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- INTRODUCTION
'””féﬁ@fﬁi“Tﬁﬁbm&”téxes“afé“teﬁéivﬁﬁg“intfeaéeﬂ"éétﬁﬁfﬂﬁn;iﬁ“farﬁ“ﬁlénﬁing
 andE6peféting'decisioﬁs.é?Expandéd~incomés fromila:ger Qperationszéombined .
with more cémpleﬁttak lawsvénablé mény fafmefs-fo profitaﬁiy”utiiize_thé_séff 2
{yicéslgf experienéédwtai.cpnsulfénts;,lﬁaXimum‘réturﬁ33fromlﬁax planﬁingfére?
commonly Basedjdn the-devélopment of a tax stfategyiwith-é‘plahﬁing horizon |
':of;sevefa1 years. 'fhiS'strategy;‘tailbfed to indiviéuéi'farﬁ goals,Aéonéiders
v_apégnntingﬁméthoég?-iﬁyeég@éﬁt'timing,‘§1§erﬁativg sogﬁces of/cépital,'éﬁd‘the
' sise and combination of eaterprises.t Once implemented, it is reinforced
..withvéayefﬁl recbrd keeping;’seiectionfof depreciation methods, timing éf'puff
F'.chaséé; full‘d&dﬁéticﬁ‘ofvexﬁenses-and.timing fecei#t of income. Thisspaper ,
-‘;will‘COncentréiévbn’incémevtax provisioﬁs~which.éffegt«farm téx planning and
1strategyy - N . | | | |

“Several stuéiesghave exaﬁiped'éhe“iﬁpéctnovaéfious incpmg tax ﬁrovisions
-on égiicultufv,g/ 'Bgt changeé‘invtheAinteréretation of ekisting tax iaws ané’
new 1egis1ation cén é1ter the céhcluéiéﬁs‘5f‘theééistﬁdi¢é. The TaX”Rgférm
Act of 19692/ haé évnumber of implicatiqnsvfofvincome.taxkpianninge' Rgcentvv’
‘.cﬁanges'in téx»ptovisions‘esﬁeciallyithe‘Reformiproyisions ére theifocus.of'
vthis-papef.b The majority of discussion pertains to:

’ lo‘vThe impaet of new téx:provisichs on tax sheltered investmeﬁtg iﬁ 

Uiégriéultufe,:&QPECiaily ig:bééeding‘iivesgock,,oréha:d‘deveiopﬁeﬁtf

and land improvement.
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2. The impact of changes in tax rates on economles of scale and farm R
S‘izeo ) g
Agricultural Economists can contrlb"te to the development of income tax

‘pollcy effecting agrzculture., The . paper ccne]udes with a short dlscussion

. of some p0331ble researah areas in taxatlon. :

| TAX REFORNM PROVISTONS

- T x Reform Act rov1sions relatlng to agrlculture focus on the pvoblem

ut of eight agricultural prov1sions are’
'concerned wlth tighter coatrel over the tax treatment of farm losses.é/
 _Agr1culturm1 tax 1oss provisions 1nc1ude° (l) the establlshment of an Excess

Deauctlons Account (EDA) to repapture fafm 1osses used to offset nonfafm 1ncome

: when:farm prOperty is sold (2) the recapture of 3011 and water conservation

’lp 0r>diqposit10n of land (3) recapture of excess 11vestock

 ,“fdeprec1at10n, (4) ‘extension of the hciéing peried fox llvest&ck €0 - quallfy fer

’capxtal gaing tiedtmﬂﬂt (5} prohlbihian of the. tax~free -exchange of llvestock

'of dlfferent sexes and (6) capltallaatian of the plantlng and aevelopmemt costs
5/ | |
for 01trus groves. "
There are also.a number of ceﬁeral Tax Reform prov1s1ons of 1nterest to
.farmers.‘ Among the.more“importantvfcr farm tax planning'are: .(l) repeal of

’v‘the 1nvestment credlt g2) chanﬂes 11 ma?Lmum capltal gains tax rates, (37

]imitations on the deductlon of interest (4) a maximum 50 percent rate on
earned income;‘and (5) adjustments in personal exempt10m39 standard deductlons
' and.certain‘tax»rates. 'Let‘s turn nowato.an ex wmlnatlon of the impact of the

vaﬁious Tax Rcfﬂrm provi ions on tax qhelter inﬁestmeuts in dgriculture.

'TAX'Sﬁﬂ TER INVFST%TNTS

Converslcn of ozdinarg lucom@ to aapiﬁal galns is the a&al of tax 5he1tercd'

iﬂVLSiUPﬂtﬁ vwethez hh£3 be 1n aﬁarrm@mt houses3 oii dnd gaq exploraticn5 ox
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agrlculture, In agriculturevthié conveicidn is‘usﬁailﬁ accompiisﬁed thféugh

the current deduction of whaL are essentially capltal expenses. 'When'thé éSSets
are later sqld‘they have a zero_basis and'all_lncome is treated,as'éapital‘gains;
. Thug,zcapital gaiﬁs:treatment And cééh aCcouniingzare the foundation for faﬁiii
shelter invéstments iﬁ‘agriculﬁure,- Iheée invaétmeﬁts;coﬁld Be.effectivelyf
"cdrbed by ievoking'the‘rightiof férmeré to ﬁSe‘cash accounting and deduct_cer—
t&in capital expenditureo.: However, the political and practlcal problems of

this dpproach to refovm 1ed to 1ts regection and the passage of provisions
‘whlch‘seek to preserve cash accounting for‘farmers while llmitlng tax mozlvétéd*
vagricultﬁral iosseé;é/ These Reform provisxons rely prlmarily on the recapture
featureﬂ ‘of the ED4A, recapture ‘of llvestock deprec1at10n, recapture of conserva- :

ticn expendltures, and capitallzation of citrus grove development costs. As

Z‘Hwill be shown, these plOVlsions have mlxed effecta.

