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 GENERAL,

Farm operations generally involve raising amimals and plants to
provide food and fiber in the United States and-abroid..As with other
businesses, most taxpayers are engaged in farming operations prin-
cipally in order to derive.economic profits from them. Some taxpayers,
however, acquire farms or ownership interests in farm activities be-
cause several special-tax rules that apply to farm operations can be

. nsed to shelter iricome earned in other economie activities. The major

- tax advanteges are a deferral of tax payments for gnedr more years,
deferral until the taxpayer’s taxable income falls te'n lower marginal
tax bracket, or conversion of the inceme (and the tax rate) from
ordinary income to capital gain, . B :

Tax deferral usually results from the current deduction of costs
which are associated with the income which will not be reported until
o later taxable year. Examples of costs which can be deducted before
the related income is recognized are feed costs for animals which will

-npt be sold until the next taxable year and costs of developing breed-
ing animals, vineyards, and orchards. " o

Conversion oceurs where capital and development costs have been
.deducted in the year incurred against ordinary income from other
sources (instead of being capitalized and depreciated) and then in a
later year the fully deveﬁ)ped farm operation is sold at a capital gain.

Farm operations vary in size from small family farms to large
multi-unit farms. The types of ownership in which taxpayers engage
in farming vary frem sole proprietorships, family partnerships and
family corporations to large corporations and nationally syndicated
limited partnerships with passive investors. _ L.

Farm. operations are governed by special tax rules, many of which
confer tax benefits on farming activities and on persons who engage in
farming. Some of these special rules reflect an historical intent to sim-
plify recordkeeping for farmers; other rules provide incentives for
farmers to engage in land improvements and other activities. Still
other farm rules are intended to correct abuses of the special farm
‘tax rules. These corrective rules have been added (particularly in
the Tax Reform Act of 1969) because in recent years high-bracket tax-
payers such as business executives, doctors, lawyers, entertainers, ath-
letes, and other investors whose principal occupations are outside of
farming, have invested in farming operations that generate farm “tax
losses” which they use to shelter nonfarm income.?

Where individual investors with large nonfarm incomes begin
farming on a part-time basis or become passive investors in farm
activities, certain deductions, which are currently allowed under the

" special farm rules, become attractive. These deductions, which are de-

1 Under present law, the specia] tax rnles available to farmers can be utilized by
both full-time farmers and by high-bracket taxpayers who participate {n farming as a
. 8ideline. Part-time farmers are entitled to use the special farm rules even if they are
absentee owners who pay agents to operate their farming activities and regard thelr own
participation (such as being limited partners in a nationwide syndicate) as a completely
passive investment. . ’
1)
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. :.:liberately -sought by. nonfarmer investors are:used.to.reduce their
- inconre. from other: sources. Furthermore, when: the property .stops

. providing, tax losses and:starts producing taxable.inceme, many. in-
-« - vegtors.in farm- syndicates dispose 6f their investments. - ... : :
.- -Liko the. outside investor, many . “full-time” farmers or _ranchers
.« {that is,.those individuals whose principal occupations are.farming)
also.:have .other sources of: income .(from investments, from nonfarm
<employment, or from nonfarm businesses) and can also utilize farm

- “tax Tosses™ to Shéltet thdi¥ noiifarm inéome. R

S presENT LAw S
- ‘ﬁs'e:of.'tlule‘Caéh M,et'hod Without In%entories_«'-:«

~~ Taxpayers éngaged in'farming may- teport ‘their ‘income and ex-
‘penses froin farm operations on the cash method of a¢counting, with-
out accumulating inventory costs. Farmers may also deduct the cost
+ i.of seeds .and-young- plants:purchased-in one year which: will be sold
as farm products in a.later year.? This rule contrasts with the tax rules
¢ which govern nonfarm'taxpayers engaged in the business of selling
- products, who must report their income using the accrual method of
‘accounting and must accumulate their production costs in inventory

. until the product issold.2™ o

-The.special inventory. exception for farmers was. adopted by ad-
ministrative regulation more than fifty years ago. The primary justifi-
cation for this exception was the relative simplicity of the cash method
of accounting which, for example, eliminates the need to identify
specific costs incurred in raising particular animals. ~ ’

In cases where inventory costs are deducted in a year earlier than the
year in which the related income is received, such accelerated deduc-
tions create a “loss” which is used to offset a taxpayer’s other income.
‘When the income related to these accelerated deductions is realized
in a later year, it will be in a greater amount than if the accelerated
‘deductions had been deferred and matched against the income. The

"net effect of the acceleration of these deductions is the deferral of
taxes on the taxpayer’s other income. i :

. Current Deduction for Development Costs of Business Assets

The Treasury has long permitted farmers to deduct currently many

of the costs of raising or growing farm assets (such as costs related

: to breeding animals, orchards and vineyards) which are held for the

- - production.of income. In similar nonfarming businesses (such as manu-
facturing), these costs generally are treated as capital expenditures

”

- 2 However, a farmer may not deduct the purchase price of livestock, such as cattle,
* which he intends to fatten for sale as beef.’ . [

? Under the cash method of. accounting, all items. which constitute gross Income are
reported in the. taxable year in which actually. or constructively received, and expenses
are deducted in the taxable year In which they are actually paid. The primary ndvantage

. of the cash method.is that it generslly requires a minimum of recordkeeping ; however it
.does not match income with related expenses. . - o .

A primary goal of the accrual method of accounting.is a matching of income and ex-
penses. Under, this method, income is included for the taxable year when all the events
have ‘occurrred. which fix the right to receive such income and the amount can be .deter-
mined with reasonable. accuracy. Under such a method, deductions are allowable for the

.-taxable year.in which all the events.have occurred which establish the fact of the liability

. glving rise’ to the expense and the amount can be determined with. reaspnable gaccuracy.

Also under the accrual method where the manufacture or.purchase of items which are to

. be s0ld is an income-producing factor, inventories must be kept and the ¢osts of Produclng

., the merchandise must be accumulated in inventory. (rather than dednected when incurred).

'{‘f)ese cdos(ts) may be deducted only in the year the merchandise is sold.- Regs. § 1.446—;(3.)
and (c). . ) . e

Use of the ecash method without inventaries gives a taxpayer the opportunity to control
the timing of deductions to a much gredtér extent than does the accrual method.
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and are depreciatéd over their useful lives:* Typically; the development
costs of certain farm assets can be expensed.-These assets are used in
a taxpayer’s business and may eventuslly -be sold at a gain which is
taxed at the lower capital gain tax rate. Since development costs can
* be deducted before the income is realized from:the:sale: of livestock
- ort corps, the development’ costs may offset a farm investor’s:income
from othet sources such as salaries, interest, professional: fees, ete.
Curreiit Deduction'of Cérigin Larid Tiyprovement Expehses
Certain provisions of present law allow specific types of capital im-
rovements to farmland to be:deducted ‘when the taxpayer pays them.
hese costs include soil or water conservation expenditures (sec. 175),
fertilizer costs (sec: 180)yand landsclearing: expendes: (seci 182 )+-Simi-
lar capital. expenditures in-a nonfarm business wonld:be added: to'the
basis of the property and, sincé land is nondepreciable, conld be recov-

ered only out of the proceeds when. the land is sold.. -, ..., ./ «.
Capital Gadin Treatment for Sales of Assets Developed Through
Deductible Expenditures =~ - & oo e
-Capital gain treatment is genérally* available ‘on"the sale 6f de*
Freciable assets used in farming (as well as on'the sile of the under-
ying farmlind itself), even though these assets or lahd may have been
developed or improve& by expenditures which were deducted against
ordinary income.® Thus, an investor or farmer can combine deductions
from ordinary income for expenses of raising the livestock or develop-
ing an orchard or vineyard with capital gain treatment when he sells
the breeding animals, orchards, ¢r vineyards. (Capital gair treatment
is not available to the extent that various recapture rules of present
law are applicable.)® - ‘ e T
Acceleratéd Depreciation . L
After breeding animals, vineyards or orchards reach maturity and
are held for the production of annual crops, farmers and, farm in-

vestors continue to receive tax benefits through deductions for accel-
herd, vineyard or orchard.

erated depreciation. For example, an investor ‘or rancher can déduct
his costs of raising breeding animals (but not-the purchase price)
and, after purchased animals reach maturity, he cansuse 200:percent
dechining balance depreciation on the purchase price.of the animals
_ which he originally purchased for the herd.’ . B

ok core I

4Thus, if a taxpayer builds a factory to be used'in his mé.nbtnctnrlng business, he is
‘required to eapitallze all the costs attributable .to construction.of the.factory. Sueh costs
will be recovered over the useful life of the bullding. 3 " . L
There- are certain exceptions to the requirement that &osts attributdble to -business

assets be csg)itanzed. Thus, under section 174, a taxpayer may elect to deduct.currently
research and experimental expendityres. . . . R §

"Of course, not all costs relating to development of farm- assets nre:currentlf deductible.
A farmer is required to ca‘,})lt.ullze costs of water wells, irrigation plpes and ditches, reser-
voirs, dnins, roads, trucks, farm machinery. land and buildings. -, - - : R
* B8 Under section 1231, a taxpayer who sells property used in his trade or bustness ‘obtains
speclal tax treatment. All gains and losses from section 1231. Property aré aggregated for
each taxable year and the gain, if any, Is treated as capital gain. The loss, if any, is
treated as an ordinary loss. Machinery, equipment, buildings, and land used by a taxpayer
in his business are examples of section 1231 property. N

.. @This capital gain benefit has been described in the staff’s ovefview pamphlet on tax
shelters as & ‘‘conversion” of the rate of tax on income offset bg‘ the early development
deducttons: from ordinary income to capital gain. In effect, the taxpayer’s nonfarm
income which’ s initially sheltered by accelerated farm ‘deductions is transformed into
added capltal value of the farm asset and taxed as part of that value when the farm
capital assets (vineyard, breeding animal, farmland, efc.) are liter sold. Co

' TIf the rancher purchased cattle which had been used for breeding by a grevions owner,
the cattle can be depreciated on the 150 gerce‘nt declining balance method. The offspring of
{mrchased animals cannot be depreciated. since the owner is considered to have no cost
hasis in such animals. However, as indicated earlier, the cost of raising such offspring can

be expensed.
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Under the Asset Deprecigtion Range System (ADR); the depreci-
‘able lives of farm assets are relatively short. For-breeding or dairy
cattle; the ADR range is 5.5<8.5 years. For breeding ‘or-work horses,
the ‘ADR class lifé 1s°8-12 years; for breeding hogs, 2.5-3.5 years;
for breeding sheep and goats, 4-6"years; and for farm mﬁchmery"a’né
-equipnient, 8-12 -years.’ T Te T S o

“-Accelerated - depreciation “under -4 -150-percent declining ‘balance
method-is-glsé available-for niew farm buildings and forsthe costs of
purchased vineyards and orchards. The capitalizable costs of vine-
yards'and orchards planted by the taxpayer may be depreciated on a
200-percent declining balanée méthod® ~ " " T v .

