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Mr. METCALF, Mr. President, for some
vears now the problem of abuses of the
special farm accounting prineiples has
had my consideration. During this period,
I introduced several bills and consulted
with both farm and labor groups, as well
as individual tax experts. One of the
experts to whom I refer is particularly
qualified in this area. He is Charles Dav-
enport, who served as the farm tax ad-
viser within the Treasury Department at
the time a favorable report was issued on
my original proposal back in July of
1968. He served in the same capacity
when the Treasury Department conduct-
ed a detailed study into needed areas for
tax reform during the last 2 years of the
Johnson administration., That study
which adopted the loss limitation ap-
proach contained in my bill, S. 500, was
the basis for lengthy hearings held last
session on the subject of tax reform.
Unfortunately, the present administra-
tion failed to take advantage of his par-
ticular expertise in this area and in Au-
gust of last year, Professor Davenport
left the Treasury to become a professor
of law at the University of California.

Professor Davenport has since pub-
lished an article which appeared in the
Texas Law Review which discusses the
problem of tax-dodge farming at great
length. This article was written prior to
the Senate's final consideration of this
problem. However, Professor Davenport
did have available to him the press re-
lease of October 17, 1969, at which time
the Senate Committee on Finance an-
nounced its decision to adopt a modified
version of my bill but with what I con-
sidered to be excessively high dollar limi-
tation fizures. Professor Davenport
termed the action taken by the Senate
Finance Committee as “at best a very
poor substitute for Senator MEeTCALF'S
bill."”

The issue as to the comparative effec-
tiveness of the committee’s version ver-
sus my bill has since been joined with
the result that when the bill went to
conference, the Senate conferees receded
from any form of loss limitation ap-
proach and instead adopted the admin-
istration’s EDA proposal which in effect
says to the tax-dodge farmer: Take your
artificial farm losses as deductions from
your nonfarm income now and we will
attempt to recapture the revenue lost at
some future date of your chofce.

Professor Davenport’s article meticu-
lously explains why he has chosen the
approach contained in my bill, S. 500,
over the EDA approach adopted in the
final version of the Tax Reform Act of
1969. Already, farm and labor groups
have begun to express to me their dis-
pleasure over the final outcome of reform
efforts in this area.
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Mr. President, because I intend to re-
new my efforts in this area in the future
and because of the excellent analysis of
the problem now available to us in the
form of this article, I ask unanimous
consent that Professor Davenport’s
article be printed at this point in the
RECORD,

There being no objection the Texas
Law Review article entitled “A Bountiful
Tax Harvest,” was ordered to be printed
in the REcorp, as follows:

[Reprint from December 1969, issue of the
Texas Law Review]
A BoUNTIFUL Tax HARVEST

(Professor Davenport traces the develop-
ment of the “farm loss” inequity and ana-
lyzes the possible remedies. He meticulously
eramines the proposed solutions nmow before
Congress, explains why he favors Senator
Metcalf’s Bill, and expresses his fear that di-
vision within the ranks will defeat reform.)

(By Charles Davenport, acting professor of
law, University of California at Davis. A.B.,
1854, Chico State College; LL.B., 1957, Har-
vard Law School)

1. INTRODUCTION

The nation's income tax law takes its form
from its various architects. Congress has the
initial chance to structure it. Then the Treas-
ury promulgates regulations, These sources
are subsequently interpreted by the courts
in deciding cases and by the Internal Rev-
enue Service in many administrative proceed-
ings, Each institution is undoubtedly react-
ing to a peculiar set of pressures and to spe-
cial arguments being exerted at the moment.
As a consequence, the law at any time may
be something that just happened. It is not
surprising that a system growing like Topsey
may sometimes reach a topsy-turvy result.

At this writing, several industries, notably
oll and gas, real estate, perhaps timber, and
some farming, offer this opportumnity. This
paper, however, is limited to the “farm loss"
problem, but it seems likely that the con-
clusions and analytic techniques set forth
are equally applicable in any case in which
premature deductions are allowed for the
cost of assets, while also conferring capital
gain treatment on the sales proceeds to the
extent they exceed any basis the property
may have. Thus the conclusions and tech-
niques discussed herein might just as easily
apply to depreciation on real estate unless
this deduction is sharply reduced by the
current tax reform proposals.

The “farm loss” problem arises from the
deduction of capital costs while allowing
sales proceeds to be treated as capital gain.
We shall first trace briefly the development
of the tax law in agriculture to ascertain just
how we got where we are. Then we shall
turn to a demonstration of the benefits af-
forded by the tax law, Thereafter the areas
of principal application shall be outlined,
and finally some solutions currently proposed
will be evaluated.

II. GROWTH OF THE TAX HARVEST
A. A seed is planted

One root of the farm problem lies in a
number of administrative decisions made
very early in the game. A Treasury Decision ?
in 1915 and regulations issued under the Rev-
enue Act of 1916 * provided that the farmers
could report their income on either the cash
or accrual metkLod of accounting. More im-
portantly, the same authority gave the farm-
ers permission to dispense with accounting
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practices employed by other businesses and
permitted them to deduct livestock-raising
costs even though they were capital expendi-
tures,

This decision seems to have been prompted
by several considerations. First, since the
identification of specific costs attributable to
particular animals on hand at year's end
would have been very difficult, the easy an-
swer was to ignore such costs. Purthermore,
the accounting principles of the time appear
to have been unsophisticated and unprepared
to deal with the problem of segregating and
capitalizing costs associated with livestock
Finally, there was undoubtedly some notion
that the average farm did not represent the
type of investment or financial acumen usu-
ally found in other business operations, To
ask that expensive accounting techniques be
employed would not only have overburdened
the investment, but would also have over-
taxed the farmer’s financial management ca-
pacity.® In a sense, farms were just not con-
sidered businesses.

These early regulations also addressed
themselves to the amounts incurred in the
development of orchards and ranches, Con-
trary to the rule for livestock, the initial
regulations required these costs to be capi-
talized.' Presumably, the inconsistency of al-
lowing livestock farmers an immediate write-
off while requiring capitalization of develop-
ment costs of orchards and ranches was
raised, and the issue was resolved for deduct-
ibility of both kinds of expenses when the
next regulations were issued in 19195 Case
law stemming from this era indicates that,
left to its own devices, the Jjudiciary would
have reached contrary results for those de-
velopment costs.®

‘When these liberal rules, the expensing of
raising and developing costs, were formulated,
they had but one effect on tax liabilities, The
deductions were premature and created arti-
ficial tax losses, which would not have arisen
had the costs been properly capitalized. These
artificial tax losses offset income from other
sources and permitted a deferral of tax liabil-
ities on other income until the farm assets
were sold. This gross mismatching of income
and expense could be tolerated when tax
rates were relatively low. They became guite
another matter when, as later explained, they
combined with very high ordinary income
rates and lower capital galns rates on many
farm assets.

The point of recounting the historical is
that these liberal accounting rules were de-
veloped by an administrative agency under
a statute requiring that income be properly
reflected. While expediency might be their
chief justification, there is nothing to indi-
cate that theilr impact as a stimulant for
investment in farm assets was ever con-
sidered. Indeed, that consideration would
have been improper, Furthermore, it is
doubted that they originally had any such
effect; instead, they dealt with difficult ac-
counting problems.

B. The flower blooms

Congress discovered capital assets in the
Revenue Act of 1921. It did not see fit, how-
ever, to inciude within that category depre-
clable property used in the trade or business.
We were later told that this property had
been excluded in order to assure full deduct-
ibility of losses.”

Whatever the reason for excluding these
assets from the preferred treatment, World
War II brought forth a rash of condemna-
tions, destructions, and sales of depreciable
property that had appreciated substantially.
To prevent virtual confiscation of such ap-
preciation by high wartime rates, Congress
conferred capital gain on depreciable prop-
erty used in the trade or business but pre-
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gerved full deduction of losses realized on
this property® While the House specifically
excluded real estate from the preferred dual
treatment, the Senate added real estate and
its improvements—largely to assure that
losses on sales of plants and the like would
he fully deductible®

Although the Commissioner of Internal
Revenue sought on several occasions!® to
compel a contrary result, farmers considered
their breeding animals to be property used
in the trade or business and applied the new
rules to their own benefit. The ensuing con-
troversy was settled in favor of the taxpay-
ers in Albright v. United States™ when the
court found that all the culls® from a dairy
herd were property used in the trade or busi-
ness and that sales proceeds therefrom qual-
ified for capital gain treatment.

Even with this victory, the livestock inter-
ests were concerned that administrative
practice might not be so lenient as the cases
and in 1950 urged the Senate to legislate
on the subject. These efforts failed,”® but a
renewed fight in 19561 moved Congress to
clear up any uncertainties by enacting the
predecessor of the Internal Revenue Code of
1054 section 1231(b)(3) in the Revenue Act
of 1951 The explanation of the Act also
made clear that the animals' basis for gain
was to be determined under the taxpayers’
method of accounting.' That is, a cash basls
taxpayer would have no basis for raised ani-
mals, and the entire sales proceeds would be
capital gain. A taxpayer who capitalized or
inventoried costs would use this basis and
have gain only to the extent proceeds ex-
ceeded his basis.

The adverse effects of this legislation were
noted in a letter from Secretary of the Treas-
ury Snyder to the Chairman of the SBenate
Finance Committee on June 27, 1952.'* This
is the first statement of the taxable income
distortions that occur from permitting cap-
ital costs to be deducted while permitting
proceeds to be treated as capital gain. As
has often been the case, the mechanics of
creating a tax loss that offsets income other-
wise taxable at ordinary rates were accu-
rately described, but the full tax conse-
guences were not sharply delineated,

Again, recounting the legislative history
of the capital gain aspects of the problem
has a purpose beyond the historical. That
purpose is to lay to rest the notion that
the provision had any design other than to
limit the tax on sales proceeds. There is
nothing to suggest the limited tax rate was
to produce the eflect described in the next
section of this paper. Furthermore, the farm
industry wanted treatment equal ** to that
accorded other industries, The industry
argued that the aged cow was the equivalent
of machinery scrapped by the manufacturer,
Both were clalmed to be entitled to capital
gains on sale, There is nothing in this his-
tory to suggest that Congress was purpose-
fully subsidizing, in a rather haphazard
manner, certain segments of the farm indus-
try. Congress intended only to give farmers
relief generally granted others.

With this historical note we can turn to
demonstration of the negative tax impact.

III. HOW THE PRINCIFLE OPERATES

The problems in the farm tax loss area
are described in various ways. The Treasury
may point to the offsetting of farm losses
against other income or to the creating of
tax profits when there are no economic
profits, Others write about “hobby farm-
ing." *® These descriptions are not satisfac-
tory, and the scope of this paper is not so
narrow. Rather, this paper 1s concerned
largely, but not solely, with the negative tax
rate that may be applled to farm profits.

What is a negative tax rate? A positive in-
come tax rate takes a part of a taxpayer's
profits and puts them in the Treasury. A
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negative tax rate, on the other hand, takes
dollars from the Treasury and puts them in
the hands of cltizens, just as a spending
program does. In the analysis that follows,
this latter process is shown to flow from the
conferring of capital gain treatment on the
sales “proceeds” of assets, “proceeds” that
are created by expenses, which may be fully
deducted when paid.

The negative tax affect may be fully dem-
onstrated by the following five cases. In
each case, the asset sold is assumed to have
no basis because its costs have been fully
deducted, and as a consequence, the enftire

5443

sales proceeds are glven capifal gain treat-
ment. The cases are:

Case No. 1. An economic loss is incurred.

Case No. 2. An economic breakeven is
reached.,

Case No. 3. An economic profit is realized,
but the profit margin is less than 100 per-
cent of cost.

Case No. 4. An economic profit is realized,
and cost is 50 percent of the selling price.

Case No. 5. The same as Case No. 4 except
cost 1s less than 50 percent of sales proceeds.

The economic and tax reporting of these
cases would be as follows:

CHART A

Sales price Cost

e o ls - ool Bil
Case No. s e 100
Case No. 120
Case No. 200
Case No. 250

In each case, the ordinary tax loss may be
fully offset against other nonfarm income
while only one-half of capital gain is subject
to tax. The result is that if the taxpayer has
other income against which the loss may be
deducted, taxes on this other income will be
reduced by the amount of the loss multiplied
by the taxpayer’s marginal tax rate, The tax-
payer will, however, incur a tax on the gain
that may never exceed more than 25 per-
cent of the entire capital gain.