Investments in Beef Breeding Cattle -

».Raiéing'beef breedimg,cattle one of'ﬁhé most popular agriéﬁltmrél'tax‘

sheltets, was an. obv1ous target of Tax Reform with four of the. elght provisicna

applying to breeding 1ivestock. Soon after pasaage of the Act Black Wétch '

Farms, Inc., a popular and well—pub11c1zed registered Angus management firm,
 £118& for: court protection under bankruptcy laws.lj It appeared that tax
‘ sheltéxed investments in breedlng cattTe had been dealt a devastarlng blov.
anmination of a budgeted example provideu an estlmate of the impact of Lhe
livestock provisions.

“A previous budget for a tax Shelﬁered inv&stment‘in;a lOO;COW heef‘breediﬁg
 heId‘is revised to show the impaqt of>tak>refcrm'[4}; fRécéﬁture of excess de~
preciation and the oneéyear'ingrease in holding period to qﬂélify for cépiiél
gains are the only pravmﬁlom wﬁiéh reqaire revisionbmf the bﬁdgét, Thése pr~~ .

vi&ions ruault in & rndjstribution of income between capital galna and ordiﬂafy
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iﬁcéme;categories.: Capltal galno decrease $13 752 after reform with the re-
capture prov1°10ns accauntlnp foz $2 829 of the decrease and the 1nc19a ing
vholdlng period accountlng for the remalning $10 923 (Table 1). The ent ire :
- $l3 752 is treated as ordinary income after reform.  Before tax reform all '
taxable:income is capital gains,*aftervreform.the taxpayer also haS'taxablg ‘

v ordlnary income of $8 919 in year six of ‘the investment.

: The annual tax consequences of the Jnvustment for a taxpayer in the 70

percent mérglnal 1ncoﬁp tax bracket aré shown for the before and afte1 1eform ,v
51tuat10ns (Table 1) A comparlson of actual gains for this tayPayer reveals
a decrease in returns of $6 189 ($19 888 -~ $14,699) attrlbutable to. tax reform.S/
.Thls 31 percent decrease in after-tax returns is appllcable to taxpayers in othérlf
brackets.‘ Computations for all tax brackets are illustrated by Figure 1. Re-
d1stributiow of income for tax purposes results in lower afLer»tax costs, lower |
' after~tax returns and decreased actual returns afLeL tax - reform. Annual.losses"
» . are not 1;rge éﬁough ﬁb create an EDA aﬁd capital galns are not large eﬁough to
“raise the maximum tax ra;e,above 25 percentffj Figure 1 shows that taxpayexs in
aliitax brackets cou1d1expect positiﬁe:returﬁsffrom”the budgeted tax shelter in-.
Véstment; As before reform, the taxfadvantage is greatest.for:taxpayers in the
‘higheét»bfaékets. Some‘orchard development iﬁvéétﬁénts demonétfate similar tax =

‘advantages.

Iévésiments ég_Orcﬁafd Devélb§ﬁeﬁt

- Citrus bcre the brunt: of Tax Reform appllcable to orchard developwent°
| The LDA and increased caplual gains tax rates will effect all large-scale
orchaxd develbpment but capitalizatianvof'planiing:and devélopment.coSts de-
Stroys téx sheltex featurés of orchaf& investmeﬁtg of any scale. Briefly, the
- citlus pruv1q10ﬂ rcqui;es that alifeapcnstaxcc for purﬂhaec plmptzng, cult1va~.

Ctiom, valntenance or development of anf C?truw glove WJtnln four vea rs after
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planting must be capitalized An eﬁcéption.is ﬁadé f&r repiaﬁtiﬁg required be- i
cause of casualty loss.‘ These prcvisions were subsequently extended to almﬁnd39‘  f
‘another popular tax chelter. The capltallzatlon rule applles to c1tu§ trees  "
plaﬂted in taxable years beglnnlng after December 31 1969 and fo almond trees
planted in taxable years beglnﬂlﬁg after December 29 1970 107 DeveloPers of
other orchard crops and vineyards are not preaently affected by this prov131on°

A budgeted example for a flve~year investment in establishing an almond
orchard 9hows the impact’of capltallzatlon requlrements and also demonstrates
the magn;tude:of tax‘sub31&ies fermerlyvavallable for»cztrus and almonds and
still availéblé’fof other orchard eﬁterprises. Tﬁe before,?eform tax treatment'”'
of development ex?egées contiﬁues tovapply to all_ofchaf& croﬁs exéept Citrﬁs;
vénd‘aimcnds; ’ | | |

The exampie is‘operate& as a tex shelter invéstmént i.e.,'thé»drchard
_', isip‘anted and maﬂntalned by an orchard management comnaﬂv and the eqtabllshed
orchard is sold at Lhe end of fiwe years‘ ,Costvcalculatlons do not lnclude'1n~>

11/

terest‘charges and taxes onvland.——- Planting costs of-$120 per acre are cap- .
italized and depreciated over an assumed bearing life of 30 years for both the
'befoie end after examplés.' Publishedbdaté'indicate‘that.an established almond

orchard was worth $475 in 1969, 12/

While this flgurc undoubtedly varies w1th
location, aga, and condlticn cf thb orchards xt 1is used for our calculatlono.,

Before Reform" Pilor te tay referm, the investox could deduct deprecia

tion,‘cultural-cosﬁs, interest »taxes, and manawement fees associated-with es~‘
‘ tablishlng the almond orchard from other income. Afterithe orchard . was est&bku
1ished {here, fcur years), the cost of piantlng the trees was ueprec1¢ble over
’thair useful life,

