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Introduction 

The income tax ad-~8ntages of certain agricultural investments and their 

use by high iricome investor$ have been well publicized.1 One of the most pop-
. : .. · .· . ·:·, ·. ,, . . . . . ·.. . 

ular investments~ the raising of beef breeding cat;tle, was an obvious. target 
·, . ·. 

of recent i:r.come tax reform efforts. Descriptions of the Tax Reform Act of 

1969 portray its impact as ''demolish:i.ng tax shelters0 in agriculture [5, p. 187]. 

· .. In September 1970 ~ as if acting on cue, Black· Watch Farms , Inc~, a popt1lar reg-
.. ' . . . . ' ·. -

·s.,istered An.gu~. management firm filed for court protection under bankrt1ptcy laws • 
.;: .·. ··:.'..?~f'i·.-·: .. ,.·': . 

. Hundreds of wef1 ... h~eled investors suddenly .found t:h~selves •looking for a place 
~ ·. .. 2 

to keep their cows-and "cowboysll. to care for them. If tax shelter investments ·. 

in ~:reeding. livestock were not demolished,: ,'!f. t appeared t;hat:. they had been dealt 

·· a devastatingJ,lm.r.: Let's take a look at the ·ta:k law cl:ianges which contTibuted 

to Black Watch Farms' fiMnc.ial problems and see if, in fact,· tmt shelter aspects 
. . 

of brEied!ng c:attl~ investments ha~e been. demolished or merely remodeled • 

. · : . : .· .· : ·.· 

~· Reform Provision.,;; 

Conversion of ordinary income to capital gains- with lower tax rates is the 

essent:tal feature of a tax-sheltered investment.. The Tax Reform .Act of 1969 

sought to limit income conversion via l.ivastock investinents with several pro-

. vis.ions. 3 They include: .. recapture of excess livestock depreciat:ton, an in-

crease from. one to two. years in the holding period fo-r cattle to qualify. for 

long-term capital gs:f.ns 0 t:reatme~t, a provision stating that exchange of male 
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for female calves cannot be made without tax consequences, · the establishment · 

of an excess dedu~tions account (EDA), 5 tightening of hobby loss rules,6 and 
. ' ., . . •. •.· .· .. ·.·· . ' 7 

.. an increase in the maximum tax rate on capital g,ains •. 

The impact of thes.e. provfsiom;;. on l.ivestock i1:westments is mixed, depending 

· pr~marily on the siz~ of the investment, tax losses, and; manner of ope.ration.•. 

Examination of a budgeted example provides an: indication of th~ i:mpact of the 

. , .. ~v,a:r.iow; . ;x.e,f.Qlllt,~~:i.sJ.pns.,. 

' A ~Ud~eted Examplt?: 

A. previous budget for· a tax ~h~ltered-1:rivestmant in a 100..-cow beef breeding 

herd is revised to show tn~: Jmpact of tax t'Sfornt [ 4 l. ·•· Recapture of excess. de

preciation and the one-year increase in holding period to qu~ify for capital 
.·. ~ . .. .· ·. . 

gains are the onl~ provi$:i.Ons which requ:tie revision of the b\1dget. These pro-
. .. . . , . . 

. ,vu.Lew;; . -&leS.hl,t ,.i,a.,a,.,liiQ~~t;rJ.butio.11 ,f;lf._,,i,ncoroe .. l:.l.etw.e.et'L.,J!apital -gai. M ,,atid . ,o.r.dit1.acy • 

' ' ' 

income categories. Capital gains decrease $1,3 t 752 a.ft~r reform with the re-. 
·. . . : :· .· .. 

. . . ' 

capture provision accounting for $2,829 of t:he decrease and theincreasedholding 

period accounting for.the remaining $10,923 (Table 1) •.. ·· The entire .$13,752 is 

treated as ordinary income B.fter reform. Before t:ax .reform .all taxable income 

is capital gains. after reform. the taxpayer also has taxable <>rdinacy income of 

$8,919 in year six of •the investment. 
<->/\-·,,.'.;\.~. ',·, :~.,,,:}· .. ,;~- . , . . . ·. 

