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An assighment to discuss income tax planning for farmers at a time

when major tax reforms are being considered is a difficult but, I must
. add, interesting task. I use the word interesting but one can rest as-
~ sured thai’many tax advisors, managementrcompanies,»and investors use

stronger descriptive terms. Iootball coaches respond to rule changes.

with nev or revised strategies. I exéectAtax reform to lengthen the
working day of many tax consultants as they devise new "quick openers'
and "end sweeps."

' This-péper‘will discuss some farm tax plannihg opportunities'which

~~have existed during the last séveral years. Tax provisions used in tax
loss farming will be emphasized. The principal'featurés of proposed tax.
—refqrms.as applied to agriculture will be sumarized and scme probable

 effects will be discussed.

épécial,Fa:m Téx Proviéions-.

Farmers face fhe same problems as do other'taxpajers plusva'féw
which:are uniQue.;! But special income tax provisioné applicable ﬁo
farmefs offer tax planning opportunitiés as well as problems. These f
favorablé,planning opportuﬁities revolve pfiﬁarily afound the use of
cashvaccoﬁnﬁing. Cash accounting combiﬁed with accelérated'depreﬁia-

tion, full deductibility of farm losses from income, timing of income -

and expenses, and capital gains provisions on agricultural assets have

been used by farmers 2nd ranchers as well as nonfarm investors to maxi-

mize after-tax income.

Pape?,prasen?ed.to'tha American Agricultural Economics Association
Meeting, Lexington, Kentucky, Aug.l7-20, 196%. ' . :



o Ordlnary 1ncome ~can be shlfted to capltal galns in a falrly system—

‘catlc manner w1th proper plannlng.‘ The income shlftlng opportunlty is af-

oforded to farmers bulldlng up a herd of llvestock, establlshlng an orchard -

:°or v1neyard or. 1mprov1ng a parcel of land w1th s01l and water conserva—‘
:ﬁtlon 1mprovements. Most expenses, even though thej add to the value of

'?these assets, are deductlble at: the tlme 1ncurred g/t

':‘TaX'Planning

I have found surprlsingly llttle written on farm tax plann1ng with
3/

l"a plannlng horlzen of -more than two tax years.‘. Most publlcatlons deal-

v fods, t1m1ng recelpt of 1ncome, t1m1ng of 1nput purchases, and full deduc—‘
!

‘ tlon of expenses [81, [10] [15] : Those farmers who recognlze the nead

”'vfor longer term tax management have typlcally sought out profe351onal

vf serv1ces from tax consultants and’ management companles. Most farm tax '
=7prov151ons‘have w1de appllcablllty but optlmum utllizatlon can be qu:te

1nd1v1dua11zed

Most farmers have beneflted 1n one way or. another from spec1al farm ’

income’tax‘prov1s1ons. However, it 1s probably safe to say that few farm—

jers have utlllzed these prov151ons in a systematlc manner over tlme to

_convert ordlnary income to capltal galns.h/_ Farmers have not tradltlon-

a ally found themselves in. the hlghest tax brackets where the advantage of

o capltal galns 1ncome is greatest. Tax consultants and management flrms,p
';Vhowever, were quCk to recognlze'the.value of agrlcultural enterprlses

vrsuch as cltrus and cattle for thelr hlgh 1ncome cllents and dev1sed nro—_

’ ‘ 'grams whlch exp101ted farm tax laws. Promotlonal materials of manage-

"ment companlesvandnartlcles 1n,buslness publlcations such as Fortune and

“ ‘m,1ng w1th farm income tax management are concerned w1th deprec1at10n meth-r



’

‘The Wall Stfeet Joufﬂél have emphasiéed‘the téx:advantagesvof agricul-
tural investments [h], [3 ];. Whét'high fax bracket investorvcan'resist
~ for example, the detailed descrlptlon of a stockbroker who reallzed a
"two-year after~tax return of 39 percent on a $35, OOO 1nvestment in breed—
ing cattle [3} The same story reported that "at least eight corpora-
»tlons plus dozens of individual farmers who also manage property for a
fee, now handle well over $100 million of 1nvestmenus for more than 5, 000 
preople." Much of the growth of these firms has occurred during the last

three or four years.

Tax Loss Farming

Cépital géins*provisions, tax treatment of ;ertain types of farm ex-

v beﬁses;.and cash aééoqnting form the basis for successful "tax loss farming"
of‘"tax sheltered investments in agficulture."éf The incentive for tax
sheltered‘investmehts.is:pfovided-by the differéncevin téx rates Betwéen‘
ordinary.income'aﬁdAcapital gaihs.