The opportunityto claim accelerated depreciation on breeding ani-
Jnals, orchards and other farm capital assets which have reached
maturity means that farmers and farm investors. can shelter not only
their nonfarm income (by preproductive period cost deductions) but
also part of their annual farm income from crop sales after the prop-
erty reaches its productive period.® = T T
Investment Credit . o o
* The jnvestment credit is available to farmers and farm investors for
Dersonal property used in farming. Livestock (except horses) held
for the production of income, orchards and vineyards, and other tan-
gible property such as fences, drain tiles, paved barnyards, water wells
and storage facilities may qualify for the investment credit.
Leverage :

A taxpayer who invests directly in a herd of feeder cattle, a vine-
yard, or other farm property (including investments through agency
relationships where the taxpayer signs & management contract wit
another person to operate the business on his behalf) can take advan-
tage of leveraging to increase the amount of his deductions in a farm
investment. Thus, if the taxpayer can borrow funds to pay for deduct-
ible expenses he may deduct amounts in excess of his equity capital
in the farm operation. o -

Similarly, if an investor bécomes a partner in a farming partner--
ship, he may be able to deduct amounts in excess of his equity eapital in
the partnership if the partnership is financed in part by nonrecourse
obligations. :

% Under the ADR system. the useful lives of farm buildings range from 20 to 30 vears.

~Although there are no ADR guidelines, taxpayers are currently using useful lives for

fruit trees which vary from 15 to 30 years, depending on the type of trees and on
different climate conditions. . : . :

° The latter benefit is especially valuable to farm investors who are primarily interested
in the appreciation in value of the underlylng ranch land on which they maintain a'breeding
herd vineyard or orchard.. T R T .

Many such taxpayers regard cattle as a cash crop which helps them carry the Iar~
by providifg annual income to pay the underlying mortgage and real estate taxes. Shel-
“tering the cash flow from the property itself is as im?ortant to such investors as it iz to
the owners of a rental apartment house who use acce erated depreciation to shelter thefr
annual rental fncome. T .

1 The amount of loss a partner may deduct is limited to the amount of his adjusted
badls in his interest in the partnership (sec. 704(d)). ’

Generally, the partner’s basis in his partnership Interest is the amount of his eash and
other contributions to the partnership (sec. 722). If & partner assumes ljabllity for part
of the partnership debt, this also increases his basis. However, under the regulations
wheré the partnership incurs a debt, and none of the partners hds personal Hability (the
“‘nonrecourse” loan), then all the partners are treated as though they shared the lability
in pronortion to their profits Interest in the partnership  (Regs. § 1.752-1(e)). For
examplg, if a partner invested $10,000 in a partnership, in return for a 10 perceat nrofits
interest. and the partnhership borrowéd $100,000 in the form of a nourecourse loan. the
partrier’s basis in the partnership would be $20.000 ($10.000 of contributions to the
bartnership, plus 10 percent of the $100,000 donrecourse loan to the partnership). .
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Expehtes of Syndication TR
- Until recently, in the case of a farming partnership, 4s in the case
of tax shelters generally, it has been the common practice for limited
partners to deduct the payments made to the general partner for serv-
1ces in connection With the syndication and organization of the hin-
ited partnership, However, in Rev. Rul. 75-214 (LR.B. 1975-23, 9),
-the Service ruled that such paymeiits té,_‘%‘eﬁei{a‘,l partners constitute
capital expenditurés which are not ¢uriently deductible. Nevertheless,
because of the past practice of taxpayers g@ductin’g ‘these ‘paynients,

it might be appropriate to clarify the lawin thisarea. = ...~ ...

TAX REFORM ACT OF 1969 .

In the Tax Reform Act of 1969, Congress made several changes in
the tax law that were designed to reduce the deferral and coriversion
benefits for farin investors. o S o
Recapture of Certain Farm Losses . .

Section 1251 requires & limited recapture as ordinary. income (rather
than capital g&il& of previous farm tax losses whenever assets used
in a farming business are sold or disposed of. If, in previous years, an
individual taXpayer whose nonfarm income exceeded $50,000 ifr & year
used the cash method of accounting and incurred a farm loss larger
thah $25,000 in' the saine year, the farm loss in excess of $25,000 must
be recorded in an “ezcess deductions account” (EDA). Any gain that
would otherwise be treated as capital gain on the later sale of farm
assets must be reported as ordinary income to the extent of tlis balance
in the taxpayer’s EDA account at that time.” R '
A farmei who elects to report his farm operations on' aii accrual
method of accountihg (and who thus uses inventoriés) is not subject
to the EDA rules. : S ~

. This provision continues to allow a farm investor who uses the cash
method of accounting to defer current taxes on his nonfarm income.
It merely places a potential limit on the sinount -of ordinary nonfarm
income which may be converted t6 capital gain in a future year. Thus,
even where an EDA account must be maintained, this provision, ré-
duces conversion benefits but does not affect the time value of deferring
taxes on nonfarm income or (in the case of depreciation dedudtions)
on aiinual farm crop income. A . S
Recapture of Improvements to Farm Land" , -

Section 1252 recaptures amounts previously deducted as soil and
water conservation and land clearing. expénses if farmland is sold
within 5 years after acquisition. If the land is held for a longer period,
the amount, recaptiired is reduced by 29 percent for each year over
5 years that the property is held. Thus, if the land is held inore than
10 years, there is no recapture. ‘ S to i

As in section 1251, this provision prevents (to some extent) farm
investors from converting nenfarm income (previously offset by ordi-

LIt is immaterial what specific farm deducilonis. produce a met farni'.loss..The EDA
is a running acconnt from vear to year and Is reduced by the amount of.net fatm income
which the taxpayer may have in later years. X ‘< .. Lo

. Corporations (other than Subchapter § corporations) and trusts must establish apn EDA
account for the.full amount of thelr farm losses regardiess of size and regardlesy of the
amount of their nonfarm income. A Subchapter S corporation is governagi by the samé

dollar limitations that apply to individuals, except that the corporation must ifnclude in
its nonfarm income the largest amount of nonfarm income of any of its shareholders.

57-733—175 2
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nary farm deductions) into capital -gain when farmland. is sold. This
provision does -not; however, prevent. the initial deferral of taxes on
nonfarm ‘income. T
Capitalization of Development Costs of Citrus’ and “Almond

Section 278 containsa spécial rule which requires-the capitalization
of dll amounts attributable to thé planting, cultivating, maintaining
or developing ‘citrus groves incurred during the first four years after
the grove was'planted. - . - R

This provision was eracted as a result of a concérn that tax-shelter
S{ndicates were engaging in citrus-grove -operations primarily to
obtain current deductions for ‘development expenses, and that the
influx of these ventures into the citrus growing industry distorted the
economics of the industry to the detriment of full-time citrus growers.
For example, since & portion of the syndicate’s return was in the form
of tax benefits, it could accept lower prices for the sale of the crap
than full-time farmers, - ' . .

The Revenue Act of 1971 extended this capitalization rule to almond
groves. Y ' o _
Lengthened Holding Periods for Noninventory Livestock

The holding period for long term capital gain treatment of cattle
and horses held for draft, breeding, dairy, or sporting purposes (such
as horse racing) was lengthened to 24 months (sec. 1231(b)/(3)). The
minimum holding period for other livestock held for such purposes
was lengthened to 12 months.? L

One effect of this rule is that many sales of “culls” from a brtgedmgl
herd (animals originally held for breeding purposes but eliminate
from the herd) are taxable at ordinary income rates, since many culls
are sold within 24 months.

Depreciation Recapture for Livestock A g

Livestock depreciation after 1969 was made subject to recapture
when: the animal is sold (sec. 1245). This rule has little adverse effect
on the fulltime rancher, who typically raises most of his own livestock
and therefore has no depreciable cost basis in most of his animals.
This rule adversely affects those farm investors, however, who pur-
chase breeding animals out of a short-term preoccupation with accel-
erated depreciation deductions.s :

Tax-Free Exchange of Livestock

The statute: was also amended in 1969 to prevent tax-free exchanges -
of livestock of different sexes (sec. 1031(e) ). Such exchanges had pre-
viously been used to enable a rancher (or ranch investor) to build up -
his herd free of current tax by exchanging bull calves, most of which
are not used ‘for breeding purposes, for heifer calves. which could
be used to increase the size of the herd. . o R

12 Before. the 1869 Act,:the minimum holding period had been 12 months in the case
of livestock held for draft, breeding, or dairy purposes and € months for other livestock -
(including race horses) used in a trade or business. . : . . . : .

13 Investors who purchase breeding animals as a long-term investment may -escape
much of the burden of depreciation recapture, because as their herd grows larger an
increasing -proportion will consist of raised offspring which have no depreciable basis:
Eventtmmy, .most of the herd can be. sold at capital gain.rates with little depreeciation
recapture. ‘ . . ' T

T4
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Activities Not:Engaged in_for Profit .- :- "~

This provision limits the current deductioni of expenses in anactivity
which a taxpayer engages in other than “for profit” (sec. 183). Al-
though section 183-1s not limited:to’ farm:inwesteis, it may .adversely.

