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Abstract.

Many farmers arguc that the Australian income taxation system provides an impediment to the
operations agricultural sector. It is common for individual components of another tax system to
be cited as providing more favourable policy settings.

The paper provides an overview of major income tax policies affecting farmers in Australia,
Canada, New Zealand and the United States. To quantify the effect of the different systems, the
income tax system of each country is applied to three case study Australian farms.

In conelusion, it is argued that the New Zealand tax system is more neutral and provides less

tax deferral than occurs in other countries studied. Income taxes payable vary substantially
between and within countries, and 1o system provides lower tax payments in all case studies.
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1.  iIntroduction.

The purpose of this study is to examine the effect of different tax bases and rate structures on
income taxes paid by farmers in Australia, Canada, New Zealand and the United States. Unlike
most previous studies (see for example, Nixon and Perry (1993), Perry et al 1994), this study
includes livestock farms and uses a Jonger time horizon. Also included in the analysis are
levies commonly collected through the income tax system using taxable income as the
determinant of the amount of levy payable.

This paper is divided into three sections. In the first section, a “thumbnail sketoh™ is provided
of the most important features of each country’s tax system for broadacre farmers. As this
paper is designed to be read by non-tax specialists, the description of the respective tax laws
for cach country is that which broadly applies to the “average farmer’"; many complexities and
technicalities have been ignored or glossed-over. The discussion of the law applics to bona fide
primary producers. There are special provisions relating to “hobby™ or part time i armers which
are not discussed.

In the second section, results of three case study analyses of income tax paid by representative
Australian farms are presented and discussed.

In the final section, it is argued that the Australian tax system provides lower net present values
of income tax payments for the average farmer. However, it appears that the tax systems of
Australia, Capada and the United States provide significant tax deferrals to farmers, and so lack
neutrality. The tax deferrals may affect levels of investment between agricultural industries,
and between agriculture and other sectors of the cconomy. Further, the tax deferrals may result
in lock-in effeets, and mask price signals.

2. Description of income tax provisions

In this section, the tax treatment of common items of income taxation are highlighted, In
Australia and New Zealand, income taxes are collected at national government level only, In
the United States and Canada, both national and state/provincial governments levy income
taxes, with significant differences in tax rates between states/provinces. For example, some US
states such as Texas and Wyoming do not levy income taxes, while other states such as
Montana impose income taxes with marginal rates up to 11 per cent, Similarly in Canada,
provincial income taxes can range from 45 per cent of federal taxes in the Northwest
Territories to 69 per cent of federal taxes in Newfoundland. In order to reduce the bias which
could result from comparing a high tax state/province to a low tax state/province, it was
decided 10 report on both high and low tax states/provinces. The states/provinces: chosen for
study were Texas (no state income taxes) and Montana (high state income taxes) in the United
States, and Afberta (low provineial income taxes) and Ontario (high provincial income taxes) in
Canada.

The taxation faw which is deseribed in this analysis is that which applied to the default fiscal
year in each country, c.g., the year ending 31 March 1994 in New Zealand, 30 June, 1994 in
Australia, and 31 December, 1994 in Canada and the United States, CCH Master Tax Guides
for cach country provide a more detailed description of individual items.




2.1, Differences in tax bases.
The income tax bases of Australia, Canada and New Zealand have more similaritics than
differences. None of the 3 countries strictly adhere to the Schanz-Haig-Simons conceptof
income, for example lotiery winnings are untaxed. In each system, there is a dichotomy
between the tax treatment of receipts/expenses of revenue and receipts/expenses of capital.
Revenue losses are carried forward to be offset against future positive taxable income in ecach
country. The judiciary in each country refer to (and may use as precedent) tax cases of the other
3 countries,

The United States concept of income is more rigorously based on the Schanz-Haig-Simons
concept of income, and includes “all gain” (including windfall gains such as lottery prizes) as
income. The dichotomy between receipts of income and capital remains relevant as
concessional tax rates apply to capital gains (a maximum of 28 per cent compared to a normal
maximum rate of 39.6 per cent), and for calculating social security taxes.

The significant differences in the income tax systems which are relevant to this analysis are
valpation of livestock, depreciation rates and re-capture provisions, tax rates, income
averaging, and levies calculated using taxable :acome as a base. Other significant differences,
such as the treatment of capital gains, are discussed but are not germane to the case study
analysis.

In this analysis, an important consequence of the similarity in tax bases, the assumption of no
inflation and the “sale” of assets at the end of ten years is that total taxable income from the
farm business in the case studies is the same under each countries tax laws; the different
provisions change only the timing of recognition of income, not the quantum.

2.2. Tax provisions for farmers

In each country, there are tax provisions which are unique to, or primarily used by, farmers.
These are summarised in Table 1, and described below. It can be seen that with the exception
of the livestock valuation provisions, Australian tax provisiens for farmers are as concessional
or more concessional than those applying in the other 3 countries. By contrast, the New
Zealand system appears to be the most neutral. It would also appear that Australia relies more
on tax policy to achieve rural policy objectives than the other 3 countries.




Table 1

Tax:provisions for farmers in Australia, Canada, New Zealand, and the United:States -

1994
| PROVISION AUSTRA CANADA ‘NEW
L v | ZEALAND
| Livestock Concessional Cash method of | National
| valuation valuation of accounting only | Standard Cost | to inventory
natural increase | requires provides for ‘natural increase, |
of most species, | inventories of | absorption | depreciation
average cost { livestock when | costing of allowed on
calculation losses are | livestock, breeding
provide incurred | Herd method | livestock
significant treats livestock
: deferral | | as capital, o
Relief for Elections allow | Income may be | Income Income may be
forced sales of | income from deferred for one | Equalisation deferred for one
| livestock forced sales to year Deposit Schemes | year
be spread over 5 only
years,
Income
Equalisation
1 Deposit Schemes , , |
Seil 100% deduction, | No special 5% depreciation | Choice of 100%
“conservation plus possible provisions deduction for
{ expenditure capital gains expenditure in
advantages accordance with
an approved plan
or adding to the
capital value of
‘ the Jand (
| Water 3 year write-off, | 100% deduction | 5% depreciation | Choice'of 100% |
| conservation plus possible for bores and deduction for
| expenditure capital gains wells, 20% | expenditure in
' advantages depreciation for accordance with
reticufation an approved plan {
works, 4% oraddingtothe
depreciation for |-capital value of
, dams b “the land
Subsidised Income Nil through tax | Income Nil
| savings Equalisation system, direct | Equalisation
‘ Deposit schemes | subsidies used | Deposit schemes
| Period equity | Averaging, Nil I Income | Nil
| measures Income Equalisation i
Equalisation ; Deposit schemes | 1
, Deposit schemes | - L *
mote area Zone rebates | Nil 1 Nit | Nil 1