The consequences of this reporting may
best be illustrated by reference to four tax-
payers having the different marginal tax
brackets of 0 percent, 30 percent, 50 percent,
and 70 percent, The assumption of a 0 per-
cent bracket is valid only if the taxpayer
has no other taxable income, Except in the
case of the 0 percent taxpayer, the tax on
the gain is less than the benefit of deduct-
ing the loss from other income. The net
benefit or payment from the Treasury to the
taxpayer is the difference in the value of the
loss and the liability for the capital gain
tax.® Specifically, the size of the payment
or reduction of other taxes after giving effect
to the capital gains liability is in each case
as follows:

CHART B
[in percent|

Effective tax rate on additional income
] 30 50

702

CaseNo.1....._. 8 50
CaseNo.2....... 15 45
Case No. 3. - 12 40

Case No. 4_. - 0 0 20
Case No.5....... Q (7.50) (12.50) 7.50

Chart B is the net tax benefit to each tax-
payer. This amount should be added to the
economic net return to ascertain the overall
dollar gain for each taxpayer, When this is
done, the total aftertax dollar profit in each
case to taxpayers in various tax brackets
would be:

CHART C
[In percent]

0 30 50

CaseNo,1.._.__. (20) (2) 10
Case No. 2. 0 15 25
Casa No. 20 32 40
Case No. 4_ 100 100 100 120

Case No. § %150 142,50  137.50 157.50

These charts permit a number of observa-
tions:

Economic reporting

Tax reporting

Ordinary
loss 19

PrmTur
(loss)

Econamic
profit or (loss)

Taxable 14 of
capital gain

(80)
w0
0

(1) 'There is no taxable income until the
economic profit is at least as much as the
cost (See Chart A, Case No. 4). Any profit
beyond that Is taxed at no more than the
applicable capital gain rate (See Chart B,
Case No. 5, 50 percent taxpayer).

{2) If there is no other income, the tax
rate is never less than zero; in other words,
the taxpayer receives no refund or abatement
of taxes on other income (See Chart B, 0
percent taxpayer column).

(3) If there is other taxable income the
interplay of ordinary deductions and capital
gain produces a negative tax rate until the
profit is as great as cost (See Chart B, Cases
No. 1, 2, and 3, 30 percent and 50 percent
taxpayers).

(4) The taxpayer who pays the alternative
tax on capital gains continues to receive a
negative tax benefit even though profit ex-
ceeds cost, This negative tax benefit does not
disappear until the ratio of sales price to cost
exceeds the ratio of the marginal ordinary
income tax rate to the capital gain rate (See
Chart B, Cases No. 4 and 5, 70 percent tax-
payer).

(6) To a taxpayer without other income,
his tax rate is the same regardless of profit
margins until his sales price is twice his cost
(See Chart B, Case No. 5, for 0 percent tax-
payer).

While the foregoing zppears generous in
the extreme, one other potential benefit has
not been mentioned. It arises when the costs
are incurred and deducted in years before
the sales proceeds are realized. For example,
in Case No. 3, the 50 percent taxpayer who
deducts the $100 of costs in the first year
reduces his taxes on other income by $50. If
the income is not realized until later years,
this $50 is an interest-free loan from the
federal government to the taxpayer, which
is wholly or partially repaid when the income
is realized and subjected to tax. This benefit
exists apart from any differential in tax
rates, Even If the sales proceeds are fully
taxed as ordinary income in a later year, the
taxpayer has had a substantial benefit from
the premature deduction of capital costs.

This note on deferral completes the anal-
ysis, and for the purposes of this discussion,
we can now specify that the progeny of
fully deductible costs and capital gain in-
come are three in number, First, is the op-
portunity to defer taxes on other income by
deducting costs before reallzation of the
income produced by them. This is the de-
ferral benefit, Second, in some circum-
stances, an economic profit bears no tax at
all. This occurs when the sales proceeds, fully
reported as capital gain, are not more than
twice the amount of the deducted costs. This
is the ezremption benefit. Third, in some cases
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the tax saving resulting from the deduction
of the costs is greater than the tax pald on
the sales proceeds at capital gain rates. This
occurs in all cases in which (1) there is other
income, noncapital gain income, to absorb
the deducted costs, and (2) the ratio of the
sales proceeds (taxed only at capital gain
rates) to the costs does not exceed the ratio
of the marginal ordinary income tax rate
to the eapital gain tax rate. This Is the ma-
Jority of cases. The difference between the
tax saving produced by the deduction and
the tax paid on the sales proceeds is, in effect,
a payment from the Treasury to the taxpay-
er. This payment varles in proportion to
the taxpayer’'s tax rate, It Is thus a kind of
a negative income taz. It can be argued that
the negative income tax is Just an exten-
slon of the exemption benefit, That is, the
deducted costs exempt not only the income
produced by them but other income as well.
While there is some merit to this argument,
the division between the exemptlon benefit
and the negative income tax will become
more meaningful in the discussion of pend-
ing legislative proposals.

It seems appropriate now to narrow the
area of our discussion by considering the
cases in which the opportunity to realize
these benefits arises,

IV. THE GREENEST PASTURES

While there are other avenues of abuse =
in the farm field, the investment literature
suggests that the potential for artificial farm
tax losses arises largely in two areas: (1) the
growing of trees, vines, and other plants hav-
ing a relatively long life and producing an-
nual crops, and (2) the ralsing of livestock.
The purpose in both cases is the deduction of
capital costs followed by sale at capital gain
rates. There are differences In the two opera-
tions, but in each, the virtual impossibility
of turning a tax profit is the same.

A. Development costs of plants

A number of crops, principally fruit and
nuts, are produced by trees or vines only after
A substantial development period.” The cost
of planting them must be capitalized. Under
the Treasury's regulations® however, all of
the costs thereafter incurred prior to the time
that the plant is a commercial producer may
be deducted currently. Since the planting
costs are relatively insignificant,” the major
portion of all costs incurred in the preopera-
tion stage may be deducted and may create
losses, which can offset ordinary income from
other endeavors. When the commercial bear-
ing state is reached, a wise taxpayer may sell
out, and his gain will ordinarily be treated as
capital gain because the property will be con-
sidered as property used in the frade or busi-
ness. It should be noted that this results from
the general language of Code section 1231
(b) (1) and not from the special provision
added for livestock In 1951.

For example, a taxpayer may purchase ten
acres of land and plant it with orange trees.
The cost of the land and planting may be
assumed to be $12,000. The orange trees will
not bear fruit until the seventh year, but
during the development period, annual costs
of perhaps $1,500 may be incurred for irriga-
tion, cultivation, pruning, spraying, and
other care of the trees, By the end of the sixth
year, the taxpayer will have incurred “cul-
tural practices expenditures”™ of $9,000.
These expenditures may be currently de-
ducted against other Income. To a taxpayer
In the 70 percent bracket, the deductions
over the years will have reduced his taxes on
other income by $6,300. If the grove is sold
early in the seventh year at an economic
profit of 10 percent, the taxpayer will realize
$23,100. His basis, however, will be only
$12,000, and he must pay a capltal gains tax
on the difference between his basis and the
sales price, amounting to $2,7756.=

The net economic profit is $2,100 [$23,100
sales price, less $21,000 of costs ($12,000 land
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and planting costs, plus 9,000 cultural prac-
tice expenditures)]. But the taxpayer also
realizes an additional tar profit. The tax
benefit from deduction of cultural practices
expenditures was $6,300, and the tax cost of
the sale was $2,775. The taxpayer thus has a
tar profit (money pald to him by the Treas-
ury’s reducing taxes on other income) of
#3,625. There is an overall profit of 85,625,
consisting of an economic profit of $2,100
and a fazr profit or subsidy of $3,5625.

B. Livestock

Livestock also presents an opportunity to
realize substantial tax profits from an eco-
nomically profitable operation. Raising costs
also qualify for current deduction.® If how-
ever, the livestock are breeding, draft, or
dairy animals, they qualify for capital gain
treatment If held for more than twelve
months,™

Since “culls” from a breeding herd are
characterized as breeding animals, they are
also entitled to capital gain.* A large part of
the farm product may fall into this category
with the result that a very signlficant por-
tion of the total receipts from the operation
is reported as capital gain.

While many animals are classified as live-
stock,” cattle appear to offer the widest ave~-
nue to escape taxes: For example, a taxpayer
may have a herd of ten cows. They have pro-
duced ten calves (average would be about
eight and one-half or nine) for several years,
one-half of which are bull calves. The cost of
keeping an animal for a one-year period 1s
$100, so that expenses for the ten cows are
$1,000. The five bull calves are sold soon after
birth for $40 each, and the proceeds are re=
ported as ordinary income, The five heifers
are retained for breeding purposes, The herd
will therefore increase unless five of the cows
are sold. If the taxpayer has been in business
several years, he may have old cows or he
may have young heifers of the prlor years.
In either event, he can cull five animals from
his breeding herd and sell them at capital
gain rates. Assume that the culls sell for a
total of §900. Thus the economic profit for
the year is $100, a 10 percent profit margin.
If this is all that occurs and if we ignore the
alternative tax, the taxpayer will report the
following:

Proceeds from culls (as reported as
capital gain)
Less section 1202 deduction (capital

Add proceeds from bull calves

Total adjusted gross farm in-
come
Farm expenses

350

Since there is a crop each year, the same
pattern may be repeated year after year™
In a properly operated breeding operation,
a tax profit will never be reported. In addi-
tion, a taxpayer in the 50 percent bracket
who has dividend income to absorb this $350
loss will be relieved of $175 in taxes on the
dividend income. It is this benefit that is
his negative Income tax.

In these selected areas of agriculture, the
problem of the “farm loss" Is confronted in
its most extreme. Quite clearly, the problem
is neither one of hobby losses nor of the
gentleman farmer, both of which have re-
celved extensive treatment. The problem is
not so subtle. Rather it i1s one of combining
the deduction of capital costs with capital
gain on sale. Even though the activity pro-
duces an economic profit, there is almost no
prospect that it will produce a profit for tax
purposes because a profit is not reported for
tax purposes until the economic profit is as
great as cost. The resulis are (a) a deferral
of taxes, (b) an exemption of profits from
tax, and (c) a negative income tax.
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These results are irrational in a system
designed to impose a tax on profits. Congress
is not likely to have intended them. But
neither the irrationality nor the lack of de-
sign assure its removal, a matter to which
we now turn.

¥. THE IDEAL SOLUTION—ACCRUAL ACCOUNTING
AND FULL COST CAPITALIZATION

The farm loss problem has recelved much
attention in recent years, and a number of
solutions have been proposed.®™ In this au-
thor’s view only three present even feasible
approaches. One goes directly to the prob-
lem and recommends accrual accounting and
full cost capitalization. It may be the ideal
solution. The other two appear to have as
thelr purpose an elimination or reduction
of the negative tax on total farm profits
while not entirely doing away with cash
accounting or capital gain, at least for “real”
farmers.

The accrual accounting and full cost
capitalization suggestion has much appeal
and has been discussed at length,” but a few
further words may be in order here. Its ra-
tlonale is that the farm problem arises from
the overly simplified accounting rules, and
the solution would be outright revocation of
the authority for farmers to deduct raising
and development costs. In the primary areas
of abuse, this solution would require that
livestock raising costs elther be “inventoried”
or “capitalized” (interchangeable terms for
our purposes). For growing plants, the dis-
pensation to expense cultural practices ex-
penditures would be revoked, They would
be capitalized, as apparently would have
been required if the matter had been left
to case law." While this suggestion appears
to be the proper tax treatment, there are at
least two barriers to its adoption, The first
is a practical one; the other is a political
one., While the first undoubtedly could be
reduced to nonobjectionable levels, there is
great doubt that the second can be over-
come,

Although the greatest abuses of the present
scheme rarely arise in very diversified opera-
tions, the farmer engaged in multiple farm-
ing endeavors is always cited to illustrate
the practical problem. For example, & farmer
may be engaged in growing grain crops and
livestock. SBome of the graln may be fed to
his livestock and some may be sold. Labor
will be divided between these activities, and
accurate separation of labhor and other costs
as between the various operations may be
difficult. The allocation of costs between
products on hand and products sold raises
another accounting problem. These alloca-
tion problems suggest that a shortcut meth-
od of tracing costs must be devised If farming
operations are not required to adopt cost
accounting procedures,* which are sometimes
claimed to be too sophisticated for the so-
called family farm.