-affect. high-bracket ‘taxpayers' who' énter farmingchiefly':as i ‘tax’
*shelter, flg'he rule attempts to‘separate activities which a taxpayer car-:

ries on principally as d ‘hobby or for persénal puipdses.-and-tiose; . =

which he intends to ¢onduct as o ‘profitmaking business, A taxpayer:is.
presumed tobe engaged in an activity for profit if the activity. shows. .
a profit in. at. least two of five consecutive years.!t If an'.activity ‘is
found net to be engaged in for profit, expenses can-be deducted-only :.
to the extent that income derived from the activity exceeds deductible
interest, taxes and casualtylosses. . . . ;. . - apen Lk
* .ADMINISTRATIVE RULINGS .. .
After a period of litigation over its authority to implement its ruling:
position on prepaid feed, the Internal Revenue Service has recently-
published a revenue ruling setting forth administrative criteria under
which taxpayers on the cash method of accounting can deduct pay-
ments for feed not consumed during the'taxable yeéar 'of payment.-
Revenue Ruling 75-152, L.R.B. 1975-17, 15, states that, in: order to be :
deductible, the payment must not be a deposit ; there must be.a business .
purpose for the timing of the feed purchase: and the-deduction must -
not create a material distortion of income. If any one of these tests.is:.
not satisfied, the Service will permit the deduction only- as the feed is
consumed by the livestock. - _ . . N T
The Internal Revenue Service has also published varions.adminiss-
trative positions (which are also common to other tax shelters) relat- -
ing to the deductibility. of prepaid interest, to the treatment of certain :
nonrecourse obligations as equity investments rather than debt, and- .
to the classification of .certain partnerships ds ‘corporations, The
administrative positions are summarized in the staff’s'pamphlet on-
the Owerview of Taw Shelters. One of the most important of these
rulings for farm operations (as well as.tax shelters .generally) is in.’
Rev. Proc. 74-17, 1974-1 C.B. 438, where the Service set forth certain |
guidelines which it will apply for advance ruling purposes in' deter-
mining whether the formation of a limited partnership 1s forthe prin-
cipal purpose of reducing Federal taxes.” - - o ' "
If the requirements of the Revenue Procedure: are not-satisfied; no- :
ruling letter will be issued. However, the taxpayer is still free to-argue
(with an Internal Revenue agent; or before g court) that he is entitled - .
to the deductions claimed in connection with the partnership.... ..
The Service guidelines are as follows: . - . T
(1) All of the general partners, in the aggregate, must have at least -
a one percent inferest in each material item. of partnership income,
gain, loss, deduction or credit. - : e
(2). The aggregate deduction of the limited partners during the -
first two years of the partnership’s existence caiinot exceed the amount. , -
of the equity investment in the partnership: =+ @ = . EEE LA
(3) No creditor. who makes a nonrecourse loan.te the.parthershin.-
may acquire, as a result of making the loan, any direct or indireet .:

et

1 This presumption is llberalized to two of seven comsectitive years in the case of the .
breeding, training, showing or racing of horses.
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other thanasa secured creditor.
.. PROBLEM
Impact of the 1969 Changes - =~

Despite the restrictions imiposed by the Tax Reform Act of 1969, a.
large increase occurred after 1969 in the use of farm tax rules, to-
sheﬁ'ter nonfarm income. In paiticular, the number. and volume of

publicly syndicated investments in almost al] areas of agriculture in-
creased substantially. Farm tax benefits have been effectively packaged
and sold to high-bracket taxpayers through limited partnerships
and management contracts for investments in cattle feeding, cattle
breeding, tree crops, vegetable and other field crops, vineyards, dairy
cows, fish, chickens and egg production. Sales and leasebacks of exist-
ing farmlands by fulltime farmers to outside investors have also
been offered. During the five and one-half years between January 1,
1970, and July 1, 1975, the dollar amount of tax shelter offerings
-in partnership form registered with the National Association of Secur-’
ities Dealers was $942,424,000 in cattle feeding and breeding ventures
and $166,575,625 in vintage and other farming shelters.’® (There are
mnany more public and private syndications which are not required to
be registered.) o
+ -Fromn another viewpoint, Table 1 shows the average farm loss
reported for tax purposes since 1969 by individual taxpayers in differ-
~ent income brackets. This table shows that farm losses have increased
.as taxpayers’ income levels have increased, and that this trend has
remained consistent during the three years covered by the table. The
fact that the largest farm losses are concentrated in income levels
_over $100,000 suggests that high-bracket taxpayers have continued to
Iake use of the special farm tax rules to shelter nonfarm income.

Since deductions from tax shelters (from farming or other invest-

ments) reduce a taxpayer’s adjusted gross income, Table 1 does not
show the full extent to which farm losses are being used by wealthy
taxpayersto shelter nonfarm income. » :

interest in'the profits; capital, ot property of the timited paitnership,

TABLE 1.—NET FARM LOSSES BY SIZE -OF ADJUSTED GROSS INCOME

1970 1971 1072
Numb‘er of Numbt:r of Numei:‘r ‘of
returns returns .. returns .
o . showing Average showing  Average showing Average
Adjusted gross income farm loss  fermloss  farmioss  fermioss  farm-gss farm loss
Al returns—total _____________.____ 1,234,092 ($2,350) 1,290,203  ($,540) 1171591  (§2,758)
Total net farm loss (thousands)..__________._._.__ (2,899,513) oo (3,277,548). .. ov.n... (3, 230, 956)
Under $5000._______..___....._.____ 485, 531 2,659) 475,983 2,969) 363,492 3,281
$5,000 under $10,000. .- Z777777C 379,947 gl, 576; 385, 338 (l,' 9543 325, 492 1, 879§
$10,600 under $20,000___ aeam 284,652 1, 669; 327,808 1,822) 354, 754 1,852
$20,000 under $50,000_ - . ‘63,949 4,202 78, 358 4, 087; 100, 840 3, 894;
$50,000 under $100,000. __ —a- 13,697 39, 473) 16, 575 9, 527 19, 642 és, 607
$100,000 under $500,000____ ——— 5,012 1, 016; 5,787 . (20,%03) 6, 941 1,784
$500,000 under $1,000,000__ - 2 543, 143 252 . §52, 516; 301 §50, 296
$1,000,000 or more..._.__ - T TT177 94 (128 149) 102 ~ - (134, 069 129 (I

70, 481

Source: U.S. Treasury Department, Statistics of Imj.ome—indivibual tricome Tax Returns, 1970,-1971, 1972. -

. 18 More detail 6n_t!iese figures appears In the staff pamphiet cdnminlng'nn overview
“ of tax shelters. ~ ° . R NP vl
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Table 2 shows the impact of the. farm loss recapture rules of section
1951 of present:law. In terms of numbers of returns, the returns which
show nonfarm income of $30,000 and highér and a net farm' less of
$25,000 or more have generally been less.than one percent of all returns
which report both nonfarm inceme and farm lesses. In terms of the
dollar amount of farm losses which are:required to be:placed in.an
EDA account, Table 2 also shows that section 1251 affects no more than
8 percent; of all farm losses reported on returns w}uch slmw both non-
farm income amd faym losses,

'

wn.z 2.—IMPACT OF SEC. 1251 OF PRESENT uw: oo
[Money amoumts in thousands ddolms]. . ',. .

B T . IR ¢

Numbarc?  Nebform ° Numberof  Matfarm. Numberof. ~ Netfarm -
returns - loss © returns - losy returﬂs  Toss
Returns showing nonfanm adjusted X X ' L
gross income—total . ___________._. 1,128,413 $2, 465, 610' 1,202,914 $2,776,871 1,288,185 $3,184, 109
Farm loss under mo ..... 1,119,693 1,993,499 1,913,262 2,281,637 1,277,582 2,602, 966:
. Farm toss $25,000 or: higher______ 8,729 2, 1 9,652 495, 234. 10,603 - 581,143
Eﬂ(ectolmmmu;mntnmm i -
sec, 1

Returns Mlntnonnnn income

000 and el : . .
"f&“ s 0280 r morer . 8291 8 833 5,228 319,433 5810- 373,752
" $25,600 exemptmr e - Raadi .

mum ...................... SUNT 18L275 ... ce 130,700 ... 7 145,250
Amount of farm losses subject i ] . S L

to potmtlal 51251 ecapture. .. _.__.__ . 137 558 ............ 188,738 . .. ._.... 208, 502
Percanta o of total net farm lass - ] ) R

% wpwfo ........................... . 8 . ... SR, . ¥ RO 7

1 Sec. 1251 of present |aw requlres that taxpayers engaged in f-amﬂn emtlishv sn “‘excess deduchion:
acoount’’ containing the-pertion of any farm Ioss above $25,000. This aceount must be established only if m
taxpayer's nontarm adjusted gress Income: exceeds $50,000 in: the-same. -year. The- figuwes. above show the. effect
of these: limitatjons. in raletion to. total. net farm losses shown on all returns veporting nonfarm. income. -

Source; U.S. Treasury D t,. Statistics of Income—Business Inonme Tex Retums, 1969, 1970; and 1971.
The' ﬂgures shown cuverlnd wduals reeelvlng farm, Inoome and who filad' Schedule F (fann inconme and expensea)

Peferral Shelters Generally

High-bracket: taxpayers have continued to use farm tax rules to
shelter-nonfarm income because, except for citrus and almend groves,
the restrictions in present law do not prevent the initial deferral of
taxes on nonfarm income by means of accelerated deductions incurred
in farm activities. Present law focuses largely on recapturing some
deductions which otherwise would be useéd to convert ordinary income
into capital gain, and on’ denying capital gain treatment by increasin
the holding: periods for farm assets. However, farm expenses are Stlﬁ
deductible as they are paid, under the cash method of accounfing. The
time value of deferring taxes on: nonfarm income reniains & strorg
attraction for “outside investors” to invest in farming and to use as
much borrowed money as possible to create farm “tax losses »: :