2.2.1. Livestock valuation.
In Australia, livestock are treated as trading stock (assets held for the:purpose of resale). Upon:
commencing a business of primary production, taxpayers are required to-elect to value
inventories of livestock at either market or cost values (the default is cost value). Natural
increase of specified classes of livestock (cattle, sheep; goats, deer, pigs, horses) may be valued
at prescribed minimum costs which some (Douglas 1995) arguc":m‘subslamidlly below the
cost of production. The natural increase of other species of livestock must be valued ona full
absorption cost basis. The average cost method of caleulating inventory values is normally
used, on a wholc herd basis. Douglas (1995) provides a more detailed analysis of the taxation
of livestock in Australia.

Canadian farmers have the option of using cither cash or acerual accounting for tax purposes.
Most opt to use cash accounting which does not require that a value be placed oninventory
cach year. However, there arc mandatory and optional inventory adjustments that do requirc a
value be placed-on inventories. If a Canadian farmer reports a cash-basis loss, the mandatory
inventory adjustment (MIA) requires that the taxpayer add back the lesser amount of the loss or
the value of the purchased inventory. The value of the inventory is the lesser of the cash costor
market value.

The Canadian system allows farmers using cash accounting to reduce their net income to zero
for tax purposes by purchasing livestock or other inventories. The purchases are tax-deductible,
and there is no requirement to include the value of inventorics in taxable income.

The New Zealand system allows the taxpayer the choice of treating livestock (sheep, cattle,
deer, goats and pigs) as either trading stock or capital. The trading schemes allow livestock to
be valued at the taxpayers choice of market value, replacement value or cost. If cost is chosen,
the mxpaycr‘h'ts the further election of using prescribed National Standard Costs, or self-
assessing cost on a partial absorption basis. The capital valuation option is known as the Herd
Scheme. Under this scheme, livestock are revalued each year on the basis of National Average
Market Values declared by the Inland Revenue Dcpanmcm‘ Any change in the values of
livestock between years valued under the Herd scheme is neither assessable nor deductible for
income tax purposes, and is thus treated as a non taxable capital gain or loss. Excluded from
these schemes are high priced livesteck (defined as having a purchase cost at a level of 5 times
or more of the National Average Market Value with a-minimum cost of $NZ 500 per head)
which are capitalised and depreciated. King (1992) provides a'more detailed explanation of the
New Zealand schemes for livestock valuation.

Farmers in the United States are also allowed to use cash accounting, However, unlike
Canadian farmers, they are not entitled to deduct the cost of purchased livestock until they have
received matching revenue. This provision produces similar results to the inventory
requirements of Australia. The United States tax law also allows farmers to treat breeding
livestock as items of capital and depreciate them over a § year period, Some profits on the sale
of depreciated livestock (where sale price greater than original cost) can be taxed as capital
gains at lower rates,

2.2.2. Relief from adverse events. ‘
The Australian system provides several elections which allow income from forced sales of
livestock (and certain insurance recoveries) to be transferred to future years (Douglas 1995
provides more detail).




Zealand System has no similar provisions, but-does provide an Adverse Event
lncomc Equalisation Deposit Seheme (deseribed in subsection 2.1.6).

In‘Canada, farmers who sell part of their breeding hierd-due to drought conditions areallovee
todefer patt of the sale proceeds to the following year, or the year following a serics off
conseeutive drought years, The proceeds of sales of brccdm;, s animals cligible for the tax
defermalare net of the cost of any breeding animals acquired in the year.

Farmers in the United States may clect (o defer the profit on forced sales of livestock because
of drought for one year.

2.2.3. Depreciation.
The Australing, Canadian and New Zealand tax systems provide similar depreciation methods,
Equipment is commonly depreciated on a diminishing value method®, In Australia and New
Zealand, first year depreciation js pro-rated for period owned, while Canadian taxpayers must
reduce first year depreciation by 50 per cent irrespeetive of period of ownership.

The United States uses the Modified Aceelerated Cost Recovery System (MACRS) provides
different rates for each year of depreciation. The basie seheme is that equipment is first
depreciated using a diminishing value method, then changed to a straightline method. Pigs are
dcpmumtcd as property with a 3 year life, cattle sheep, cars and trucks as § year: property, trees,
vines, and agricultural and horticultural structures as 10 year property, and buildings as 20 year
property.

2.2.4. Soil and water conservation expenses,
In Australia, capital expenses incurred in preventing or combating land degradation qualify for
an immediate deductions, while the expenses of conveying and conserving witer may be
deducted in 3 equal annual instalments. [t appears that poor legislative drafting may mean that
these expenses can be subsequently deducted off taxable capital gains, effectively giving a 200
per cent deduction.

In Canada there are no similar provisions. The costs of sinking wells or bores, draining land or
clearing land qualify for an immediate deduction, but other expenses such as conveying and
conserving water qualify for depreciation at relatively fow rates.

New Zealand allows deductions for most fanm development expenditure at relatively tow rates
(5 per cent paa).

In the United States farmers have a cholee of elaiming an immediate deduction for soil and
water conservation expenses in accordance with a plan certified by the Soil Conservation
Service, or adding the expenditure 10 the cost base of their land.

