed by the Treasury 
Department and the congressional tax-writing 
committees, however, would require large outlays for 
primary data collection. To analyze the effects of 
converting all farms to accrual-basis accounting would 
require interviews with producers of various sizes and 
types of operations (single versus multiple enterprises 
and dry lot versus range carc of becf cows) who do and 
do not keep accrual-basis rccords that would be 
acceptable for Internal Revenue reporting purposes. A 
useful place to start sueh a study may be with farm 
record projects of the land grant universities, commercial 
banks, or the retail outlets of the Farm Credit System 
that keep records and provide analysis for farmers. 

Likewise, to determine the dollar amount of 
tax-induced investment and pertinent characteristics of 
the owners of beef breeding herds, feeder cattle, 
orchards and nut groves wiII require large-scale surveys. 
If large-scale surveys do not produce the desired degree 
of detail, it may be necessary to use selected sample 
surveys of firms that arrange and manage herds and 
groves for absentee owners as well as direct interviews 
with absentee owners. 

Careful thought needs to be given to the specific 
kinds of data needed to analyze the effects of income 
tax variables on farm input costs, farm product prices, 

structural influences, and consumer prices. The interest 
and assistance of accomplished economic and 
econometric model builders should be sought. Given the 
current 	 state of the arts, it may not be feasible to 
determine the net influence of tax incentives on farm 
input prices such as land, fertilizer, and machines. 
Numerous other variables also affect the cost of these 
items. However, interviews with hoth full-time farm 
operators and with nonfarm investors with tax loss 
motives 	 should provide good descriptive clues to the 
importance they give tax loss incentives when they bid 
on farm inputs. 

Similar 	 problems will be encountered in building 
economic and econometric models for farm income, 
structural impacts, and consumer prices. Availahility and 
cObt of money, the level of consumer incomes, 
worldwide demand, and many other variables influence 
farm income and consllmer food prices, and with 
different weights during different time periods. 

When technical competence and experience with 
building and analyzing results of applicable tax models 
have heen developed, it may be possible to include income 
tax variables in aggregate agricultural supply response 
models. Tax loss variables could prove to be important 
in explaining the supply of agricultural production under 
various conditions, in combinalion with more traditional 
variables such as direct farm costs and projected product 
prices. 

References 

(1) 	 Breimyer, Harold F. "Investment in Farming, 
Income Tax Rules and Who Will Control." In 
Economic and Marketing Information for 
Missouri Agriculture, Vol. XV, No. 10, Coop. 
Ext. Serv., Univ. Mo., October 1973. 

(2) 	 Carman, Hoy F. "Income Tax Planning for 
Farmers." Am. J. Agr. Econ. 51:1543-1547, 
December 1969. 

(3) 	 Carman, Hoy F. "Tax Shelters in Agriculture: An 
Example for Beef Breeding Herds." Am. J. Agr. 
Econ. 30:1591-1595, December 1968. 

(4) 	 Carman, Hoy F. "The Impact of Selected Income 
Tax Provision on Agricultural Investments and 
Management." Am. .J. Agr. Econ. 53:906, 
December 1971. 

(5) 	 David, Martin. Alternative Approaches to Capital 
Gains Taxation. The Brookings Institution, 
Washington, D.C., 1968. 

(6) 	 Davenport, Charles. "A Bountiful Tax Harvest." 
Texas Law Review, December 1967. 

(7) 	 Davenport, Charles. "Farm Accounting Rules and 
Share Crop Rents." In Farm Corporations and 

19 



Their Income Tax Treatment. U.S. Dept. Agr., 
Eeon. Res. Serv., March 1970, pp. 1-14. 

(8) 	 Dean, Gerald W., and Harold O. Carter. "Some 
Effects of Income Taxes on Large-Scale 
Agriculture." J. Farm Econ. 44:745-768, 
August 1962. 

(9) 	 Dietrich, R. A., J. R. Martin, and P ..W. Ljungdahl. 
The Capital Structure and Financial 
Management Practices of the Texas Cattle 
Feeding Industry. Texas Agr. Expt. Sta. Bul. 
1128, December 1972. 

(lC) 	 Evans, Carson D., Forest G. Warren, and Robert 
Reinsel. The Balance ~heet of the Farming 
Sector, 1972. U.S. Dept. Agr., Agr. fnf. Bul. 
359, January 1973, p. 2. 

(11) 	 Fromm, Gary, ed. Tax Incentives and Capital 
Spending. Amsterdam, North Holland 
Publishing Company, 1971. 

(12) Goode, 	 Richard. The Individual Income Tax. 
Princeton U niv. Press, 1964. 

(13) Guither, 	 Harold D., ed. Who Will Control U.S. 
Agriculture? No Central Regional Ext. 32, 
Coop. Ext. Serv., Univ. III., August 1972. 

(14) Harburgcr, Arnold C., and Martin 	 J. Bailey, eds. 
The Taxation of Income from Capital. The 
Brookings institution, Washington, D.C., 1969. 