While inventories using some simplified
valuation technigue may fill the gap left
by cost accounting,*® their use is not a path
without some obstacles. First, the products
must be counted, and then they must be
valued, Each process presents some problem.

Counting of the product on hand must
occur at the end of the year. Since most tax
years end on December 31, a livestock raiser
might be forced into winter's blizzards to
obtain a count of cattle. Substantial num-
bers of calves may also be in gestation at
that time, These and other special problems
might be overcome by delaying inventory
until roundup time, assuming this time was
approximately the same each year, but ad-
ministration of this lenience could impose
a burden on the Commissioner, who would
have to decide in each case whether the spe-
cial dispensation would be available. An-
other alternative might be the use of a fiscal
yvear that would end at a time when the dif-
ficulties mentioned would be least present.

While these practices would permit the
counting of animals, the measurement of
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grain crops and other feed such as hay might
not be susceptible of more than a fair estl-
mate without expensive measuring and
movement while in storage. Assuming that
this burden would not be imposed, a reason-
ably accurate estimate is better than no
count at all.

Although these and other techniques
structured to ease the counting problems
would grant a taxpayer some latitude and
perhaps stretch his conscience, they seem to
offer permissible, reasonable approximations,
and they would reduce the counting problem
to manageable proportions, They also appear
likely to reflect income more accurately than
the present accounting rules do.

Once the product is counted, its valuation
remains, and the inventory method must be
selected. At present, four methods are au-
thorized: (a) cost; (b) lower of cost or mar-
ket; (c) the farm price method; and (d)
for livestock, the unit livestock method.
Each has at least one feature suggesting
elther that the method is not feasible or that
the method must be modified.

The use of cost suffers from the allocation
difficulties just mentioned—the accounting
art perhaps has not been sufficiently per-
fected to permit its use without excessive
cost. Rejection of cost also leads to a rejec-
tion of cost or market, whichever is lower.
If cost cannot feasibly be ascertained, cer-
tainly no determination of whether cost or
market value is lower can be made. The
alternative might be the use of market value.
This method has never been acceptable, but
its use might be considered. The major criti-
cism of it would be the recognition of poten-
tial profit before realization by sale in those
cases in which market exceeds cost.2?

The farm price method is similar to mar-
ket valuation. It values the product at cur-
rent selling prices but permits the estimated
direct cost of disposition to be deducted
from the value. This method also suffers
from the criticism that it would force a
recognition of profit before realization,

We come then to the unit livestock meth-
od, which is, of course, not applicable to
grain crops. It requires a classification of live-
stock by age and kind with a standard valu-
ation, based on approximate costs when the
inventory was first established, being given
each unit. This unit value may not, how-
ever, be changed from year to year.* Thus
it has some of the characteristics of the LIFO
method but is more closely aligned to the
base price method, a wholly impermissible
method of accounting ® It fails to recognize
price increases and thus permits a prema-
ture deduction of costs when costs are ris-
ing.%

While the use of inventories does offer a
means of estimating costs, each of the meth-
ods now in use carries with it at least one
infirmity, which suggests that new methods
or adaptation of old ones should be consid-
ered when applied to farming. Ideally, a
method akin to the present retall price meth-
od might solve most of the problems by per-
mitting valuation at current market less a
reasonable profit margin, so as to prevent the
premature recognition of income that now
oceurs under the farm price method.

But even adaptation of inventory methods
would not prevent a number of transitional
problems. Costs written off in earlier years
might become a part of the opening inven-
tory and become an adjustment for the pur-
poses of section 481, which prescribes rules
for handling accounting problems arising out
of a change of method. In some cases these
adjustments would convert what is capital
gain when sold under present law to ordinary
income when placed in opening inventory in
the year of change. While other problems
could also arise, they should soon disappear
as all existing operations shifted to proper
accounting and as new enterprises com-
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menced business using proper methods. The
practical problems thus could be overcome.

This brings us to the political problem.
While there may be considerable sentiment
in Congress to deal with the farm problem,*
it does not seem to be premised on the be-
lief that the cash method should be elimi=-
nated for farmers. Indeed, the very founda«
tion of the present bills is to preserve the
cash method for “farmers” while dealing with
the abuses arising from its use by nonfarm-
ers. This political problem appears insuper-
able at the moment,

In concluding this discussion, the denial
of cash accounting and full capitalization
of costs would eliminate a large part of the
farm loss problem, i.e., the deferral of taxes
resulting from premature deduction, the
complete exemption of farm profits from
tax, and the negative income tax. While
arguably ideal* this solution does raise the
previously discussed technical and practical
problems. The problems are not sufficlently
grave as to cast doubt on the correctness
of this approach, Their superficial complexity
lends support to the conclusion that what-
ever the Congressional mood, it is not to pre-
scribe theoretically correct accounting rules
applicable for all farmers. We turn, there-
fore, to other solutions.

VI. OTHER SOLUTIONS

Since elimination of the farmers' cash ac-
counting may engender political opposition
from quarters now espousing some change in
the farm tax rules, those desiring improve-
ment must move on to consider other ap-
proaches. Two are now pending before Con-
gress. One is a modified version of the excess
deductions account proposed by President
Kennedy in 1963.* The other is now em-
bodied in a bill authored by Senator Metcalf
of Montana,” The excess deductions account
may be described as a recapture proposal ®
while Senator Metecall's Bill Is a disallowance
proposal.,

A. Recapture

This discussion begins with the Treasury's
proposals to Congress on April 21, 1969 It
consisted of an excess deduction account re-
ferred to as an EDA. In the case of corpora-
tions, any excess of ordinary farm deductions
over ordinary farm income would be required
to be entered into the EDA, All other taxpay-
ers would add this excess only to the extent
that it exceeded $5,000. The amount in the
EDA is reduced In any subsequent year® by
any net farm income in the subsequent year,
The 85,000 fioor has the purpose of exempt-
ing the small “legitimate” farmer from the
operation of the EDA.™ Apparently, it is not
granted for a corporation in order to pre-
clude a taxpayer separating his farming op-
eration into several Subchapter 8 corpora-
tions and securing the benefit of several floors
on the EDA.

Gain on the disposition of farm property
that may now be reported as capital gain
would be reported as ordinary income to the
extent of any amount in the EDA, computed
at the year’s end after giving effect to opera-
tions for the year.”® The amount in the ac-
count would be reduced by the amount of
capital gain converted to ordinary income.
Increases in land values would be exempted
from this conversion of capital gain to
ordinary income except to the extent there
had been prior deduction of clear capital
expenditures such as soll and water con-
servation expenses, fertilizer costs, and land
clearing costs, under sections 175, 180, and
182, with respect to the parcel sold. No
amount of farm loss is disallowed, and a tax-
payer using a full cost absorption inventory
method of accounting and capitalizing
capital expenditures would not be required
to keep the EDA®

As already noted, the current proposal is
similar to one proposed in 1963, but there
are several differences. Under the 1963 EDA,
additions to the account would be made only
in years in which the taxpayer's nonfarm in-
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come exceeded $15,000. The purpose of this
feature appears to be the same as the $5,000
floor in the current proposal. The 19638 pro-
posal, however, focused more sharply on the
use of farm losses to reduce taxes on non-
farm income, The 1963 proposal defined a
farmer as one not having nonfarm income
in excess of $£15,000. The present proposal
defines the farmer as one not having losses
greater than §5,000. Both concede the
propriety of deducting livestock losses
against other farm income such as grain
crops without penalty.

The 1963 recommendation also excluded
certain expenses in computing the excess of
income over deductions. These excluded ex-
penses were taxes and interest and losses
and expenses from casualties and drought.
It did not, however, contaln an exception
for gains due to increases in land values.

The theory underlying the excess deduc-
tions account must be that the economic
reality of the farm tax loss may not be de-
termined when the loss is incurred. Since it
may be an economic loss, it should be fully
allowable against other income. The loss,
however, arises in an industry in which the
accounting rules and definition of capital
assets are so loose that later capital gain
must be presumed to have been created by
the loss. Since the loss was an ordinary in-
come deduction, the gain must be treated as
ordinary income. Thus the EDA attacks the
problem of converting ordinary income to
capital gain. It does not, however, question
the validity of the loss that permits an im-
proper deferral of taxes if the loss is not an
economic loss.

B. 8. 500, Senator Metcalf's bill

The initial analysis of the farm loss prob-
lem demonstrated that even the generous
farm tax rules could not do more than
exempt farm profits from tax, if the farmer
had no outside income. This Bill apparently
attempts to reach somewhat the same result
by treating taxpayers having large nonfarm
income as if their farm operations were car-
ried on apart from their other activities. By
eliminating or at least reducing the spillover
of artificial “farm losses” against income pro-
duced by other activity, farmers having large
nonfarm income would be brought nearly to
a parity with farmers who do not have sub-
stantial nonfarm income.

On the other hand, tax losses resulting
from true economic losses from farming are
not to be treated less favorably than losses
sustained in nonfarming businesses. An eco-
nomic loss can be determined by proper
sccounting, and the limitations of the Bill
would not apply if the taxpayer elected to
forgo the special farm accounting rules.
Instead, if accounting rules applicable to
business generally—and to farming itself
apart from taxation—were adopted to insure
that tax losses were real and not simply the
result of accounting distortions, a taxpayer
would be excepted from the Bill, To fall
under the alternative, a taxpayer would have
to elect to use inventories when they were
a significant factor and also elect to capitalize
all capital expenditures, including develop-
ment costs incurred prior to the time when
the productive stage is reached In farm
operations.

Absent the election, a taxpayer could not
deduct in any one year more than $15,000
of a farm loss against income from sources
other than farming, and even the first $15,000
of deductible loss is decreased by one dollar
for each dollar of nonfarm adjusted gross
income in excess of $15,000. Thus at $30,000
of nonfarm adjusted gross income, no farm
loss would be allowed. Apparently, the first
$15,000 of loss is allowed to prevent applica-
tion of the Bill to farmers who may have to
supplement their income with part-time em-
ployment or with employment during the off
season. The Bill assumes that if a taxpayer
has no more than $15,000 of nonfarm income,
he is the type of farmer for whom the spe-
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clal accounting rules were devised. As his
nonfarm income progresses upward from
this figure, he becomes less like such a
farmer with each dollar of nonfarm income,
until his income reaches #$30,000 at which
time he must choose between proper ac-
counting and use of farm losses against other
income.

A farm loss would be defined generally
as the difference between the total of a tax-
payer's farm expenses and his farm income,
Farm income would include only the one-
half of farm capital gains that is included
in adjusted gross income. It could also in-
clude the income of an operation related to
and conducted on an integrated basis with
the farm operation. If the difference be-
tween expenses and income is more than
$15,000, only the first $15,000 of the loss
could be deducted. The disallowed portion
would first be reduced by the excluded one-
half of farm capital gains. Thereafter any
balance could be carried forward and back-
ward as a deduction against net farm income
of other years (including the taxable one-
half of capital gains) to avoid imposing
hardships when the taxpayer incurs a large
isolated loss In one year.

Certaln deductions are excluded from
the farm loss computation. The result is
that they are thereby allowed even though
the loss may exceed the $15,000 limit. These
deductions are (1) taxes and interest, (2)
casualty, drought, and abandonment losses
and expenses, and (3) losses on the sale of
“farm assets,” ¥ which as defined in the Bill
includes any property used In the trade or
business of farming under section 1231(b)
(1), (3), or (4). The first category consists
of items generally deductible whether or not
they are attributable to the carrying on of a
trade or business. The second consists of
items not in the taxpayer’s control, and dis-
allowance of them might create an undue
hardship to the taxpayer. Notably, these
same expenses and losses are excluded from
the operation of present section 270. The
third category is losses incurred on the sale
or other disposition of section 1231 assets
or property used in the farming business.
These losses generally represent real eco-
nomic losses and not artificial “tax losses”
created by the special farm tax accounting
rules. It must be noted that the unlimited
deduction of all the above items would be
in lieu of the $15,000 limitation,

When the farming activity is carried on
by a partnership or a Subchapter 8 corpora-
tion, the farm nature of the income and ex-
pense would be carried over to the individual
partners or shareholders who would aggre-
gate the income and expense with all of
their other farm operations. The $15,000
limitation would then apply to any loss com-
puted on this individual aggregate basis un-
less each of the entities from which the in-
dividual derived farm income or deductions
had made the election described above.