* Jwveach-countey, a sieatght Jinedepreciation method is atso avaitable, but not commanty used.
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2.2.5. Income Equalisation Deposit schemes,

stralian System provides two schemes, the Income Equalisation Deposit (II“D) Schcmc
& Farm Management Bond (FMB) scheme. Deposits (which must be made in the
f mncxa year) to both schemes are tax deductible, while withdrawals are-included-in assessable
ithdrawals may be made from the TED scheme after one year. Withdrawals may only
bc madc from the FMB scheme when the taxpayer is in financial hardship following a fire,
flood ordrought, or low commadity prices. Intercst was paid-on both schemes at the short-term
Commonwealth Bond rate, but only on 61 per cent of the IED balance (80 per cent of the FMB
balance), The limit on holdings was $A 300 000 per taxpayer for IEDs and FMBSs combined of
which only $A 80 000 may be held in FMBs®, The minimum deposit for both schemes was
$A 1000, and deposits in any year are restricted to net income from farming,

The New Zealand System also provides for two schemes, the Income Equalisation Deposit
Scheme (IBDS) and the Adverse Event Income Bqualisation Scheme (ABIES). The IBEDS
allows tax deductible deposits to be made up until 6 months after balance date. The minimum
deposit is SNZ 200 with the maximum deposit being the assessable farm income for the year.
Deposits must remain in the seheme for 1 year and must be fully withdrawn at the-end of §
years, Withdrawals are treated as assessable income in the year of withdrawal. An interest rate
of 3 per cent p. a. is paid on deposits.

The AEIES allows income arising from the foreed sale of livestock caused by an adverse event
to be deposited in the scheme up until 1 month after balance date. Withdrawals can be made at
any time, Deposits arc tax deduetible and withdrawals are assessable income in the year either
oceuwrs, The minimum deposit is $200 and the maximum is limited to the assessable income
arising from the forced sale of livestock caleulated under a specific formula. Adverse events
are self assessed by the livestock owner. A daily interest rate is paid on balances at 4.7 per cent
p. a, (increased to 6.5 per cent in 1995). Deposits remaining in the AAIES after one year from
the date of deposit arc automatically transferred to the main JEDS scheme and deemed to have
been in that scheme for 1 year,

The Canadian Net Income Stabilisation Account (NISA)Y scheme is a voluntary program under
which farmers van deposit money to an individual account, and a matching contribution is
made by the {ederal and provincial governments. The contributions made by the farmer are not
tax deductibiv waen made, and not assessable on withdrawal, Government contributions and
interest are taxable on withdrawal,

United States farmers do not have access to similar schemes.

* n-December 1994, the government announced chianges to the FMB sefieme which included paymient of irterest
on 100 per cent of the balance, incrensing the maximum holding 1o $A 150:000.
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2.2.6. Treatment of capital gains.
Major capital gains tax provisions in cach country are shown.in Table 2.

Table 2

Major-capital gains provisions in Australia, Canada, New Zealand and the Unt:o2 States

Australia

Canada

} of cost plus

rollover reliel

$C500 000 of

{ infation) may apply, capital gains
rollover retief | from eligible
applics t© farm property
| testamentary exempt, rotlover
transfers relief applies to

transier of
cligible farm
prapeny

1 , | New Zealand | United
1 Real gains Taxable, rate 75 per cent Tax exempt Taxable,
| (gainsinexcess | averaging and | taxable, first | concessional

rates may apply |

gains (gains in
1 excess of cost,
“hut less than
~cost plus

| inflation)

Nominal capital

Tax exempt

| 75 per cent

taxable, first

$C 500 000 of
capital gains
from eligible
farm property
exempt, rollover
relief applies to

Tax exempt

Taxable,
concessional
rates may apply

against taxable
capital gains,

carried forward
indefinitely, no

against taxable
capital gains,
may be-carried
back 3 years,

transfer of

eligible farm
T property ‘
{ Capital losses Deductible only | Deductible Not deductible | Deductible

against taxable |
capital gains and

| upto $US 3000 |

carry back and carried | carried forward
forward | indefinitely, no
indefinitely _carry back




2.3. Income tax rates.
, 2.3.1. Individuals
salian tw mtes for resident mdividuats in 199394 are shown in Talde 3,

Table 3
Atstrating tncome tax rates for eesident dndividuals 1993-94

Taxable income ; ~Tax payatle
$A ‘ A $A
0 5400 Nit
5401 - 20 700 Nil 4 20 per cent of excess over § 400
20701 38000 3060 + 34 per cent of excess over 20 700
38 000 - SO 000 8 942 + 43 per cent of oxeess over 38 000
» 50000 14 102 + 47 pey eent of excess over 50000

A low ingome rebate of HA 150 apphies (o 1axable incomes bejow §A 20 700, The rebate
phases out at a marginal rate of 4 per cent for incomes in excess of $A 20 700, and does not
apply to incomes in excess of $A 24 449,

Canadian basic b rates for 1994 are shown ip Table 4,

Tablo 4
Canadian basic income tax rates 1994

Taxable income Fax payable
$C $C
0-<29590 - 17 per cent
29 590 - 59 180 5030+ 20 per cent of excess aver 29 590
= 59 180 , 12 724 4 29 per cent of excess over 58 180

While there is no tax free threshold, taxpayers receive a nonsrefundable eredit of $C 1 098
which effectively means mdividuals with an income below $C 6 456 do pot pay tax.,

There is a federal surtax of 3 per cent of basie federal tax, with a further surtax of 5 per cent
(making a total of 8 per cent) payable on basic federal taxes in excess of $C 12 500,

All provinces impose income tixes as well, generally expressed as a pereentage of federal tax
payable. The exception is Quebee which has its own personal incame tax system, The
provineial tax rates mnged from 45 per cent of federal taxes in the Northwest Territories to 69
per cent of federa) taxes in Newloundland, The provinees also have surtaxes and some apply
fIat taxes 1 net or taxable income.

The provinees chosen for this the ease study examination are the Tow-tax Alberta with
provincial income taxes of 45,5 per cent of federal taxes (plus an 8 per cent surtax on
provineial tax in excess of $CI 500 and & it tix of 0.5 percent af taxable ingome} and the
relatively high-tax Ontarie with provingial taxes of 88 per cent of federal taxes, plus surtaxes of
up 1o 30 per cent of provincial tax payable,

New Zealand basie tax rates for 1993 94 are shown in Table 5.