V | Severai agriculturél‘enterprises offer:fax‘shelfer op?brtunities.
These 1nclude livestock, develoément of orchards, groves, and v1neyard§,
and some land 1mprovements. The method of operatlon is 31m11ar_for each
enterprlse, The farmer or investor builds'up a herd of breeding Qr déiry :
animals or improveé land; Cash accounting is uséd and expenses are de-

: @ucted from.income,vfarm or nonfarm, at the time inéurred. The tax basis
of‘fhevraised li#estock_held for breeding or dairy\purposéé and the land'
imprévéments ié zero. >Thus; any gain féalized from the sale:of these és_.
sets is capifal géiné. Aftér-tai.rétufnsvf§r~these iﬁvéStments increase;
as the margiﬁal income téx bracket of the owner increases ana as thé ra-

1/

tio of capital gains to expenses increases.— Careful planning can result



:,ln an‘attractlve return to thernonfarm 1nvestorffrom tax shelteredvln—
restmehts.1n:agr1culture., A growth—mlnded farmer or rancher can also .
3_uee:theséfﬁax'pfdvisldne tO,bu1lngp his net worth wrth a mlnlmum ;ncome;v'
'1‘etax 11ab11lty. . - |
| Tax shelter 1nvestments are much'more profltable for hlgh 1ncome
b‘than,fOr low 1ncome taxpa&ers.. ThlS dlfferentlal in profltablllty per-'
dmlts low 1ncome farmers to execute mutually advantageous contractual ar-
'-1rangements with hlgh 1ncome 1nvestors.> Contractual arrangementa‘are fa-
:ICilitated.by management'combahiesjwholfor.a‘ree:(tarldeductible)'arrahge
;fbr farmers to care for the farm bropertyrof 1nvestors. .Poleon found
. that a group oft Oklahoma ranchers had nlgher after—tax returo for each
: »‘of the years 1962—1967 w1th cattle cared for under a contractual arrange—
jment than with their own cattle [12] It 1s 1mportant to note that the
) aftermtax cost of" establlshlng an orchard or 1mprov1ng land decreases
',w1th 1ncreases in the tax bracket of - the developer.» Thls_presenta ;nter-
"lestlng p0331billt1es for orchard development. The lerel‘of tarable ln—
~.come of buyer and seller in seller—flnanced land sales is an 1mportant

‘,con51derat10n'31nce 1nterest 1s tax deductlble for the buyer but ordlnany

income for the seller. For a glven outlay on an 1nstallment contract

‘l the buyer will prefer the hlghest perm1531ble allocatlon of sales prlce

to interest. lelerences 1n tax brackets of the buyer and ueller may

A»make adjustments in the sales prlce and allocatlon to 1nterest Drofltable

. for both partles to the contract

. Proposed Income Tax Law Changes
Agriculture is one of the areas that'hasdbeen chosen for early tax

' reform efforts. What started out as an effort to limit tax-loss. farming



‘by‘ueaith&turhandinvestors'&ppéars to havehbé§ome é@'?ffoitatoitighéenruP‘
‘ ;1ncome tax‘rules appllcable to all farmers.ph | :
Iet us brlefly con31der some tax reformnproposals appllcable to.agrl-
i"'_.tlzul'tn.lre.. A Treasury Department recommendatlon prepared durlng ‘the Johnson

: Admlnlstratlon recommended that the amount of farm 1osses whlch could be .

:"?deducted from nonfarm income be llmlted to $15 OOO [13] Senator Metcalf '

;’p(D—Montana) 1ntroduced a blll in the Senate whlch vould.arso iimit the de-
lductlon of farm losses from nonfarm 1ncome, but it is more restrlctlve
i”than the Treasury Department proposal.‘ Under this blll a taxpayer with

ﬁ-:$30 000 or more of nonfarm income could not deduct any losses from non-vb

"farm'incomeréj "The 1mpact of these proposals on most full-tlme farmers

and ranchers would be mlnlmal Tax shelter 1nvestments in agrlculture

would be sharply curtalled under the Treasury proposal and would ne lon;f,er

“be proxltable under Senator Metcalf's blll.‘_: i‘pﬁ - 1r‘ ) 'm_;* o

A comprehen51ve tax reform blll has ‘been passed by the U S House of
'Representatlves and sent to the Senate.v Under its prov131ons, as I have |
" seen them reported “the size of 1nd1v1dual tax shelter 1nvestments in. ag-
rlculture would be. llmlted In addltlon, the 1ncent1ve for tax‘shelter
'1nvest1ng would be somewhat restrlcted by changes in tax rates and capltal
galns prov131ons. Tax rates would be reduced the capltal galns tax rate
"would be half of the ordlnary rate but w1th no maxlmum, and the holdlng
perlod,to quallfyffor_capltal galns would-he‘lengthened. “‘

"‘ELimitation of tak ioss farmin? wbuld‘he accompiished with the res‘~'
t“;qulrement for an - "Excess Deductlons Account.v Taxpayers w1th nonfarm 1n-
come over $50,000 would have to place farm losses above $25 OOO per year

'1n thls account. The- taxpayer would then have to pay ordlnarv taa rates

- omn thelExcess Deduct;ons Account before clalmang,capltalfgalnS‘on breeding'



Ksllvestock orchards, and land 1mprovements. It 1s also reported that the
: fdeflnltlon of a "hobby farmer" (who is denled wrlte—off of losses) would
'be anyone who loses $25 000 or more annually from farmlng for a perlod of