The obvious design of this Bill is to treat
farming as a special industry and confine
the tax benefits of the farm tax rules to
farm income. It is apparently premised on
the notion that the farm accounting rules
are so generous that farming is a special
business, which should be isolated, The ef-
fect is to build a wall around farming and
to allow all of the special rules to apply only
within the walled territory. Only for fore-
swearing the special accounting rules and
electing to apply normal accounting can a
taxpayer destroy the wall Insulating the tax
aspects of his farm from his other income.
This general theory is breached somewhat in
allowing some loss, the first $15,000 if other
adjusted gross income does not exceed $15,~
000, to be deducted. This allowance, how-
ever, arises only in an effort to define a
farmer, and thus its benefits are limited to
farmers.
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By isolating farm income, the Bill iz de-
signed to preserve the capital gain treat-
ment accorded farm assets and the farm ac-
counting rules, while limiting their effect
to farm income, It proceeds on the assump-
tion that the use of the farm loss against
other income is the practice to be curbed.

The question to which we now turn is
whether this isolation is preferable to the
continued allowance of losses but convere
slon of some capital gain to ordinary income
@8 occurs under a recapture proposal such
as the EDA.

VII. EVALUATION OF THE EDA AND THE
METCALF BILL

‘The theoretical underpinnings of the EDA
and the loss disallowance proposals are quite
different. The first apparently concedes the
propriety of the loss and argues that the re-
sulting creation of capital gain is improper.
The second proceeds from a belief that the
abuse lies in the current use of the farm loss
against other income but sanctifies capital
gain treatment of certain assets. The ques-
tlion of which is better might be answered
on just these theoretical distinctions. More
appropriately, one may inquire into the prac-
tical differences In operation. This is done
below first by analyzing the general theory
of each and then by taking account of the
special wrinkles each offers in its published
form.

A, The recurring loss

Assume a hypothetical case, with a con-
sistent pattern year to year, in which the
net operating costs ™ each year of $100 pro-
duce animals that may be sold at 8110, Since
the animals do not qualify for capital gain
treatment until they have been held more
than twelve months, there are no sales the
first year even though the cost is incurred.
Thus, costs in the first year of operations are
$100, and the product would, under present
law, become $110 of capital gains on sale in
the second year,

The EDA would permit the $100 “loss” in
the first year to be deducted agalnst income
from other activities. To a taxpayer having
an effective marginal tax rate of 60 percent,
the loss produces a tax savings of $60 on
other Income. These foregone taxes become
an interest-free loan, which is not repaid for
8 substantial period. The loss, however, is
added to the EDA, which is $100 when the
second year starts. The second year also re-
sults in net costs of $100, which will produce
a $110 gain in the third year, The loss of $100
in the second year is added to the EDA, and
at year's end, it stands at $200. As a conse-
gquence, the entire sales proceeds of $110 in
that year are converted to ordinary income,
giving a net ordinary income of $10 when
combined with the $100 “loss.” The full
amount of the sales proceeds would be sub-
tracted from the EDA, The balance in the
EDA is then only $90, This balance is in-
creased by the third year costs of $100, and
the account totals $190 at that year's end.
In the third year, the entire sales proceeds
of $110 are converted to ordinary income,
and the same amount 1s subtracted from the
excess deductions account, The amount in
the EDA to be carried to the fourth year is
then reduced to $80. The pattern is repeated
until at the end of the eleventh year, the
amount in the EDA account would be re-
duced to zero. Thereafter, the taxpayer would
report a $100 loss each year, which would
convert $100 of the sales proceeds into ordi-
nary income, resulting in neither ordinary
income nor loss. The additional sales proceeds
of $10 would be reported as capital gain.

From this a rule may be derived—assuming
an operation consistently producing the same
amount of costs and sales proceeds. The rule
is that the tax-free loan produced by the first
year loss will be repald in equal annual
installments over & number of years, which
is derived by dividing the profit margin into
one. Thus, if the profit margin iz only 2
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percent, the period of the loan is 50 years; if
4 percent, the period is 256 years; If 10
percent, the period is 10 years.

In comparison, the Metcalf Bill would not
allow any loss in the first year, but the tax-
payer would have a farm loss carryover of
$100 to be used against farm income of the
second year. Under that Bill, the farm income
of the second year would be only 855 (the
taxed portion of the capital gain of $110),
and the loss of the second year would entire-
ly absorb this income. The excluded one-
half of the capltal gain, however, would ab-
sorb the balance of the second year's loss
as well as $10 of the carryover. The carry-
over to the third year would be only $90;
to the fourth year, $80. By the end of the
eleventh year, the carryover would have dis-
appeared, but no tax liabllity would have
been incurred in any of the years. Nor would
operations thereafter incur any tax liabllity
because the taxable one-half of capital gain
would always be less than the deductions
available to offset it. The carryover would
disappear, and if the operation were ter-
minated in the thirteenth year, there would
be a capital gains tax on the full sales pro-
ceeds,

Again, a rule may be derived. The farm loss
carryover disappears at the same time that
the taxpayer has repaid the tax-free loan
under the EDA. Even after the carryover
disappears no amount of tax will be pald
unless sales proceeds are more than twice
costs. This Is the very nature of capital gain
income. But no loss has offset any income
earned outside the farming operation,

The foregoing analysis assumes that the
farming operation commences after the EDA
or the Metcalf Bill is enacted into law. Their
effect on existing operations would differ
slightly. Under the EDA, sales in the year
of enactment would be denied capital gains
to the extent of current excess deductlons.
There would be no deferral of taxes on cur-
rent expenses. But prior years' expenses
would continue to be deferred, and assuming
no change in operations, prior years' deferral
would not be recaptured at capital gain rates
until the operation terminated. If the oper-
ation were diminishing, the deferral of prior
years' expenses would be returned at capital
gain rates each year in an amount in propor-
tion to the diminution. A diminishing oper-
ation, therefore, is just a termination occur-
ring over a number of years. If the operation
were expanded, however, the expenses of the
expansion in that year would shelter an
equal amount of outside income and permit
the tax to be deferred on the sheltered in-
come in the described pattern.

The ability to increase the amount on
which taxes have been deferred merely by
increasing the size of the operation may be
the weakest point in the EDA. When this
potential is combined with the continuance
of speclal accounting rules, the estate plan-
ning possibilities begin to be apparent. Since
losses are fully deductible with no penalty
prior to transfer, the EDA will encourage
the shifting and prepaying of expenses of
the expanding operation with a minimum
of sales. If this can be continued a sufficient
number of years, the taxpayer may leave
a very bountiful estate to his bereaved, and
they will take it at a new basis without any
excess deductions account.

Under Senator Metcalf’s Bill, prior years'
expenses are in essence merely forgotten, The
chances are that they will never have any
effect on future tax liability and, in dis-
tinction to the EDA, will never be recaptured
at all. There is, however, no loss deduction
against other income and hence no potential
for an increasing deferral, Similarly, the Bill
is neutral on decreasing operations, The Bill
should not present an incentive either for
expansion or for diminution of operations,

B, The one-time development loss

Having analyzed an operation having a
recurring pattern, we should now turn to an
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operation such as a citrus grove in which
losses resulting from development costs are
reported for a substantial period before sale
at capital gains rates occurs. For example,
assume that an orchard has a cost of $100
and a four year development period, during
which the deductible expenses are $100 each
year. At the start of the fifth year the grove
is sold for an economic profit of $200 or at
a $700 sales price.

Under the EDA, the annual loss of $100
could offset otherwise fully taxable income
each year. A cumulative total of $400 in
losses would be reported, and on the sale,
$400 of ordinary income and $200 of capital
gain would be realized. The result may be
argued to be very close to a forced capitaliza~
tion of costs except for the deferral of taxes
on current income. If the ordinary income
in the year of sale is viewed to just equalize
the prior deductions, the EDA reaches the
result on sale that would flow from proper
capitalization of costs. But in the meantime,
the cost has been currently deducted against
other income with a consequent deferral of
taxes on that other income.

Under Senator Metcalf’s Bill, no losses
would be allowed, but the $400 carryover
would insulate the entire $600 gain from
tax because it would exceed the one-half
of the gain reported for tax purposes. There
would then be a complete exemption of the
gain from tax. Indeed, the farm loss carry-
over could exempt from tax another $200
of farm capital gain or $100 of ordinary
farm income. This result follows from the
language of the Bill In its present form,
but as will be noted later, the Bill could
be strengthened to avoid this result by
causing the farm loss to be absorbed against
the untaxed as well as the taxed portion
of capital gains.

The immediate reaction to the foregoing
is that the EDA is greatly superior to the
Metcalf Blll because the latter continues
to permit substantial income to be untaxed.
This ready answer may not, however, with-
stand analysis and some effort to quantify
the benefit of the deferral of taxes granted
by the EDA. We turn now to that task.

If EDA is applied to the above example, a
taxpayer in the 60 percent bracket would
reallze a tax savings of $60 In each of the
four years in which $100 of costs were in-
curred. If his rate Is the same in the year
of sale, the only effect is to loan the taxpayer
$60 for four years, an additional £60 for
three years, an additonal $60 for two years,
and finally an additional $60 for one year.
In the fifth year when the grove is sold, these
loans are repald by converting $400 of the
gain to ordinary income. In addition, the
taxpayer would pay a capital gains tax on
the economiec profit. If a taxpayer could bor-
row at rate of 7.5 percent ® per annum, these
loans would have had a value of $36 (that
is, a savings in interest expense if the funds
were borrowed) to the taxpayer. The capital
gains tax he would incur would be $50. There-
fore, there Is a net tax detriment of $14
to the taxpayer. If either the interest rate
or the period of deferral are increased, how-
ever, the odds In favor of the taxpayer in-
crease. For example, If the borrowing rate
is 10 percent, there is a virtual standoff, or
if the development perlod is extended two
years, the taxpayer's interest-free loan more
than exceeds the value of the capital gains
tax. On the other hand, if the profit margin
is greater, the taxpayer will pay a greater
tax.

This analysis suggests that the ability to
defer taxes, which must ultimately be pald,
even at ordinary rates, can be just as valuable
as complete exemption from tax, particular-
1y capital gains tax. The conclusion as to the
efficacy of the EDA as compared to the Met-
calf Bill then depends on a number of factors
that may vary from taxpayer to taxpayer,
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from year to year, and from farm to farm.
We shall return to this gquestion later.

C. Lock in versus force out

The preceding discussion raises one other
difference in the approaches; one would con-
clude that under the EDA the longer the
period of deferral, the bigger the reward to
the taxpayer. Since the deferral period exists
until there are sales, the EDA might be said
to discourage sales and thereby to “lock an
investor in" to his farm investment. On the
other hand, Mr, Metcalf grants a carryover,
which expires at the end of five years, If his
BEill is to be utilized to its optimum, the tax-
payer must sell sufficlently often to absorb
the carryover. The Bill then may be argued
to “force out” a taxpayer at least once every
six years.

An argument can be made that this differ-
ence would not exist in practice because
lengthy deferral under the EDA could lead
to a serious bunching of income. Bunching
would present a problem by raising the mar-
ginal tax rate in a year of sale sufficiently to
eliminate the deferral benefit. Thus the ar-
gument runs that bunching would tend to
force sales to smooth out the income pattern.
To the extent the realization pattern has
large bulges, they may be somewhat ameli-
orated by the averaging provisions of the
Code.™ Certainly, this is no time or place
to delve into the mysteries of averaging, but
if it operates perfectly, it can tend to cause
a realization of income at least once every
five years to gain the full benefit of aver-
aging. The bunching and the spread out ob-
tained under averaging may be argued to
undo the “lock In" effect and create its own
“force out.” ® But all of this assumes that
the increase in tax rates resulting from the
bulge in income cannot be handled in any
other way and also that the benefit of aver-
aging is substantially reduced by exceeding
the five year perlod. There is doubt that
either of these assumptions would be true in
the majority of cases. There would then be
little n;e\amn to bring the deferral period to
an end.

D. The preferred status of other farm income

Both approaches grant a preferred status
to ordinary farm income. While farm losses
may be currently used to shelter any other
income under the EDA, a farm loss may ulti-
mately result in farm capital gain being con-
verted to ordinary income. If the farm loss in
one endeavor can be used against other ordi-
nary farm income, there will be no EDA to
convert later farm capital gains into ordinary
income. For example, if other farm income
can be found to equal excess livestock deduc-
tions, full capital gain treatment will be
preserved on the livestock sales.