B




Tible s
Now Zealand basle tax eates for Individaals i‘?iﬁ*"“

ubh‘ immmv B i “Tax Im)‘nhm

] O$N7

. : : 24 pereent

.4 m h‘?% : 1 A10 + 33 per cent of exeess over 30875

The New Zeatand s eate setieduls does not bave o tax free threshold, Redief is provided 1o
Iowdneome taxpayers by a Low Ineamp Rebate of O percent for ingones below $NZ 9 500,
The maxtmum rebate of §NZ 855 which is reduced by 4 cents for every dotlae that taxabile
incone exceeds $NZ 9 500 There s n fusther low incomis rebate (known is the Transitional
Tax Allowanee Rebate) for “earned” fncome. The maxtmum rebate i $NZ 728 where tuxable
tneorme is elow SN7Z 6 241 "The rebite s reduced ot n mmegingd rote of 20 cents per dollar of
ineome in excess of $NZ 6 241 and ceases to upply when ineome is $NZ O 880, This rebite is
anly svidable to persons who would not othernwise qualify tor tax eredic relief under the family
suppott Jegistation

Tlie New Zogland incorne s system s nlso used (o detiver finnneind relief 1o (milies
Gneladingg single parent Fanhies) with ane or more dependant elitldren, The selicmes sre the
Family Support Tax Credu Scheme; und the Guursmtesd Minimum Funily Income Sehame.
These two schemes have been exeluded from dis study ns they are forms of social welfure
assistunee delivered through tie income tax syster eather than direet payraants through o
different agency.

LLS . bste tox rntes for 199394 are shows in Talile 6

Table 6
United States basie tnx eates for single individunls 1994

"Toxnhle income | ‘Tox payable
$US _Sus
< 22750 ' TS per cent
22750 -« 55 100 FA12.50 ¢ 28 per cent of excess aver 22 750
55 100 - < 115000 12470.50 4 31 por cent of excess over §5 100
115000 - « 250 0060 3T039.50 4 36 per cent of excess over 1S 000
wa 250 000 1063950 4 396 per cant of excess aver 250 000

There nre separmte sehedules for “mnrnied individuals filing jointly, and surviving spouses”,
“mareised andividunls filing acpm’"ﬂlﬁly", and “heads of households", The effeet is that spouses
mauy b tuxed on their joint income withott the need for i ingome splitting deviee (e,
pasitnership, trusey a8 reqiired in Austembing, Conndn ind New Zeslind.,




The United States rate schedule does not have a tax {ree threshold. However, taxpayets are
entitled to a personal income deduction of $US 2 450, plus an additional deduction of

$US 2450 for each dependent. As well, taxpayers are entitled to standard deductions which
range from $US 3 800 for a single taxpayer to §US 6 350 for taxpayers who are married filing
Jomtly There are also refundable earned income credits provided for low-income taxpayers,
ranging up to $US 2 528 for a taxpayer with 2 children and a taxable income between

$US 8 425 and $US 11 000, Further, most states and some cities also impose income taxes with
marginal rates ranging up to 12 per cent in North Dakota,

2.3.2. Accident, Medicare, Pension and Social Security Levies.
Australian taxpayers are required to pay Medicare Levy (generally 1.4 per cent of taxable
income) on incomes greater than $A 12 688, Shading in provisions exist for incomes between
$A 12 688 and $A 13 643. The thresholds increase according to the number of dependents, for
example, a taxpayer with a dependent spouse and 4 dependent children would not be subject to
Medicare Levy until taxable income exceeded $A 29 766.

Canadian taxpayers are required to contribute to the Canadian Pension Plan, The 1994 rate was
5.2 per cent on incomes in excess of $C 3 400, with a maximum levy of $C 1 612 applying to
incomes in excess of $C 34 400,

In several provinees, health care costs are partially funded by healih insurance premiums on
individuals and familics or by payroll taxes. In Alberta, 1994 government health care insurance
premiums were $C 32 per month for a sing”  person and $C 64 a month for families. In
Ontario, the Employer Health Tax (BEHT) was 0.98 per cent for annual payrolls less than $C
200 000 increasing to 1.95 per cent for payrolls over $C 400 000. Self employed persons with
net self-employment income in excess of $C 40 000 must pay BHT, As these health care levies
are not collected through the income tax system, they have been excluded from the case study
analysis,

New Zealand taxpayers are liable to pay Accident Compensation Levies, with rates based on
occupational safety records. The GST exclusive rate for farmers is 2.5423 per cent of taxable
income (including employer premium for self employed taxpayers). The maximum Accident
Levy payable by farmers is $NZ 1 948.62 on taxable incomes greater than $ NZ 76 647,

United States taxpayers are required to pay Social Security and Medicare levies of 15.3 per
cent of taxable income up to $US 60 600, and 2.9 per cent on incomes in excess of
$US 60 600.
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2.3.3, Other individual deductions and rebates,

Common tax deduetions and rebates for cach country are shown in Table 7,

Tuable 7

Jommon Tix Rebites.and Deductions in

Australin, Cannda, New ,chlmu’l»;uu‘! the United States

altowed for
gifts only

200, 29% in
excess of 200 to
maximum of
20% of income

maximum 500

Description Australia Canada New Zealand Unifed States
Rehates Rebates Rebates Deduetions
—— $A fC $NZ, fus
Spouse - no
dependent LS8 915 i 2450
children’
Spouse - with
dependent t 425 915 i 2 450
childyen® — |
Dependent n.a. na, ma, 2 450 per chitd
chitdren
Sole purent Hed of
{equivalent to 116 915 60" liousehold tax
. Spouse) _ ates apply |
Remote aren up to 1173 + na. na, Nk
rebates’ 50% ather
; rehates
Standard 3800 - 6350
deductions it i ., dependent on
filing status _
GST eredit n.a, 199 ., .
Medical 20% excess 17% excess of . excess of 7.5%
CXPENSEs over 1 000 Me of income of income”

- qr 1 615 ,
Child minding expenses of up to 30% of
(housekeeper) na childminding | 33% to max of coOsELp-max

deductible (up $310 24001 child)
(0 $5 000 per or 4800
- child) i —
School fees i, nat, 33% to .
. ‘ 4 . maxintum 50 e ,
Charitable gifts | Deduction 17% eredit to 33% to - gifts deductible |

* Spanise rebates abate at a margioal rate of 4 per cant if the spouse’s separats netincome exceeds $282,
This rebate iy stnee been. replaced by Famiily Payments delivered through the soginl security systeny,

“1Phis rebnie is diseretionney for cages of hardship. '
! Remote aren (“Zone™) rebates apply o taxpayers who spend over half the year in defined isolated-aeas (niainly
the pagtoral zone) ol Austratin, ,
FTiis deduetion is only available to taxpayers who do nof elaim the standard deduetion,
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2.3.4. Income Averaging in Australia.
Australian farmers are uniquely entitled to-ealeulate their tax liabilities using the average rate
of tax applicable to their average income unless they have made an irrevocable eleetipn not to
use the averaging system, Under the averaging scheme, an average rebate is provided if taxable
income is greater than average income (complementary tax is payable if taxable income is less
than-average income). Average incone is normally the arithmetic mean of the current and four
preceding years taxable income.

