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»fIntroduction'.'
The iﬁméme tax advaﬁtagés of éertéiﬂ agricultural-investments éﬁd ﬁheif"
vse by high 5mcome investors have been well publicized : One of the mast pcp»v'7
ular investments, Lhe raising cf beef bteediag cahtle was an obV1ous ﬁarget

of ?ecent insome tax reform effortsa Descriptions of Lhe Tax Refcrm Act of ,1 

1969 partray its impact as’ "demalishing tax: shelters" in agriculﬁure (5, pe 187] 3

In %eptember 1970 if acting on cue, Black Watch Fa?ms, Iﬁcag a pOpular regw" ,‘_7

ivﬁietered Angus mwﬁaaement firm fiied fer court protecticn under bankruptcy lawso

bﬂundreds,ofbwe1l§h@eled investars suddenly found thamselves lcoklnc for a ﬂlacejW'i
 £6’k¢ep_their'c0wsiand ccwboye to c&re for them.z 1f tax-shelsar investmen@s: 
:iﬁ bréé@iﬁé_live tock were not dem@llshed de dppeared thaﬁ they had beev dedlt:
'a devastatingpblow. Let's tdke a 1omk at the taz law changes which COﬂtributed

to Black Watch Farms' fimanalal pzoblens and see if in fact tax shelter aspecfs"

:'of b aediﬁg cattle invesfmenbs have beEﬁ demolishud b o merely remode¢@d

”Tak:ﬁaf§rm Provisions
Caﬂve rsion of ordinary incmﬁé:t@ capital gainéﬁwiﬁh'lcwar:taxvrateé is>ﬁhe
-essentiél feature’cf a‘tax~s£a1téfed investﬁeﬁtg-»ﬁhe'Tax'Réfafm Aet of 1969
ought to lzmmt-gﬁa@me conversion Qiafiivasﬁockviﬁvestmeﬁté.wiﬁh éavaiai'prcw
: vi&i@HSEB ’Théy-inﬂiude:.arecaétura of exéesa 13 vestock dapreaiatsOﬁ; an in-
cfeaaa'frﬁm'éﬁ;_&ﬁ two yea?a ] Lhe holding ?Qfl@ﬁ fov caﬁt;& ta qu lify fca

‘lon erm vapéaai gaﬁna raaﬁment pkavi icﬂ st stﬁﬂg that ewcbaﬁge of ma1e
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for female calves cannot be made wmthout tdz consequences,4 the establishment '

:of'an exCess deductions account (EDA), tightening of hobby losg rules,6 and_-
 _an 1nurease in the maximum tax rate on capltal gains.7

The impact of these provmsiors on livestock: invesﬁmenﬁs is mixed dapeﬁd1ng*
'fprlmarily on the size of the investment, tax losses, and Manner of oparatxona

.Examinatlon of a budgeted exampla provides an indicaaion of the impact of the

';vaxians;xﬁiﬁxm»@xovisinnsw

v'-‘é Budpeted Eéamplé

B A pre&ioué budgétxfcf'a éax ;héltére& inVestmentliﬁ é”lGOvcoﬁ beef,b:eediné
herd is revised to show the impact of tax reform [4] Recapture of excess &e— |
preciation and the 0ne~year increase in hold;ng period to qualify for Capital

' galns are the only provis1ons whicb require revision of the budget. These pro~
>wvisieaswm¢s&l¢wimﬂamna tributlcn af xncome betwesn: fapital 8&an and ordlnaxy .
fiﬁcome categories.b Capital gains decrease ¢l3 752 after refcrm WLth the ra=
vjbcaéture proviéiOn account1ng.for $2 829 of the decrease and the‘;ncreasedvhoiding:
perlod acconnting for the ‘remaining QLO 923 (Table 1) The'eﬁtire $13,752 is
treated as ordxnary income after ‘reform. Before tax reform all taxable income
is caﬁxtal gains afteL reform the taxpayer also has taxable ordlnary income of
$8, 919 in year siz of the investment.