· The annual. tax coris~quen.c~l of the investment for a taxpayer in the 70 

percent marginal income tax brack.~t are shown for the before and after refotm 

· situations (Table l). A comparison of actual gains for this taxpayer reveals 

a decrease in returns of $6,189· ($19,888..:. $13,699) attributable to tax reform. 

This 31 percent decrease in after-tax returns is applicable to taxpaye.rs in 

other b:rackets.. Computations for .. all tax brackets are :Ulustrated by Figure 1. 
. . . - . 

' . . .· . . .· 
' ' . 

Redistribution of income for tax purposes resul_ts in lower after-tax costs, 

lower after-tax returns and decreased actual retun1s after tax reform. Annual 
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FIGURE i 

After-Tax Costs. and Returns for Investment 
In a 100-Cow £reedfno Herd by Marginal. 

Income Tax Bracket of the Investor, 
Before and After the Tax Reform 

Act of 1869 

Before Tax Reform 

After Tax Reform 

__ ____:..,__r; 
· · · .. r\eturns 

' ' ' ' ' ,. 
' ' ' ' ' ' ' ' 

-- --

..... 
'-

' ' 

' ' 
Costs 

" Costs 
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losses are not large enough to. creat~ ~~ EDA and c~pital gains are not large 
. . . . . . . 

enough to raise the maximum tax rate above 25 percent. Figure 1 shows t:hat 

taxpayers in all. tax brackets could expect posittve returns from the budgeted . 

tax shelter investment. As before refonn, t:he tax advantage is greatest for, 

taxpayers in the highest brackets. 

· _C_oncl\lding. Remarks 
... '_., ~ 

How will tax reforitl. affect the livestock sector? Incr1;:,asing the holding 
. . 

period to qualify for capital gains treatment decreases the profitability of 
. . .· ·. ~ . 

· tax shelter iwestm.en:ts in livestock and will also increase rancher's tax lia- ·· 

bility since the income from some young culls which were foruuarly treated as 

capital gains is now ordinary income. Recapture of excess livestock depreciation 
. ·. . 

an~ prohibition of taz--free exchanges of i'iuile for female calves will af feet non- .· -

-• . ·1zm:m · "tmresto rs and , -a "fetv···regf st'eTetl · ;f±ves-t·otrk '.'pTOdtteers· ~th,e,rA'~ -eommer-ei·ai 
. . 

. . 8 
. cattle operations. · The ·EDA ~nd. increases. in maximum capital gains tax rates 

will not affect sma.11-andmedium-"-siz~d tax sheltered investments but will remove 
. . . . 

the dif fe:tential advantage formerly enjoy,ed by taxpayers above the 50 percent 

. marginal inconie tax bracket. These two_ p~ovi$ions will have little effect; on 
ranchers •. 

Decreased tax shelter a,civ_antages fq:i;- livestock investments will have several 

effects but in aggregate theY are probably small. A decrease in breeding cattle 

ownership by nonfarm investors with an accompanying decrease in capital avail

able to ranchers is likely. •· .. Oppenheimer I11dust~ies, Inc., a large cattle.mau- .· 
. . 

agement compti.ny~ report_ed: a 17 percent. deer.ease in their cat de management busi-

ness during the year following passage of, the tax Re.form Act. Re.rd numbers de~· 

clilied from 148,000 in 1969 to 122,000 in 1970 [8 1 p. ll. Mr. Ronald Jarvis, 

Jr •. , President of Oppenheimer Industries, Inc~, wrote that his firm ncn.-mally. 
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channels over $20 million a.i,,;m1ally into agric.ultm:e through its various cattle 

programs bttt in 1970 this dropped to a little over $13 m:i.llion [7]. Mr. Jarvis 

noted that all of this decrease can't be attributed to tax law chai".'l.ges ~ Bad 

publicity surrounding the collapse of Black Watch Farms, an unfavorable stock 

market, and dep1·€.rnsed condlt:i.o:r.s in the e11tertai11..rnent ilvlustry were also factors 

in the decrease (7]. 