Fay-ﬁhe éxamplé in Table 2, an investoriwcuid'ha?e tétal costs of $735 pér
. acye cgnsisting”§f $l2Q for pi&mtiﬁg'the Grchard,énﬁ.$515 ef ether estébliéhment‘

costs d*“ing the first four yedfs Gf the investment. As shown, ordinary income
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TABLE 2

* Tax Deductible Costs and Book Values for a Five~ - .
Yedr Investment in Almond Orchard Establishment; .
Before and After Tax Reform, San Joaquin Valley,;

Callfornla, 1969 -

Tax-&eductible»cbsts of - ¢ L T Year

orchard establishment = - 1 2 3. g 5
. . ) ' ' dollars per acre B

‘Beforé'Tax Reform -

. a
"B&ﬁf@L;atIﬁu ﬂ L o IR :
Irrigation system - o 8 -8 -8 8 - .8
: Trees. SRR IR B e TR 3 &
| Cultural costs - ‘ ' So105 0 117 - 1l4z2 187 230
Taxes .. I R B e 7 17
Interest .~ = o 1 22 22 . 21 20 20 |
Management ' - o : , 3. 30 .30 30 30/
Total costs. - .y 165 . 177 201 . 262 - 3091
Less crop income . | = === 190 422 |
Net costs or ' o 1 1es 177 201 72 ,
Income . o - o o e \ 113

AfteriTax Reform v

Deprec1at10n ; o o v ] 7 _ , o
-Irrigation system e B R T -
| Capital account® B T -— 25
 Cultural costs .. Sl _— = e - 230
Taxes =~ , , L - -— ' — [ C 17
Interest B s - == == 20
Management e — . — 30
- Total costs R S © em == 330
Less crop income - S e G e 422

Net costs or " . - N R _— =

" Income B ‘ . L 92

Book Values

|tand ~ li,s00 1,800 © 1,800 1,800 1,800

Irrigation system o 192 o184 - 176 168 160
Trees . : e 120 120 120 ~120 - 116

Capital account - - 285 - 462 . 663 . 735 .. 710

.aStraightwline depreciation based on a useful life of 25 years:for the irrigétion_
system and 30 yearS'fox the trees. : :

bCalcalaLed at 7 percant of the book value of the 1rr1gat10n systen and the treeq,
Stiaight llne deprec1aticﬂ based on 30~yeax useful life for the trees. '

Source° Based on Ludwered costs for 80 acres pldnted Zé'bx 24', 75 trees. por
acre {17 P 4Y.
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of $113 pérvacré ié realizéd in year fivao Slnre the net costs of $165, $17?
‘$201 and $72 can be deducted from other income durlng years one through four,
the after tax cast of establishlng thc orchavd wiTl vary with the 1nvestor s tax-
bracket. - An investor in the 70 percent*;ax bracket would have an-after‘tax~cgst 
 of only $305.50 (.3[$615] + $120 = $305;5O)vf0r examplé, vhile the cost td‘é pax-

payer in the 20 percant bracket would be 9612 (. 8[$615] + $120 $612) ‘The-

e variatlon in after tax costs of establishing one acre of almende is shown by the

'_straight line in\Flgure 2.

The iﬁvestor has returns of $113 from the sale of the crop in year five and -

$475>per acre>from the sale of the,orchard._ The $113 ofvcrop income-is;subje¢t }r;»,v

'»tOfordinary'inaome tex rates vhile that portién of the vaiue of £hé orchard which
is capltal gains is subject to the lower- -capital galns tax rate vSince'the béok |
value of the orchard is $116 per acre, the 1nvestor has capital galns of $359 per‘
acre ($475 - $116 $?59) After fay returns w411 vavy with tbe tax brarket oF
the investor. An 1pvestor in the ?0 perceﬁt br%cket would pay ordinary income
ta#es of $79.10 and'capltal gains tax of $89.7S to give an after»tax :eturn Qf
$419.15 (§588 - $168‘85?=k$419.15).ﬁyfhe after‘ﬁax»returnsjfor'an investor in
theféorpércent‘ﬁracket would be $529.50;' After tax returnsiby ﬁarginal incéme
tax bracket are shOWﬁ by the kinked 1ine in Flgure 2 13/ | | -
- Comparipg afrar LaX ccstv and returnq before tax reforﬁ shows. that tax-
’-payers above the 48 percent marginal incowe taﬁ bracket enjoyed positlve aftet
tax returns from‘the,invgstment vhile incurring an apparent loss of $147 per
‘:acre.i The»bﬁdgeted ﬁrafit for a taiﬁayefiiﬁ‘thev70 percent'bﬁacket,wauld be

$114.65 per acre.

After Reform: Present tex laws specify that, for citrus and almonds, all
establishment costs incurred during the first four yearé after plantingfmust,be

" capitalized. The After Tax Reform section of Table 2 shows that this results
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biln no deéuc;ible expeqsés during this portion 5f the dev loPment perlod
After tax costs at the ccnc1u519n of each of the" flrst fcur years are shown by
nthe balance 1n the capltal account. The total after tax cost of $735 per acre
is the same for taxpayers in all tax brackets as shown by the uppe1 dottcd llne’
in Figure 2. | . |

‘ Re#enﬁe from the investment consists'of ordinar§ inéomeiof,$92 per aére.in'
'year flve and $475 peL acre from the sale o% the erchard.» Sincé‘fhe'béok véluéf |
of the capltal account is $/lO the 1nvestor.has‘no‘cap1tal galn but 1nstead a
. capltal 105" of $235 per acre ($710 ~ $475 = $235) .~ 14/ After tax income‘willv,‘:
'therefore be $475 plus ordlnary 1ncome remalnlng ‘after paylng taxes on $92 |
After tax income decllnes with increases in tax bracket‘as shqwn by’the‘lower
dotéed line in figure 2. A comparison of costs and returns reveélévthat losses
from ﬁhekbuagétéd investment increase witﬂ increases in the invéstof's tax |
bfackete b‘ |

