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FEDERAL INCOME TAX M ANAGEMENT
FOR FARMERS AND RANCHERS

Gayle S. Willett, Larry K. Bond, and Norman Dal sted*

INTRODUCTION

Anyone who owns a business can benefit from
income tax management. Tax management, like other
money management issues, should not be completely
delegated to someone e se. While farm and ranch
managers need not be tax experts, they will benefit
substantially from recognizing atax problem or
opportunity. Mogt, if not all, major business adjustments
have income tax implications. Examples include change
in business form, business expansion, major capital
expenditures, sale or exchange of capital items, pay
packages, employee benefits, retirement planning, estate
planning, aswell as major ongoing, day-to-day
transactions of buying and sdlling.

Effective tax management can often lead to large
savingsin taxes with asmall investment of time and
money at little risk. The objective of good tax
management is to maximize income after taxes over time,
not to minimize taxes. While it may seem that a dollar
saved in taxes means an increase in after tax income, it is
not always true. Tax decisions should be made while
considering the impact upon the entire operations through
time. Poor decisions maresult if only tax savings are
considered. Buying unneeded machinery will increase
depreciation and thus reduce taxes, but the result may be
lower net income. Postponing salesto shift revenue to the
next accounting period in the face of declining pricesis
another example of a poor management decision based
only on tax considerations.

Good tax planning is based on selecting a proper
accounting period, the appropriate accounting method

(that is, cash versus accrual), and a good accounting
system. Additionally, understanding the general tax law
provisions, recognizing the benefits from effective tax
decision making, seeking competent professional help at
appropriate times, and knowing when and how to use
basic tax management strategies are necessary.

The objective of this publication isto review selected
federal income tax management principles and strategies
relevant to the farm and ranch business. The discussion
will focus on two basic categories of tax management
opportunities:

(1) controlling the flow of income between tax years

and tax entities, and

(2) deferring income and taxes. In addition, tips will

be offered for other tax management
opportunities including trading versus selling
machinery, wages paid in kind, giftsin lieu of
wages, buying or sdlling afarm, and livestock
salesin adrought year.

The discussion is based on the Internal Revenue Code
as amended by the Omnibus Budget Recon-ciliation Act
of 1993. Cash basis (as opposed to accrual, tax
accounting and individual (as opposed to corporate)
taxation is assumed. Since the presentation is limited to
the more basic aspects of income tax management, you
are urged to seek professional counsel when you desire
more detail or interpretation. Also you will find the
Farmer’s Tax Guide published annually by the Internal
Revenue Service and available at no expense, helpful in
obtaining additional background on commonly
encountered income tax matters.

*The authors are Extension Economists specializing in farm business management. Gayle Willett is with the Department of Agricultural Economics,
Washington State University; Larry Bond is in the Department of Economics, Utah State University; Norman Dalsted is a member of the
Department of Agricultural and Resource Economics, Colorado State University.



M ANAGING THE INCOME FLOW

REDUCING Y EAR-TO-YEAR VARIATION IN INCOME

Because of our progressive tax (that is, higher
incomes are taxed at a higher rate), an income that
fluctuates from one year to the next carries a greater tax
liability than astable one. Thisfact isillustrated by
Example 1, considering a married couple filing ajoint
return and 1994 tax rates. The marginal tax rate (MTR)
appearing in the table below isthe rate at which
additional income istaxed. To illustrate, the tax

on $44,900 (see below) is $5,700 + 28% ($44,900 -
$38,000) or $7,775. The 28% isthe MTR applying to
taxable income between $38,000 and $91,850. Taxable
income below $38,000 and above $91,850 hasan MTR
of 15% and 31% respectively. The taxable income
brackets corresponding to various MTRs vary with your
filing status and are indexed annually to reflect the
impact of inflation.

Example 1. Federal Income Tax Liability with Fluctuating and Stable | ncome.

Y ear Taxable Income

Margina Tax Rate

Federal Income Tax

Fluctuating Income:

19X1 $44,900 28% $7,775

19X 2 28,900 15% 4,335

Totd $73,800 XXX $12,110
Stable Income:

19X1 $36,900 15% $5,535

19X 2 36,900 15% 5,535

Totd $73,800 XXX $11,070

In the example, a stable income resultsin $1,040
less federal income tax ($12,110-$11,070) over atwo-
year period than a fluctuating one, even though total
taxable incomes ($73,800) are equal.

Reducing year-to-year taxable income variation
offers amajor opportunity for you to increase your after
tax income. This opportunity was strengthened by 1993
tax legidation, which added two new tax bracketsto the
existing three brackets, resulting in five tax rates for
individual taxpayers. The principle for managing year-
to-year income flows isto shift income across years
until MTRs are equalized. Check the applicable current
federal tax table to determine the income levels
associated with various M TRs.

Two general strategies can be used to equalize
marginal tax rates.

(1) shift taxable revenue from the higher tax
bracket year to the lower tax bracket year.

(2) shift tax deductible expenses from the lower tax
bracket year to the higher tax bracket year.

Effective use of these two strategies depends
heavily on projecting the taxable incomes (and marginal
tax rates) for the current and upcoming years. Of course,
this projection should be made far enough in advance of
the ends of the current year to allow sufficient timeto
utilize the appropriate tax management strategies.



M ARGINAL TAX RATE 19x1 |SGREATER THAN
M ARGINAL TAX RATE 19x2

When a near year-end projection of taxable income
indicates the MTR for the current year (19X1) islikely
to exceed the M TR for the following year (19X2), you
should consider shifting taxable revenue from 19X 1 to
19X 2 and tax deductible expenses from 19X 2 to 19X 1.
In Example 1, shifting $8,000 of taxable income from
19X 1 to 19X 2 saved $1,040 in taxes. Thisisthe result
of taxing the $8,000 at a 15% rather than a28% MTR.
Y ou should explore using the following specific courses
of action when the MTR for 19X 1 is projected to be
greater than the MTR for 19X 2:

1. Deay sales.

By delaying commodity sales until the next tax year,
income is moved into next year's lower tax bracket,
resulting in atax savings. Of course, the opportunity
farmers have to use this strategy depends on the
perishability of the product. For example, dairy farmers
have little chance to delay milk sales, but have some
discretion in timing of cull cow and calf sales. Also,
grain and hay producers can postpone the sale of these
harvested commodities for severa months. However,
producers should be aware that added storage costs and
apotential declinein commaodity price during the
postponement period may more than offset income tax
benefits.

Y ou can delay sales without assuming the risk of
product price reversals by selling the product at a
specified price prior to the end of the year, but deferring
payment until after the first of the year. However, in
pursuing this strategy, you should be aware of the
congtructive receipt rule. Income is constructively
received and, therefore, taxable if the seller has the right
to collect payment after commodity delivery, even
though no money has actually been received. Further,
money is constructively received by the farmer when an
agent of the farmer collects the money. For example, if
afarmer deliversacrop to an elevator with instructions
to sall the crop and hold the proceeds until the following
tax year, the farmer has constructively received payment
because the elevator company is an agent of the
producer. To prevent constructive receipt, you should
have awritten deferred payment contract stating

payment will be made the following year. Moreover, if
you want security while waiting for payment, you should
arrange for aletter of credit from the buyer’s bank.
Letters of credit (and other third-party guarantees) are
not taxable income.