(15) 	 I-Iarl, Neil E. "Do Legal and Tax Rules Favor 
Large-Seale Agricultural Farms?" Am. J. Agr. 
Econ. 51:1381-1392, December 1969. 

(16) 	 I-Iarl, Neil E. "Farm Corporations-Present and 
Proposed Restrictive Legislation." in 
Corporation Farming-What Are the Issues? 
Dept. Agr. Econ. Rep. 53:51-60, Univ. Nebr., 
April 1, 1969. 

(17) I-larrison, Virden L., and W. Fred Woods. Farm and 

Nonfarm Investment in Commercial Beef 

Breeding Herds: Incentives and Consequences 

of the Tax Law. U.S. Dept. Agr., ERS-497, 

April 1972. 

(18) Krause, 	 Kenneth R., and Leonard R. Kyle. 
Economic Factors Underlying the Incidence of 
Large and Family Sized Units. U.S. Dept. Agr., 
Agr. Econ. Rep. 216, November 1961. 

(19) Levi, Donald H., and James 	 K. AI/wood. "Legal 
 
Economic IVlodcls as a Tool for Optimizing 
 
Intergencration Property Transfers." Am. J­

Agr. Econ. 51:1393-1398, December 1969. 
 

(20) Levi, Donald R. "Some I>rovisions of Subchapter 
C. Potentially Applicable to Farm 
Corporations." In Farm Corporations and Their 
Income Tax Treatment. U.S. Dept. Agr., Econ. 
Res. Serv., March 1970, pp. 50-119. 

(21) Martin, William E., and Jimmi R. Gatz. "Effects of 
Federal Income Taxcs on Cattle-Ranch Prices." 
Am . .J. Agr. Econ. 50:41-55, February 1968. 

(22) Meisner, Joe, and Joe, and V. James Rhodes. "Can 
Corn Belt Cattle Feeders Compete With Urban 
Investors." In Economic and Marketing 
Information for Missouri Agriculture, Vol. XVI, 
No.2, Coop. Ext. Serv., Univ. Mo., February 
1973. 

(23) O'Byrnc, John. Farm Income Tax Manual. The 
Allen'Smith Company, Indianapolis, 4th cd., 
1970, pp. 19-68. 

(24) Oppenheimer, 	 Harold D., and James D. Keast. 
Cowbo) Litigation: Cattle and the Income Tax. 
The Interstate Printers and Publishers, Inc., 
Danville, 111., 1968. 

(25) Oshins, Richard A. "Cattle: A Tax Planning 
Animal." The Tax Executive, Vol. XXII, July 
1970, pp. 295-327. 

(26) Pechman, 	 Joseph A. Federal Tax Policy. The 
Brookings Institution, Washington, D.C., 1966. 

(27) Raup, Philip 	 M. Somc Issues Haised by Structural 
Changes in Amcrican Agriculture. Testimony 
presented at Hearings before the Subcommittee 
on Migrating Labor, Senate Committee on 
Labor and Public Welfare, Washington, D.C., 
November 5,1971. 

(28) Rodcwald, 	 Gordon E., Jr. "A Method for 
Analyzing the Effect of Taxes and Financing on 
Investment Decisions." Am. J. }1gt. Econ. 51: 
1178-1181, December 1969. 

(29) Shapiro, 	 Harvey. "Discussion, the Impact of 
 
Selected Income Tax Provisions on Agricultural 
 
Jnvesh,lents and Management." Am. ]. Agr. 
 
Econ. 53:907, December 1971. 
 

(30) Shapiro, 	 Harvey. What an Income Tax System 
 
Should Do. Unpublished paper prescnted at 
 
American Agricultural Economics Assoc. 
 
meetings, Edmonton, Canada, August 1973. 
 

(31) U.S. Congress. Joint Economic Committee. The 
Economics of Federal Subsidy Programs. 
Washington, D.C., 1972. 

(32) U.S. Senate, Finance Committee. Hearings on the 
Tax Reform Act of 1969, part 4. Washington, 
D.C., September 22-25,196;). 

(33) U.S. Treasury. Internal Rcvenue Hegulations 45, 
Sec. 110. Washington, D.C., 1919. 

(34) 	 U.S. Treasury. Internal Revenuc Decision 2153. 
Washington, D.C., 1915. 

(35) U.S. Treasury. Internal Revenue Code of 1954,65 
Stat. 501, Sec. ]231(b) (3). Washington, D.C., 
1954. 

20 



(36) 	 U.S. Treasury, Internal Revenue Service. Farmer's 
Tax Guide. Washington, D.C., 1972. 

(37) 	 U.S. Treasury. Tax Reform Studies and Proposals. 
Joint Publication, Committee on Ways and 
Means of the U.S. House of Representatives and 
Committee on Finanee of the U.S. Senate, 
February 5, 1969, pp. 152-163. 

(38) 	 Woods, W. Fred. The Tax Reform Aet of 
1969-Provisions of Significance to Farmers. 
U.S. Dept. Agr., ERS-441, April 1970. 