The Metcalf Bill might give an even greater
impetus to diversify farm operations because
the farm loss cannot be used against any
other income. It therefore has no value what-
soever unless there is other farm income,
while the EDA still permits use of the loss
against other income. If a taxpayer could
produce other ordinary farm income equal to
livestock deductions, the livestock deductions
could entirely exempt this other farm income
from tax under the Metealf Bill while the
livestock gain would be subjected only to
capital gain rates.

E. A quirk in the Metealf bill

One further aspect of ordinary farm in-
come under the Metealf Bill should be noted.
If we return to a simple case In which $100
of costs in the first year produces $110 of
capital gain in the following year, the carry-
over rules have a strange effect. After deduct-
ing one-half of the capital gain in the second
year, the farm income is $55. Under the Bill,
the farm loss carryover of $100 from the first
year would, In the second year, shelter an
additional §456 of ordinary farm income from
tax.

If the sales of livestock had been spread
over the two years, the results would differ,
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however. If the taxpayer had realized $20
of ordinary farm income and $80 of livestock
capital gains in the first year, the farm
income would have been $60 (820 of ordi-
nary income plus $40, the included one-half
of the livestock capital gains), and none of
it would have been taxable because the farm
loss of $100 would offset the farm income.
There would be no farm loss carryover to
the second year, however, because the farm
loss ($40, which results from $100 of costs
reduced by $60 of farm income) available for
a carryover would be reduced by the one-
half of the livestock capital gains deducted
under section 1202. This amount is just equal
to the farm loss, and there would be no carry-
over. The capital gains in the second year
would be $30 ($110 less the $80 of sales in
the first year), which would be reduced to
$15 of taxable income by the section 1202
deduction. There would not be any farm loss
carryover to reduce the taxable income fur-
ther. The result is that the farm loss would
have offset only the $20 of ordinary income
realized In the first year and none of the
capital gain or ordinary income in the second
year. The explanation for this result is that
the farm loss is not reduced by the amount
deducted for capital gains under section 1202
for the purposes of determining how much
farm income it can offset in the year of the
gain, but is so reduced for the purpose of
determining how much is available to carry
over to later years. In this case, that amount
eliminated the carryover.

While this result may appear strange, it is
consistent with the Code’s present treatment
of net operating loss vers, which must
be reduced by the section 1202 deduction in
the year the loss is incurred. The moral
would appear to be to avold capital gains in
years of ordinary losses. The result is one
that puts the taxpayer who is unable to
avoid capital gains In loss years at a disad-
vantage, unless he can also realize other or-
dinary farm income. It is, however, consistent
with the view that only economic losses
should be the subject of carryovers. To fail
to make this adjustment would put farm
losses on a higher level than other carry-
overs—certainly not an alm of this Bill—
because they could be carried over for use
against other farm income in greater
amounts than other loss carryovers. This re-
sult then treats farm loss carryovers like
other carryovers except in so far as it limits
their use to farm income and is consistent
with the theory of isolating and segregating
farm operations from other operations un-
less proper accounting rules are followed.

F. The small farmer ezception

The Treasury EDA is not increased in any
year in which the loss does not exceed $5,000.
If operations are fairly consistent, this pro-
vision, in effect, would permif an annual
loss deduction of $5,000 offset by capital gains
of 85,000, which would not be converted to
ordinary income. It could be exploited to the
extent of $2,250 in tax savings each year.®
This is the maximum benefit that may be
derived from this exception.

The EDA floor might, however, be objec-
tionable to some farmers who apparently are
the type of taxpayers intended to benefit
from simplified accounting. The $5,000 fig-
ure is relatively low and is not softened by
excluding any deductions from the EDA. As
a consequence the so-called *legitimate”
farmers could lose some of the benefit of cap-
ital gain treatment.

The Metcalf Bill instead would allow a
farm loss in the amount of $15,000 each
year. This annual loss allowance may be the
most serious defect of the Bill, although as
later explained it may to some extent be
remedied by other features of the Bill. The
problem may perhaps best be shown by tak-
ing a citrus grove as an example. Assume
that the land and planting cost is $10,000;
that cultural practice expenditures of $15,-
000 are incurred annually; that the grove
reaches the productive stage In the seventh
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year of its life; and that it is then sold for
$135,000, an economic profit of $20,000.

Under the excess deductions account, the
taxpayer would claim his $15,000 loss each
year and add $10,000 to the EDA, The account
would total 870,000 at the end of the seventh
year, and the balance would convert 70,000
of the sale proceeds to ordinary Income. In
addition, there would be a capital gain of
§55,000, which would reduce to $27,500 of
taxable income. This has two effects: (1)
There has been a deferral of taxes on $15,000
of income each year for six years to total
$90,000. (2) There is a bunching of ordinary
income in the year of sale. While this aspect
may appear to create a serlous problem, the
penalty arising from bunching undoubtedly
would be greatly eased by income averaging
under sections 1301-04. In addition, there has
been a gross mismatching of income and
expense.

On the other hand, the Metealf Bill per-
mits $15,000 loss to be deducted annually
if the taxpayer has no more than $15,000
nonfarm adjusted gross income. Thus there
is deferral of taxes on the income sheltered
by the loss. The taxpayer in this example
would have sheltered $80,000 of nonfarm in-
come from tax over the first six years. Upon
sale, there would be =& capital galn of
$125,000 (sales price of $135,000 less land
and planting costs of $10,000). After the
section 1202 deduction, this would be re-
duced to $62,500, which would become $47,-
500 of taxable income after reduction by the
$15,000 of cultural practices expenditures
in the year of sale, Thus the annual loss
allowance, which was designed to define a
farmer, has the effect of allowing uneco-
nomic losses to offset other income and de-
fer taxes on other income to the extent
of $15,000 per year. When this loss is re-
captured on sale, it Is taxed at no more
than capital gain rates. The continuance of
this potential to shelter other income might
induce investors to seek investments that
limit the loss to $15,000 per year were there
not other features of the Bill that should
prevent much exploitation of the annual
loss allowance.

While the Bill thus appears to have these
drawbacks, it also reduces the annual loss
allowance by one dollar for each dollar of
nonfarm adjusted gross Income in excess of
$15,000, At $30,000 of nonfarm adjusted
gross income the annual allowance disap-
pears. In the majority of cases, it is doubt-
ful that one having nonfarm adjusted gross
income at this level will have funds to in-
vest to produce a $15,000 annual loss. Also
the tax rate on a joint return at those in-
come levels is less than 40 percent, and the
tax savings, arising by permitting capital
gain treatment on the sale, is not great be-
cause the difference in the ordinary income
rate and the rate that would apply to
bunched capltal gains may not be great.
Even so, a taxpayer having nonfarm ad-
justed gross income of less than $30,000
has some opportunity (but one, which de-
clines as income increases) to exploit a farm
lose and need only answer the guestion
whether the play in tax rates is worth the
risks and investment inconvenlence. Even
with this criticism, the Bill significantly
reduces the tax benefits of farm losses.
This problem does point out that without
the phaseout, the Bill would be a far less
eflective tool.

G. The integrated and related exception

The Metcalf Bill also provides that if a
taxpayer is engaged in farming and one or
more businesses, which are directly related
to his farming and conducted on an inte-
grated basis with his farming, the taxpayer
may elect to treat all these businesses as
a single business engaged in farming. The
obvious purpose is to permit a taxpayer to
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treat a nonfarm business, producing net in-
come, as a part of his farming operation,
to reduce the farm loss and thereby reduce
the amount to which the Bill applies.

The provision also raises a definitional
problem in determining whether the two
operations are related on an Integrated
basis. This problem could be cured by pro-
viding that a business would not be consid-
ered as related and conducted on an inte-
grated basis with the farming operation,
unless it consisted of the processing of a
product raised in the farming operation.
Such an exception should apply only if the
sale of such processed produce produces a
substantlal portion of the total receipts of
the overall operation.

Even with this modification, the provision
raises the spectre that the Bill might fail
to achieve its goal by permitting the off-
setting of some “farm losses,” arising from
the farm tax accounting rules, against in-
come earned in other business. For example,
& taxpayer might be engaged in processing
frozen orange concentrate from an orange
grove on which large expenditures and con-
sequent “farm losses" were incurred because
a part of the grove had not yet reached full
production. The grove, as a whole, presum-
ably would be related to and conducted on
an integrated basis with the concentrating
business, and the special benefit of deduct-
ing “farm losses" against income from the
concentrating business would be continued.
Primarily, this provision would benefit those
taxpayers who have the capital and resources
to engage In a business related and inte-
grated with their farming operations. With
respect to these taxpayers the Bill would
not accomplish its basic objectives, even
though these taxpayers would not appear to
be the type of taxpayer for whom the special
farm accounting rules were devised,

Thus, even If modified as suggested, the
Bill might not accomplish its basic purpose.
The treating of separate businesses as a single
operation departs from the usual practice in
administering the tax law and may raise
problems neither foreseen nor foreseeable at
this time. There is little to be said for the
provision, and it should be eliminated.

The EDA has a similar exception, which is
not explicitly stated. S8ince the EDA converts
capltal gain to ordinary income only on a
sale, it would never be actuated in many in-
dustries. For example, the frozen orange julce
concentrator just mentioned might never sell
the grove. If he did not, the EDA would have
nothing on which to operate, The EDA would
thus continue to permit the offsetting of farm
losses against Income from other sources for
which the taxpayer would pay no penalty.®

H, Specially treated deductions exception

The Metcalf Bill permits a taxpayer to
choose between the $15,000 annual loss allow-
ance and the total of certain so-called spe-
clally treated deductions. These deductions
are taxes and Interest, losses and expenses
arlsing from abandonment, casualty, or
drought, and recognized losses under sec-
tion 1231, The theory seems to be that these
losses are indeed economlic losses and should
not be subject to the disallowance rule, There
is considerable appeal to this position, and it
probably reaches a proper result.

In contrast, the Treasury’s EDA makes no
exception for such expenses, It should be
noted that the EDA never disallows a loss.
Rather, it is the measure of later capital gain
that will be converted to ordinary income, A
fallure to exempt these expenses from the
EDA must rest on the premise that either (1)
the $5,000 annual exception will account for
them, or (2) the capital gain provisions are
80 generous that any loss, whether economic
or not, should be used as & means of re-
capturing ordinary income deductions, In
elther case, the reasoning seems to be a little
thin, and it seems likely that exclusions of
some sort will be made,
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I. Both approaches involve certain assump-
tions regarding causes and effects of
losses
Both the EDA and the Metcalf Bill may be

characterized as being arbitrary, The EDA
operates on the premise that a farm loss
creates capital gain., Perhaps a fairly valid
assumption, but it may not be true when
the loss results from casualty.

Similarly, the Metcalf Bill's denlal of a
loss is not explicitly limited to artificlal
losses created by the special farm account-
ing rules. The specially treated deductions
exception may have virtually that effect, par-
ticularly if modified as hereinafter suggested.
Its assumption that any remaining loss is
created by the special farm accounting rules
is on balance probably a fairer assumption
than the assumption underlying the EDA.

Criticism of either proposal on this ground
is not serious, and both underlying assump-
tions could be argued to be valid in a suf-
ficiently large majority of cases to provide a
basis for legislative action.

J. 4 final note on the Metcalf bill

As previously noted, limiting the amount
of a farm loss deductible against the amount
of other farm income will ordinarily remove
the so-called negative Income tax effect.
When farm income is only the included one-
half of capital gains on which the tax rate
is limited to 256 percent, however, deduction
against ordinary income by a taxpayer hav-
ing a tax rate in excess of 50 percent will
continue to result in the negative tax effect.
That is, one having a tax bracket greater
than 50 percent will be able to achieve an
effective tax of less than 0 percent on his
overall farm profits because the tax saving
from the loss deduction, although the de-
ductible loss is limited to the taxable portion
of capital, is greater than the tax on the
capital gain,

The fact that the negative income tax effect
is not entirely removed is not attributable,
however, to either the cash method or the
deduction of one-half of capital gains
Rather, it is solely attributable to the alter-
native 26 percent tax on capital gains. If
rates on capital gains were not so limited
but allowed to progress up to one-half of
the ordinary rate, the negative tax on farm
profits would be fully remedied by this pro-
posal® The EDA does not suffer from this
disabillty,

K. A final note on the EDA

As presented In 1963 and as under the cur-
rent proposal, the EDA is a matter personal
to the taxpayer. Apparently, the 1863 pro-
posal would have applied upon any disposi-
tion of property while the current Technical
Explanation deals only with “sales.” Presum-
ably, sales will be transformed into disposi-
tions when the statutory language is drafted.
If it is not, a number of transfers could per-
mit the taxpayer to have had the advantage
of the deduction while shifting the capital
gain asset to another taxpayer. These trans-
fers would include gifts, charitable contribu-
tions, transfers to corporations under sec-
tion 351, reorganization transfers, transfers
to partnerships under section 721, transfers
to trusts, corporate liquidations, transfers to
or distributions by an estate or trust, and
like exchanges and involuntary conversions.