2. Accelerate operating expenses.

By purchasing and paying for operating inputs (for
example, feed, seed, fertilizer, chemicals, fuel, etc.) prior
to the end of the tax year, rather than after the first of
the year, expenses are deducted from income in a higher
tax bracket. This reduces taxes, since adollar of
expenses isworth more in tax savings when moved to a
higher tax bracket. However, tax savings should be
compared to such added costs as:

(1) the additional interest associated with an earlier

departure of funds to buy operating inputs, and

(2) higher input pricesif they are trending

downward.

Advance purchase of supplies needs to be done
according to IRSrules. The IRS says three criteria must
be met:

(1) there must have been an actual payment for the

supplies, not just a deposit;

(2) there must have been avalid business purpose

for advancing purchases; and

(3) the prepayment must not materially distort

income.

To meet these criteria, you should:

(1) have ahinding sales contract with the supplier,
stating that the prepayment is nonrefundable;

(2) make purchasesthat are reasonable in light of
short-term needs; and

(3) build acase for purchasing early so asto
guarantee an adequate supply or to get aprice
break.

Certain expenses cannot be deducted when prepaid;
instead, they must be prorated over the period the input
isused. Thisrestriction includes interest and, generally
speaking, rent and insurance. An additional restriction



appliesto inputs prepaid by ataxpayer who isnot a
“qualified farm-related person.” Thisrule restricts
prepaid expense deductions to 50% of the expenses that
were actually used in the current year. To be afarm-
related person and therefore exempt from the 50%
restriction, the taxpayer must either live on the farm,
have aprincipal occupation of farming, or be a member
of afamily who meets these requirements.

3. Acceeratedepreciation.

There are two basic strategies for shifting
depreciation deductions to the current higher MTR year
from the following year(s) with lower MTRs. An
obvious first strategy isto shift the purchase of
depreciable assets from the following year to the current
year. Purchases of depreciable property made latein the
year generally qualify for one-half year of depreciation.
However, if more than 40% of the total basis of
depreciable property placed in service during the current
tax year is placed in service during the last three months
of that year, it is necessary to use the mid-quarter
convention. This means depreciation on all property
placed in service that year is computed from the
midpoint of the quarter the property was placed in
sarvice, thus reducing allowable depreciation for that
year. A second strategy is to use accelerated

depreciation on assets purchased during the current year.

This shifts depreciation deductions from later yearsin
the asset recovery period to the earlier years, which are
assumed to have ahigher MTR.

Under current depreciation rules, you have
considerable flexibility in choosing how fast to
depreciate property. The modified accelerated cost
recovery system (MACRS) generdly in effect for
property placed in service after 1986 is comprised of
two systems. Thefirst and main system istermed the
General Depreciation System (GDS). The second is
referred to as the Alternative Depreciation System
(ADS). They differ in the length of the recovery period
and the choice of depreciation method used to calculate
the annual deduction.

The fastest depreciation policy is MACRS-GDS,
150% declining balance method (with a switch to
straight line), and the shortest recovery period. A dower
policy isMACRS-GDS, straight-line method, and the
shortest recovery period. The slowest policy is

MACRS-ADS, which uses a straight-line method and
generally longer recovery periods.

Various restrictions apply to the selection of the
above depreciation methods. If you elect to use the
straight-line method for a particular item in a property
class, this method must be used on dl itemsin that class
placed in service in the tax year of the eection.
However, you may make the election each year for each
property class. For example, you may choose straight
line on machinery (seven-year property class) placed in
sarvicein 19X 1 and declining balance on machinery
placed in service in 19X 2. However, once the straight-
line election has been made on a particular property, you
cannot later use declining balance on that same
property. Further, cars and pickup trucks have annual
limits on depreciation (and expensing) deductions. Also,
if you elect not to use the uniform capitalization rules on
plants produced in your business, you must use
MACRS-ADS on all property placed in service while
the election isin effect.

Anillugtration of the differencein first-year
depreciation, coupled with the Section 179 expensing
option (to be discussed next), between the fastest and
slowest methods appears in Example 2.



Example 2. Impact of Depreciation Method and Section 179 Deduction on First-Year Tax Deduction.

Accderated Method:
$ 50,000 Cost basis
- 17,500 Section 179 deduction
= 32,500 Adjusted cost basis
x 0.1071 19X 1 depreciation factor with MACRS-GDS, 150% declining balance, seven-year recovery
period.
=$ 3481 19X 1 deduction
+$ 17,500 Section 179 deduction
=$20,981 Maximum 19X 1 deduction
Straight-Line M ethod:
$ 50,000 Cost basis
x 0.05 19X 1 depreciation factor MACRS-ADS, straight-line, ten-year recovery period
=$ 2,500 19X 1 deduction

Thus, there is a difference of $18,481 (= $20,981 - $2,500) in the 19X 1 deduction allowed by the fastest (accel erated)

and slowest (straight-line) methods.

4, Expenserather than capitalize.

Certain expenditures may be either expensed or
capitalized. If expensed, you get the tax deduction in
the current year. A capitalized expenditureis
depreciated; that is, you get the tax deduction through
depreciation over aperiod of severa years. By opting to
expense expenditures made in a higher tax bracket year,
you move tax deductions from later years with lower
MTRsto the current year with ahigher MTR, thereby
saving taxes. Selected situations where you have an
opportunity to expense or capitalize include the Section
179 deduction, certain repairs, small tools, soil and
water conservation expenses, and devel op-ment costs
for fruit and nut crops.

Section 179 Deduction

Under the Section 179 deduction, you have the
option to expense up to $17,500 per year of the cost of
new or used depreciable tangible personal property (for
example, machinery, purchased breeding animals, and
equipment) and single purpose structures. The basis
eligible for MACRS depreciation must be reduced by
the Section 179 deduction, however. Further, the
$17,500 annual limit appliesto single and married
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taxpayersfiling ajoint return ($8,750 married, filing a
separate return). Also, apartnershipislimited to a
pass-through of $17,500 per year to all partners, not to
each partner. The deduction may not exceed the current
year' s taxable income, although the unused portion may
be carried to subsequent years. In atrade or exchange,
only the cash paid in addition to the trade-in value
gualifiesfor the deduction. Example 2 illustrates how
the Section 179 deduction, combined with the
depreciation policy, can affect first-year deductions.
The deduction may be used with either fast or dow
depreciation methods.

I mprovements or Repairs

Y ou also have some latitude in classifying
expenditures for the repair and maintenance of
depreciable property asimprovements or repairs.
Generally speaking, improvements should be
capitalized, while repairs are fully deductible when paid.
An improvement occurs when the expenditure has
substantially prolonged the properties’ life, increased its
value, or changed its use. Since these events are not
always clear-cut, you may want to adopt aliberal
interpretation in favor of repair treatment in a higher tax
bracket year. For example, when isatractor engine



overhaul minor and deductible as arepair, or major and
capitalized?

Small Tools

Small capital items with a useful life in excess of
one year are depreciable. However, if the amounts are
sufficiently small and recurring to make their addition to
a depreciation schedule impractical, they may be
expensed as a supply item. While consistency of
treatment is an issue, some flexibility likely exists. If
you are in ahigher tax bracket year, the incentiveisto
expense rather than capitalize small capital items.
Larger operations have more flexibility on thisissue
than asmaller one, since asmall expenditure by alarge
businessislessvisible and not aslikely to be
challenged.

Soil and Water Conservation Expenses

Y ou have the option of either expensing or
capitalizing certain soil and water conservation
expenditures. If capitalized, the expenditure is added to
the cost basis of the land and is deductible upon the
disposal of the land.