Thé Excess Deductions Accountbaﬁdyﬂéﬁ capital gains'£éx rétéslkculdvnoi -

affect the bﬁdgeted before tax reform results unless tﬁe‘déveiépmenfjwés Qﬁite»:
 1arge.' The investbrrcould'ﬁa§e‘up to-lzé acres without deducting‘mdie tﬁan o
>$25,000 froﬁ nonfarm incbﬁe‘in any one yeér and capital gains wbuid bé‘less -
than $50,000. | | o

Development Subsidy Comparlson of the befora and after tax reform

’reSths for almond otchard development as budgeted in Table 2 and illustrated
in Blgure 2 ylélds an estimate of the tax sub31dy formerly avallablea The
estimated sub@idy is cqlculated by subtracting after tax reform: prcfits (re;
.'tnzns - cost) from before tax reform profits. The calculatwcn for a. Laxpayer
in the 70 percent btacket'isb$346;6 where before reform profit was $114.65 and
vaftet reform loss was 3232 pervacre. AllL investors werersubsidlzed but the a-
mount per acre increased rapidly with income tax bracket (Figure:B)n Whilé the

amount of subsidy varies by crop because of differences in establishment costs
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and values of staﬂdlng orchards, the pattern 1llustrated in Flgure 3 presentlyy’

15/

exists for orchards other than almonda and cltrus. The advantage of
currently’deducting what are essentially capital costs is substgntial, eveg'

for those orchard crops,which'aré not profitable as a tax sheltef invéstment;

Land Imprdvemeﬁts,’

. Some 1nve¢tors hava used farm lana as a tax. shclter 1nvestmento ,Its'
' ﬁf611t&b111ty was” typlcaliy based on” the Iibefai ase Uf“pié?aid iﬁ terest, small

equ1;y and often, sail and water conserV¢tion expendituves. It was . commorn on

some land qales to prepay 1nterest for as much as flve yearo and clalm _the entire ’

' interest payment as a deduction in.the year~inrwhichvit'was]paid.zéjt In a ruling, 
effectxve November 26, 1968, the IRS announced that it v1ewed ‘prepaid interest |
.deducted for more than one year iu advance as materlally letort;ngﬂincomebi."
leav1ng 1t to Lhe taxpayer to prove othnvwlse. .Tbis ruling waé feiﬁf&rced by;" .
'the Tax Reform Act w1th a provis1on llmltlng the deductlon of 1nterest paid
vor accrued durlng a tax year. The new law limits interest deauctlons to 50~'
percent of the excess 1nvestment interest whlch is defined as investment. 1nterest
_1n excess of $25 000 - plus net 1nvé tment'lncoﬁe plus 1ongfterm.capltél‘galns;j;
‘Evan»though éeductions on soil and Waterlcdnseivation,amd‘iandvéléaring'
vekpen&itures aie‘limited,'théré was aépaﬁently sbme,feeling'thatvabuseé weﬁé
ogcurxiﬂg.ézj nThe Act provides. for recapture 6ffali ﬁhese expenditures,as.
'ordinary income if landbis‘soié within fiﬁéiﬁéars and partial recapture if iaﬁd:'
is sold soane? than tenvyearsvafter the expenditures afezmadea‘ |
These:chaﬁges>iﬁ tax laws, as deséribed’abave; restrict tﬁe_qSe of farm
lénd as a téx sﬁelterL; In‘fact the p%a@isions couéerﬁiﬁg.rﬁcapttre'gf coﬂéerm
vatlcn ezpendltu ‘a8 may go furtner than intended. It apvears that, ‘before re-
form, conservation wgs view¢d as d 31rab1c and tnerafoze, gUbSidj?Gd ‘ Ncw"

Congress seems to be saying that.conservatlon is gaad cniy if one is willing,to
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‘keep the land for at least ten yearse C It is difficalt for one to correlate
: the good" derxved fiom conservation act ivities with thé-périod'of land own-
ership. One might question ;he’subsidy on efficiency but time of ownership

would not enter’the‘analysis;‘

~ ECONOMIES OF SCALE AND FARM STZE

ﬁean and Carter analyzed the 1mpact of progressive 1ncéme tayes‘on
'_economies of scale and iarm size ‘for~ 1alge~scale farms such as {oundiln
California {10} : Their theoretlcal frdmeworx and empitlcal applicatlon demon—
strated that if some of tbe costs included in cost curves are not tax deductlble -
(such as‘opporfunlty cost- 1ntarest), 1ncluszon of the income tax as a cost willb
’ :reduce the;optlmum*level of;putput. The advantaoe of expansian through the use:
of bcrxowéd’caﬁitai,waé‘also demonstrated. . Almost ten years»have elapsed since
'thelr analysis was performed and a nambex of changes in tax rate scheduleé, per-
sonal exemptlons and standdrd deductions have occured “As shown in Flgure by
there has beeﬁ -a substantlal reduction in average federal incame tax rates 51nce .
1962'- The maximum marglnal tax rate of 91 percent of income for amoﬁnts over
‘~.$400 000 in 1962 is reduced to 70 percent now. Thus, the average tax- rates.
~ shown in Figu*e é w111 spread sllﬂhtly for incémes over $400 OOO with a maximum
v‘difference,of 21 percent., The maximum-tax rate .of 50'percent on earned income S
will serve to further reducé’aﬁefage taxes forvsome high incbmerindiVidualé;;§/
Aﬁ:émpiiicé1 c§é£,funcﬁién for lafge‘fieid¥éfdp and vegetaﬁle crop farms
',in the Iméerial Valley, California is used to demonstrate thé changing impac;-
o of federal income taxes 6n’optimumrfarm size,égjs All cost caltulationé‘ate for
an Ownar-with lﬂﬂ»percenﬁ equity. The total cost curvesfin thebuppef péftipﬁ”
of Ilgule 5 inclvde inc0me *axesyand‘an cpéﬁrtunitﬁ'cost for capital at a 3. 5:1
20/

peZL€ﬁ ffLm rate° h ﬁ raturnv ta mandvamunt is the diFfe*ence between

total revenue and tota1 costs ihis analy51g‘aifLers from the orlgimal in that 



' Tax Rate
(Percent)