The annnal tax aénseduenceo of Lhe invthment for a uaxpayer 1n‘thé 70

percent marginal inccme tax bracket are shown for the before and after raferﬁ
, situatlo 1S (Tabie 1) AxcomﬁarisOﬂ of actual géiﬁs for this taxpayer revéals
a decreaqe in returns of $6 189 (ng 888 - - $13, 699) arrributabie to tay reform.
Th 31 percent decradse in after-tax returns is &pp¢icable to tazp&y@rs in"
 other bra kéts,‘ Commeations for all tax. bwaﬁketq are 1ilustrated by Figure 1.
R@di&tflbutlﬁn of income for tax purposes results in lower afterw*ax cogts,

low r after—~tax returns and dec sad a““ returns aftar taxz reform.  Annual
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losses are not large eﬁough to creaie an EDA ané cépltal gaims are not 1érga
veneugh to raise the maklmum tax rate above 25 perccﬂt. Figure 1 shows that _
) taxpayers in all tax brackets could e&pect pos;tive returns from the budgated
 ;tax5she1ter inyestment.» As before reform, the tax. advantage is greatest for

‘taxpayers in the highest brackets.

. ‘C¢qc;uding Remarks’

. vﬁow will tax ref§£§ é%féé£&£hevliveétock'seéter? vinérgasiﬁg‘ﬁhé hblding 
’:'peziod to'qualify for capital gaihé tieatmenﬁ éecreaseé.the'profitability df‘: 
ték sﬁelter investménts in li&estoékvaﬁd wiil“aléo’increaéé’rénéhéf'S“tax 1ié¥'
billty since the income from some young culls which were formerly treated as L
'capital gains ie now crdinary incomc,_ Recapture of excess livestock deprec1ation B
vand prohlbitlon of taY~fxee eychanges of male for female calves will affect non-
“Farm xrvestors an& a few r@gistered livustock pradmeers ra athexr uhan caﬁﬂerﬁial
cattle operations.s Tﬁe EDA and increases in maximum capital gains tax rates
,‘will not affect emall- and medlum-sized tax shﬁlter@d iﬁvestments but will 1emo§evv
tha~d1£ferential gdvantage fcrmerly enjoyed by taxpayers above the 50 percent |
- mafgihéi incomeftax}Eracketa xThesevtwo proviéions Wi1i have iittievefféct;on _.
‘1anchers.i | R | .

Decreased tax shelter aavantages ;cr llvesLack ipvestments will have sevetal.
, v effects but im aggxegate bhey are prﬁbably small A decreage in breeding cattle
o&nership by nonfarm iuv”st01s with an accompanying decyease in capltdj avasl—
; able to renchers is llkeiy Oppcnhcimur Industries, Ince, a laxga cattle. man»»
agement company, reported a 17 percent~decrease in their catﬁle management bnsimv:
n¢$s &¢ring the yeér‘fnllcwing passage'of:théliax Réformvﬁst;'lﬁeﬁd numbers déw
ciimed f?am 148'000.in 1969 ﬁo 122, 000 1& 1970 [8,'?¢vl}‘ Mz, Ranald Ja”v1sgl

Jxey ?rfs ident of Oppeuhelmﬁl In&ustrles, Inc., wrote thax hiq firm nslmally
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cﬁanﬁelé over $20 miliion annuéllfvintd agricultuie throughliﬁé'VafibuS,céttie
programs but in 1970 thiﬁ dropped to a 1itt1e over $l3 millioﬁ {71, 'Mr; Jarvié
| noted that all of this decvease can t be attrlbuted to tax Jaw changeuh vBad
publicity surrcunding the.collapsa of Black,Watﬁh Farms,<an unfavarable.stéck 1
mé?ket,‘and depraéééd COnﬁitioﬁs in;thGUentertainment-industry-wefe alsb féctors.
in the déérease [7]. | : | | | |
The preeedlng discussxon reveal& fhat tax qhelter aspects of beef breeding
:'cattle investments were not demol vhed by the Tax Reform Act of 1069 but they
wete‘remodeled Redmstribution of income for tax purposes £1om capital gains
'to ord;nary income decreases returns from cattle investments. New tax provisions
wil; alSOvlim;t.the size of tax sheltgr-investmgnts,in cattleov-céraful planning  
and good managemeﬁt; however, Qén‘still result iﬁ aﬁﬁractive téx>édvéntaées for