To qualify for expensing, the expenditure must be
for land that you or your tenant are using, or have used
inthe past, for farming. Further, expensing requires the
expenditure to be consistent with a plan approved by the
Natural Resources Conservation Service (NRCS), or
with the plan offered by a similar state agency if no
NRCS plan exists. Y ou must file Form 8645 to certify
consistency with an approved conservation plan.

Examples of expenditures you may either expense or
capitalize include:

» movement or treatment of earth (leveling,
grading, terracing, contour furrowing, and
restoration of fertility)

e congtruction, control, and protection of
diversion channels, drainage ditches, earthen
dams, watercourses, and ponds

e eadication of brush

e planting windbreaks

Expenditures for itemsthat are depreciable (for
example, concrete, pipe, tile, wooden dams, water wells,
etc.) must be depreciated. Also, no more than 25% of
your gross farm income can be deducted as a soil and
water expense in any given year. However, unused
deductions can be deducted in later years.

Y ou should also be aware of the rules applying
when you have had previous soil and water
expenditures. If you capitalized these expendituresin
previous years and want to expense current year outlays,
you will need the permission of the District Director of
the Internal Revenue Service to change your reporting
method. However, if thisisthe first year you' ve made
these expenditures, no prior approval is required to
either expense or capitalize.

Preproductive Period Expenses for
Fruit and Nut Crops

The uniform capitalization rules apply to crops
produced in afarming businessif the crop hasa
preproductive period of more than two years. Thus, if
you are producing tree fruit and/or nut crops, these rules
are probably applicable. Under these rules, effective
after 1986, all direct and most indirect costs incurred
during the preproductive period for these crops must be
capitalized. This means rather than deducting the costs
in the year incurred, they must be accumulated through
the preproductive period and then deducted as
depreciation over the IRS-defined recovery period. The
preproductive period starts when you first plant or
acquire the seed or plant and ends when the plant
becomes productive in marketable quantities.



However, subject to certain exceptions, producers
can elect out of the uniform capitalization rules. Under
this election, preproductive period costs may be
deducted in the year incurred rather than depreciated.

Y ou cannot elect out of the rules for citrus or amond
groves or if you are a corporation, partnership, or tax
shelter required to use an accrual accounting method. If
the preproductive years are in a higher tax bracket than
the productive period, tax savings will be realized by
electing out of the rules. This follows from the
deductions saving more taxes through expensing rather
than depreciation. The election is made the first year you
grow crops subject to the uniform capitalization rules.
Once the election out is made, you must have IRS
consent to change back to the uniform capitalization
rules. Also, those who opt not to have the rules apply
must use aMACRS-ADS to depreciate al property
used predominately in the business, including property
not used to produce the fruit or nut crop. This
requirement appliesto all property placed in servicein
any tax year the eection isin effect.

5. Postponetaxation of crop insurance proceeds.

Crop insurance and federal disaster payments are
taxable income, generaly for the year they are received.
However, if you received these payments in the year of
the crop failure and you would have normally marketed
the crop in the following year, you have the option of
declaring the payments as income for the following year.
If the current year is the year of both acrop failureand a
higher tax bracket (perhaps because of feed shortages
and forced sales of livestock), you will realize tax
savings by postponing the taxation of insurance
proceeds until the following year. A discussion of the
tax management options you have for drought induced
sale of livestock appears on pages 23-24.

6. Postponetaxation of Commodity Credit
Corporation (CCC) loans.

Y ou have the option of treating an initial CCC loan
asincomein the year the loan isreceived or in the
subsequent year when the grain is either forfeited or
reclaimed and sold. By decting to have theincome
taxed in the year following receipt of theloan, incomeis
shifted to alower tax bracket, resulting in less taxes
paid. However, if you previoudy treated a CCC loan as
income in the year the loan was received, it is necessary
to obtain IRS approval to declare it asincome in the
following year.

7. Accderateitemized personal deductions .

Y ou have the choice of itemizing personal
deductions or using the standard deduction, and will
logically select the larger of thetwo. In ahigher tax
bracket year, you may want to consider moving selected
itemized deductions normally paid the following year to
the current year, so that total deductionsin the current
year exceed the standard deduction. The standard
deduction could then be used in the following year. This
strategy moves personal deductionsto a higher tax
bracket year, resulting in additional income tax savings.
Medical expenses and contributions are examples of
personal deductions that may be readily advanced to the
current tax year.

8. Trade, don't sdl, capital itemswith taxable
gains.

If machinery, equipment, or vehiclesare sold at a
price above their undepreciated basis, that gain
(depreciation recapture and perhaps, capital gain) is
taxable in the year the sale proceeds are received.
However, that same gain on atrade reduces the basis on
the replacement item, resulting in less depreciation
deductionsin later years. Thus, by opting to trade rather
than sall (and purchase a replacement the following tax
year), taxable income is shifted from the current, high
tax bracket year to later years with lower tax brackets,
thereby saving taxes. Also, using tax-free exchanges
rather than selling real estate with capital gains provides
an opportunity to shift taxable incometo later, perhaps
lower tax bracket year(s).



M ARGINAL TAX RATE 19x2 |SGREATER THAN
M ARGINAL TAX RATE 19x1

If aprojection of taxable income suggeststhe MTR
for 19X 2 (next year) islikely to exceed the MTR for
19X 1 (current year), you should consider shifting
taxable revenue from 19X2 to 19X 1 and tax deductible
expenses from 19X 1 to 19X2. These strategies may
include the following:

1. Advance commadity salestothe current tax
year .

Shifting commodity sales from the high tax bracket
year (19X 2) to the low bracket year (19X 1) saves
income taxes. For example, if your MTR is28% in
19X 2 and 15% in 19X 1, each dollar of sales shifted
from 19X 2 to 19X 1 saves 13 centsin federal income
taxes. However, in evaluating this action, you will also
want to consider commodity price move-ments and
savingsin holding costs (including interest).

2. Postpone operating expenses.

By postponing the payment of accounts payable and
the purchase of supplies and services until the following
higher tax bracket year, income taxes paid over the two
tax years can be reduced. Again, you will want to
consider if potential increases in prices for these items
will more than offset savings in taxes and holding costs.

3. Slow down depreciation.

Y ou can shift depreciation deductions to later years
when the tax brackets (and tax savings) are higher by:

(1) opting not to purchase depreciable property
until the next tax year, and

(2) selecting a slower depreciation policy on assets
purchased during the current, higher tax bracket
year. However, you should recognize that the
second choice has an impact on depreciation
deductions over the entire recovery period (for
more on this, see the later tax deferra
discussion).

4. Capitalizerather than expense.

By capitalizing rather than expensing selected
expenditures, you can shift tax deductions from the
current year to later years when they are worth more in
tax savings due to an assumed higher tax bracket. As
noted earlier, the situations where you have the
opportunity to pursue this strategy are:

» foregoing the Section 179 deduction.

e treat expenditures as capitalized improvements,

not repairs.

e capitalize rather than expense small tool

expenditures.

e capitalize soil and water expenses.

» capitalize preproductive period expenses for

fruit and nut crops.

5. Forego postponed taxation of crop insurance
proceeds.

If you receive crop insurance indemnities or federal
disaster payments in the year of the damage, yet under
your normal marketing practice, receipts from these
crops are reported in the following year, you may elect
to report insurance and disaster paymentsin the year
following the damage. Assuming the year following the
damage isthe higher tax bracket year, you would not
want to exercise this option; instead, you would report
the payments as taxable income in the current, lower tax
bracket year. However, if you previoudly dected to
postpone the reporting of these payments, you must get
the consent of your IRS District Director to change the
reporting method.