The preceding discussion. re.veals that ta-x shelter aspects of beef breeding 

cattle investments were not demol:tshed by the 'fax Reform Act of 1969 · but they 

were remodeled. Redistribution of income for tax purposes from capital gains 

to ox:·din.ary income decreases returns f.i:·om cattle investmen.ts. New tax provisions 

will also-limit the size of.t~;x: shelter :tnvest:cnents in cattle. Careful planning 

and good mana.gemei.1.t, hotireve1·, can. still result in attractive tax advantages for 

· :i.1westors in the highest tax brackets. 
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Footnotes -

• *Hoy F. Carin.an is Assistant Pt·ofessor· of Agricultural E_conomics •and -Assistant 

_ Agr:;:t~ttltural Economist in the Experiment Station and on the, ,Giannini Foundat~on~.- : ·- -- -

University of Cal:f..fomia; -- Dav:i.s; --
. ·.. . : 

1Examples· f~; cattle investments are in (2 lind 3]. 
. . .. . 

--•- •... ,,2'Ftrr·•?atrwtrrt~rentng"· a~~er:tpti·otc'Of · ·th1:f ••<,tTi1tts .. and···0t'rlbttxat"l:0tm•''-e-~• ~O~>r• ·5·00 •.• -_ 
. ·. •' . . . 

investors who found 'theniselv~s looking for-homes for over 15,000 register~d Angus 

see [9 and 10]. 

- 3These p~ovisions are describ•ed in [5 . and 12] .. 
4 - - - . - . -. . - - -.- - --_ - --- -
_ This provision is effective for all_ 1954 Code years and was included to 

correct an ~rroneous int:;erpretation of the iaw permitting a tax-free exchange --

-· -.fox.~like _ kind .. ,pr..ap.ert,y .C.5~ .. l'.) .. -. .19..8.l. •- Jm:v.~op.o:rt ,,£.e.els .. tha.t. -~Y:en .1air.1,y . t'e.ckl.e,s.s 

tax lawyers probably would_ not have.advised that exchange,s of calves were with- • 

-- _,· __ out tax consequences [ 6, p. 329 J • 

5 An.y farm losses of over $25,000 in a tax y_ear go into the EDA if the 
. ·.··· .. : , . . ., 

t~pa.yer has other tlPCab:le ;i.ncome in exces,~ of .$50 ,000., Any balance- in the 

EDA is recaptured as ordinary income on the disposition of farm recapture 

property [S, pp. 187-193]. 

6 . - -
There is diversity of opinion on the effee1;: Qf new hobby loss 1)r<;ivisions .... 

One source' refers to them as "fangs for a paper tigeru [S, p. 199]. _ Davenport, 

however, contends that they, "are a distinct step to the rear'' and that the IRS 

will probably forego further hobby audits since it usually loses the.se cases 

in court [6, pp .. 330--l'.32, .345}. !t appears that some hobby farmers_ may be able 
. . . ' . 

to get arourtl the regulation hy qualifying as a Subchapter s CorpoT"ation [11, 

p. SO}. 

-,-



Footnotes (Continued) 

7 . . . 
· The first $50,000 of capital gains continues_ to be subject to a maximum rate 

of. 25 percent but the ma~imum.r:afe 6n gains in ex~ess of $50t000 will be increased 

to 35 percertt in· 1972 [5~ .· i,. 52] ~ 
, .. ' 

8 
Recapture of excess depreciation was a strong factor in the collapse of Black 

. .. . . 

Watch Farms •. In a~_dition it al)pears that the cattle were seriously overpriced_, · 

a declining stock ~rk~t \~~~ied irlvestor i~terest, and loan fun~. bacarne difficult 

to obtain [9]. Some inves_tors who were forced to sell their cattle on the opan 

mar~et .recovered .only J.Q· c'~nts per dollar inyested. 
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