The amount of the average rebate (complementary tax) 1s determined by the formula:

Average rebate = tax on tanable income - tax on average income * taxable income
average income

As the averaging system can pmvxdc substantial benefits whm income trends up (taxable
inconie greater than average income), shading-in provisions’ have been introduced to reduce
the benefits to primary production income. A result of these shading-in provisions is that many
farmers have different marginal tax rates for on<farm and off-farm income.

A feature of the averaging system is that changes in the current years taxable income not only
affect the current years tax Jiabiity, but also the tax Habilities of the nest 4. years, If a farmer
ceases to be on the averaging scheme (cither because of electing not to use the scheme, or
because of leaving farming), any tax deferred to following years will not be collected. Dounglas
and Davenport (1995) provide a more detailed analysis of the averaging system,

2.3.5. Companies.
The 1993-94 company tax rate in Australia and New Zealand was 33 per cent. Both countries
use similar imputation systems (sharcholders receiving dividends are entitled to (ax credits
equal to the company tax paid) to relieve sharcholders ol double taxation on company profits,

The basic € anadian federal rate of company tax is 38 per cent but it is reduced by a 10 per cent
federal tax abatement for provincial taxes, There is a tax reduction of 7 per cent for income
from mani facturing and processing, and a small business deductian of 16 per cent for
Canadian- controlled private corporations for up to $C 200 000 of active business income.
Therefore, the effective federal rate before surtaxes is 21 per cent for manufacturers and
processort and 12 per cent for small businesses.

The provincial and territorial gove nments also impose taxes on corporate income, Effective
combined, federal/provincial tax rates range from 15,3 per cent for small manufacturing
companies in the Yukon, to 45.8 per cent in Manitoba, New Brunswick and Saskatchewan for
large non-manufacturing businesses.

? Where a taxpayer has up 1o $5000 of oftfar income, all income is sreated as farns income, if off-farm income
is between $5:000-and $10 000, the amonnt entitled 1o be included as farm income-can be enlerlared necordin pothie
fornmla (10000 - off=farmuincome), and avernging is restricted to-farincome is off«farm inconié exceeds ‘Sl()
a0
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Canada provides a dividend tax credit to reduce the impact of double taxation on corporate
carnings that are distributed to shareholders. Dividends are grossed up by 25 per cent, and a
non-refundable dividend federal tax credit of 13 '/ per cent of the grossed up amount is
provided.

The United States has a progressive company tax schedule, shown in Table 8. The 39 and 38
per cent rates arc designed to “claw-back” the effect of lower rates on lower income bands, so
that flat rates of 34 per cent apply to companics with taxable incomes between $US 335 000
and $US 10 000 000, and 35 per cent for companics with taxable incomes in excess of

$SUS 18 333 333. The United States maintains the “classical” system of taxing companies, with
dividends being {ully taxable in the hands of sharcholders, e.g. there is “double taxation” of
company profits.

Table 8
United States Corporate Tucome Tax Rates - 1994

Taxable inconte Tax rate
$US Yo
0 - <50000 15
50 000 - <75 000 25
75 000 - <100 000 34
100000 - < 335 000 39
335 000 - <10 000000 34
10 000 000 - <15 000 000 35
15000000 - < 18 333 333 38
=>18 333 333 35

3. Analysis of income tax paid on three case study farms.

3.1. Case study farms,
Three Australinn case study farms (Armidale, Condobolin and Scone; all in New South Wales)
are used for the purpose of this analysis. The case study farms were constructed using data
provided by local consensus data groups who described tarms representative of a typical farm
in their region as part of the joint Centre for Agricultural and Resource Economics, NSW
Agriculture and West Australian Department of Agriculture project “Drought Strategies to
Enhance Farm Financial Viability”.

The Armidale case-study farm represented a Northern Tablelands mixed fine-wool merino/beef
cattle enterprise, the- Condobolin case study farm a Central West mixed cropping-livestock
enterprise and the Scone case study farm represented a specialist Upper Hunter Valley beef
enterprise. A more complete description of the case study farms is available from the authors.




A common (and valid) criticism of case study analysis is that the results are only représentative
of the:case studics themselves. On the other hand, income tax is caleulated individually, the
final tax liability in a year is affected by ¢very financial transaction made in that year, and by
many transactions made in past years'’, Thercfore, the starting point of any analysis of the
impact of income tax provisions on agriculture must be on the effect on the firm, Onee the
impacton the firm has been determined, the effects may be aggregated, and economic (as
opposed to financial) effects can be determined. The results of this case study analysis should
be used as being illustrations of broad principles; it is magnitude and direction of effect which
is important rather than the absolute value of the tax payments.

Anadvantage of the three farms used in this analysis is that they cach have different amounts
of taxable income (total taxable income at Armidale $A 1 056 378, Condobolin $A 587 850,
and Scone $A 377 070) which enables the impact of the progression'! of tax rate sehedules in
cach country to be demonstrated.

3.2. Methodology and assumptions.
The RISKFARM maodels (Milham, Hardaker and Powell 1993) built for the drought project are
stochastic budgeting models. Most key variables (price, yield, interest rates, climate) are
specificd as stochastic variables. Finaneial outcomes are expressed as cumulative density
functions rather than point estimates. While this approach may be desirable for farm financial
analysis, the multitude of outcomes makes isolating of the impact of taxation very difficult. In
order to make interpretation of the results tractable, it was decided to convert the stochastic
information contained within the RISKFARM models to deterministic “expected values™, and
to assume the same trangactions took place every year. Key financial assumptions for the three
case study farms are summarised in Table 9,

To capture the timing effects associated with purchase and sale of a tarm, it was assumed that
the assets of each case study farm were purchased at the start of year 1, and disposed of atthe
beginning of year 11. The livestock were sold for their purchase price, while depreciable assets
were sold at 20 per cent of purchase price.