'chthree years. These prov1s1ons would not affect the profltablllty of tax

i

:,Hloss farmlng but would limit the 51ze of 1nd1?1dual 1nvestments.v The pro—

:‘v151on of an Excess Deductlons Account should have llttle effect on the
lfull-tlme farmer.‘ o |
| A change in the rules.governlng cepltal galns onlllveSuock would 1n;
crease tayes for ‘some farmers and ranchers but would have llttle effect |
. . > :
iic}on method or 31ze of operatlon. It would requlre that llvestock be held
"tkfor at least one year efter flrst belng used for draft, dalry, or breed-

. 1ngvpurposes to quallfy for capltal galns. Deprec1at1on.on purchased
lld“llvestock would become subject to recaptureunrov131ons es ordlndry 1ncome.v
when there 1s a p*oflt on subsequent sales°* Wacn of these prov1s1ons, |
1f enacted would reduce the profltablllty of tax shelter 1nvestments in
‘llvestock enterprlses.'x | R | o

| Gsins in:lsnd-valuesdwhichverevthe result of soil end ueferfconser—
bvatlon expendltures would be subJect to ordlnary 1ncome taxlrates for l
flve years after the expense was 1ncurred. Whlle I have seen nothlng
jregardlng or chard establlshment expenses, 1t is reasonable to expect
“31m11ar regulatlons.' Thls would lengthen the holdlng perlod of somevf‘
:tax shelter 1nvestments in- land but would have llttle effect on farmersblf

1mprov1ng land or establlshlng orchards.:

“ Summa£[‘
Profltable tax plannlng 0pportun1t1es ex1st in. agrlculture, espe— .

f. clally'ln the converalon of ordlnary 1nccme to capltal galns.' Farmers



E have_benefifed from fermktax previéions but not in the speetaeuler manner .

ff of _some wealthy urban 1nvestors. The tax reform blll passed by the U S.‘

A -House of Representatlves would serve to reduce the ‘size of tax shelter

frlnvestments as well as - thelr profltablllty whlle allow1ng farmers to con-
"tlnue their ‘use of cash accountlng.m We have: no way of know1ng whatvac—
tlon the Senate will take on tax reform. I feel confldent however ~that
'»‘even Wlth tax reforms, farmers can proflt from tne‘type of income tax plan— 
',nlng.Just deecrlbed Good flnanc1al records, famlllarlty ﬁlth 1ncome tax
“‘E.law, end occas1onal profess1onal adv1ce will help score p01nts ‘in the tax

'management game._-'




 FOOTNOTES '

*Glannlnl Foundatlon Paner No. .

I apprec1aie the helpful comments of Gerald W Dean and A. Doyle Reed.
lixon an. earller araft of thls paper. | |
'1 **As31stant Professor of Agrlcultural Economlcs‘and A551stant Agrlcul-
' tural Economlst in the Experlment Station and on the Glannlnl Foundatlon,
Unlter51ty of CallfOrnla, Dav1s.d | | | |

l/ Baker has an 1nterest1ng dlscuss1on of farm ‘tax problems with ref~

-;erence to court cases (see [l] and [2]) Good discussions of tax manage-
" ment for farmers arevcontalned in [9] ana [11]. | |
| 2/ The deductlon in any tax year of expendltures of s capltal nature
”for 5011 and water conservat1on 1s limited’ to 25 percent of gross 1n"ome‘
'-from farming for the year.v Any nnused deductlon can be,carr;edfoner to
»lsncceediné years {lS,tn. 39]. Land clearingvexpenditures can also be de-
~ ducted. The deductlon in any year “cannot exceed $5 000 or 25 percent of

‘taxable income from farmlng, wh1chever is less, and the balance must be
'lncapitallzed:[lS, p. 23]. | L |
flg/:A‘noteworthy exception is the excellent analysis byrDean_and_Carter
| r[%j; | : _ . : .
. .Y I know of at least one case where a fafmer has bullt up a substan—
‘tlal net worth whlle paylng no federal income taxes.

5/ A budgeted example for a 51x-year 1nvestment'1n beef breedlng cattle

' based on cost, prlce, and tax levels effectlve in 1967 1llustrated that an
Jplnvestor in the T0 percent tax bracket could reallze a s1mple after—tax
lbreturn of . apnroxlmately i percent on 1nvested capltal [6] - The rate of

return decreases for 1nvestors in lower tavarackets.'



é/ Other tax provisions form the basis for very popular tax sheltered

Vinvestments in apartﬁent houses and_in the oil industfy, e8> liberal

| depreciation rules and pe,rcenfage depié‘tion a.llowance‘s;
Ij"For'discuSSions of the effect of tax brackgt and recovery of éx—

penses on returns from tax shelter investments see [5] and [6].

8/ The bill (S .L4059) provides that in the case of a taxpayer engaged

in farming, the deductions allowable shall not exceed the sum of (1) the

adjusted farm gross income for the taxable year and (2) the higher of
eiﬁher the amount of special deductions or $15,000 ‘lesvs the amount of
nonfairm _:T.ncome over $15,000. Thesé provisions wili not apply to farm-
_ers usingv accrual accounting [1L, pp. A-108 and A-109]. A companion
bill (HR 19916) was introduced in the House of Representatives _by

Mr. Culver [1k4, pp. E-302 and E-303].
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