15—

'FIGURE 4
Averagegﬁffecﬁive'Fedexaifﬁaﬁes,of Taxation?od-f'
: Taxable Income, 1962 and 1972 ’
100 o

(4 2 'l Lvics; 2 k3
L 2 R i H i ]

40 80 120 160 200 240 280 320 360 400

[} 4
1 ¥ v

[

g,Taxablé Income
($1,000)



1,000

<_Thou5add Dollars

Thousand Doilats

800
600

400

- -16-
. FIGURE 5
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,Sfaﬁg intome‘téxes;are notninCluégd in‘tﬁe caléﬁiatibﬁél' Their7inclusion e
wou1d n§t.change_the'coﬁﬁlusions;" o

Given 1962‘faxtyates;ﬁnet reﬁurns to manageﬁentfére nmaximized by»e#paﬁdiﬁgb
- farm size to the 1'250911755 acreﬁranvefénd then’inVestiﬁg’any exceéé:funds-in
tax~free bcnds rather “than- in farmlng (Floure 5) The décrgaée invtax;fétes;
fully effectlve in 1972, changes thl canclu31on.' Within’the,rangé'of.férﬁ‘v

sizes considerea, the_o eratcr max1mlzes management retulns by aypandlng farm -

- size to the maxinum (4 500 acres) Expan81on through the use of borrowed cap—
ital remalnslan attractive method of financlng growtho» Ihe maximum tax on’
earned income tends to,iﬁcrease the advantage of debt.

This analysis comsiders only the effect of changed tax rates, it does not

reprgéent actual costs and returns existing today. Changes in prices of inputs o

'and ~output cbmbiﬁédrwith new technology havevundoubtediy shifted the,basic cost

21/

_avd revenue ancflons over tlmeeee‘ But the conclustons w1th regard to changes

»in tax rates.hold;v Reduced matglnal and average tax rates 1ncrease after—tax'.“

 returns to management and»increase optimum farm size. »Debt'financing continues

© to be an atiractive method for expansion.

SOME EFFECTS OF NEW TAX LAWS

o

Tax shelter investmeﬁts in agricultufe were an obvious-target-ofvTax Refdrm,f

 i"‘But as shown by the previous examples, the effects of the refofm pr0v131ons ;

are mixed. Thls mixture. cf resuits stems. nat fxom the compiex1ty Of the problem
but from an obvious attempt to presexve several “1oopholes“.fcr use by»farmets.-f
- Foremost in the use of cash accounting, current deduction of some caﬁiﬁal'ex~;

penditures and capztal_gains tteatmentvfor certain assets.*f»

effects lﬁ terms of the various reform proviszons is useful

Tha recaytnxe features of . Lhe hxceq D@ducilons Account (?Dé) were blllad

1t

by some as’ qemGLiShing tax shelﬁexs in agricultuze {7, po 187}gvahe budgeted

An examiﬂ thL of -



examples show, however that this prov1qion does not affect small and medlum

'~"sized_lnvestments such as 100 beef breedln0 COWS 0T 120 acres of almonds (prlcr

to capitaliéétion requirements). This is not too surprlslng since previous
, studies reveal that - less than 1/2 percent of tax returnq show1ng farm ]osses o
have a comblnatlon of (a) losses over 825, OOO and (b) nonfarm income over. |
,$50 000 [9, P 348] | |
Increasinc Lhe holdlno perlod to qualify for capltal gains treatment

_decreases the profitablllty of tax shelter 1nvestments in 11vestock and w111
also increase ranchers tax 11ab111ty; Recaptuxe ‘of excess'llvestock depre—z5
x»Ci&thﬂ and prohlbitlon of tax free exchanges of male for female calves will |
effect nonfarnm investors and‘a'fQW‘registered livestock prcducers rather than ,
_commeréiél cattle bperations,gé/' Décteésed fax‘shelter,édvantagés‘for Live~fvf
stock inveétments will ﬁaﬁe‘several effects but-in aggteaate_the§ are prebably"
‘small A decrease in breedlng cattle ownershlp by nonfarm 1nvest0rs with an
accompanying decrease‘ln capxta] avaliabla to ranchers is llkely.k Oppenheimer
"Indusgries,-lncc, a large cattle management company, reported a 17 percent
_‘_decréase‘in tﬁeir‘cattlevmanégement busiﬁessv&uriﬁg ﬁhe'yeér.followinv‘paééagé *'
of the’Act;‘ Herd numbers declined from 148 000 in 1969 ta 122,000 in 1970
[14, P 3. Mr. Ronald JarV1s, Jr., Pre81dent of Oppenheimer Industrles, Inc.,.
‘:;wrote that his firm normally channels over $20 mlllion annually into agrlculture
: thr0u0H 1ts’varioas cattle programs {12] In 1Q70 thls dropped to a llttle over
813 m;lllon.,é/
| . The‘tax shelter_a&vanﬁages‘ofhestaﬁiishinv citrué gfovés and almoﬂd orchaiéé‘
havé~béén-terminatéd by taxslaw chanaes. In addition, the tax subsidy fornerly‘
avallahle to 2ll davelepers of these two crops (faxmers and nonfarm 1nvestors)
\hag beeﬂ efiectlvelv eiiminateu. Slnce the cost of developlng citrus and‘almcndu
,6rchardswisbincreased; ane‘can expect an'immediate decrease iﬂ'thé réée éfvﬁéw‘,

plantings, 2 gradual increase in the value of established groves and orchards,
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rimpreved pricesv(compered to whatbﬁould etherwise‘existﬁzoflthe:£w§f¢:o§sv‘be
due to e'decreased;raeeief e&diiions te“beefing’eereage; end a'eﬁifﬁ‘int'
ig#estoraiﬁterest to estebiiSheéigrovesiaﬁd»orchardé with allérge‘cepital
account available fefedepreciatien.'vOthef rathef'iﬁmediate effectenwili be
decreased demand for citrus and almond, seedl1uge from nurseries and decreased
demand for land suitable for develonlng citrus groves and almond orchards‘l.,e”