Other key assumptions include:
e constant prices;
constant breeding and death rates;
no asset replacecment;
no debt (ie, no interest paid);
positive cash balances do not eam interest;
constant tax rates (those applying in the years ended 30 June 1994 for Australia, 31
March 1994 for New Zealand, and 31 December 1994 for Canada and the United
States);
taxpayers are-entitled to be taxed as resident individuals with no dependents;
partiership income is divided equally;
taxpayers are not entitled to concessional rebates;
taxpayers have no otherincome;
adiscount rate of 7 per cent is used;

e 5 o6 o @

® @ o o &

% past transaction will affect the values of opening stock, depreciation, and for farmers in Australia using
averaging, the rate-of tax,
"I a progressive tax system, the average rate of income tax payable increases with inconte,
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® provisional tax is ignored: and

¢ inthe Canadian, New Zealand and United States analyses, Australian-input and
output prices arc used (ie. there is noadjustment for differing levels of other taxes
and charges in Canada, New Zealand and the United States).

Canadian, New Zealand and United States tax payable was calculated by first determining
taxable income in Australian dollars using the laws of the relevant country, converting this
figure to the relevant currency, caloulating tax payable, and then converting the tax payable i
back to Australian dollars. The exchange rates used ($A 1 = $C 0.9286 = $NZ 1,2217 = $US 3
0:6905) are the average exchange rates for the year ended 30 June 1994 published in -
Butterworths Australian Tax Handbook,

Tulste 9. ‘5

Assumptions for case study farms,

: Loc.mms Armidale Candobolin _Scone
» Ssm 1 000 Ha. 2 800 Ha, 890 Ha.
|'Sheep Nlock Merino self- First cross na.
: replacing replacements
, purchased

1 Cloamg stock (No.) 5650 3 145 n.a.

| Natural i mcmasc pa. 1 650 1445 n.a.

‘ Dcath\ 280 155 n.i.

1 Markct value 87 000 60 562 .

| Sales (No.) 1375 1 698 n.a,

| Sales (%) 19 675 43 460 n.a.

[ Purchases (No.) 5 1445 n.a.
Puarchases (§) 5000 10200 n.a.

{ Wool sales () 200 530 42 387 n.a,

{ Catdle herd Self-replacing Seli-replacing _Self-replacing _
Closing stock (No.) 370 146 406
Natural increase p.a. 170 56 196
Deaths 9 I i

[ Market value 135 250 62 832 184 800

| Sales (No) 165 56 187
“Sales ($) 59 000 31 966 107 208

{ Purchases (No) _ 4 ] 2

{ Pur rchases ($) 6 000 1 000 4 O()()

| Sales of crops (§) _na 138914 _—

| Value of plant (§) 115 339 205 800 90000

{ Operating costs ($) 153340 170308 58300

| Total Taxable Income | 1056378 587850 _377075




‘i Canadi Hsh

nu;tl ew ‘c.x'uand using lmth il ummluu m ‘lm Ndlic‘ fost (NSC) option
- ang rd-Scheme aption to value livestoek, and United mmcs o nsh n ulmsl With respect to
the New Zeatand NSC option, the NSC’s for this stidy are eateulated on the costs of

Zealand, but is interpreted in this paper as examples of the NSC method as if cach case study
was the average Austeading farm (atfeast of that type). The actual ealeulation of NSC used in

his study is derailed in Douglas and King (1996). With-respeet to the Herd Sehene option, itis
simply assumed that the real value of the Hivestoek concermied was their market valoe
throughout, Under the Herd Scheme, any change in the per head value of tivestoek over time is
treated as a non-<taxable eapital gain or loss.

3.3. Results - depreciation deductions.
Annunl depreciation deductions forthe Armidale ease study are shown in Table 10, Similar
results were abtained mn the othier case studies

The New Zealand depreciaton vates used in the analysis were economie Hile depreciation rates
I
without loading applying under the new regime mtraduced from the 1993/94 year (economic
rates) without any additional toading. From the 10956 income yoar onwards, & parminen
¥ . t ¥
toading of 20 per cent will apply

‘Table 10
Deprecintion allowed - Armidale

Year Australia Canada “New Zealand | United States
$A $A _SA - $SA_
o 2y 429 15128 wsee2 | 19105
2 21084 26 001 15106 ' 314738
3 15 308 18714 ’ 12 318 20 056
4 11247 13 508 10 120 ' 13 675
5 8350 9785 8372 : 11 865
6 6 202 AR G 874 : 8177
7 4741 ‘ 5188 5846 4 671
8 3625 | 8800 4933 | 2 965
9 2797 2795 4187 : 1100
10 2181 ' 2062 : 3570 j 1102
{Saleyear] 12753 | 11821 | 2184 2 A |
_Total | 92272 92272 92272 _gpaove

The Canadian and United States depreciation is reduced in the first year by a mandatory 50 per
c:cm,ndjusnwn ln Au«u u’m zuul N(,w 'z,rmland f‘rs“u yc,,nr dqpmoimim\ imdjusted fmnm lcn,ggtn

wum.,n dowu vnlm, ol m.ms. m 2() ;mr u.«um! tlmir (.mt uvu m y«;:u‘s ~m¢| m;, (T ]i m
results, By cmm wt, the New Zealand economie life depresiation rites provide s:gm icai
Tess e These results are dependent on the assim
For 200 pc.t cent of thelr puruh 15 price after 10 years, : :
vaey from faci (o tarm and item of' cquipment o iteo off cqmpnu,nh
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Results - livestock valuation.

gml mvcnmry \ml um !or hvws(wk acc{nuuf; lov lhe Arm:dale case study are showiiin

¢s - Armidale

“Year | Australia NZ Herd us®
: ' Slandard*Cost
L. 1 sA | SA SA _SA
| Purchase | 2227280 | 222250 222 250 222250
1 174644 | 122813 . 188 309 2 250 137 100
2 141 263 33 649 191 094 202 25@ 103 160
3 117 784 0 193372 222 250 58 760
4 101 215 0 193 452 222 250 22248
5 89 462 0 142 854 222 250 15144
6 81 144 0 191 943 222 250 11 400
7 5195 0 190 934 222 250 11 400
8 70 935 0 189 944 222250 11400
9 67 872 0 189 034 222 250 11 400
10 65 660 0 188 203 222 250 11400 |

Tt can be seen that the Canadian system provides the Taegest tax deferrals, foliowed by the
United States, Austealia and New Zealand.,

3.5. 'Results - taxable income.
Taxable incomes for the case study farms over the period of the case studies are shown in
figure 1. The same pattern of results {on different seales) oceurred in the other case studies.