The tax benefits of deferral are less attractive to ta.xpayers in lower
mafrgmal tax brackets because each-dollar of deductions’ results n:a
smaller amount of taxes being deferred. A taxpayer who is in“the. 50-
percent margmaL tax bracket. because of the: maximum tax on -earned
Income provision, in particular, may- be reluctant te-use a deferral
shelter since the income reportable in later years may. well be taxed in
higher brackets than the income offset by the farm tax losses. Assam-
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“ing-a rate of return of 7:percent tax-free on the deferred taxes, a tax-
' payer would have:to shelter income for 5 years to.offset the:increased
“tax due to'an amount being taxed in'the 70-percent bracket rather than
~the "30-percent bracket. - oo R S A
~ IFrom’a tax shelter point of view, farm investments offer deferral of
“taxes on nonfarm-income where deductible expenses are incurred in
~'the year or years.prior to the years when the revenue associated with
them is earned.’” This type of deferral occurs regardless of whether the
proceeds upon the later sale of the underlying farm products arc taxed
at ordinary income rates or at-capital gain rates. L )
The period of deferral can be relatively short, involving expenses in-
curred at the end of one calendar year and-sales of the farm product
during the next year, or relatively long (where trees or vines take 7-10
years to reach a fruit-bearing stage). Where the deferral period is
-short, the transaction is often referred: to as a “rollover” because the
taxpayer merely delays (or rolls over) the tax on his nonfarm income
from one year to the next. o e . :
.. A. Cattle Feeding , . S
«  Cattle feeding offers one of the best known and; until recent down-
~turns in the farm economy, most widely used deferral.shelters. -
Typically, the investment is organized as a limited, partnership or
.-as.an agency relationship (under a management contract) in which a
- commercial feedlot or a promoter agrees to act as -an agent for the
_ investor in buying, feeding and managing cattle. Cattle usually weigh-
Ing 400-750 pounds are purchased and then fed special grains and
--other rations in order to increase their weight gain. After being fed a
-specialized diet. for four to six months so that their weight increases
to about 900-1,200 pounds, the cattle are sold at public auction to meat

packers or food companies. . - . . _
-« A cattle feeding venture.is typically. formed in Névember or De-
cember, and utilizes leveraging and the cash method of accounting
to permit taxpayers with income from’ other sources to defer taxes
‘otherwise due on ‘such income by deducting expenses for prepaid
feed, interest, and management fees in that year. Usually the amount
borrowed by the syndicate is sufficient to create tax losses which allow
the taxpayer to deduct 100 to 150 percent of his own cash investment.
Income is realized in the following year when the fattened cattle are
sold. At that time, the bank loans are repaid and any unpaid fees.due
the feedlot (or promoter) are deducted. The balance is distributed: to
the investors. Since feeder cattle are held for sale to customers, sales
of the animals produce ordinary income. If the investors were to
reinvest their profit from one feeding cycle into another ome, they
could theoretically defer taxes indefinitely on the nonfarm income
. which they sheltered originally. (To shelter nonfarm income from
subsequent years, an additional investment would be required.)

The' following example shows how cattle feeding can benefit a tax-
~payer in the 7T0-percent marginal tax bracket even if the program
operates at a break-even point economically.’® Assume that taxpayer T

17 As indicated earlier, where accelérated de reciation is available on breeding herds
and orchards used in producing annual crops; depreciation can also shelter the investor's
farm income from sales of the gnnual Crop. L - .

18 'Solely for purposes of illustration, it 1s .assumed that the program operates at a
'breal-.reven point. It Bhould be noted, however, that until regent economic conditions, many
syndications were structured on.the assumption that threé of ‘every four breeding cyeles
.would. be profitable.. . ... .- . : e LT . R S
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invests'in a cattle feeding venture on December 15,:1975; and that the
fattened cattle are sold six months later on June 15,1976, T’s share of
the deductible expenses incurred in 1975 is as follows: " - ST

o Initiah investment—1975. ) "‘;E, U
. Cash Investment DY, tAXPAYEr - i i oiss i i iatiemmme $1005 000

Borrowings (nounrecourse loans) : S —. 1 N | U
N - Toiél'fﬁpﬁs a‘fsiilab‘:le to buy and feed ph}‘:flé : '350,'.0,00

"

Purchase price of cattle (750 head: at $280.each; not deductible).._1 ' 210, 000
Deductions: ! - o AU =

Prepaid feed for 6 months.__ AR . -’$105,A00,0: e
Prepaid intérest at 12 percent for.6 months__ = 15,000. --- !

“Managément fee paid to feedlot operator. . _l. .
U W PR TN PR

AR 10881078 iyt i miat et e £ (140, 000)
Tax deferred—1973 (70 percent)._. e NI 98, 000
Investois -unrecovered equity * - lo ool Ll T 2,000

o . Sale of the cattle—1976.., _ -, o
Tax results: T T T
 Selling price- of cattle’ SRR SO 8 OSSN o S $850, 000
" Tiess:Ibasls_ .. ___- : ' el ot Lo tenmeat 210, 000
. Ordinary gain._.. I, Ol .07 140,000
Tax liability (70.percent) . oo A -z ' 98,000
Cash flow: . . - ' o o co T
.Cattle sales proceeds : S - mens 350, 000
Less: : : :
* Loan repayment . — o telun | 250,000
Tax on sale (due Apr. 15, 1977)_.-__ v Cileteesidol . 98,000
After-tax cash to investor__ e e 2,000

‘1 Solely for purposes of {llustration, it is assumed "thsit thx;,'an;ouni:s. sixow:i as deductiona
are deductible inder present law in 1975. (To be deductible, each of the itenis must meet
certain administrative tests, Thus, for example, to the extent it teg;esents. a prepayment
for services to be rendered in 1976, the management fee might not be deductible in 1975.)

4 $100,000 cash. investment less $98,000 tax deferral in 1975 - . RN

3 The selling price per head is assumed to be $466.67. . : .

These figures show that the amount of tax which T owes at the end
of the deferral period equals the amount of his premousll}; deferred tax
($98,000), plus a current tax on any profit which he makes.on the sale
or minus a tax reduction due to any loss which he suffers.?® . :

In order to show the time value to T of having deferred $98,000 in
taxes on his income for one year, assume that he invests his 1975 tax
saving in-an industrial development bond paying 7 percent interest
tax free. The tax-free interest earned over the one-year period from
April 15, 1976 (when. T’s return for 1975 is due) to April 15, 1977
(when his return for 1976 is due) would be $6,860. Another way:to ex-
press this benefit is that even though the investment broke even eco-
nomlca,llﬁ, T’s-average annual rate of return on the cash which he
invested has been 20.38 percent.?® I

. 1 Some feedlot operators who promote cattle feeding progranis offer to guarantéé that

they will -purchase an investor’s equity. for- a specified percentagé of his ‘originnl invest-
ment, or will reimburse him for a percentage (often as high as 80 percent) of any
economic losg which the investor may suffer if cattle prices should fall. By such .a “stop-
lors” guarantee, the investor’s risk of 4 declining cattle market is reduced. o

30 The annual rate of return is computed by dividing $6,860,by the sum of the amounts
Invested times .the perfods .over which the amounts were invested, T is .out-of-pocket
$100.000 ‘from December 15, 1975, until- April 15, 1976, when his 1978 returnis-due.
From April 15, 1978, until June 15, 1976, T. ‘has only $2,000 invested ($100,000 less
$98.000 11 tax reduction). : . v
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.Since the EDA- account rule of section 1251 of present law only
recaptures. capital-gain on the sale of farm assets, it has no. effect on
the deferral benefit obtained by the taxpayer in this example. The
portion of the tax loss incurred in 1975 which exceeds $25,000 would
result in an addition to the EDA of $115,000 but the $140,000 of farm

" ordinary income reported in 1976 would reduce the EDA to zeio with
no adverse effect on the taxpayer. ‘ ’ '

Prepaid feed deductions.—Since many, if not most, investors in cat-
tle feeding shelters buy in at the end of the calendar year, deductions
for prepaid feed for the cattle have been central to the creation of tax
losses in that. year. In recent years, the Internal Revenue Service has
questioned de('i)-;lction.s for prepaid feed claimed by taxpayers using the
cash'method of accounting. The Serviee (in Rev. Rul. 75-152) has pre-
scribed several technical criteria and relied on its general authority to
recompute a taxpayer’s income if the taxpayer’s method materially
distorts his inconme. However, investors in cattle feeding shelters may
still circumvent the administrative criteria in order to justify deduc-
tions for prepaid feed. (There may be legitimate business reasons for
buying feed late in the calendar year). o

The tax-saving aspects of a cattle feeding program will make.such a
program appear to be a relatively better investment, when compared
with an investment without simifar tax advantages, than the nontax
economic considerations would warrant. In addition to the recent
recession. artificially induced overcapacity may have been partially
vesponsible for the severe downturn in cattle feeding. The losses result-
ing from overcapacity in cattle feeding would most affect lower
Bracket farmers who are in cattle feeding solely as a business and not
the tax shelter investor who will have 70 percent of his loss (after
guarantees, if any) absorbed by the Treasury. o '

It has been argued that the livestock industry needs outside capital
and that the tax rules should not be changed to make the attraction-of
new capital more difficult during this depressed period. However, it
also has been argued that, in view of present concern over funds for
capital formation, this is. an appropriate time to require all invest-
ment alternatives to compete for investors’ funds on the basis of the
earnings from the economic activity rather than earnings after special
advantages from tax shelters.

"B. Shell eggs :

Another deferral shelter which gives even greater writeoffs per in-
vestment dollar than cattle feeding is the production and sale of eggs.
In egg shelters, the entire amount invested and borrowed can be spent
on deductible items in the first year. Those items include poultry flocks,
prepaid feed, and a management fee to the person who operates the
program for the investors (to the extent that it is otherwise deduc-
tible). Under present law amounts paid for egg-laying hens which are
commonly kept for only one year from the time they start producing
are allowable deductions in the year the poultry is purchased.? -

In one recent syndicated offering. of $6 million in limited partner:
ship interests in a shell egg operation, the partnership proposed:to

= Rev. jiul.,60f191»,.1‘§60,—6-1 ‘C:B., 78. The ' purchase cost of this - poultry may be
‘l}?quicmdﬁic%"enﬂy if thie farmer consistently does so and if the deductions clearly reflect
s incofe). - - D i . o . C
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borrow an additional $6 million (in thé form of a nonrecourse loan)
and to spend the proceeds in December of. the first year-as follows::
Parchase of flockS_________________ o lloloo Ci L 857400, 600
Purchase of feed, medication and supphies.__ .. . .- ... i B0 06, 1205 000
Initial ‘management: fee to gemerak partner (npt to beclaimed ag.av.: . [, -

fetieRen). - " s

Thus, $11,520,000 of the $12,000,000" would be paid. for currently
deductible items, e O
. The availability of writeoffs of this magnitiide in egg. production
has attracted numerous outside investors in, Tegelk. Years. giaxiy full
time farmers have objected to this introduction & outside. investors
Into- eggr produgtion, arguing that. shelter-minded investors have dis-
torted the economics of the egg industry and produced instability in
egg prices® L N

C. Winter vegetables and other plant shelters - :
Shelters involving the growing of winter vegetablés operaté in‘dssen-
tially the same method as.cattle feeding and egg production shelters.