The difficulty with imposing a tax on these
transfers is that the taxpayer has not re-
ceived any cash providing the wherewithal
for paying the tax. In addition, the recapture
provisions under section 12456 and section
1250 provide special treatment for these
transfers (other than taxable corporate
liguidations and distributions by estates and
trusts), and the Treasury may be hard
pressed 0o make a case for taxing transfers
under the EDA, which are not now taxed
under these recapture provisions, It is sub-
mitted that such a case can be made, how-
aver.
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Except for a few industries such as the
leasing of automobiles, most depreciable
property subject to section 1245 does not
by its very operation constantly produce
merchandise for transfer, even though the
merchandise so produced has also been used
in the trade or business. The process of
culling the livestock crop does produce this
merchandise. The very nature of the busi-
ness makes it inevitable that there will be
substantial property that must be trans-
ferred. In most section 1245 cases, the prop-
erty is either abandoned or transferred at
nominal value. It may be argued that re-
capture is satisfactory in these cases but
that it is unsatisfactory when transfers are
inevitable and each transfer presents a sub-
stantial tax avoidance opportunity. Thus
the abuse possibilities are worse in this
case, and recapture just is not adequate to
handle the problem.

If the tax is not imposed at the time of
disposition, a substantial avoidance problem
can arise, although it might be possible to
have the EDA carryover to the transferee.™
Even with a carryover, there would still be
the possibility of shifting substantial
amounts of income from a high bracket tax-
payer to a low bracket taxpayer.

L. Making the choice

Since the foregolng may not have made
the choice between the Treasury's proposal
and the Metcalf Bill clear, perhaps we should
return to our early discussion in which the
benefits of expensing capital expenditures
while reporting sales proceeds as capital gain
were first specified as (a) a deferral of taxes
on an amount of other income equal to the
prematurely deducted capital expenditures,
(b) the complete exemption of profitable
operations from any tax until the ratio of
sales proceeds to costs exceeds the ratio of
the ordinary tax rate to the capital gain rate,
and (c¢) the negative tax effect that results,
even though the operation is profitable, if
the deferred taxes under (a) are greater
than the taxes pald on sale. Since none of
these advantages generally is available to
other businesses, we should test any solution
in light of the extent to which these bene-
fits would be eliminated. In view of this
criterion and based on the assumption that
profit margins in farming are low,”” there
would seem to be little doubt but that the
Metealf Bill is superior to the EDA in the
prime areas of abuse: (a) development costs
of plants, and (b) livestock. In addition, as
later explained, the Metcalf Bill may reach
some of the other areas of abuse.™

First, as to the matter of deferral, the
Metealf Bill begins to cut off this benefit
when the taxpayer's nonfarm income exceeds
$15,000, and at £30,000, the interest-free loan
from the Government is no longer available.
In comparison, the EDA does not disallow
any loss, It has no effect on the deferral
feature of deducting capital expenditures.

Second, the EDA seems to eliminate the
prospect that a profitable operation will be
completely exempt from tax. As we have seen,
the Metcalf Bill permits this exemption to
continue. This aspect of the Metcalf Biil
could be remedied, however, by requiring that
the full amount of farm capital gains be
reduced by the “farm loss” before reducing
the farm capital gains by the deduction
under section 1202. The farm loss carryback
or carryforward would be similarly limited.
As a result, net farm gains would be taxed at
least at capital gains rates.

But even without this change, it appears
that the choice between the EDA and the
Metcalf Bill remains the same because when
profit margins are low, the deferral is much
more advantageous than exemption from tax.
This results because deferral is an interest-
free loan on the marginal tax rate multiplied
by the entire cost while exemption is an
exemption from a capital gains tax on profit,
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which is low in relation to the cost. Thus,
under the EDA, the interest-free loan from
the Government is repaid rather slowly. For
example, if costs consistently run $100 while
sales are at a 5 percent profit margin or $5,
the EDA permits a taxpayer to make no sales
until the second year and to obtain the bene-
fit of having deferred the tax on £100 over
the following 20 years. If we assume & 70
percent taxpayer having in today's market a
T percent borrowing rate, the annual benefit
realized by the deferral is $4.90. In return for
this benefit, he pays $1.25 of tax each year as
the cattle are sold. The net benefit thus is
$3.65, which reduces by 5 percent each year.

This savings may be compared to the ex-
emption from tax of the net annual capital
gain of &5, which is $1.25. This exempiton
would be achieved under the Metcalf Bill,
but it has less value than deferral when profit
margins are low.

When an asset such as a citrus grove is
developed, the deferral aspect of the EDA
may have substantially more benefit than
exemption from tax. For example, if a $1,000
loss is incurred each year for a five-year
period, a 70 percent taxpayer having a bor-
rowing rate of 7 percent will be able to re-
duce his overall capital cost by 17.5 percent
of the total cost just by the benefit of the
deferred taxes. To obtain the same benefit
in exemption from capital gains tax, the
grove would have to be sold at an economiec
profit of 70 percent. If the grove is sold, the
EDA will result in a bunching of ordinary
income in the year of sale when the EDA is
actuated and recaptures the prior deductions,
While bunching might offset some of the
benefit of deferral, if the taxpayer is not
consistently in the top bracket, the averag-
ing provisions of the Code may spread the
bunched income over the deferral period thus
lessening the bunching, but the benefit of
deferral would remain.

In addition to the value of deferral result-
ing from the Government’s loan for the
amount of the deductions multiplied by the
taxpayer's marginal tax rate, it also cuts the
federal government in on the loss side of the
transaction well before either the taxpayer or
the Government can know whether the ven-
ture will ultimately be a success, The value
of this risk shifting is probably far more
than the interest-free loan,

This brings us to the third standard: to
what extent is the negative tax eliminated?
Under the EDA, the negative tax may occur
if the sales proceeds are recaptured at a
lower tax rate than the rate in the effect
when the expenses were deducted. Thus, if
the taxpayer can await retirement, a lower
income, death, or achieve a transfer to a
lower bracket taxpayer,” the taxpayer not
only has the benefit of deferring taxes on
other income by currently deducting his
farm costs, but a negative tax can be effected.

The Metcalf Bill does not completely fore-
close the possibility of a negative tax sub-
sidy. This potential is, however, preserved
only (a) when the abuse may at least be
saild not to be great (taxpayers who have
less than $30,000 of nonfarm adjusted gross
income),™ and (b) to those taxpayers who
have a marginal tax rate in excess of 50 per-
cent. For example, in the latter case if a
taxpayer in the 70 percent bracket has a $50
farm loss and $100 of farm capital gains,
the farm income under the Bill just equals
the farm loss that remains fully deductible
against other ordinary income. The loss
would produce a tax saving of $35, while the
farm capital gains are subjected to only a
$25 alternative tax for capital gains. This
latter undesirable effect results from the
alternative tax on capital gains, but it could
be prevented by a slight modification in the
Bill. If farm losses were required to offset
farm capital gains before application of the
alternative tax rate, there would have been
no farm loss to use against ordinary income.
In the example, the farm loss would have
reduced the farm capital gain to $50 on
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which a tax of $12.50 would have been paid.
Thus the Bill may be structured to handle
this problem.

In addition to these fundamental gques-
tions, the Metcalf Bill also reaches the so-
called do-it-yourself averager who, under the
Bill, would not obtain any benefits by maxi-
mizing his loss in one year since it could not
be used to insulate any income outside the
farm assets. The EDA would have no effect on
this device.

Also, the Metcalf Bill may have some salu-
tary effect on the true hobby farmer who
could deduct no loss unless he adopted a
proper accounting method. If he did so, he
could continue to deduct his hobby loss so
long as he could prove it was more than a
mere hobby. Adoption of proper accounting
would seemingly reduce the amount of the
annual loss, although it might not remove it.
On the other hand, if there are few sales
from the hobby operation, the EDA would
have little impact.

To sum up, the EDA fails to close the door
on deferral, does not eliminate the possibility
of exempting farm profits from tax unless
the amount subject to recapture is taxed at
the same rates as amounts deducted, and
also opens wide the door of avoldance by
transfers that will result In the negative tax
effect. Neither does it reach the do-it-your-
self averager. Its effect on the ‘“hobby
farmer"” Is unpredictable. On the other hand,
the Metcalf Bill phases out deferral com-
mencing at $15,000 of nonfarm adjusted
gross income and completing the job at the
$30,000 level. It does permit, however, an ex-
emption of some farm profits from tax, a
matter to be discussed in the next section. It
eliminates the negative tax for all but a few,
but improvements to be discussed will do
away with this problem. It also reaches the
do-it-yourself averager. It might also have
some effect on the “hobby farmer."” On most
counts the Metcalf Bill is superior to the
EDA, This conclusion suggests that recap-
ture of any sort is a most ineffective tool.

M. Improvement in the Metcalf bill

Having decided that the Metcalf Bill ad-
dresses the problem more directly, we should
note that a number of changes could be
made to the Bill that would improve it
substantially, The following might be
considered:

(1) Losses on ordinary assets (as distin-
guished from section 1231 assets) might be
included in the category of speclally treated
deductions. These losses are true economic
losses, and there is no reason to disallow
them, The failure to include them would
appear to be mere inadvertence. These losses
probably would not occur in many cases, for
most of the farm assets producing ordinary
income either have no basis or are held in
an inventory. In the former case, a loss could
not be realized on the sale, and in the latter
case, the taxpayer probably would not be
subject to the Bill in any event because he
would qualify under the provision excepting
taxpayers using inventories and capitalizing
capital expenditures.

(2) The Bill now allows an annual allow-
ance of $15000 if the taxpayer's nonfarm
income does not exceed $15,000. For each
dollar above $15,000 of nonfarm income, the
loss allowance is decreased by one dollar. The
obvious purpose is to exempt the so-called
legitimate farmer who may have a small out-
side income. Without this very important
feature of the Bill, it would be far less effec-
tive. The $15,000 figure may, however, be too
high, and the Bill's author might consider
adding an alternative phaseout so that two
dollars of loss would be disallowed for each
dollar of unearned investment nonfarm in-
come of more than $5,000, The present phase-
out should remain, and the one permitting
the smallest loss would govern if there were
any conflict between them.

(3) As previously noted, a number of tax-
payers may purchase breeding herds, depreci-
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ate them for a short period, sell the herd,
and realize substantial capital gains on the
excessive depreciation. While this practice
appears improper, there may be an enforce-
ment problem arising from the inability of
the Internal Revenue Service to audit all
taxpayers. The enforcement problem could
be solved automatically by including live-
stock in the recapture provisions under sec-
tion 1245. Logleally, there is no reason to
exempt livestock, and it would prohibit
fAnagling with depreciation, even though the
taxpayer elected accrual accounting in order
to avoid application of the Bill

(4) Under the Bill, the farm loss would be
permitted to offset other farm income, and
it may also be carrled over to other years.
In neither case does farm income include the
untaxed portion of capital gains. A loss of
850 may thus continue to offset $100 of
capital gain income in either the year of
loss or when used as a carryover. This dif-
ficulty could be removed by requiring the
loss first to be applied against ordinary in-
come, and any balance then could be applied
against capital gain income before the sec-
tion 1202 deduction or before application of
the alternative capital gain rate. The same
treatment would be prescribed for carry-
overs. Thus, in the case in which the farm
capital gain in the current year is $100 and
the farm loss Is §50, the capital gain would
be reduced to $50 on which a tax would be
paid. ITf there were also ordinary farm in-
come of $20, the farm loss would be reduced
to $30, and the farm capital gain would be
$70. Exactly the same treatment would be
accorded carryovers, For example, if the cur-
rent loss is $50 with no capital gain until
the following year, when $100 of farm capital
gains are realized, the $50 loss carryover
would reduce the capital gain to §50 on which
a tax would be paid.

An alternative to the suggested treatment
would be to require that the farm loss to
be an adjustment to the basis of assets. This
would necessitate deciding whether to adjust
the basis of ordinary income or capital galn
assets. It could also raise administrative prob-
lems if depreciable property were involved
by presenting a new depreciation base each
year. If, however, the alternative of a basis
adjustment were chosen, presumably the
adjustment would not be permitted to create
losses but only to reduce gains to zero.