Figure 1

Taxabie income ($A) under different tax regimes - Armidale

260000

200000 4

1500004

100000 i

[WAusiila B Conndn WNew Zeainnd - NSC O New Zeaiand - Hord D

2 'l‘hc 1nvuxtmy v:ﬂuc s the pmonnt mcludm becanse of thi mandatory inventory adjustiient provisions, .

B rechivi cittty, this-dsnot .m Fuventory vilie, butthe undedustéd cosvor ivestosk andhand,
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36, Results - tax payable
Totaltax payable discounted at 7 per cent for cach of the case studies are shown in figures 2

Figure 2
Tax payable discounted at 7 per cent - 2 partners

Armidaie Condobolin

WAustralia - no averaging WAUstalin - averaging  CICAnAGA - Alberts OCanada~Ontarie ]
| @ New Zealand - NSC O New-Zealand » Herd WUnlted States Texns dQnitndf.Stn§05 « Montan

Figure 3
Tax payable discounted aL 7 per ¢ent - sole trader
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assumpuon dxd nm allew Ncw 7mland hmncrs us:m, thc hcrd mhemc to rcccxve mcrcdscs in
livestock prices tax-free.

In general, it ean be said that the Australian averaging system resulted in the lowest orsecond
Towest discounted tax payments in 5 of 6 scenarios, Canadian and New Zealand discounted tax
payments were always in the higher range-of results, while United States discounted tax
payments were relatively high for the low income case studies, butrelatively low in the high
income case studies. As such, it is difficult (o state that one country’s tax system. provides an
unequivocal advantage over that of another,

3.7. Deferral of taxable income,
A critieal assumption-in the analysis to date has been the “sale™ of allthe assets in year 11,
While this assumption ensured that all income (according to the érhanz»ﬂhiq«ﬁ’irnans concept)
was taxed, it does not alfow comparison of taxes payable for ongoing farm businesses. To
cxamine this scepario, income and taxes paid over the 10 operating years of the case study
farmers were compared. In practice, most country's systems of measuring farm income allow
substantial tax deferral, as shown in Table 12,

Fuble 12
‘Taxable income in *sale” yearas percentage of total taxable income

Armidale | Condobolin Scone

Yo 1 % %

Australia ‘ 16 I 2 46
Canada 22 25 ~ 53

NewZeaIand NSC ; 3 9 {1 2
22 ' 25 B3

Under the methodology used, there was no trading income in the “sale” year, any taxable
income in this year resulting from either recapture of excessive depreciation allowances, orthe
dsf I‘ctcnce bctwwn the 'mlc 'md mvcmory i ﬂucs of hvwouk It can bc seen: t!m lhtz Austmlmn,

amounts of income unui the hvc:,tock 'md dcpn.cnbin msscw are sold Calcuialmg mxablc
income under the New Zealand Standard Cost option provided smaller deferrals of income,
while the New Zealand Herd option provided negative deferral, The deferral-of tax is
effectively a tongsterm loan of tax by the community to-the fariner, and will remain unpaid for
as fong as the choice of enterprises remains the same, and inventory levels are maintained.

The higher percentage of tax deferred in the Scone case study occurs because all income is
derived from the sale of cattle, unlike Armidale and Condobolin where signifi cantincome: is
derived from the sale of other products such as wool or wheat.

Discounted tax payments for the first 10 years of thie case studies are shown in- figures 4:and

.
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Figure 4
‘payable discountedd 5t 7 per cent for the 10 year operating period- 2 partners

Atmidale Condotiolin Seong

W Ausiralia - nonvernglsg WAusiralin«nvoraging D Cannda - Alberty D Canada-Onlatle
| S New Zenfand - NSC ONew Zeoland - Hord  MUniied States - Texas.  DUnited Statas » Montonn:

f: Figure 5
Fax payable discounted at 7 per cent for the 10 year operating period- sole trader

300600

250000

Stafe

WAustralln - o avaraging MAustails - veraglng  DCannda- Alberta  OCanada-Onialo
WNow Zaalnnd » NSC B Now Zoaland ~ Herd Wintted Statos « Toxas T United Statos - Moritania

20




X msyi‘mh@ azmnpaxrcéd to (‘hc‘tt ;:myxm'l‘,ﬁe ‘t‘i‘tttit’%t‘ t mote nmr‘xttmi‘ systei c%(‘ i

meonme. In all seenarios, the Canadian systeny provides the g

Zonlnd the Jowest

nring taxuhile

test iy deferels, and the New
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Table §
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is “Probably not, 11 the B s tansfesred within the family™, but in New Zealand

Discounted tus payable in Msale” yenre as t percentaje of discounted total tux payidile
iy § B Ly

Armidale Candabolin Scone
7 ‘ o Yo
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In Austmha the: cxmc:ncc of roliover rdxel umwsmm (s, 59) for dnv prom On dn os"al‘ “O‘f"

,reorgahisa(ion of a :pzu,'tncn:ship, tl‘u:v tax dcfcrml may Gom;inuc t'_hrough gcncrz’i’ticms,

Further rollover relief from capital gains tax is available on the testamentary (but not.inter
vivos) transfer of any asset. chaymcnt of the tax deferral will only be tiggered on sale of the
assets, or following a mijor- changu inthe unlcrpnsc structure which does not qualify for
rollover relief. Further, where income averaging is used, and the farmer exits the industry at
time of final sale, part of the income tax deferred is effeetively written off.

Canadian farmers are also entitled to rollover relief provision on both inter vivos and
testamentary transfer ol capital assets from spouse to spouse, or parent to child. There is also
rollover relief for the testamentary transfer of inventories.