6. Treat CCC loansasincomein theyear of the
loan.

By declaring a CCC loan asincome in the year the
loan isreceived (that is, the current lower tax bracket
year) rather than the following year when the grainis
either forfeited or reclaimed and sold, the loan is taxed
at alower rate. Remember, however, oncetheloanis
reported as a sale, you may not change your method of
reporting the loan without obtaining permission from
your IRS District Director.



7. Postponeitemized personal deductions.

Postpone itemizable deductions (for example,
medical expenses and contributions) until the following
higher tax bracket year. This may cause your itemized
deductions to exceed the standard deduction the
following year. Use the standard deduction for the
current year if it is greater than your diminished
itemized deductions. This may save taxes by increasing
total two-year deductions and by shifting deductions
into alater year with ahigher marginal tax rate.

In fact, alonger-term strategy for increasing total
deductions could be to take your standard deduction
every other year and itemize expendituresin the
alternate years. By either postponing or preparing
sdlected itemizable deductions (for example, property
taxes, medical expenses, contributions, etc.), these
expenses can be doubled for the alternate year, perhaps
exceeding the standard deduction and thereby increasing
total deductions over time.

8. Sdl, don't trade, capital itemswith taxable
gains.

By sdlling rather than trading capital items (for
example, machinery, equipment, and vehicles) with a
taxable gain before the end of the current year, the gain
can be advanced to the current year, which is assumed to
have alower tax bracket. A saletriggersthe taxation of
any gain realized in the year of the sale. In contrast, if
the item istraded in the current year, the gain is
subtracted from the basis of the replacement item. A

lower basis has the undesirable impact of less
depreciation in the later, higher tax bracket years.

9. Prevent anet operatingloss.

Another principle applying in alow income year is
to use the above strategies (and others) to shift at |east
enough income into the year to prevent anet operating
loss. Generally speaking, anet operating lossisthe
excess of deductible business expenses over the
business income. Further, certain deductions are not
allowed in computing a net operating loss, including
persona exemptions and the excess of nonbusiness
deductions (for example, standard or itemized
deductions) over nonbusinessincome. If anet operating
loss is about to occur, this generally means you will not
fully utilize your personal exemption and standard or
itemized deduction to shelter income. If you don’t shift
enough income into the current year to fully utilize these
deductions, their value as atax shelter isforever lost;
that is, they cannot be carried forward or back to shelter
income.

However, if you do realize a net operating loss, you
have the option of carrying the loss back to offset
income reported over the past three years and then carry
any remaining loss forward as a deduction up to 15
years. The carryback and associated tax refund must
first apply to the earliest year in the carryback period
and then chronologically to the remaining two years.
Alternatively, you may forego the carryback option and
use the net operating loss as a deduction against income
realized up to 15 years after the loss year.

LEVELING INCOME AMONG TAX ENTITIES

Because of a progressive tax, income taxes paid on
the farm’ sincome may be reduced by more equally
distributing (or leveling) income among the various tax
entities potentially associated with the business. A tax
entity isan individual, regular corporation, estate or
trust. Through a more equal distribution of income, you
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can move income from an entity with a higher tax
bracket to another entity with alower tax bracket,
thereby reducing income taxes on total farm income. Of
course, income distributions must represent a reasonable
return on resources provided by the various tax entities;
otherwise, ataxable gift may result.



INCOME LEVELING OPPORTUNITIES

Income leveling opportunities may include:

(1) paying children for work performed on the
farm,

(2) gifting income generating property to an
individual in alower tax bracket,

(3) forming a partnership or Subchapter S
Corporation and channeling income to various
partners and shareholders, respectively,

(4) forming aregular corporation and shifting
income between the corporate and shareholder
entities via salaries paid to employee-
shareholders. While adiscussion of these
opportunities is beyond the scope of this
publication, the popularity and ease of income
leveling by paying wages to children warrants
further comment.

WAGES PAID TO CHILDREN

By paying wages to your children for work
performed on the farm, taxable income is shifted from
your higher tax bracket to the children’s lower one.
This strategy saves taxes for the total family.

Parents often ask, “How much can | pay the kids
without having to file areturn and pay taxes?” The
answer to this depends on whether your child has only
earned income, such as wages and salary, or both earned
and unearned income (for example, interest, dividends,
rent). If the child has only earned income, he or she may
earn up to the standard deduction, which is $3,800 in
1994, without filing areturn. When both earned and
unearned income are present, the 1994 limit is atotal of
$600 from both sources. Of course, tax savings for the
entire family may occur even when dependent children
exceed the earning limits, file areturn, and pay taxes.

Children working for their parents are exempt from
certain withholdings. If under the age of 18, nothing is
withheld for income tax, socia security, or Medicare.
They are exempt from federal unemployment
withholding if under 21. Children are not exempt from
withholding if the farm isincorporated, or, if a
partnership and one partner is not a parent.

In paying your children to realize tax savings, atrue
employer-employee relationship must exist; otherwise,
the IRS will disallow the wage deduction. Basicaly, the
IRS invokes three criteriato determine if the wages are
deductible:

1. Waswork actualy performed?
2. Woas payment reasonable?
3. Was payment actually made?

Obvioudly, a 10 year old would not be expected to
do the same amount of work, nor be paid the ssmerate
asal7 year old. Likewise, inthe eyes of the IRS, a
reasonable wage for a 17 year old will likely be less than
for an adult. To meet the IRS criteria, parents should
assign their children definite job responsi-hilities and
pay areasonable wage for work actually performed.
Also, payroll checks should be issued to the childrenin
the same manner as with all employees.

Example 3 illustrates tax savings that may be
realized by paying wages to your children. Assume you
and your spouse’ sincome after expenses is $32,281,
with an adjusted gross income (AGI) of $30,000. Y ou
have three dependent children, all under age 18. The tax
savings can be shown by comparing the amount of taxes
paid with and without paying the children for working.
The amounts paid to each child for working on the farm
are asfollows:

Child #1 =$ 700
Child #2 = $2,300
Child #3 = $3,400
Total Wages = $6,400

None of the children have unearned income.

11



Example 3. After-tax Family Income and Tax Savings Comparisonsfrom Hiring

Dependent and Non-Dependent Children.

No Wagesto $6,400 to Dependent $6,400 to Non-
Children Children Under Age 18 Dependent Children
Over Age 18
Parents Total Income $32,281 $25,881 $25,391*
Wages to Children 0 6,400 6,400
Taxable Income 11,400 5,452 12,047
Total Family Income Tax 1,714 821 1,804
Self-employment Tax 45612 3,657° 3,588
Total Family Tax 6,275 4,478 5,882°
After-tax Family Income 26,006 27,803 25,909
Tax Savings 1,797 (979

! Parents' share of children’s FICA deducted as an expense ($25,881 - $490 = $25,391)

2$32,281 x 0.9235 x 0.153 = 4,561
3 $25,881 x 0.9235 x 0.153 = 3,657
* $25,391 x 0.9235 x 0.153 = 3,588

® Includes children’s share of FICA. The parents’ share of $490 was considered an operating expense

rather than atax.