investors in.the’highéét tax brackets,



.
Footnotes

Hey Fo Cafman is As«iQtant Pfofeqaor af Agriculuuxal Economics and Ag51stant
‘ Agri&&lt&ral Eaanamist in the Experimemt Station and oa the Giaﬁnini Fouﬁdatian,
Uuiversity'df Califcrﬂia? Davis.:

: llExaﬁples‘fof cattle investments are in [2 and 3].

2

‘Wﬁ?”éﬁwfﬁtﬁrégfiﬁg”&ééﬁfﬂﬁﬁiﬁﬁ”ﬁf“ﬁh@”ﬁ?ﬁﬁig“ﬁﬁd”ﬁfﬁbﬁia%i@ﬁS“ﬁf”OWeTfﬁ@O‘
investors who faund:theﬁselves lbokinggfqﬁsh@més‘for_over 15,000 registered Angus

- see [9 and 101,
. -BThesé pfavisions are &esgribed*iﬁ [5 and 121e

éThis pzevzsfon ig effective‘for all 1954 Cade years and was. 1nc1udéd to
correct an erroneaas iﬂterpretatxun ef ‘the Iaw perm;tting a tay»free exmhdnge
fox- likp Lind prapezuy {5& p. 198} Dav anyart faﬁ\q Jthat even iriy reekless :
' tax 1awyers prcbablv wo&ld not hava advmsed that exchanges of calves were with— EE

© out tax;cansequances [6, p. 3291.

SAny farm laases of over $25 000 1in a tax year 80 into the FDA Lf tnc

taxpayer has oﬁher taxablc income in axcess oF $50, OOO Any balance im»the"‘
-EDA 1s-recaptured ag ardmnary income on tne‘dlgpositlon 05 £$$$ recépﬁur@
 , property [5, pp&‘187~193]Q | o
6Tﬁare is divé£§i£yldf épiniOﬁioﬁ.thé.efféét‘of:ﬁé% h@bby loss pré%isiénscz
One source refers to them-as angs for a papaf tigér"‘{$9 pe 1991, .ngﬁﬂport,

.héwever*‘eonaunms that they "are a digtiﬂcé‘ét@p to the reay"vaﬁd that the IRS
‘. will pz@buhly forego further habby audite since it us ﬂaliy laaas thege caaes .
in court [6, pp. 330-332, 345}, It appears that some hobby fuxme?s n&y be able
to get aréundfﬁhe regmlaﬁiaﬁ by guaiifying 88 a Subchapt@? ] Carpafaﬁian {ll,w

b, 50,
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Footnotes (C@ﬁtinﬂad)“

?The fifst $50.,000 of cap?tal gains continues to be gubjeﬁt &a a mayimum rate

of 25 percent but the maximum rate on gains in exces 55 @f $50 000 wili be incr&aued .
to 35 percent in'1972~[5; p. 52].
8Rscapture of excess depreciation was a stzong faetor in the csliapse of Black

Wateh Farms. In add tlon it appcars chat the cattl& wers sericusly @verpriced

a dec]iﬁing dtoc? market cocled iﬁvestcf 1nﬁerest and lean funds became difflcult ‘1'

to obtain'{9] Some investofs who were forced to ﬂell their catﬁle on the opﬁn

market fecevafed,only 10'¢ents‘per dollar:invegted;
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