Invested capital is leveraged to the greatest extent possible and de-
ductible- expenses, consisting. of the costs of ‘seeds and young plants,
planting: end cultivation expenses, interest, rent, and management
fees, -are ineurred in one year, while the related income iz realized in
margin the following year. R e

Similar deferral shelters can be found. in the raising of horticultural
plants: where significant expenses are incurred in one year and the re:-
lated income is realized in the following year. For instance, programs
for raising azaleas and rosebushes have alse been used as rollovers
to defer. taxes on nonfarm income from one year to.another.’ :

.Deferral and Conversion Shelters , L

A deferral and conversion shelter offers an investor an opportunity
not only to defer taxes but also to convert ordinary income into capital
gain. The manner in which these benéfits are obtained is by deducting
development costs of section 1231 property (breeding cattle, orchards,
vineyards, etc.) and capital gain property (farmland) from ordinary.
income and selling the assets developed after holding them long enough
to qualify for capital gain tax rates. Since the recapture rules which
apply to these deducted development expenses are much more limited
in scope than depreciation recapture rules generally, many farm oper-
ations can be structured so that there will be little or no recapture of

t ..

previously deducted development costs,

A. Cattle Breeding , ,

Livestock breeding offers taxpayers the opportunity to defer taxes
over a period of two or more years and also to convert-ordinary incoine
to capital gain. | o < :

In general, breeding operations organized to provide tax shelters rely .
on current deductions for. prepaid expense.items; current deductions
for expenses of raising young animals ‘to .be used for breeding, dairy,
draft or racing purposes; the investment credit ; accelerated deprecia- -
tion and additional first year depreciation on purchased animals and

2 See Tax Reform Hearings, 94th Cong., 1st Sess., 218 (July 15, 1975) (Statement of
John Wallace, President, United Egg Producers).
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eqildipment; and capital gain when the mature animals are eventually
SO . - . ‘. . L L N
~ Although cattle is the most widely used breeding shelter, there have
. been investments offered for the purchase, breeding and sale of horses,
_ (discussed belowy, fur-bearing animals (such as mink, chinchilla and
~ beaver), other.types of farm animals (such as dairy cattle and hogs),
.. and some kinds of fish or shellfish. _ ' oL
~ Inthe cattle breeding operation, a herd of heifers and cows is main-
tained by the investors, The cows in the herd are bred:each year and a
~calf crop of 75 to 95 percent is typical. In general, most of the bull
calves. produced each year are sold (often to a feedlot). The rancher
retains most of the heifer calves, which, after about two years are used
for breeding. In addition to the bull calves sold, the venture will peri-
odically- sell heifer calves not wanted or needed for breeding opera-
. tions as well as “culls” (animals which for age or other reasons are not
needed or suited to the herd.) The operation derives its periodic reve-
nue from the sile of someof these cattle each year. o
The cycle of a breeding herd is about 5-7 years. At the end of that
-period of time, the herd will normally have grown, its quality strains
- will ‘have been-establislied ‘and most of the costs to raise thé animals
. will have been deducted as the investors paid them. The investor can
then sell his raised breeding animals and obtain capital gain with no
‘recapture of either depreciation (since.the raised animals had a zero
basis) or of previous development costs (if the investor kept his annual
farm losses under $25,000). Only the investor’s profit on his sale of
. purchased breeding animals will be subject to recapture of previous
_depreciation deductions. - : S C
" Table 3 illustrates the substantial tax benefits which-a high-bracket
taxpayer can obtain on a break-even cattle breeding operation con-
ducted over -a five-year period. Assume that T, a taxpayer in the 60-
percent marginal rate bracket, enters into a management contract on’
" November 1, 1975, with a. professional rancher for the purchase and
maintenance of a herd of cattle to be raised for breeding purposes.
The basic costs in 1975 are as follows:

.

Cash investment by 'T in 1975___ — - $27, 200

~ Borrowed funds_________________ - e 46, 800

Total funds available_ ... . __ . 74, 000

Purchase cost of breeding.animals (200 head at $260 each) ... ___._. 52, 000
.Deductible expenses (1975): Interest, feed and other maintenance

_expenses, management feés______ . e eem 22, 600

T will also have to invest additional amounts in the program as
follows: 1976, $9,800; 1977, $11,000; 1978, $11,400; and 1979, $9,700.
The loan bears 9 percent interest with principal payments of $5,200
due in each of 9 years. The breeding herd is assigned a 6-year useful
life for purposes of depreciation and the investment credit. First-year
additional depreciation of $4,000 is taken in 1975. The herd is depreci-
ated under a 130-percent. declining balance method. :
The operating results of the herd on an annual basis over five years
-might typically be as shown in Table 3. ’ : ‘
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5 TABLE 3—~CATTLE BREEDING PROGRAM . ', - ;. -,
S v e e oo w9 s
hcome: - - - - T e T
Steersales? ______ . ... ____. : 0 .: $11,200-- 99,400 . $8,200 - $10, 600 $25,000
Sales of breeding cattlet_..______ 0 4,800 5, 008» T8, © o .'6,800 - 73,160
Less.basis of pur chased cattle sold- 0 -(2, ?20) . (3,830) "(2,838) - (1,901) (6, 652)
Gross income ] ) 0

8180° 9,50 10,92 | 15,499 . 91,448

3T

Deductible expenses 3 (inferest, main-
- tenance ‘expendes ‘and m :

T PR VO . e T,
i RS} e v PR N

fees)... Lo .. 22,000 . . 20,600 . . 20,200 . 20,000 - . 21,508 - - 3,000
Depreciation: = S o S .
Adqitional'ﬁvstargardspreciation..»-. 4000 Lol Silealollingada aee
150° percent declining . balance I . . s . N . i
depreciation_.__:: ... ol 72,000 ¢ 9,545 -1 6,003 - 4NE - 12,293 & vie
Taxable income (foss), .. 0 :: (28,000)- - (21,965) - (16,633)"° ' (13; 156) g;,‘ss'a)‘ . 488,448
Cumulative taxable income-(loss)_... - (28, 000y . (49;965), - -.(66,598) - (79,;754). (88, 448) AR 1}
Investment credits. _____ - 1Y il
Investment credit recapture_______._...______ ;- 689, . -.485 -
Tax increase or reduction—60 p t e e N
bracket taxpayef: - : ) R o © I
. Annual effect an taxes_._______.. . - (20,267) . 12,590).- .  (8,495) .. 57, 513) - - 4(5.060).. 38,430
+ Cumulative effect_ _.........___. 20, 267 32,857) © (42,35, (49, 865 (%4,925) .. (16,495)

! This example assumes that 80 percent of the cattle of breeding age give-bith to live calves; all bufl calves ura 'sold
each gear.; 10 gerqent of all heifers: are culled each year; 15 percent of all breeding.cows are culled each year; and, that
aftar 5 years, the entire herd is sold for an amount which enabies the operation to break even. - s
21 yr interest and .maintenance costs are prepaid annually as:is ! yr:management fee except in-1980.when the cattle
.are.sold. Maintenance expenses and manafement fees are.based on figures circulated by a promoter. The total smout of
these deductions tends to decrease annually because interest costs tecreasé as'thie loan s paid off, but this decrease is
offset to some degree hy the costs of maintaining an increasing number,of animals. Solely for purposes.of illustration,

itis d that these expe: are deductible when paid. - oo ' : .
- # Useful life 6 yr. Corputation of investment credit: 10 percant of (2/3 of $52,000) equals $3,467. - ey
¢ The income realized in 1980 equals the losses suffered in-prior years. Of this income, tfqe amount which is ordinary
income is computed as foilows: Lo : ST o -
from.sale-of animals heid tess than 2 yr.._____._____ eenen . PR - $25; 800
Depreciation recapture on purchased animals still in herd. ..

EDA fecapture (batance in EDA account from 1975 addition) - 3,000
- Less deductible expenses_ ... reee - . cnevaronmocean + (3, 000)

Ordi'na:ry income......_. s S P SO

- Note:The remainder of the income attributable to the saie of the-breeding herd, or $47,496, Iscapital gain. .

Assuming that this investment qualifies as an activity carried on for
profit, T would reduce his total tax liability by $16,495 (the sum of
the $54,925 in tax reductions in 1975 through 1979 less'the $38,430-in
taxes due in 1980), on an investment which has neither made nor lost
money apart from taxes. In addition, T has deferred taxes on his non-
farm income in the amount of $54,925 (of which $38,430 is only
deferred and is repaid in 1980). If the amounts deferred were invested
in 7 percent ta,x-exemgt industrial develo%me_nt‘bond's until the taxes
for 1980 became payable, T would have obtained a benefit of $15,589
by the time value of delaying payment of taxes on his nonfarm income.
The total benefit from conversion and deferrdl'so computed is' $32,084

($16,495 plus $15,589£- on a breakeven project.?® . .