(39) 	 Woods, W. Fred. "Tax-Loss Farming." Agr. Fin. 
Rev. Vol. 35, July 1973, pp. 24-30. 

Notes 

1 The terms tax incentive, tax shelter, tax profit, tax loss 
farming investment, and expensing are used interchangeably in 
this paper. They refer to incentives to invest in agriculture as a 
result of the current income tax code and regulations. Tax 
shelters probably serve to sweeten the incentives bur probably 
are seldom the only variable that nonfarm investors use to select 
agriculture. Considerable nonfarm capital has apparently entered 
agriculture, not necessalily in search of Federal income tax 
shelters. Such money may be the predominant Source of funding 
for the production of some agricultural commodities. 

Tax shelters are available in other sectors of the U.S. 
economy but the arguments for such incentives in other 
economic sectors compared with tax-induced investments in 
agricultural production are beyond the scope of this paper. For a 
discussion of what a Federal income tax system should 
accomplish and distortions that a tax system can create, see (6, 
11,12,14,26). 

20ne of the better current discussions of alternative 
accounting methods available to farmers is developed by 
O'Byrne (23). It is obvious from his discussion that taxes are the 
primary consideration in the choice of farm accounting methods 
rather than the lack of ability to use methods other than the 
cash method. 

3The 1969 Tax Reform Act attempted to recapture some 
farm Josses. Taxpayers with nonfarm adjusted gross income 
(AGI) over $50,000 are required to place the excess of their 
farm losses over $25,000 into a special excess deduction (EDA) 
account. Gain on the suhsequent sale of farm property is treated 
as ordinary income to the extent of EDA balances. EDA is 
reduced by farm income in a subsequent year and EDA balances 
arc also reduced to the extent that they are used to offset capital 
gains on the sale of farm property. The Act also requires that 
taxpayers with substantial amounts of otherwise tax-free income 
pay a minimum tax on at least a portion of the income. For 
example, after deduction of a $30,000 exemption and after 
deduction of the taxpayer's regular Federal income tax, the 
remainder is taxed on a 10-pereent rate (39, p. 4). Thus, the tax 
profit shown in the example may not be $75,000, depending on 

the nature and magnitude of the taxpayer's other income and 
expenses over a period of several years. 

4Some of the money may be obtained, however, from 
traditional agricultural lending sources such as country banks, 
the Farm Credit Administration, and agricultural departments of 
life insurance companies, since nonfllrm investors often borrow 
much of the money they invest in agricultural production. 

5So:ne types of investments in agriculture, such as cattle 
feeding, provide an annual or more frequent turnover of the 
investment. OtJler types, such as beef breeding herds and 
orchards, may require outlays for 2 or more years before tJle 
product is sold. Since taxpayers' incomes fluctuate and there are 
numerous agricultural and nonagricultural tax shelter investment 
opportunities, the same taxpayers do not necessarily reinvest in 
agriculture. Extensive work is needed to refine the estimate of 
the magnitude of nonfarm investments in agriculture. Indications 
from farm management records are that an investment of $4 to 
$7 is rc;:!!ired for $1 of tax loss-an assumption used to arrive at 
the above figures. 

6The provision does not apply if an individual or firm is in 
the business of raising or selling breeding stock. 

71f $25,000 of the $100,000 of ranch income is considered 
capital gain the tax computations are as follows: 

(1) $100,000 of expenses minus $75,000 of ordinary income 
equals a net (tax) loss of $25,000. As the $25,000 loss can be 
deducted against other ordinary income the actual cost to the 
taxpayer is $7,500 ($25,000 times 30 percent). The remainder 
(70 percent of $25,000) represents the tax he would have paid 
on dIe $25,000 of other income but for the offsetting
deduction. 

(2) The $25,000 capital gain is subject to the 35-percent 
capital gains tax rate resulting in an after.capital-gains tax profit 
of $16,250. 

(3) The new result of the two-step tax calculation leaves the 
taxpayer a net profit after taxes of $8,750 ($16,250 minus 
$7,500). 

Following the calculations above, the $50,000 ordinary 1088 
 

actually costs the taxpayer $15,000 (30 percent of $50,000). 
 
The capital gains tax on $50,000 is $17,500 (35 percent of 
 
$50,000, leaving a net profit of $17,500. 
 

8The term "structure of agriculture" has come to imply 
sever.1I different concepts. It may refer to number and size of 
farm production units, assets, debts, net worth of farm 
production units, and volume of a commodity Produced under 
contra-.:t or produced by vertically integrated production and 
marketing firms. Deeisionmaking in agriculture a few years ago 
implied that decisions were made mostly by farm operators. 
Now, many hired management firms make on.the-form 
production decisions for their employers, and where there is low 
equity in a farm bUSiness, production decisions are often made 
jointly by the farm resource Owner, the operator, and a financial 
institl!tion. 

9When after-tax rates of return are equalized, the before-tax 
rate of return for the tax shelter investment is less than that for 
nonsheltered investments. When other things are equal, this 
implies a misallocation of resources (28,29,30). 
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