VII. IN DEFENSE OF THE FAITH

We have spent much time discussing the
present farm tax rules and considering solu-
tions. While all of this should make the need
for a remedy clear, we would be remiss if
we did not grant the opposition an oppor-
tunity to be heard. We now turn to it.

The House Committee on Ways and Means
has twice held hearings on the farm tax loss
problem.™ The Iinteresting aspect of these
hearings is that even those opposed to any
proposed changes in the law note that there
are abuses of the present scheme. The def-
inition of abuse,”™ however, appears to de-
pend on the speaker. Some speakers defend
the subsidy to certaln agricultural activity,
even though it benefits a taxpayer whose
major distingulshing feature is a source of
large income from nonagricultural income.
The defenses offered by these speakers are
to be discussed.

A, The proposed solutions discriminate
.against farming

One of the more frequent complaints is
that directed toward the excess deductions
account in 1963. The agrument was made
that it offered a special set of rules for farm-
ing. Similarly, the same argument was made
at the hearings last March.

Undoubtedly, this argument states a tru-
ism. There 1s, however, a reason for this dis-
criminatory treatment. Farming is an in-
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dustry having a special dispensation from
tax accounting provisions otherwise hav-
ing general application. This dispensa-
tion is the use of cash accounting and
the expensing of capital expenditures when
these procedures do not properly reflect in-
come. It seems proper that losses created
by special rules should be treated specially.
Under either the Treasury's EDA or the Met-
calf Bill, the special treatment of losses may
be avolded by giving up the benefit of the
special accounting rules. The special treat-
ment ends when the benefit of special ac-
counting rules end. Real economic losses,
determined under accounting practices gen-
erally applicable to industries other than
farming, then would be treated exactly as
real economic losses in other industries, They
would be fully deductible,

B. Present law is adequate to handle the
ij L

Opponentis of change sometimes argue that
sectlon 270 of the Internal Revenue Code
(which disallows business losses when they
exceed $50,000, for 5 consecutive years) along
with the hobby cases are adequate to deal
with the “farm loss" problem.

The second of these assertions is obvious-
1y not true. Indeed the hobby loss was spe-
cifically excepted when we started our in-
quiry. We are dealing with cases in which
there is a desire to make a profit, and a profit
may well be made. Even so, there is a tax loss
that results in a negative income tax result,

As to the other assertion, section 270 is
not adequate for many reasons, First, even
though not included In taxable income, the
deducted one-half of capital gains may be
added to farm income to determine whether
the loss exceeds $50,000. Perhaps of even
greater significance, however, is the exclu-
sion of certain expenses from the expense
slde (thereby lessening the loss), for the pur-
pose of ascertaining whether section 270 ap-
plies but not for the purpose of the tax com-
putation. Any expense that a taxpayer has an
optlon either to capltalize or to expense is
excluded. Therefore, the very expenses that
create the tax loss ™ do not enter into the
computation, which determines whether the
section will be applied.

While these liberalities would prevent ap-
plication of the section to most taxpayers, a
final escape hatch is offered by the cash ac-
counting method, which to some extent per-
mits the deferral of both income and expense
while also offering the opportunity to an-
ticipate both income and expenses, The com-
bination of these deficiencies permits all but
the hopelessly incompetent or blissfully un-
aware to avoid the application of section 270.

C. Ouftside capital necessary to agriculture =

Another reason strongly stressed for no
change in the present tax law is the need for
“outside” capital in agriculture. History is
cited to support this conclusion. The argu-
ment hinges on the plea that, without the
tax benefits offered farming (notably live-
stock), the outside capital would not be at-
tracted and presumably something disastrous
to agriculture and to the American consumer
would result.”™

Because this author is not an economist,
this article is certainly not a forum in which
to argue the economic effect of our many
tax provisions, Let me comment briefly, how-
ever, on the several facets of this argument
as follows:

(1) As noted by one witness in 1963, out-
side capital has been necessary to agriculture
since as early as the Civil War. There was no
income tax system then and no tax subsidy.
Yet agriculture managed to attract the nec-
essary capital.

(2) Demand for agricultural products, i.e.,
the ability to sell, not a tax benefit, creates
the need for farm capltal. If that need con-
tinues and if farm prices are inadequate ab-
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sent the tax subsidy, farm prices will in-
crease to provide an adeguate attraction.

(3) By eliminating the “tax farmers” who
can survive with a lesser profit than one who
does not have outside income, those who are
largely devoted to farming may be attracted
to stay rather than to be driven out.

(4) There is not likely to be any effect on
prices.™

(5) If special incentives are needed, cer-
tainly Congress can work out a system that
avoids the negative income tax and benefits
all participants evenly across the board or
in a more rational manner than the pres-
ent scheme, which confers the greatest bene-
fits on those having the greatest amounts
of outside income,

D. The rules encourage research
development

Often the claim is made that development
of purebred seedstock is dependent upon the
present tax rules permitting deduction of
those costs.

This claim seems to say that there must be
a profiigate waste of funds in order to secure
some very remote benefits resulting from
loss operations, If subsidles are needed for
research, they can easily be provided without
wasting funds on those merely in the busi-
ness of producing meat. The question is
whether we should continue to subsidize
the many to benefit a few.

In addition, if these expenses are true re-
search and development expenses, they may
be deducted under section 177 merely by
electing accrual accounting under the Met-
calf Bill, A similar election will avoid the
EDA

This argument also presumes that the
losses under discussion are true economic
losses. That is highly doubtful. First, if the
taxpayer has no other farm operation, he is
not likely to be engaged in a consistently
profitless research program. It undoubtedly
would be structured to turn a profit some
day. Under the Metcall Bill, his losses may
be carried forward to that day to offset
against the gains. If he wants to use them
today, he may elect accrual accounting, Un-
der the EDA, the taxpayer's present use of
the loss at ordinary income rates is reeap-
tured at the same rate.

Finally, the claim that this is just like the
research division of a corporation overlooks
the fact that those divisions usually are a
part of an integrated operation that pro-
duces profits. This differs from the cattle sit-
uation in which the tax losses are suffered
by an operation not related to another divi-
sion, In the cattle case, only the tax losses
are reported. There are no ordinary income
profits. This, of course, indicates that the
losses are not economic losses,

E. The present scheme does not produce a
revenue loss ™

The claim is often made that the negative
tax effect costs the Treasury nothing. This
claim must have either one of two meanings.

First, the economic activity supported by
the subsidy increases the federal govern-
ment's revenue because the subsidy dollars
are spent with suppliers of agricultural goods
who pay tax on their receipts. Under this
view, most expenditure programs would have
no cost to the Government. Obviously, it
cannot be used as a measure of the revenue
loss.

Second, the charge may be that cattle
operators pay taxes. Indeed, one witness at
the recent reform hearings pointed out#®
that in 1968 his clients had ordinary income
of $15,000,000 and capital gains of $4,000,000.
Also, his clients' inventories Increased by
$3,000,000.

One should not, however, conclude that
these taxpayers paid any tax on their cattle
operations because the witness also pointed
out that they spent $20,000,000.2 An analy-
sis of this example, however, again illustrates
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the problem in the farm area. Take the wit-
ness's figures:

Net expenditures
Less ordinary income

Difference
Less taxable one-half of capital
gains

Net tax loss

The farm loss of $3,000,000 applied against
other income would certainly produce some
tax savings. Thus there was a cost to the
Treasury.

The comparison to other businesses is
interesting. First, the $3,000,000 loss would
be reduced by $3,000,000, which went into
the inventory or products to be sold in the
future. This would reduce the loss to zero.
If the $4,000,000 reported as capital gain
were fully taxable, however, as it would be
in most other industries, there would be
net projfits of $2,000,000. Instead, the tax-
payers in the cattle operations reported a
net loss of $3,000,000.

F. Any change would force many farmers
onto accrual accounting, which is just not
possible
This claim is really two contentions. Both

appear equally erroneous.

First, not many farmers would be affected
by the Metcalf Bill. In 1966 there were
3,000,000 familles living on the farm. Less
than 4 percent of those families had $15,000
of gross income from all sources.” The Treas-
ury Stafl Studies * estimated that 14,000 tax-
payers would be affected by its proposal. The
Metcalf proposal would reach a larger group
because of his phaseout of any deduction
at the $30,000 nonfarm adjusted gross in-
come level. In no event, however, could it
reach more than 120,000 farmers (4 percent
of 3,000,000 families). Thus certainly not a
large part of the farm population would be
affected. The EDA recommended by the Trea-
sury in 1969 would reach no more than
80,000 farmers.”

The second claim that accrual accounting
is just not possible also seems refutable. It
is now used by some taxpayers, There are
inventories that permit an approximation of
the cost of raising animals. While they may
have their problems, they at least may be
employed and would more accurately reflect
income than the present scheme, particularly
if the changes discussed above were adopted.

G. The present scheme is a deliberate sub-
sidy carefully designed by Congress®

Many proclaim that the interplay of cur-
rent deduction and capital gains is a well
thought out subsidy. While there may be
some superficial appeal to this argument, it
will not withstand analysis.

The farm problem under discussion arises
out of (1) deducting capital costs and (2)
conferring capital gains on certain assets.
As was traced in some detail above, the first
aspect of this combination developed very
early in the administration of the income tax
law. It was also developed by an administra-
tive agency, which had no authority to con-
celve and implement plans for the distri-
bution of federal money. It does not seem
likely that this portion of the present law
had any deliberate conception as a subsidy.

The capital gain portion of the combina-
tion seems equally as accidental. The 1942
amendment, which first brought cattle into
the capital gain arena, certainly makes no
reference to the subsidy impact.

After doubt and controversy arose in the
1940's, the farm interests succeeded in getting
legislation in 1951. But neither in 1950 nor
1951 was there any discussion of the subsidy
effect of conferring capital gains on live-
stock. The plea rather seemed to rest on
clearing up confusion and giving the treat-

Footnotes at end of speech,
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ment to farm assets that was accorded other
businesses.

Not until 1952 was there any discussion of
the tax policy effect of these provisions™
While the Treasury's presentation of the
excess deductions account in 1963 and in
1969 focused on the two aspects at the heart
of the farm loss problem, they do not put
the problem in its proper posture. These
aspects are (a) the use of farm losses to
offset other income and (b) the production
of a tax profit when there is an economic
loss.

The second aspect was universally de-
nounced by the witnesses who appeared be-
fore the Ways and Means Committee in 1963
and in 1960. It hardly seems likely that
failure to take action condones a system
achieving that result. Rather, in the words
of Representative Watts® there was diffi-
culty in separating the sheep from the goats.

As to the first point, the Treasury seems
content to show that the losses, artificially
produced, are used to offset income of an-
other endeavor, While that statement is
accurate, it does not demonstrate that in fact
a profitable operation is not only paying
no tax but is indeed receiving a subsidy from
the Treasury in the form of reduced taxes
on other income. Certainly, the latter state-
ment of the problem is hard to defend and
truly illustrates what is happening. Short
of a presentation in this fashion, it is doubt-
ful that one can say that Congress has con-
doned it.

In 1952 only the Senate Finance Committee
considered the matter, and In 1963 only the
House Ways and Means Committee consid-
ered it. The failure of these committees to
act on the basis of the not well directed
testimony of the Treasury should hardly be
construed as congressional approval of a sub-
sidy system, particularly when that subsidy
is not available to the individual engaged
only in the activity, which, if the argument
were accepted, Congress intended to subsi-
dize. In 1969, the House took action by in-
corporating the EDA into H.R. 13270. While,
as later discussed, the provision adopted
would likely be largely ineffective, it does
manifest a notion that this subsidy has
difficulties, which require pruning, if not
elimination.

IX. CONCLUSION

Our existing farm tax laws permit tax-
payers having income from other sources to
invest in farm assets to a large extent at
the expense of the public fise. While it has
been argued to be a deliberate subsidy to
farmers, this seems doubtful on the record.
It also seems implausible that Congress in-
tended a subsidy that has little or no value
to one having only the kind of income that
it intended to benefit. The argument would
mean that one hand giveth while the other
taketh, by inducing unfair competition from
the “tax farmer"” who because he has sources
of other income can subsist on little or no
economic profit. Thus, even if Congress did
intend the present scheme as a subsidy, it
should be recast in a more rational form.