* This example also shows the limited scope of the farm loss recapture

rules of section 1251 of present law. In the first year of this investinent

only $3,000 (the excess of the farm loss over $25,000) need be added to
Can %DA account. Although farm tax logses are incurred in four addi-

tional loss years, nothing more has to be added to the account because

= In computing the tax benefits it 1s agsumed that.all- deductions -from farming. in-1975
throngh 1979 offset nonfarm income which would otherwise be taxed in the 60-percent
bracket. In computing the taxes in 1080, 1t is assumed that the ordinary income is taxed in
‘the 82-percent through 66-percent brackets. The ordinary income is taxed in brackets higher
than the 80-percent bracket because it is bunched in one year, It is also assumed that T
-has no other capital gains during 1980, so that he can use the alternative tax on capital
gaing (a. flat 2h-percent rate). Further, it is assumed that investment credit {s recaptured
-because the purchased animals were not held for 60 months. T " ' '
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the annual losses dre lessthan $25,000. On the facts. of this example,
the EDA rules recapture-only $3,000 of the farm deductiofs; an addi-
tional $47,496 of development costs'has been converted from ordinary
© income into a capital gain. ~ .+ T L :

B. Horse Operations ~ =~~~ "~ o o

Althongh-there appear to be fewer sgndi'cated tax shelters in horse
‘breeding and racing than in.cattle. feeding or breeding, two for-
mats can be used by taxpayers seeking tax shelter ip horse opera-
tions. In one format, an Investor or group of investors buys. mares
-(female horses). and condugts. 8 breeding operation. Such an opera-
tion can take advantage of accelerated deductions, principally the cur-
rent deduction of breeding fees. (which are paid to another party to
breed the mares. to a st&rion); expenses. during- the préproductive

riod of raising the foals; and accelerated depreciation (including

rst year depreciation) on purchased mares. The feals are in some cases
retained: for racing purposes or sold to others, usually as yearlings.
- Tncome from such sales is ordinary income, since yearlings are by
definition held for less than 24 months. However, the incoma is not
matched with the expenses of raising the foals. (sinee the breedi
fees and maintenance expenses. were deducted in & prior year). Capita
Zains can be generated in a breeding operation when brood mares
‘which, have.been held for more than 24 months are sold. Ef the mare
had been purchased, any gain would be recaptured to.the extent of the
depreciation taken on it. If the mare sold had been born to another
mare in the investor’s herd, it would have no basis since all the costs
incurred in breeding the mare and raising her would have been de-
ducted previously.. Consequetitly, under present. law- there would be
no depreciation recapture and all the proceeds of sale would e capital
gain except to the extent that. the EDA rules of seetion 1251 apply.

‘In the other format, an individual (or group of individuals) buys
a mare and breeds it to a stallion. The breeding fee is deducted when
paid (usually upon successful breeding or upon birth of a live. foal),
and the costs of raising the foal are deducted when they are paid. Alter-
natively the investors may buy a stallion or undivided interests in a
stallion and then claim depreciation deductions.

The horse is not generally ready to race until he becomes at least
two years old. The income derived from racing is ordinary income, but,
again, it it not matched with the costs of developing the income-
producing assets. If the owner sells his race horse after or during its
racing career, capital gain may be realized. An exceptionally success-
ful horse may generate substantial breeding fees (which are ordinary
income to the owner). Or the owner may svndicate interests in the
horse toa group of investors who desire to obtain breeding rights to
the horse (such as the syndicate in the case of Secretariat). Amounts
received by the owner on such a svndication have been held entitled
to capital gain treatment. (Harry F. Guggenheim, 46 T.C. 559 (1966).

C. Orchards, Groves and Vineyards

An jnvestment in an orchard, vineyard or grove involves a “tree
crop” as. distinct from a “field” crop such as vegetables. The list of
tree-crop partnerships covers virtually anything grown in an orchard
or vineyard in the form of trees or vines which produce annual creps
of fruits (e.g., apples and avocadoes), nuts. (e.g., pecans, pistachios,
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walnuts),:or grapes. As indicated earlier, citrus-fruits and almonds
are: generally no-longer suited to tax.shelters because of : the; ¢ost:
capitalization rule -of section 278. .- - . wew L
Tree.crops offer investors.both tax deferral on their:nonfarm in:
come and potential conversion to capital gain if 3nd when the under-
‘}ymg vineyard js sold- (or the investor sells his‘interest in'a gyndicate).
‘Diiring the develépment period of the trees or vines, the owners dbtain
deductions from cultivating, spraying, fertilizing and irrigating the
tree 'or vine to its crop-producing stage.:They -also. deprecmte farm
machinery, irrigation equipment, sprinkler systems, wells-and fences
which they install on the property. They ‘ean-also obtain the invest-
ment credit; and deductions may alsé be available for -interest, fees
and some Pprepdid items. (In some cases, the investors lease the land
on which the vineyard operation is conductéd; tliereby substituting
deductible ground rents for nondeductible purchiase: price dollars.)
A fter the trees start producing fruit-ér'nuts; theownens:cin depre-
ciate the costs of the seedings and their ‘eriginal planting which were
capitalized when incurréd.?* Such-depreciation: can partly shelter the
annual crop income. Income from the ‘crop sales is-ordinary -income.
"Capital gains is also available when the underlying land and the or-
chard are sold (except to the extent that various recapturé rules come
into play). o : < S
Table 4 illustrates the shelter available through a limitéd partner-
ship formed to acquire farm land for planting and’ dei’eldp‘ih‘%‘la} g_rag:
vineyard. The crop will include wine and variety grapes which will
marketed as table grapes, crushed into wine or dried-into raisins. The.
transaction shown 1s based on an actual limited partnership offering
which is representative of many vineyard syndications.?s In this offer-
ing, limited partnership shares aré sold for $10,000-pet uriit of interest
up to a maximum of 225 Units. The limited partners buy in during
September of the first year and contribute a total of $2,250,000 équ‘itg'.
The corporate general partner (representing the promoter) contrib-
utes his property rights, including options to acquire the land on which
the vineyard will be developed. ce . : NS
Annual profits and losses will be allocated entirely to the limited
partners during the first seven years; thereafter, the annual allocation
will be 10 percent to the general partner and 90 percent to the limited-
partners. : ) -
The partnership will purchase 1500 actes of farm land for $3.5
million, paying $500,000 down end financing the balance by a non-
recourse 9 percent purchase money mortgage. Principal payments will
not begin until the fourth year of operations:in that year, principal
payments will begin ih annual installationd of $150,000 for ten years,
after which the annual installments increase under a.schedule until’
the unpaid balance is paid in full, ’ S -
The partnership plans to elect the cash method of accounting and
to use maximum allowable depreciation of buildings, sprinkler sys-
tems, wells, pumps, stakes and the grape vines. (Vines become eligible

2 Trees and vines must be depreciated over thelr useful 1ives In the business. The useful
fe 1s ofted determitnéd by average Industry experience, In some reglons, for example.
apple trees are deoreclated over 18 years, fig trees over 25 years, walnut trees over 33
years, and-grave vines over 20-30 years. : : S e e

¥ Grane ‘harvests are curfently at record high levels, particularly in .the.care of wine
granes. The resnlt {8 expected to be a period of price rediictions for variéun domestic wines
_nntil ‘demnnd catches up with thé current oveesupply. Since gropevines take aboigt 4 rears
to hecome productive. fome part of the current harvests can probably be traced ‘to plant-
ings by tax shelter syndicates during the early 1070's.



18
for depreciation and for the investment:credit in the, year that grapes
arefirst produced in commeréial quantities.) . 7 . o

Each limited partner’s tax basis:for. his partnership -interest in-
cludes his share of.the nanrecourse mortgage. Table 4 shows the pro- -
jected tax losses and positive taxable income dufihg;*t}@@: ﬁi_rst?;sg&\{eﬂe}
years of operations.. (Grapevines generally bear commereciak quantitiés -
of fruit in their third -year and miature by thé seventh year: Fu. this:
example, since the syndicate will begin at the end .of the.first ‘year,
crop revenues. begin in the fourth year.) O

TABLE 4.—GRAPE VINEYARD PROJECTIONS

* Year o R T 1 '- 3 s 5 - 5 ’ ST
Crop revemue . _____.t._...__.__.... e e _ $680,000 $1;020,000 ‘$1,200,000  $1,400, 000
Expenses: ’ i : : o )

Cultivation costs?.___._._._. - $75,000 $260,000 $260,000 265,000 280, 000 295, 000. 305, 000

Harvesting?___________________.___ e emmaan 40, 00! 56, 000 €6, 000

Administrative costs 3.

20,000 © " 20,000
42,500 - 42, 500
24,000 - 24, 000
243,000 - 229,500

170, 000 152, 000

8,000 20,000 20,000
42,500 42,500 42,500
24,000 - 24,000 -
337,500 270,000 270,000 .

Loan origination fee 3
.. 248,000 218,G00 125,000

Depreciation 8

Total expenses____........ 765,000 834,500 741,500 607, 500 863, 500 850, 500 * 839, 000
Taxable income (loss)—partner- y
ship____ ... (765, 000) (834, 500)- (741,500) 72,500 157,000 . 349,000 561, 600
Taxable income/(loss) per unit....  (3,400)  (3,709)  (3,296) 322 698 1, 551 2,493
Tax saving per unit—70 percent . C
bracket.. . _______ s 2,380 2,596 2,307 e
Add: Investment credit per unit 9. 298 )5 ) S, 356 e
Cash flow: o .
Crop revenues. . ... ... 680,000 1,020,000 1,200,000 1,400,000
SS :
Expenses other than de- .
preciation____________ 517,000 616,500 616,500 391,500 671, 000 680; 500 687, 000
Mortgage principal. . ... ... 150, 000 150, 000 159, 000 150, 600
JTotal .o ... §17,000 616,500 616,500 138,500 199,000 . 369,500 = 563,000
Cash available for distribution— ’ - 2. '
perunit.__._____ e e m e e n 616 884 1,642 2,502

1 Includes materials, supplies, and labor used in cultivating and maintaining the vines; e.g., irrigating, fertilizing, inset
and pest control, weeding, pruning, tying, and vine training. Does not include cost of the vine sesds and planting the
vines, . o . . . .. .

3 Covers costs of picking, packing, storing, and selling the yearly grape crop.

‘3 Inctudes utitities, bookkeeping and secretarial saaries. B :

¢ Payable to an affiliate of the genoral partner at $38 per acre. Includes arranging for renting tractors and other farm
machinary, field supervision and “extraordinary®’ services such as replacing dead or unhealthy vines, - .