Al of these effects w111 be cenLered in . present regnons of productlon.:j ' > .

For'ailwoehegborchards and v1ne&ards, tax sub51d1es exist v1rtua11y
,‘iﬁndlsturbed by reform.  High incomealnvestors (and farmers)'conﬁinued to enjoﬁ“ L
substantial tax advantages over lov income 1n§estors in developing orchards and
vineyards. Tax shelter investments in orchard or vineyard establishment whlch
were profltable before Tax Reform continue to be profltable when.pursued on a-
v:small to medlum scale. Large tax shelter 1nvestments may offer sllghtly lower :
Mprcf;;S'if_there;ls a baleneeiiu thexExcess Deductions Account qr if over‘$50,000
:einecaﬁitelfgeins:are realized‘iﬁ a te%'§eer.  “ ' .

| Recapture‘pro#iSions on sbilfané Watei.ceﬁeefvation‘and laﬁd'eleafiﬁgiii
vexéeﬁditﬁres COﬁbined;wigh iﬁterest,limitatiQQSvwill’curteilutai motivated in-
‘vestments,in farm iand andrin itévimprovemenﬁ or reclaﬁatioﬁ.v No quantiﬁatiﬁe,
'estlmate of probable changes in conservation expenditures is avaiiablelbut-é’e:’
decreage is likely; | |

g The abolition of tax shelter investments in citrus, almonds,‘and.lénd
‘improvements‘will‘shift investéf‘interest‘te other crops;and>ectivitiesbqr to
noﬁagriculturaleinvestﬁents; In Céiiforniag there seems»tovEe incfeased'in~
‘terest'in'developing<pi$taehio ofcﬁerds;~walnut oreﬁerds;?and Wiﬁe grepe vine~
yards as tax sheltersgzé{7;8haiply increeséd pianﬁings ef these and other -
perennial crops ﬁhich are tag mdﬁivated‘éaﬁ be expectedeie;result in decreesed'
‘preducﬁ-pricesbgs new‘aereages reach bearing ege;,_Beeaese of the fixed'ﬁatﬁfe

-of orchard investments,,many of these effects will not be-evident for some time.
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| Tax rate changea occurring over: time favor.largerzsca]e‘férms énd expan-
'sion throagh bcfrowed capltal ‘The max1mum tax on earngd 1ncome.1ﬁcréases: 
the advantage of expansion w1th borrowed uapltal : The”imﬁediéte.impact of
" the tax rate decreases is, of course higher after tax income. :Oﬁef £imé 1;5
.the_decreases'ln marginal tax‘rates will,alsq‘suppogt;cgrrent tren&sutowardu;

fewer and larger farm units.

oG RTGLwIURAL FCONQMIQT% AND INCOME TAX POLIC

vahile-taxsp§licy ié’estabiished‘by our législative bodiés; there i3'5 
“real need for economic as well as 1egal research in the development. phases.‘
:Thls paper touches on only a few aspects of currentllncome tax prcv1sions
as. appllcable to. agrlculture but opportunitles for research to. gulde in future
tax 1aw changes are evident. Same researchab]e tOplCS to which Aorlcultural
 Fconomists can contrlbute 1nc1ude' | o | ”
b,i."What would be the effect of abolishing the use of cash accounting
| by'farmers? 0'Byrne shows, for example, that some situations favor‘
éash;accounting thle others favofvacérualsaccounting [13' p; 65],‘
If caqh accountlng wvere abollshed what spec1al problems would be o
 encountered by various enterprlse59
2;1 How'substantial'are current'tax subsidiés.fbr orchat&vdevéioﬁéEntés
’Are subsidles de51rab1e givan 1nelastic demands and surplus ptoductlon
-for:some orcnadeCfops? As an example of appaxent confllctq in policy
we fihd fax subéidieS*for establlshlng cllng neach'orchards and-a - |
»market order program which inc]udes a green drop and tree reﬁoval
If capxtalization prov1310ﬂs applicable to c1trus and almonds were  '
extended,; what are the relevant developmenﬁ perlods?
3.  va impﬁrtantvar& tax 1n4uc»d flows of capital into agr1culture§

Are tax sub31d1eﬂ the most cffjcient mEAns of prov1d1ng this fapi tal?
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Tﬁése queétiOﬁsiare'oﬁly a béginning, many more neéévanswers.,”Anaiyficalb
toéls and moéé1s are availéble.fcf tﬁeée types ofvbroblemé;:‘Buéééting.and
linear prog;amm1n¢ are useful’ approaches as are systems modéls and 51mu1ation,
If one lncludes income taxes when formulatlng analytlcaT models, the effects
of'changingftax laws,can.be.éstimatedbor traced'through.thefsystem.f
| "Alternative income,tai'provisiénsbéan éffect.agricultﬁré inidifferentZWays."