Neither New Zealand not the United States provide rollover reliel on disposal of farm assets.
New Zealand farmers are favoured by the absence of capital gains tax provisions.

3.8. ‘“Life-cycle" effects
The amount of tax paid by farm businesses is heavily dependent on the length of time since
major assets were acquired, This can be seen by examining the taxes paid in the first 5
operational years of the Armidale case study (“the start-up phase of the business™), compared
to that paid in the last 5 operational years (“the mature phase of the busimess) , as shown in
Figure 6.

It can be seen that the amount of tax paid over the five year periods is significantly different,
with the net present values of tax payments for the Australian, Canadian and United States
farm businesses approximately doubling between the start-up phase and the mature phase. It is
important to pate that there is a much greater disparity in tax payments between new and
mature businesses in each of Australia, Canad - and the United States. In New Zealand, the
difference between tax paid in the formative and mature phases of the business is much less
significant,

While it can be clearly seen that the New Zealand tax system defers less tax while farm
businesses in their start up phase, the limitations of the case study methodology make it
difficult to state that the other differences are significant. In particular, it would appear that for
businesses in their mature phase, the income tax liabilities are very similar,

18 Undu 5. 59, like doc.‘; not lum to ba replaced with like, for example, a.wuck can:
n.plncomc,m asset diny-profiton disposal-can be: offsct-against future: depreciation-glai
down valug of other depreciable assets,




: ~ Figure6
Discounted taxes paid in first and last § y

par-operational periods

Armidale ciis y - pactnership/married filing jointly scenarios
160000 e
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4. Conclusion.

This study highlights the necessity for a holistic approach in comparing ineome tax systems. 1t
is relatively easy 1o descrabe the varous tax provisions of each country, However, the amounts
of income tax paid m each country is a function of:

the tax rate structure (imchiding personal rehefs);

the choice of enterprise strugture (sole trader, pantnersiup, ete);

asswmptions concerning the “sale” of assets at the end of the stwdy periad (o ensure
deferred taxes are boupht 1o account;

location in countries with state/provineial taxes;

the length of time major business assets are held; and

the scale of activity, due to differing degrees of progression in tas raes.

Therefore, the results of any comparison of taxes paid will depénd on the assumptions made,
meaning that eare must be used in interpreting the results of this case study analysis.

Despite this caveat, general conclusions can be drawn about the size of taxes paid by
Australian farmers vig-a-viz the other countries in the study, and the nentrility of the various
lux systems.




As arule, the diseounted value of tax payments by Australian farmers on averaging
ﬂwoumbty with those which would apply in Canada, New Zeatand and the United-
exeeption was for the high income Armidale case study under the sole trader scenario thm
xable income was in exeess of $A 100 000 pa., a sitwarion that applxcs‘ 10 few
Australian farmers. The case studies further showed that the Austratian wveraging system
reduces tax payable by Australian farmers, and may allow partial write-off of deferred tax
liabilities if a farmer Jeaves the industry.

Australian tax provisions for facmers are at least as coneessional as those applying in the other
3 countries examined. The major exeeption is livestock valuation, where both Canada and the
United States provide more concesstonal methods of valuing livestock. In contrast, the New
Zealand system appears to be the most neutral,

Farmers in Australia, Canada and the United States received significant taa Jeferrls. The
defermls arose beecause the tax laws applying to inventories of Tivestock in each country are
more concessional than those applying to inventories tn other industry sectors, By contrast,
New Zealand farmers received little deferral, with the New Zealand NSC and Herd methods of
valuing livestock bemng consistent with accepted econamie and accounting valuation prineiples.

The elearest symptom of the tax deferral in Austradin, Canads and the United States is the
manner in which taxable income inereased over time. A key assumption of tee case study
analysis was that the same transaetions were made at the same prices every year, Therefore,
subject to assumptions concerning the correet method of accounting for depreciation, ceonomic
income should have been similar in every year. It is significant tha inter-temporal differences
in income tax payments within countries were much larger than the differences in income tax
payments between countries.

The tax deferrals shown will adversely affect both the efficiency and structure of the Tivestoek
seetar. By deferring up to 60 per cent of tax paid over a 10 year period until the sale of the
herd, the tax system is providing both an incentive to invest in livestoek, and a significant lock~
in effuet. The former effect will aceur as, cereris parabis, investment in livestock will provide a
more attractive afier-tax rte of return than other similar investments. However, the tax is only
deferred, so that subsequent disposals of the herd/flock will attract a greater tax liability than
otherwise would be the case. This additional tax liability can act as an impediment to the
farmer responding to changing price signals by transferring capital to enterprises with higher
pre-tax returns, resulting in a loss of ¢conomic ¢ffi cmﬁcv Furthermore, the lock-in effect may
act as an impediment to farmers adjusting stoeking rates in accordance with variable climatic
patterns, perhaps increasing land degradation,

By initinlly increasing after-tax returns from livestock, tax delerrals may also affect the
structure of agriculture. If after-tax returns are greater in the livestoek sector than in other
sectors of the economy, the price of inelastic factors of production (land, and in the short term,
breeding stoek) will be bid up, sa redueing pre-tax fetarns, and cqualmn;, postax returms
across the economy. Due to differing income levels, not all farmers will be able to take
advantage of the tax benefits pmvuic,d Those firms which eannot utilise the tax benefits will
receive lower pre tax returns in the short run, and in the long run, may be foreed from the
sector (Chisholm 1976, Gardner 1994),

i
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In Australia, Canada and the United States large tax deferrals oceur in the formative years of
the business. While some may argue that newly established busineSses should be entitled to
receive tax concessions, the convoluted method of delivery means that it is unlikely that either
newly established businesses or the government are aware that tax benefits are being received.
A further concern with livestock concessions, is that by providing incentives to new entrants to
the sector, while simultancously providing no incentives, and perhaps net costs, forestablished
firms within the sector, a “vicious circle” may be created whereby the tax system which
attracted new entrants makes mature firms uncompetitive, hastening their exit from the
industry. Therefore, if Australian farmers are concerned with the impact of income taxes on
their competitive position, their focus should be on achieving greater neutrality in the
Australian income tax system.
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