8 Estimates used, but no effect is given to the projectad vatue of ca;ital improvements to the property.

S 1st year includes interest for 3 of the year (‘67,500) plus prepaid interest for the 2d year ($270,000). Interest shown
in later years is based on the unpaid balance of the martgage at the start of those years. ‘

7 Payable to the lender under the existins 1st mortgage encumbering the land. . "

.3 Based on capital improvements included in the purchiase price of the land and to be installed by the-seller. Includes
installing frost control sprinkler systems, wells, tanks, reservoirs, stake, and posts. Wells, etc., are depreciated over .-
years under the 200 percent accelerated method, plus 1st year *‘bonus’* depreciation. Sprinklers and stakes are depreclated
over 15 years under the 200 percent method plus bonus depreciation. Vine depreciation begins in year 4 and is spread
over 25 years under the 200 percent declining balance method. N .

i ’t '(‘)re&tr: clalmed on various machinery and equipment and on the vines themselves when they become income-producing -
n the 4th year. - R .

Table 4 shows how maximum advantage is taken of cash method
deductions for cultivation costs as the vineyard matures from plant-
ing to full production and, after the productive life begins, of deduc-
tions for depreciation and the investment credit (‘which help shelter
part of the annual grape revenues). During the first three years, no,
revenue is expected from the young vines. Growing costs, deprecia- .
tion and interest deductions (magnified by leverage) créate tax losses
which flow through to the limited. partners:and shelter their income
from: other sources: Since the investors buy in late in the first, year,
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they pay interest for3 months of.that-year and also prepay the inters::
est re at;inlg to year two. The projections also-assume: (solely for:pur=" -
poses of-illustration) that the expenses shown are otherwise deductiblé
when paid. During this period, tax. losses totalling $10,403 are avails: -
able for each $10,000.unit. . v o o ses a S v Vi e s fen

For an investor in the 70 percent bracket, this means. tbtal tax savs . ..
ings of $7,283, which-leaves only 27 percent of each original unit unre-::
covered from tax.savings: The Investment credit furthér incroases:the
effective deferral of taxes on each investot’s nonfarm’income dnd: fur- :
ther reduces hiscash left at risk,” o

As grape revenues -be%';n ‘¢oming in, the venture “crosses over” to
groducing positive taxable income and increasing amournts of cash

ow from annual sales are distributed to the partners. A further
investment goal not.reflected in the table is capital appreciation of-the...
underlying land. The value of the property, with maturing vines.
beginning to.produce major amounts of 1hceme;is'expected: to‘increase.
The general partner begins to receive a-percentage of net profits and’
the syindicate begins repaying the mortgage, thereby increasing. its
equity in the property. e e

The investors will begin deciding whether to remain in the venture
or to sell their interests. If an investor sells his interest in the partner-
Shj;’ or if the partnership sells the entire farm (including the land.
and the vines), the investor will be entitled to capital gain treatment’ _
of any gain he realizes on the land and the vines, except to extent that -
recapture is required for previous depreciation (sec. 1245), cultivation
expenses (sec. 1251), or soil and water conservation or land clearing .
expenses, (séc. 1252).% I

D. Ranchland Leases: Co

Individual investors and syndicates haye often obtained deferral
and conversion benefits by investing in ranchland which the owners
then lease to a local farmer or cattleman, In this type of transaction,
the investors become absentee owners of the underlying farm land but
do not conduct their own farm business. Some_ public offerings have -
been structured basically as a sale-leaseback under which an existing -
farmer sells his farm to outside investors who-then léase-the land back
to the farmer at a specified rental. Often,. the seller/rancher. is given
an option to repurchase the property at the end of the Jease-at a price .
which will give the investors some- profit- (and capital: gain). :

Under this format, the investors ususally. use a large proportion of.
borrowed funds to make their initial purchase and topay many of the .
deductible expenses which they will ‘incur-during:the: term-of:the -
lease. In.this way .the.investors obtdin. the advantage of: levérage:
deductions greater than the amount of their own cash investment *
and deductions for interest prepayments (to the extent these are avail-.
able under present law). During the lease, the investors typically up- .
grade the land and obtain’special deductigns for soil and water.con-
servation expenses, fertilizer and land ¢léaring costs. They also deduct .
property taxes, maintenance costs and depreciation on barns. silos.
corrals, fencing and other improvements. Sometimes, ths promoters of *
syndicates of this kind act as managers of the "fq'm}_‘,fpr the investors

= The dollar Hmitations on the EDA rules’ (sec. 1251) ‘apply séparatély to ench Wartner
in a partnership. Therefore, whether any .partner .must set up an EDA acconnt..depends - -

on whether he has nonfarm income of more than $50,000 and whéther he owns enonegh
units so that his share of the partnership’s tax losses during years 1-3 exceeds $25,000.
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and charge a management fee, which can alse be deducted when paid
by the investors (provided the payment is for curtent services).

Under pregent law, the EDA rules of section 1251 may not apply at
all to this transaction, since the investors might be considered to be
engaged in real estate rather than in farming. The investmenit interest
limitation in section 163(d) does not. apply if the lease is not a het
lease, and many ranchland leases are not net leades. (That is, the own-
ers rather than the tenant pay most of the operating expenses.) The
farm land recapture rules of section 1252 of presént law might reduce
the investors’ capital gain if and when ‘they sell the land, but this
px"oxiision would not affect their initial deferral of taxes by means of
tax losses.- : - - ’ GTe

E. Timber and Christmas trees - ‘ -

Timber has some of the characteristics of annual crops such as vege-
tables and fruits, and of minerals extracted from the ground (such as
gas and oil). It is unlike short-term crops, however, in, ‘that timber
does not replace itself quickly; it is unlike minerals in that it does
replace itself eventually and, being located above ground, it is rela-
tively easy to find. Timber growers are permitted to claim capital
gain treatment on the portion of their income which can be attributed
to the increase in value of the trees while the. trees are growing and
before they are cut.? _ : ‘

In addition to capital gain, some of the current costs of growing
timber are deductible currently as paid. These include interest on
financing an investment in timber, expenses for estimating the inven-
tory of uncut trees, for salaries and other costs of managing a tree
farm (such as clearing unwanted trees and brush), and property taxes.
To the extent that expenses of growing and carrying timber are
deducted currently, while the income which the expenses help produce
is recognized when the timber is later sold, a mismatching of income
and expense occurs. This permits deferral of taxes on a timber owner’s
income from other sources and eventual conversion of the tax rate on
such income by the capital gain rate for the grown trees. In addition,
the time value of the deferral is magnified by the long period between
the taking of the deductions and the receipt of the income.

The growing and selling of Christmas trees is the most frequent
form of timber tax deferral shelter. Capital gain is not available if
Christmas trees are not over six years old when they aré ¢ut. Under
present law, however, costs. for shearing, pruning, shaping, weeding
and thinning trees being grown as Christmas trees have beén held to be
deductible as incurred.? 4 : : :

" ALTERNATIVE APPROACHES

There are n number of alternatives approaches that the committee
could consider to deal directly or indirectly with tax shelters in farm
operations. If the committee believes that certaih incentives dre no
longer desirable or that the tax benefits are greater than they need be,

% The capital gain preference for timber permits an owner to ege(_:t to treat his cutting of
standing timber as gfvlng rise to capital gain even though he has not actnally sold the:
timber. The gain is measured by the difference between the cost of the timber cut and its
falr market valne on the first day of the taxable year in which it is cut (see. 631(4)). Any
amount realized in excess of the fair market value, such as from converting thé cut timber
to logs, or resulting from increases in value after cutting, is taxed as ordinary income.

# See. e.g.. Danlel D. Kinley. 51 T.C. 1000 (1969), afirmed 70-2 U.8.T.C. Par. 9482 (2d

Cir. 1970} ; Rev. Rul. 71-228, 1971-1 C.B. 53



21

: ld" be' eliminated or the preference cut
back to some-extent. Thus, for example, the committee could. reguire
acerual: accounting and inventeries forall  farm operations or for
-all. farm ‘eperations .over. a. particular size - (measured by assets or
:recelpts) or type. The eommittee also:could-require capitalization of
development costs, such as reproductive period expensesof orcha¥ds,
vineyards-and: animals held for draft, dairy; breeding, of sporting

-the particular provisions ‘eoul

E}wllen'if full sccrual accounting is not required, the'committee could
require capitalization of the costs of assets weed in the tritde-or busi:
ness-whose useful lives are less than one calendar.year if their useful
lives overlap two taxable years.-Similarly, the committee could require
the inventorying of plants and seeds if they are planted in one taxable
year and the products are sold in a later year, Where seasonal growing

“or similar requirements place the operating year in two.successive cal-
endar years, the taxpayer could be required to adopt an appropriate
fiscal year, Also, the committee could consider dise: owing any deduc-
tion for feed unti] it is consumed. , o "

With resiplect to animals held for draft, dairy, breeding or sporting

urposes, the committee could require that the animal actually have
been used. for such purposes to qualify for ca;l)ita,l gains treatment.