As an 111ustrgt10n, tax subsmdles can be. used to encourage 1nve¢tment in

g agrlculturelhzncrééé? ouiput and pernaps, maintain low farm prlces and 1nc§mes.
if:the goal is*to-raise,farm'income,btax‘subsidies may be inappropriate,'espew
cially for productq w1th inelastic demand. Progressive tax rates éﬁd.chanoes"
in rates can effect optlmum farm size and the de31rable neans of e&pan31on. 

Tax prov151ons canvaiso 1nfluence the demand and price for 1and ‘and other inputs
and the'level of conservatiOn exnenditures. Thus, chdngeq 1n ﬂgrlcultu?al tax

nrov131oas should ‘be examined in terms of agrluultural pollcy goals to be sure B

,that they are compatlble.
© SUMMARY

Thisvpaéef considers'inyfa‘few of phe.many'iﬁcome téi proﬁisions which
uaffeét égricﬁltufe.u It éoncentrates on examining tﬁe impaét'of recent’changésn-.
in federél iﬁcome’ﬁax 1éw with eﬂpha31s on tax she]ter 1nvestmenis in aérn»
vcul‘u?e and optimum farm size. Th« results suggest that Tax ReLorm has had
mixed effects.cn.tax'loss farming with_variation by type‘and size qf investmeﬁﬁ,
income of ﬁhe’investor and manney of operatiqncr:Livestéckiand,some orchard cropsl.
“continue to offerlattracti§e'taé'shelter édvantageéﬂtp the carefui in#estoi but
esﬁablishment of almond ofchards~ér ciirus'groves aﬁd coﬁserﬁatidn expenditures
are no 1onwzr profit able froﬁ a ta£ standpoint. Decreases in.marginél and aver-
- age income tav Tates»héve increased the optimum size éf fafm;.regardless df équity

position. However, the use of borrcwed ca pit&l to flnance e?pdnbiOﬂ is even more
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attractive than it was previqusly." Several areas‘in»which'Agriculturalfﬁf
Economists can contribute in the tax policy process a:e,briefly'discusse&o 
' The explicit recognition of incomé taxes in models_ofAindustry adjustméﬁtsf
and'firm.deéisidn'making,shouldglead to improved coerdination,of,inéome:tax e

 and agricultural policy.

?/9/71
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f'FOQTNOTES

ﬁo& Fo Carmaq is ASQistant Professor of Agrgcultural Ecnnomlcs an& ;}
~Assistant- Agricultural Economlst in the ExperlmenL Statién and on the
Glannlni Foundafxoﬁ UﬁlverSLty of Callforﬁla, Dav1s;' v>" |
1/Several income tax plannlng consideratlons (before tax reform) are

discussed in [J} | | |
V”“ngﬁé”sTndies"have;ﬁnéiﬁﬂ@ﬂétﬁé¥efﬁeetwé£“iméam@§é&$ésw@g$themiguél$aﬁd   

| dlqtrlbutlun of farm income {19], on farmxng eff101ency w1th emphaéls on c01nf

' belt agrlculture [2], ‘and on largewscale aarlculture [10]. Hypotheses‘con~‘L.. -
'  cernlng the impact of tax matlvated investments 1n agrlculture have alse

v>been advanced IB], 141, [10}, [22] | |
§/Al S0 referred to as the Act, the Tax Reform Act or Tax Reform.»
4/The other two PLOVLSiORS tlghteﬁ hobby—fa“mlng regulatlonq and permlt
 ,.deferra1 of crop‘lnsuiance proceeds.. ﬁ ' |
S/For descrlptlons of the varlous‘Ta? Reform prov1sions related to agrlcui—-
iiture, see [7] and {23} | | &
E éjDavenpalt presents an‘excellent dlscu551on of poésxble approacheé to. tax'
‘ reform in agriculturé togetherfwith a'laWyer‘s;evaluation‘of provisions,of the
:Act [9]. He ériticizégirééaptur; as being a complexvand»inferior'épéroach #o thé 
sQlﬁtioﬁ §§‘a'éomparatiﬁelyiéimple problém,b- |

»szor:én'interesting description of:the trials‘and‘ﬁribuiétions‘of overy

506 investors wvho ?cundkthemSélves 1é@king'f0f homés fﬁr_b?er_lS,OGO registered.b

Angus, see- [15] and [16]
8/

9/

A taxpayer ig required to maintain an EDA only if nonfarm adjusted'grOSS

All &ax calsu?etlons are for a,married,taxpayer filiﬁg a joint return,w

income exceeds $50,000 for the year and farm nét Joss is over $25 000‘ Then.'

any losses iﬁvéxcéss of $25,000.go'intd EDA. - Anv balaace 1m the EDA. iq
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_ FOOTNOTES (Continued) -

reéaﬁiurad as érdinary inéomevon,the,dispbsitibn‘of faim7fécapture.propéfty”".
[7, p. 187~ 193} The first $50 000 of capital galns contlnues té be éuﬁjecﬁ
to a mahlmum raﬁe of 25 percent but the maximum rate on. larger caiﬁs will be  
llncreased to 35 percent in 1972 [7, p. 52} |

IO/The provisions relating to citrus are in . Act Section 216, P.L. 91-172; 
fwPr@?io%GﬁsM{@l& 1ng to @lmgnds are.in.P. Ln.91~680 "ltmgppears that‘citruspib
. provis 1oné were s1mply extended to almonds. Slnce almonds typicélly begin.
beafing a crop one_year»sooner than-citrus,,the ecdnomié tatibnéie fp: apﬁly%
ingnarfour+year~capitalizatiéq periodbto boﬁh'ié ﬁof oﬁviou53; | |
.v,_-}}/Anyiintereét aﬁd'taiés pgid'on the land would be deductibié‘from.ﬁfﬁe;_'
”’income. N
12/The value of 1dnd ;ultable for almond orchard development was feported
to be $}. 800 per acre in 1969 [17‘, p. 47. The value of land “with an "'C—*’S‘tﬁb“l‘l‘S“t-
ed almond crchard in the San Toaquin Valley in 1969 was $2 275 [18, p. 14]