6 Parents’ share of children’s FICA added back in: $6,275 - ($5,882 + $490) = $-97

As can be seen in Example 3, there are two sources
of savingsto the family. First, thereisasavingsin
incometax. The second source of savingsisin sdlf-
employment taxes. The combined savingsin federa
taxes amountsto $1,797 ($6,275 - $4,478). Although
you pay your children atotal of $6,400 to work on the
farm, your after-tax incomeis only $4,603 less ($6,400
- $1,797) than it would have been had you not paid your
children for working. Moreover, that money is still in
the family. After-tax income for the family asawhole
is $27,803, compared to $26,006, reflecting the $1,797
savingsin taxes.

These are federal tax savings. There may also bea

state income tax savings. Rates, aswell as the method
of calculating taxable income, vary from state to state.
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Although there may be exceptions, children age 19
or over, who are not students, and who earn more than
$2,450 in 1994, generally cannot be claimed as
dependents. The last column of Example 3 showsthe
tax situation if none of the children can be claimed as
dependents. It is assumed they are under 21, so they are
exempt from federal unemployment taxes. However,
since they are over 18, they are not exempt from socia
security taxes. Social security taxes in the amount of
$490 must be paid by the farm business, reducing your
incometo $25,391. Another $490 must be withheld
from the children’ sincome. In this situation, thereisno
tax advantage from hiring your non-dependent children.
In fact, your after-tax family income islessthan if you
had not hired them. Thisis due to the fact that both you
and the children are in the same tax bracket. If you were
in ahigher bracket than your children, it would be
advantageous.



DEFERRING INCOME AND TAXES

Income deferral occurs when the recognition of
taxable income and the payment of taxes is postponed
to alater pointintime. This offers an advantage in that
although you must eventually pay the taxes, that
payment is postponed; thus, money used to pay taxes
can be temporarily invested. The extent of the
advantage depends on the return from the invested
funds, the length of the tax deferral period, and your
expected MTR.

In the following discussion, selected methods for
realizing income (and tax) deferral are outlined.
Although there is considerable overlap between these
methods and those discussed earlier for saving taxes by
shifting income to a later lower tax bracket year, the
emphasis hereis placed on those alternatives with
prominent deferral features.

1. Accderateoperating expenses .

Subject to the rules noted earlier (see page 4) and
assuming cash accounting, expenses for selected
supplies normally incurred the following tax year may
be advanced to the current year, thereby lowering
taxable income and taxes on that income. Moreover, the
one-year deferral can often be realized by advancing the
expense only afew days or weeks. Expenses you can
easily advance to the current year include feed, seed,
fertilizer, chemicals, and fuel. See Example 4 for an
illustration of income tax deferral benefits from
accelerating operating expenses.

Example 4. Income Tax Deferral Benefit from Prepaying $1,000 of Fertilizer.

Assume that $1,000 of fertilizer normally purchased in 19X 2 is paid for in late 19X 1.
Y our marginal tax rate for both yearsis estimated to be 28%.

19X1 19X2
$1,000 Added fertilizer expense deduction $1,000 Reduced fertilizer expense deduction
0.28 Marginal tax rate 0.28 Marginal tax rate
$280 Reduced 19X 1 taxes $280 Added 19X 2 taxes

By advancing the expense from 19X 2 to 19X 1, you saved $280 in 19X 1 taxes, but paid $280 more in
19X 2 taxes. Although you did not save taxes over the two years, you used $280 of the tax savings for an
entire year. If the $280 isinvested to earn 10%, the benefit from the one-year tax deferral is $28.

Of course, factors other than tax deferral should be
considered before advancing operating expenses. You
should recognize that added taxes will be paid when
expenses are advanced to a year with alower marginal
tax rate. Also, if supply prices are decreasing, an earlier
purchase is more expensive. In addition, an earlier
purchase carries an added interest expense, the amount
depending on the interest rate and the period of time the
purchase is advanced.

2. Acceeratedepreciation.

By using accelerated rather than straight-line
depreciation, income and taxes are deferred to later
years when depreciation deductions are lower. Thus,
accelerated depreciation permits an earlier realization
and use of tax savings. The tax deferral advantage
associated with accelerated depreciation isillustrated in
Example5.

13
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Example5. Income Tax Deferral Benefit from Accelerated Depreciation.

Suppose you buy farm machinery with a$50,000 cost basis and are undecided
whether to use an accelerated or slow depreciation method. The machinery qualifiesfor
one-half year of depreciation the year of purchase and will be kept ten years. You
anticipate being in the 28% marginal tax rate throughout the ten years. Tax deferred
dollars can be invested to earn 10% after taxes.

A comparison of depreciation deductions and related tax savings for the fastest and
slowest methods appears in the accompanying table. The fastest method assumes fulll
use of the Section 179 deduction ($17,500), MACRS-GDS (150% declining balance
with optimum switch to straight-line and a seven-year recovery period). Under the
slowest method, depreciation is computed using MACRS-ADS (no Section 179
deduction, straight line, ten-year recovery period). Note that total deductions and tax
savings over the ten years are the same for both methods (see totals of columns 3, 4 and
6, 7). Thesetotals, however, fail to consider the tax deferral benefits from the faster
depreciation method. A more accurate way to compare the two depreciation methodsis
to account for the opportunity to realize earnings from the earlier receipt of tax savings
using the tax deferral benefits of the faster method. This can be done by discounting
future tax savingsto identify their present value (that is, the value when the
depreciation method decision is made). In discounting, the value of future tax savings
is reduced to reflect earnings foregone by not having the money available for immediate
investment. The rate used to discount future tax savings should reflect the after-tax
return from the best available investment, which is assumed to be 10% for the example
anaysis.

Thetotalsin columns 5 and 8 show a $2,762
($11,794 - $9,032) advantage in the present value of tax
savings realized by the fastest method over the slowest
method. Thistax deferral advantage will be greater for
higher discount rates and smaller for lower discount rates.
Further, the tax deferral advantage held by faster
depreciation is reduced when your business experiences
grow in taxable income and therefore, moves into higher
tax bracketsin later years. Thisisdueto the Slower
method yielding more depreciation deductions and tax
savings when your businessisin a higher tax bracket.




Example 5. A Comparison of Income Tax Savings Realized by the Fastest and Slowest Depr eciation M ethods
Used on Farm Machinery with a $50,000 Cost Basis.

(1)

(2)

(3) (4) (5)

(6)

(7)

(8)

Fastest Depreciation MACRS-GDS

Slowest Depreciation MACRS-ADS

(150% DB, 7 years) (SL, 10 years)

Year Margina Discount Annua Tax Present Annua Tax Present
Tax Rate  Factor @ Depreciaa Savings® VaueTax Depreciaa  Savings VaueTax

10%* tion Savings® tion Savings®

$ $ $ $ $ $

0 0.28 1.0000 20,9814 5,875 5,875 2,500 700 700
1 0.28 0.9091 6,217 1,740 1,532 5,000 1,400 1,273
2 0.28 0.8764 4,885 1,367 1,130 5,000 1,400 1,157
3 0.28 0.7513 3,981 1,115 838 5,000 1,400 1,052
4 0.28 0.6830 3,981 1,115 762 5,000 1,400 956
5 0.28 0.6209 3,981 1,115 692 5,000 1,400 869
6 0.28 0.5645 3,981 1,115 629 5,000 1,400 790
7 0.28 0.5132 1,993 558 286 5,000 1,400 718
8 0.28 0.4665 0 0 0 5,000 1,400 653
9 0.28 0.4241 0 0 0 5,000 1,400 594
10 0.28 0.3855 0 0 0 2,500 700 270
TOTAL XXX XXX 50,000 14,000 11,794 50,000 14,000 9,032

! Equals 1/(1+1)", where | = interest rate and n = year. Theinterest rate is the after-tax value of money to the taxpayer,
which equals the before-tax valuetimes 1 - MTR.
2 Equals marginal tax rate times annual depreciation.