-Alternatively, the holding period for such animals could be lengthened

_or measured only from the date the animal was first actually used for
one of these purposes. S _

In addition, the committee could reduce accelerated depreciation

and repeal the special deduction provisions for soil and water con-
_servation expenses, fertilizer expenses, and land clearing expenses.
Tf these special deductions are not repealed, the recapture provision
for soil and water conservation expenses and Jand clearing expenses
could be modified to eliminate the phaseout of recapture. . . .
- If the committee believes that incentives should be continued but
that the tax benefit involved should not be available to offset income

-uprelated to that particular activity, then the committee could limit
the tax -writeoffs to income from that particular activity, thus not
allowing any excess deductions to be useg to'shelter nonfarm income.
This is the gpproach that the administration made in its limitation on
artificial loss (LAL) approach which was essentially adopted by the
committee (with certain modifications and exceptions) in its 1974 tax

.reform bill as described below. S S

* Also, if the committee believes that a significant problem is the use
.of funds borrowed on a nonrecourse basis to nerate  deductible ex-
_penses, it could limit a taxpayer’s deductions in a particular activity
to the amount at risk in the form of capital contributions and recourse
horrowings, This type of a limitation was adopted with respect to live-
stock operations in the committee’s 1974 tax reform bill. . o
- Another approach to deal with farm tax shelter investments could
be considered if the committee decided against all of .the above ap-
proaches; that is, if the committee believes that continuing. the tax
incentives achieves desirable objectives and that revising the provisions
directly or applying an LAT, approach or an “at risk” limitation would
unduly restrict their purpose, then the committee could consider deal-
.ing indirectly with the preferences, such as by broadening the mini-
mum tax. . - - R . :
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- If the contmittee: feels that-deférral should: continue to be permis-

‘sible but: that conversion of ordinary income into capital gain should *:

-be:more closely circurnseribed, the EDA :provisions: could be modified

. .account must be' maintained: and: the amountsof farm'
‘mustbeadded to the ED Aidould also be increasedi: -~ -

by redueirg the amount ofnonfarm-income allowabla before an EDA

losses which

+ .-'Following is-a summary: of the committee’s deeisions with i-espe‘et to

. Limitation on Artificial Logses

..

farming operations in its 1974 taxreform bill, Mr. Ullman’s proposals,
and alternative proposals by other committee members. . .

'_4 Ny

A197400mmztteebd'l AR B R Its
Last year the committee’s bill would have applied:the LAL approach

- to-certain farm deductions in order to limit the extent to which a tax

‘loss: produced by:-eertain: “accelerated deductions” could offset (and

shelter) nonfarm income. Under last year’s bill, accelerated deductions
in the farm area were: o . ‘

..+ (1) preproductive period expenses of growing an agricultural

“crop (not including Such expenses in the case of livestock) ; and

" (2) 'prepaid feed, seed, fertilizer and similar farm supply

' expenses.

" Under the provision, deductions otherwise allowable for these ex-
- penses could continue to be deducted against the taxpayer’s net related
income for the same year from the farm property in which the deduc-

tions were incurred, and also from other farm properties in which
he may have invested. (Net related income would be the gross income
from the farm property less the nonaccelerated deductions incurred in
operating the property during the same year.) The accelerated deduc-
tions in excess of net related income from the entire “class” of farm

" properties in which the taxpayer has invested would be required to be

suspended in a “deferred deduction account.” The deferred deductions
would be allowable in a later vear when the taxpayer has net related
income (in excess of accelerated deductions in that year) from the
group of farm properties which he owns at that time. Special rules
were provided for releasing deferred expenses from the suspense ac-

_count when a taxpayer sells or otherwise disposes of the underlying

- losses could continue to be'deducted currently. - -

‘or drought.

‘farmland, orchard, or vineyard, etc., and when feed whose cost was

prenaid is consumed by the taxpayer’s animals. .
~ The LAL limitation would not apply to losses which represent true
economic losses not attributable to accelerated deductions; thus these

The 1974 decisions would not have included under LAL: the costs
of raising animals (as distinct from agricultural crops), other than
prepaid feed costs. The deductible costs of raising livestock would have

"been subjected to a different limitation under the 1974 bill (that limita-

tion is discussed further below).
The treatment of crop preproductive period expenses as accelerated

‘deductions would not have included taxes, interest, depreciation or ex-

penses incurred on account of a casualty loss or on account of disease

To a limited extent, the 1974 bill would have allowed a tax loss
produced by accelerated deductions from a class of farm properties to
be deducted against nonfarm income. An “artificial loss” could shelter
up to $20,000 of nonfarm income, but if a taxpayer has nonfarm in-
come over $20,000, the amount of an artificial farm loss which could
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L -shelter; nonfarm income would.be. reduced. from: $20,000, on a.dollar-

-for-dollar basis; forreach dollaref nionfarm incomein excessof $20,000.
- 'This meang that no artificial farim, losses-could be taken. as.deductions
- . carrent]y by the taxpayars with nonfarm ineoms, of:$40,000 or more.

" The:1974 bill would have -applied. to-individuals; estates and trusts

"and to corporations:which: were. excepted :fromithe :prevision .in.:the
-+ 1974 .bill requiring:ifarm: corperations: to: nse:the -accruak method of
- .accounting for their farm eperations. :70: .+ 't .uzg Capotaeni

B. Mr: Ullmaws' proposdl " -}‘§ ™~ ;”‘ o ”(;; .
Mr. Ullman would apply the LAY provision “as ‘otitiined "above,
‘except that he would apply LAL separately to-each-farth. In addi-
tiony M¥./Ullman would apply DALtz ..ty oy s cot e b
© e (1 )vpreproductive jperiod: expenses.of: raising: livestock, and to
7 ui(2) depreciation ‘of livestock: after they -have begun to hepro-
- “ductive in thetaxpayer’s busihess. S -« i i e 2 le
:C. Mr. Corman L "
Mr. Cormian would proyide that fari lossés can bé deducted against
- nonfarm income only to the extent of $10,000 a year, Any amount of a
farm loss disallowed under this provision 'wouiyd be treated as an ex-
pense of farming in the following year. This limitation on the deduc-
tion of a farm loss would not apply to a taxpayer whose nonfarm

B
e

5

income is less than $20,000. o o
D. Messrs. Waggonner and Conable

The proposal would apply LAL to the entire ‘eroup of farm activi-
ties which ‘the taxpayer owns or in which he has'invested.- ' -
E. Mr. Helstosks . o S

The proposal would apply LAL in the case of farm operations on
an aggregate basis and, in addition, would calculate the dollar.Jimita-
tion (instead of using the flat nonfarm ineome limit of $20,000) on the
basis of a percentage of total income (such:as 20%- from: nonfarm
sources). . ) O
F. Mr. Stark and Mrs. Keys"

. For farmers with nonfarm income of miore than $20,000, their pro-
‘posal would apply LAL but phase out thé use of farm losses to shelter
nonfarm income so that no farm losses could be applied against non- .
. farm income in excess of $30,000. s
Limitation of Tax Losses Incurred in Livestock Enterprises to
the Amount for Which the Taxpayer Is at Risk’ R
A.197% comiittee Bl ¢, L - N
Last year the commiittee’s bill. would have provided that in'the case
of feéder cattle and livestock used for’ breeding, draft, dairy, or
sporting purposes, deductions for losses would not be sllowed in ex-
~ cess of the amount of capital or'credit of the individual which is at risk
_in the vénture for the same taxable year. A taxpayer would not be ¢on-
'sidered “at risk” in the case of a nonrecourse loan or to the extent that
he has a right to be reimbursed for any loss on the investment, such as
" by reason of a “stop loss” or a guaranteed repurchase agreement, in-

N

surance, or other similar arrangement.
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Unlike the LAL approach, this rule would havé applied to a'tax logs
(arising frem s livestoek investment) regardless of the:kind of cur-
‘rent expense deductions whieh produced the 1oss. This rule wonld alsp
-have applied to tax losses incurred during the ‘period of raising live-
-stock to maturity and to tax losses incurred while.the livestock are
being productively nsed in the taxpayer’s business. The latter -Qa@egélry
would, for example, include ‘depreciation deductions ona. bréeding
herd. The.rule would not limit the calenlation of the amount; of de-
preciation.o

ion otherwise allowable. for the year, but-would.limit any tax
loss ‘{i.e., excess of deductions. over.income): from. the business. from
‘being offset. currently .against. the taxpayer’s-income. fromn other

sources. ' e
Any amount of a tax16ss which could riot be deducted currently be-
cause of this limitation could be carried over and dedugted in a later
year if the taxpayer’s: risk investmient in the business at-that. time is

_Im‘ge’,;el:i_'oﬁgh to azsbi'l‘)ﬂ;t'he} reviously unused loss. . -+ - .-

" Thisrule would have i}’_ppfi'ed separately to each livestock business in

which s taxpayer hasinvested.
Mr. Ullman’s proposal is the same as the rule in the commitfee’s
1974 bill. . =

C. Mr. Pickle -
Mr. Pickle would limit farm losses to the amount of the taxpayer’s
capital at risk in the business. (Presumably, this is a substitute for
the application of LAL.) '

Accrual Accounting for Corporatioﬁs

‘A. 197}, committee bill A :

In 1974 the committee proposed to require all corporations (except
-subchapter S corporations and family corporations), and all partner-
ships in which a corporation had a 5-percent interest, to use the ac-
crual method for farm operations.

The rationale for this decision was that most corporations are
business entities which can keep the records and make the allocations
required under the accrual method. However, the committee recognized
that many farm operations carried on in corporate form are relatively
small operations. Consequently, Subchapter S corporations, which by
definition can have no more than 10 shareholders, and certain family-
owned corporations were excepted from the requirement of acerual
accounting, ’ '

A family corporation was defined as a corporation in which 75 per-
cent of the total combined voting power of all classes of stock entitled
to vote, and at least 75 percent of the total number of shares of all
other classes or stock, are owned by an individual, his brothers, sisters,
ancestors and lineal descendants, a spouse of any of them and the
estate of any of them. For purposes of the family corporation rules,
stock owned by a partnership or trust would be treated as owned
proportionately by its partners or beneficiaries. ' .

The “family corporation” exception did not provide for attribution
of stock of personal holding companies or discretionary trusts, and
did not include cousins as members of the family.
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- B. Mr., Ullman =
- His proposal is the same as that in the 197 4 commlttee blll.

Actwmes Not Engaged in for Proﬁt

M. Archer o : B : "
In giving the taxpayer an opportumty to determme whether the
rule of present law limiting deductions incurred in an ‘activity: which
is not engaged. in- for profit applies to him -(sec. 183) oh the’ {;asls of
his expenence in a 5- or 7-year period, ‘the proposal wouldlimit- ‘the
waiver of the statute of limitations in ‘these cases so that the waiver
does not; apply to unrelated items on the taxpayer’s return;’ '

Repeal of Farm Excess Deductions Account e

“A. 1974 committee bill

* Because farm losses were included in the- Ilmltatlon on urf,:ﬁcml
losses, the 1974 committee bill would hsve repealed the provmons To-
lating to farm excess deduction accounts (sec 1251)

B. Mr. Ullman
His proposal is the same as that in the 1974. commlttee b1ll

O