ég/The'klﬂk in the line showlng after_tax returne occurs because of the
" maximum taxvrate of 25 percent~bn capit61 géins.‘iBPginhing in 1972; ifxthef”
‘investcr has capltal ga;ns of over '$50,000 from other sources, the kink will
‘dlﬂappeaT, i.e., the slope of the 1ine between the 20 and 50 percent brackets ,
S will contxnue to the 70 perceat bracketo
lé/T%e effect of this capltal losq on total income tax 11abillty is not
c0n31deredo. The Tax Reform Act provides that_capltal‘losses are allowed oniy
to the_extent-of capita1‘gaiﬁ$ plus the smallesﬁldf eitbéf taxable income]fér
the year or $1,000.

1)/Lgilo devolopers vhe keep citrusrgrave ﬁd almond orcharés;longer'thén.

four vears eQ@ntuaily rec over their deveiopmenu QYPEMSQb through danrecxation’

the recovefy,is:not as attractive as,that formerly available through current
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* FOOTNOTES (Continued)

.dedQCtion of expen§es,'fFo%“example, é;féighf~line deﬁreciéiidnvof thev$735‘€ﬂf
capiéal,accounﬁ in the‘budgeted;éxamplevp?qvides an-agnu31 dedu¢tiancf'$24f50>‘
'péf:acte‘whiéh saveslthefiﬁvestor.iﬁ the 70.bercent fax'bracket7$l7.15,t Tﬁe:'.
preSeht Vélue of a'30fyear apnuity'of-$l7.50 per year at‘? percent inteiest'is‘i3
$212.81. Before reform theLSAmefinveétmenz yielded deductions of $615 for a
'=”ﬂéxwgaviﬁvﬂofw$43@§§0 ﬁédmta@n ef $34 .75~ fer the- p*eaeri V&l&e of. deprecia~‘
tion on trees at 7 percent ralses the total to $465. 25 vhich is an advavtage

of $252.44 per acre for current deduction of expenses._ ' |

é46—-/17‘03: ‘an ex ample of the use of preéald 1nterest on land 1nvestmeﬁté see
I3, p. 116-117]. | R |

éZ/The deduttionbin any tax year of éxpenditures‘6f'a'capitallnétufe f&rb
j,3011 and Water conqervatlon 1s limlted to 25 pﬂrcent of gross incomevfrom
farmlng for the year. Any unused deductlon can be carried over tovsﬁcceeding
"years {21, p. 40»4L}.: Land cleatlng expendltures can'also,be‘deduCted. The ,‘
deduction‘in aﬁy yéar cannotbekceéd $S'OOO or 25 peréent'of taxable income
from farmlng, whlchevex is less, and the bdlance must be capltallaed (21, p. 23};»7
 ;§/Earned 1ncome w1il be subject to 2 special reduced tax rate not in excess .
:‘ of 60 percent in 1971 and 50 percent in 1972, .”Larnedrlncome 1ncludes ﬁages;i’
salarles, prcxe&sional fees or comaensatlon foﬁ peraonal serv1ces; However if
- the tdxpayor LQ enOégem in a trade or bu31ness in which both. capltal and per~
'sonal services are incomemprcducing factors,.earned income is‘a-reasonable_
 1311cwance for perscmal services rendered but not in’ eaccsé of 50 p”fﬂeﬁu of ﬁne S
net proflts {33, 0 Cviid - 1&] Lhus for the present ana1y51$ this prov1sien"

only 1nflueqces tax calenlatlows for inccmes over $173 OO For an. example of‘v.f

_ tax calcalaﬁlois see {7, p._éS—-SO}°
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'FOOTNOTES (Continued)

’lnghebassumption'and specification for the original,analysis»are utilized

for this.analysis. See: [6, p. 22~ -25] and [10, p. 759}

20/

The totnl cos; curves correspond to C in the. orlglnal stLdy [lO p. 760].'

6
z}/Goetz and Weber found for eyample, that because of inflatlon many tax—~

. payers face higher real'tax rates in 1970 than they did,in’l954 despite the

’~}d&ﬁ@éases~inwahe%sta@&toxyA£§x“rﬁfa,srrunfnvewgcgurxingnduting31964f65?§ﬁd»
1969 [11, p. 51]. | SRR
22/0ne should not conclude that agrlcultule is the only 1ndu9try eﬁjoylng o
tax "1oopholeé;" In fact there are a number of actlvitles which probably
offer‘moreiattractlve tax loss-opportunltles,. Inclvded are new reSLdentlal o
. real gétate,,intangible‘drilling expenSes for oil and gas, and tax exempt
".utuaivﬁonds;' For a discussion see [l] and [20} |
¢ . .

23‘fRecapLure of excess deprec1ation was a strong factor in the collapse uE
Black Watch Farums. In addition,ép\appears“that the cattle were'seriously
..oﬁerpriged, a deéreasiﬁg stock'marketvcooléd invésfor intétest aﬁd 1pan funds
-Eecame very difficult to obtain [15};} Some investors who were fbrcéd»tb sell
‘their:cattle on the open mafket recovered only 10 cents per dollar invested.

vzé/Aii of this’decreasé<can't bé attributed to tax_iéw chaﬁges.b Jérvis aiso o
cites the collapse éf»Black Watch Farms, an uﬁfavarable»stock market aﬁd dem-"
~pres ssed condltionc in the enteltainment industry as factors in the decrease
b[lZI;
2§/Sees fo:-exampie, a recénﬁ arﬁicle which &escribeé scﬁe of thé a&v&ntages

(including.taﬁ)'3vailable for pistachios [8].
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