3 Equals discount factor times tax savings.
4 Includes $17,500 Section 179 deduction.
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3. Deay income-generating sales.

By delaying asale for afew days, you can make the
sale in the following tax year and realize a one-year
deferral of the income tax on that sale. However, you
should keep in mind the risk of a price decrease during
the period the saleisdelayed. Postponing asale also
involves an added cost, since sale proceeds are available
for investment or loan repayment at alater date. Also,
deferral benefits may be more than offset by additional
taxesif income is deferred to ayear with a higher tax
bracket.

\|f
/10
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4, Useinstallment sales.

When the sale of real or personal property resultsin
again and payment of al or part of the purchase price
occursin ayear subsequent to the year of the sale, the
sae qualifies as an installment sale. This means that
depreciation recapture and/or capital gainstax is
prorated over the installment period. If you opt not to
use the installment method, the entire amount of the tax
isduethe year the saleismade. Thus, by structuring a
sale so that it qualifies as an installment sale, adeferral
of taxesisreaized. Theinstallment method is
automatically effective unlessyou “éeect out” on the
return filed for the year of the sale.

5. Contributetoaretirement plan.

Contributions you make to a qualifying retirement
plan that do not exceed the limitations contained in the
code reduce taxable income in the year of contribution.
They are taxed when withdrawn during retirement. In
addition, annual earnings from the retirement
contribution are not taxed until withdrawn. Thus, atax
deferral isreaized for the period between the time the
contribution is made and earnings realized, and the time
of withdrawal. Moreover, if your income falls during
retirement, the deferral may also reduce taxes by moving
income from a higher to alower tax bracket. Y ou have
a higher standard deduction if you are age 65 or older.
Examples of retirement plans offering tax deferral
benefits for self-employed farmers are Keogh plans,
simplified employee pension (SEP), and individual
retirement account (IRA).

Although the tax deferral is an attractive feature of
retirement plans, the advisability of investing inthem is
highly dependent upon how their returns, including the
tax deferral, compare to the after-tax earnings realized
from aternative investments. Further, the liquidity of
retirement plan investments may be less than alternative
investments. For example, funds withdrawn from your
tax deferred retirement plan before age 59 are penalized
10%, unless the withdrawal is due to death or disability.
Exceptions from the penalty also apply to early
retirement, certain annuities, and medical expenses.
Since these rules are quite complex, professional help is
suggested in selecting aretirement plan.



OTHER TAX MANAGEMENT TIPS

TRADING VERSUS SELLING M ACHINERY

If you are about to replace machinery, you may want
to consider the tax implications of trading with a
machinery dealer versus selling the machine to athird
party and then buying the replacement from the dealer.
When traded, replacement machinery has a depreciation
basis equaling the cash paid plus the tax basis of the old
machine at the time of the trade. On an outright
purchase, the full purchase priceisthe basis. Under
these rules, the basis and annual depreciation deductions
will be higher when machinery is purchased outright.
The tax savings from these higher depreciation
deductions depend on your combined marginal income
tax rate and social security tax rate.

However, the advantage of ahigher tax basisis at
least partially offset when depreciation is recaptured

on the sale of the old machine. Depreciation is
recaptured (that is, taxed as ordinary income) when the
sales price of the old machine exceedsitstax basis.
Further, if the sale triggers depreciation recapture, the
resulting tax is due when the tax return isfiled for the
period in which the sale took place. The amount of the
tax depends on how much depreciation is recaptured and
your marginal income tax rate. No social security tax is
paid on depreciation recapture.

Thus, to determine whether it is better to sall or
trade, it is necessary to compare the benefit of a higher
tax basis against the cost of the near term depreciation
recapture when machinery issold. Toillustrate how
that comparison can be made, consider Example 6.

Example 6. Analysisof Tax Benefitsfrom Sdling versus Trading Machinery.

Assume you are about to replace an old tractor with anew one. If you sdll the old tractor, the
sale priceis $18,000. It has atax basis of $5,000 (that is, the origina purchase price minus
accumulated depreciation). The dealer has agreed to a $20,000 value if it is traded for the new
tractor. The new tractor will cost $80,000, plus a $2,400 salestax, if purchased outright. The
cost of the new tractor if acquired viatrade will be $60,000 cash, plus $1,800 salestax. Y our
combined marginal income tax and social security tax rate is 28% and your marginal income tax

rateis 15%.

As reported in the accompanying table, the present value of tax savingsis $1,281 (see
column 6 total) greater if the old machineis sold rather than traded. The benefit from a higher tax
basis on the new tractor exceeds the taxes paid on recaptured depreciation from the sale of the old
tractor. Y ou are cautioned not to generalize from this example to other specific situations.
Variation in such key assumptions astax rates, discount rate, depreciation method, etc., could
alter the outcome. Competent tax counsel is suggested for major replacement decisions.
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Example 6. An Example Comparison of tax Saings between Sdlling and Trading Farm Machinery.

(1) (2) (3)

(4)

(5)

(6)

Present
Added Tax Added Discount Vaue of
Deductions Tax Factor@ Added
Year Sl Trade fromSdl'  Savings 8% Tax
from Sell? Savings
from Sdll*
$ $ $ $ $
Tax Basis of New — 82,400°  66,300° — — — —
Tractor
0 (13,000)’ — (13,000) (1,950) 1.0000 (1,950)
Depreciation Recapture
on Sale of Old Tractor
1 24,451 22,780 1,671 468 0.9259 433
Depreciation® 2 12,415 9,431 2,984 836 0.8573 717
3 9,754 7,410 2,344 656 0.7938 521
4 7,950 6,039 1,911 535 0.7350 393
5 7,950 6,039 1,911 535 0.6806 364
6 7,950 6,039 1,911 535 0.6302 337
7 7,950 6,039 1,911 535 0.5835 312
8 4,040 3,022 1,018 285 0.5403 154
XX 82,400 66,800 2,661 2,435 XXX 1,281
Total

L Column 1 - Column 2.

2 Column 3 x marginal tax rate of 0.15 for depreciation recapture (federal income tax) and 0.28 for depreciation (federal

income tax and social security tax).

3 Equals 1/(1+1)", where | = 8%, and n = year. The interest rate (1) is the after-tax value of money to the taxpayer, which

equals the before-tax valuetimes 1 - MTR.

4 Column 4 x Column 5.

® $80,000 purchase price + $2,400 sales tax.
6 $61,800 cash + $5,000 tax basis of trade-in.
" Sale price ($18,000 - cost basis at time of sale ($5,000).

& Depreciation is based on use of the $17,500 Section 179 deduction and MACRS-GDS (150% DB, 7 years).

18



PAYING WAGESWITHA COMMODITY

Wage paymentsin the form of commodities
(livestock, grain, etc.) have been used by some
producers as away of reducing taxes. Such wages are
sometimes referred to as payments-in-kind (PIK).
These non-cash wages are not subject to FICA taxes.
Hence, the employer and the employee each save 7.65%
on wages of $57,600 or less. In-kind wages are till
subject to income tax once they are sold.

Anincreasing number of producers are using this
strategy as a means of reducing taxes. In some districts,
the Internal Revenue Serviceis beginning to scrutinize
returns with high PIK wage payments alittle more
closdly than in the past. Hence, thereis an increasing
probability that the returns of the employer aswell as
the employee may be audited. Y ou are advised to study
this section carefully, then proceed with caution should
you decide to employ this strategy in your business.

It has been suggested by some that the original
intent was to allow producers to give employees aside
of beef, milk, or other consumable commodities as
partial payment for work, without requiring the

employee to report the commodities asincome. Thereis
no evidence that thisis the case, but atask force was
commissioned to study the issue.*

In-kind wages can be paid to family members as
well as other employees. As an example, suppose you
hire your spouse to help with the work. Y ou can reduce
your self-employment taxes by making awage payment
to your spouse in the form of commodities aslong as
your spouse gets complete title to the goods and has
absolute control over their disposition. Y ou would
report the fair market value of the commodities you pay
your spouse on line 4 of Schedule F of your joint tax
return. The commodities are valued as of the day you
pay your spouse. Y ou would make an off-setting entry
as wages of the same amount on line 24 of Schedule F.
Theincome your spouse receives from the saleis
reported on line 7 of Form 1040, as well as on Schedule
D. Any marketing expenses incurred by your spouse
would also be reported on Schedule D. The proceeds
from the sale should not be deposited into the account
from which farm expenses are paid, but rather to a
separate account over which your spouse has control.

/
<AL

* Statement made to the National Farm Tax Committee by Tony Warcholak, Director of Employment Tax Division,

Internal Revenue Service, Washington, DC, May 16, 1994. He issued a memo to district officesin April 1993 saying that
the code was very clear and he could determine no ambiguity in the regulations on payments-in-kind, and there was no
indication that the congressional intent was anything other than what the code says.
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The W-2 form your spouse receives should reflect
the value of the commodities received as wages. Since
there is no place to indicate that the wages were in-kind,
there isthe possibility that an IRS employee would think
social security taxeswere due. It isrecommended that a
note beincluded on Line 7 of Form 1040, and possibly
on the W-2 Form, identifying them as in-kind wages.

Thereis nothing to be gained by paying one's minor
children with commaodities, since minor children are
automatically exempt from social security and Medicare
taxes. Infact, it may create problems, particularly with
payments of livestock. Animals have to be cared for,
and the IRS will likely consider the children to be self-
employed and require them to pay salf-employment
taxes on their earnings.*

Although the report of thetask forceisin final draft
form, it has not been published as of this writing.
However, it will influence decisions of the IRS. The
following are afew factors the IRS consider necessary if
PIK wages are to be alowed.

1. Isthere documentation of atransfer of ownership of
the asset? The receiver must take title to the
commodities, pay al costs associated with
ownership (storage, insurance, feeding or
maintenance), and have control over their disposal.
This means that the employee must negotiate the
sale, and therisk of gain or loss from sale of the
asset istransferred to the employee. It isadvisable
to document the transfer of ownership in writing
and have it signed by witnesses.

2. Isthe non-cash payment a cash equivalent? It is
recommended that the employer prepare awritten
employment contract in which the duties of the
employee, and the rate of payment in terms of
commodities, be clearly stated. Caution is advised
here. If the contract stipulates that the quantity to be
paid is dependent on the price of the commodity,
thiswill almost certainly be considered a cash
equivalent payment. For example, if you tell an
employee, “You will be

paid $1,000 a month in the form of 12% protein hard
red winter wheat valued at thetime it is delivered to the
elevator,” thiswill be considered a cash equivalent
payment.

There are other factors that should be understood if
an employer pays non-cash wages.

1. The commodities must be valued at current market
price at the time payment is made, regardless of
when they are sold. Thisisthe amount the
employer reports as wages paid on Schedule F. The
employee reports the same amount as income on
Form 1040. Upon sale of the commaodities, any gain
or loss resulting from a change in price must be
reported by the employee on Schedule D.

2. The employer should make sure the employee
understands that since nothing is paid into FICA,
there will be no accumulation of social security
benefits. One must pay into the system for 40
guartersto get the maximum social security benefit.

3. Non-cash wages are included in the $2,500 wage
threshold for employer payment of social security
and Medicare taxes.

4, |f the employer can show a definite business
purpose for paying wages in commodities, other
than one of avoiding FICA taxes, thereisamuch
higher probability that non-cash payments will not
be questioned. For example, if the business has a
cash flow problem, and interest expense on
borrowed money can be reduced or avoided by
paying with non-cash wages, the practice would be
less likely to be looked upon as away of avoiding
FICA taxes.

Again, you are advised to use non-cash payments
with caution, and to be alert to new announcements
regarding thisissue. It isnot known when the report of
the task force will be published, but thereis still a
degree of ambiguity in the interpretation of the law.

* Special exemptions for 4-H and FFA livestock projects can be obtained.
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GIFTSIN LIEU OF WAGES

Y ou may be able to reduce taxes by making a gift of
commoditiesinstead of paying wages. However, the
details of such atransaction are very important, and you
should counsel with a competent tax accountant. Asan
example, assume that you and your spouse file separate
returns, and that you claim your children as dependents,
none of which are hired on the farm.

Y ou project net income from your grain farm
operation to be around $32,281. Y ou wonder if taxes
can be reduced by making a gift of grain to your spouse.
Barley isselling at $2.00 a bushel so you consider
giving your spouse 5,000 bushels, thereby reducing your
income by $10,000. Y ou will realize asavingsin both
sdlf-employment and income taxes. Further, since the
gift does not exceed $10,000, and assuming you have
made no other gifts during the year, you will not haveto
file agift tax form.

What is your spouse’ stax situation? Providing
he/she is neither afarmer or adealer in grain
commodities, the amount received on the grain sale need
not be reported as earned income for purposes of self-
employment taxes. Nor isthe gift reported as taxable
income. However, when your spouse sdllsthe grain, the
income realized from the sale must be reported as
income on his’her tax return. Asa capital asset, the
proceeds would be reported on Schedule D. The results
of several filing options are summarized in the
accompanying table (Example 7). Asisevident, giving
the spouse a gift of commodities resultsin a significant
reduction in taxes, regardless of the filing option.
However, the savings are significantly reduced when the
spouse files a separate return, but isclaimed asa
dependent by the other spouse.

Example 7. Comparison of Income and Sdf-employment Taxes With and Without a Gift of
Commoditiesto Spouse for VariousFiling Options.*

Separate Return
Separate Return DoesNot Claim
Claims Spouse As Spouse As
Joint Return Joint Return Dependent Dependent
Gift to Spouse No Yes Yes Yes
Total Net Income $32,281 $22,281 $22,281 $22,281
%, Self-employment Tax 2,281 1,574 1,574 1,574
Adjusted Gross Income 30,000 20,707 20,707 20,707
Income Tax: You 1,811 414 881 1,234
Spouse 0 1,504 1,504 686
Self-employment Tax (SE) 4,561 3,148 3,148 3,148
Total SE + Income Tax 6,372 5,066 5,533 5,068

* Assumes three dependent children.
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If the spouse receiving the commodities as a gift has
afarm, and holds the grain asinventory, or hasa
commodity trading business, the sale would be reported
as ordinary income on either Schedule F or Schedule C,
and would be subject to self-employment tax.

A gift transaction of this nature should be confined
to one gift per year per person if possible. Otherwise,
the IRS may declare the recipient a broker of
commodities. Title to the commodities must actually be
given to the recipient of the gift without any valuable
consideration coming back to the donor. In short, there
must be full intent to make a gift aswell asirrevocable
delivery of the property.

The Example 7 analysis assumes the gift is made
with commodities produced in aprior year. Production
expenses must be reduced accordingly if a

gift is made with commodities produced in the year in
which the gift ismade. Gifts of commodities, asa
strategy to reduce taxes, are only advantageous to the
cash-basis farmer, who has a zero basisin the
commodities. The farmer operating under the accrual
basiswill usualy have abasis in the commodities
almost equal to their value.

It isimportant to understand that this represents a
transfer of an asset, not income. The “assignment of
income” doctrine prevents the transfer of income from
one taxpayer to another. While the gift itsdlf is not
subject to taxes, it may be when and if itissold. Since
the recipient has a zero basis in the property, the full
amount of the sales priceis considered again. Hence, if
the gift isan intra-family gift, which is generally the
case, the payment of income taxes is only postponed.
However, there is a savings in both income and self-
employment taxesin this example.

TAX CONSIDERATIONSWHEN BUYING OR SELLING A FARM

If you are buying afarm, tax savings can be realized
by allocating the sale price among the various assetsin
an optimum manner. More specifically, you will want
to allocate relatively high values to growing crops and
depreciable assets, such as fences, structures, and
buildings. More conservative values should go to the
dwelling and to land.

The portion allocated to growing crops provides a near
term tax savingsin that it is subtracted from crop sale
proceeds in the year of sale or is a deduction if fed to
livestock. Intermediate term tax savings result from
depreciation deductions taken on values allocated to
depreciable assets. Tax savings from amounts allocated
to the land are not realized until the land is sold, since
the allocated value is added to the basis of the land.

If you are age 55 or older, you have aonce-in-alifetime
exemption of the first $125,000 of gain from the sale of
aresidence. Thus, thetax savingsrealized from alarge
allocation of one farm’s sale price to the home are likely
to be quite limited. Since under current law, ordinary
income and capital gains are taxed the same (except for
high income levels where ordinary income tax rates
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exceed the 28% maximum capital gainstax rate), the
sdller isindifferent about how the sales priceis
allocated. If capital gainsreceive preferential treatment,
the sdller will realize tax benefits by allocating the sales
price more toward land and less to depreciable assets.
This strategy substitutes capital gainsincome for
ordinary income (that is, depreciation recapture).

Also, if you are buying afarm, tax savings can be
realized by negotiating for alower salespricein
exchange for ahigher interest rate. Theinterest istax
deductible in the year paid, whereas alower price results
in less depreciation deductions and/or alower basisin
land. The latter provide longer-term and therefore, less
valuable tax savings. Aslong asthereis no preferential
treatment of capital gains, the seller isindifferent
whether income is recelved asinterest (ordinary income)
or purchase price (capital gains).

If you are selling afarm, you can sdll it outright for cash
or makeit aninstalment sale. Aninstallment sale
offersatax advantage in that the tax liabilities are
spread out over time as the payments are received.
Also, the liability will often be reduced as aresult of the



income falling in alower bracket since theincomeis
realized over several yearsinstead of in asingle year.
However, several other factors may weigh

heavily in your decision about how to sell the farm (for
example, risk of default on payments, reinvestment
potential, liquidity needs, etc.).

LIVESTOCK SALESINA DROUGHT YEAR

If you have sold livestock because of drought
conditions, you may treat the sale either asan
involuntary conversion or report it on the tax return
following the year of the sale. Aninvoluntary
conversion means the gain from the sale may be
postponable for more than one year. However, several
restrictions apply to this option:

e Only livestock held for breeding, dairy, or draft
purposes qualify.

e Only livestock sold in excess of normal culling
rates are digible. Thus, if in the absence of
drought 25 cows are normally culled, but 45
cows are culled in the drought year, only the
gain from 20 cows would not be taxed.

» Thelivestock must be replaced by similar
animals within the next two tax years. If
replacements are not purchased within that time
period, an amended return must be filed for the
year of the sale, the gain reported, and any
additional taxes paid. An extension of the
replacement period may be obtained by writing
to the Didgtrict Director of the Internal Revenue
Service.

» If replacement animals are purchased at aprice
below what was received from the drought
induced sales, the difference istaxed asagain
by filing an amended return for the drought
year.

e Thetax basis of the replacement animal is
equal to the price paid for that animal minusthe
gain on the drought induced sale that was not
taxed due to involuntary conversion treatment.
For example, if the price received for araised

beef cow that was sold because of drought is $750 and
areplacement is purchased for $750 or less, the tax
basis on the replacement is zero. This means there
would be no depreciation deductions generated by the
replacement resulting in higher income and social
security taxes. In following years, livestock purchased to
replace the number of animals normally culled are
gligible for standard depreciation deductions based on
their purchase price.

Instead of treating drought induced sales as an
involuntary conversion, you can opt to include the gain
from these sales on the tax return for the year following
the sale. The following rules apply to this option:

e Livestock held for breeding dairy, draft, or
sporting purposes qualify. Unlike the
involuntary conversion provisions, livestock
held for sale, whether raised or purchased, are
eligible for the one-year postponement.

*  Producers must be able to show that the sale
would not have occurred under usual business
circumstances (i.e., drought had not occurred.)

»  Drought has resulted in the federal government
(President or Department of Agriculture or any
of its agencies) declaring the area eligible for
federal assistance. However, the forced sales
may have occurred before the area become
eligible for assistance.

» Thetax basisfor purchased replacement
arrivalsis not reduced by the amount of the
postponed gain. Thus, if araised cow issold for
$750 and a replacement is purchased for $750,
the $750 paid for the replacement is
depreciable.
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A difficult, yet potentially important, decision to be
made by producersis whether to opt for involuntary
conversion or aone-year postponement of gains from
drought sales of breeding, dairy, or draft animals.
Relative to the one-year postponement, opting for the
involuntary conversion has the potential advantage of
more than aone-year tax deferral on the gain and the
disadvantage of limiting the tax basis (and depreciation
deductions) to the excess (if any) of the replacement
animal’s purchase price over the price received for the
animal sold due to drought. Further, it should be
recognized that sales of breeding animals are not subject
to social security taxes, while depreciation deductions
save both income and social security taxes. Thus, a
producer with a 15% marginal income tax rate saves
15¢ per dollar of nonrecognized gain, but pays about
28¢ (15¢ income tax + 13¢ social security tax adjusted
for income tax savings) additional tax per dollar of
foregone depreciation when involuntary conversion is
chosen. However, that disadvantage is reduced, since
the tax benefit

occurs at an earlier point in time than the payment of
additional taxes.

Due to varying taxpayer circumstances, no pat
recommendation about involuntary conversion versus a
one-year postponement should be given. Producers with
substantial drought sales would be well advised to work
closely with their accountant in making this decision,
since the tax impact may be sizable. For example, we
analyzed a situation under the following assumptions:
(1) $750 sales price for raised beef cow sold dueto
drought, (2) $750 paid for a replacement animal
purchased one year after the drought year, (3) 15%
marginal tax rate for al years, (5) accelerated
depreciation used on the replacement animal, and (6) a
10% interest rate. In this case, there was a $54 per head
present value tax advantage for selecting a one-year
postponement over an involuntary conversion.
However, minor changes in these assumptions can
dramatically effect the comparison, suggesting that each
producer should seek an anaysis.
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