This subsidy is a negative income tax
because the tax savings resulting from the
premature deduction of capital costs against
ordinary income is greater than the capital
gain tax Ineurred on the sale of the prop-
erty. There are now pending several pro-
posals that measurably improve the tax law.
None of them attacks the problem directly.
Rather, they attempt to preserve some part
or all of the tax benefits for selected tax-
payers., As a consequence, they are complex,
Since the complexity arises from an effort to
maintain simplicity for the vast majority of
farm taxpayers, the burden of complexity
will fall only on those who want to retain
whatever benefits remain after enactment of
the remedial legislation.

Of the proposals pending, the Metcalf Bill
offers the best designed solution. It is di-
rected to the current offsetting of artificial
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farm tax losses against nonfarm income. It
does not concede the propriety of this off-
set and consequently need not seek to im-
pose a penalty at some later date, when the
capital nature of the earlier losses is finally
revealed. It is well designed to limit its ap-
plication to artificial losses. It does not pre-
sent the estate planning possibilities of some
of the other solutions, and it does seek
to exempt many farmers.

Since the Metcalf Bill appears to offer a
better solution, it is lamentable that the
Treasury's 1969 proposals did not endorse
it, as did the previous Administration.
Rather, the Treasury opted to present a
solution which may accomplish many of the
objectives. But by rejecting the Metcalf
Bill proposal and advancing its own, the
Treasury will find that effort, which could
have been expended on passage of a solution,
will be directed to demonstrating the superi-
ority of its solution. This may prove a diffi-
cult, if not impossible task, that will un-
doubtedly annoy many of the proponents of
the Metealf Bill. Therefore, the fight may
degenerate to one between those who want
some action rather than between that group
and those who have prospered from and are
interested in maintaining the status quo.
One doubts that the principles, which led to
rejecting the Metcalf Bill, could be worth
the loss in solidarity. Indeed, the principles,
which militated so strongly against the Met-
calf Bill, are not clear.

Be that as it may, the House Committee
on Ways and Means at one time tentatively
adopted the EDA substantially as recom-
mended by the Treasury.” While it might
have achieved some needed reform, it un-
doubtedly would have presented the oppor-
tunity for the artful tax lawyer to plan
around the EDA. But the Bill reported out
by this Committee and passed by the House
appears to be about as an ineffective ver-
sion of the Treasury's suggestions as could
be envisioned. As passed by the House, tax-
payers having nonfarm adjusted gross in-
come of less than $50,000 would not be re-
quired to keep an EDA. Furthermore, farm
losses would be entered into the account
only to the extent that they exceeded $25,000.

In 1964 there were about 18,000 tax returns
showing nonfarm adjusted gross income in
excess of $50,000. About 3,000 of these tax-
payers turned a farm profit with the balance
reporting losses. Thus only about 15,000 farm
returns showing farm losses meet the outside
income test. Yet in the same year, there were
about 1,109,000 farm returns (out of 3,000,-
000) showing a farm loss. As a conseguence,
the Bill would affect less than 0.5 percent of
all form returns and less than 1.5 percent of
farm returns showing a tax loss® This rela-
tively insignificant impact will be even fur-
ther reduced by the exception of any loss, or
part thereof, that does not exceed #$25,000.
The fairest guess seems to be that the pro-
posal might have some impact on as many as
4,000 or 5,000 tax returns.” The revenue esti-
mate for the long run is $20 million.™ This
compares with a revenue estimate of $50
million for the Treasury's recommended
EDA * and $205 million if the Metcalf Bill
were enacted.® The Treasury's proposal
might have reached as many as 75,000 re-
turns in any year,” while the Metcalf Bill
would have reached around 14,000 taxpay-
ers,” about the number of returns which
meet the nonfarm adjusted gross income test
under the Bill, but with an impact over ten
times as great when revenue estimates are
considered. These comparisons strongly sug-
gest that H.R. 13270 would reach only the
visible portion of the iceberg.®

The amount of revenue raised and the
number of taxpayers affected are not, of
course, the important criteria by which to
measure a provision dealing with the farm
loss problem. The question is whether the
proposal will significantly reduce the fed-
eral subsidy going to taxpayers having both
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(a) certaln kinds of farm investments and
(b) substantial nonfarm income while pro=-
viding relatively Insignificant benefits to
those who do not have the nonfarm income,
The overall purpose thus Is to discourage
some investments in farm assets by improv-
ing the equity of the tax structure. On this
ground, the Bill passed by the House seems
destined to fail. It will permit all comers
to incur tax losses up to $25,000 each year. An
investment of this size may have substantial
capital gain possibility.

Finally, the purpose of restricting the
operation of the Bill to those taxpayers hav-
ing a coincidence of $50,000 in nonfarm ad-
Justed gross income and a farm loss in ex-
cess of $25,000 is not clear, It seems unlikely
that a “legitimate farmer” cannot be more
precisely defined. Thus the high dollar limits
seem not to have a definitional purpose, Nor
is the abuse limited to taxpayers having this
happy combination of circumstances. But
even If it were, under the Bill, they are per-
mitted to exclude from the EDA the first
$265,000 of farm loss each Yyear. Since the
justification for these limits is not imme-
diately apparent and since the Bill does not
appear altogether effective, it seems likely
that Senator Metcall will continue to press
his solution, and the issue will be joined in
the Senate1®

Regardless of the outcome, there would
appear to be some learning here that may be
applicable beyond the farm field. We noted
at the beginning that other industries such
as oil and gas, real estate, and timber may
offer much the same opportunity for tax
avoidance as does investment in some farm
assets, The benefits in these areas are also
predicated upon premature and excessive
deductions, and repair of the tax law in these
areas 1s badly needed.

The foregoing analysis is helpful in sug-
gesting guldelines and means of testing those
golutions that may be put forward for these
other areas, The problem must be precisely
identified to expose the source of the diffi-
culty. At that juncture, two paths will be
offered. The problem may be attacked
frontally as, for example, proper cost
capitalization attacks the farm loss prob-
lem. If that route is not chosen and if ex-
cesslve deductions are the problem, there are
two means of dealing with them. First, the
deductions may be blessed when claimed
with a recapture of them at a later time. The
other is to operate directly on the deduction
by limiting its benefit either to a specified
group or in a specified amount. Either means
is complex, but there would seem to be no
question but that the former, & recapture
of prior excessive deductions, is & most in-
appropriate way of dealing with excessive
deductions. Thus, unless all other techniques
are exhausted and rejected on some mnore
fundamental ground, the concept of re-
capture should not be raised as a solution.
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11 173 F.2d 339 (Bth Cir. 1949).

2 In a livestock operation, there is an an-
nusal crop of young animals, Since few farme-
ers have either the capacity or the desire to
increase their operation by the full amount
of each crop, some part of the livestock must
be sold. Normally those animals least fitted
for the operation are sold. The process of
selecting the animals to be sold is referred
to as “culling,” and the animals so selected
are “culls.”

B H.R. Rep. No. 3124, 81st Cong., 2d Sess.
28 (1950) makes clear that Senate Amend-
ment No. 82 was rejected largely because it
was limited to cattle, It also expressed hope
that the Treasury would administer the law
in accordance with the Albright decision.

1 Revenue Act of 1951, § 324. The Act stated
that livestock held more than 12 months
regardless of age and held for draft, breeding,
or dairy purposes would be treated as prop-
erty used in the trade or business for the pur-
pose of § 117(]) of the Internal Revenue Code
of 1939, now § 1231 of the Internal Revenue
Code of 1954.

5. Rep. No. 78, 82d Cong., 1st Sess. 41
(19561).

18 The letter pointing out that the deduc-
tlon of livestock ralsing costs from ordinary
income while allowing capital gains treat-
ment for the sale of breeding livestock dis-
torted income downward by $275,000,000 a
year and gave a windfall to those farmers
and ranchers then using cash basis account-
ing. Letter from Secretary of Treasury Sny-
der to the Chairman of the Senate Finance
Committee, 88 Conc. Rec. 8307, 8308 (1952),
also reported In CCH 1952 Stanp. FEp. Tax
ReP. 1 6239 (June 27, 1952).

17 See notes 13, 14 & 15 supra.

5 See HOUSE CoMM. oN WAYS AND MEeaNs
and SENATE CoMM. ON FINANCE, TAX REFORM
BSTUDIES AND PROPOSALS OF THE U.S. TREASURY
DeparTMENT, 91st Cong., 1st Sess., 151, 154
(1869) [hereinafter cited as TrEASURY STUD-
1E5|; HousE CoMM. ON WAYS AND MEANS, THE
PRESIDENT's 1963 Tax Messace, B8th Cong.,
1st Sess. 144-45 (1963) [hereinafter cited as
1963 Tax Messace]; letter from BSecretary
Snyder, supra note 16, For a discussion of
“hobby farming™ see Sweeney, The Farm Loss
Deduction, 53 AB.AJ. 447 (1967), and Dick-
inson, The Farm Loss Deduction: A Reply,
53 A.B.A.J. 1111 (1967).

» Reported on Schedule F, Internal Reve-
nue Service form 1040, and which would off-
set other fully taxable income.

= This is the taxable portion of the capital
gain, which is reached by reducing the entire
gain by the deduction allowed by Internal
Revenue Code of 1954, §1202 so that the
taxable portion is only 50% of the gain. This
one-half of the gain is taxed elther at the
taxpayer's marginal tax rate or at a 50%
rate whichever is lower. In cases, in which the
50% rate (resulting in a tax of 25% on the
gain) is lower, the taxpayer pays the alterna-
tive tax on capital gains. This additional rate
limitation on long term capital gain (in
practical effect of benefit only to those tax-
payers having sufficient income to be in a tax
bracket above 50%) would be removed by
§511 of HR. 13270, 91st Cong., 1st BSess.
(1969) (passed by the House and referred to
the Senate Finance Committee on August 7,
1969). Conclusions herein, which assume the
alternative tax computation, must be con-
sidered In light of this possible change in the
law. The Treasury Department has an-
nounced opposlition to the elimination of
the alternative tax. See Hearings on Taz
Reform Act of 1969 Before the Senate Comm.
on Finance, 91st Cong., 1st Sess. 6 (interim
manuscript) (Statement of David M. Ken~
nedy on Sept. 4, 1969).

The foregoing analysis applies to Individ-
uals only. Corporations recelve substantially
the same benefit under a slightly different
statutory framework. Section 461 of HR.
13270 would raise the corporate alternative
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tax rate to 30%. While the farm loss prob-
lem is largely related to individuals, the rate
of corporate expansion into farming in the
Inst several years has grown. See Hearings
Before the Subcomm. on Monopoly of the
Select Comm. on Small Business, 80th Cong.,
2d Sess. (1968). See also Thomas, Corpo-
rate Sodbusters, Barron's, Aug. 5, 1968, at 3,
col. 1; Thomas, Lure of the Land, Barron's
Aug, 19, 1968, at 3, col, 1.

% Reported on Schedule D, Internal Rev-
enue Service Form 1040, as a sale of a capital
asset,

= This usually will be the taxpayer's effec-
tive tax rate multiplied by the difference be-
tween the loss and the taxable one-half of
capital gains. When the taxpayer uses the
alternative tax on capital galns, the benefit
is greater,

*= These results are proportionately greater
because the tax rate on the taxable one-
half of capital gains is limited to 50%, while
the loss is fully deductible against ordinary
income taxed at more than the 507 rate.
Also note that the top tax rate of 70% would
be reduced to 657% by H.R. 13270, 91st Cong.,
1st Sess. (1969).

% The parentheses Indicate that a positive
tax is paid by the taxpayer. For the 0%
taxpayer, the taxable income would be taxed
at the lowest rate if the income was not
eliminated by itemized deductions and per-
sonal exemptions. For the 30% and 507%
taxpayer, the profit for tax purposes is sub-
Jected to capital gain rates. The 70% tax-
payer continues to show a net payment from
the Treasury.

% Since no amount of tax for this taxpayer
is shown in Chart B, the total economic
profit has not been reduced by any tax. The
tax would be $25 multiplied by the effective
tax rate.

= The income might be realized in another
year because the loss may become a net op-
erating loss ceduction in another year.

# There are basically six areas in which the
farm loss problem may arise. In addition to
those discussed in the text, they are:

(a) The do-it-yourself averager, who shifts
income and expense from year to year
through the use of cash accounting. For ex-
ample, a taxpayer, who desires to reduce taxes
in a particular year, might purchase a large
amount of supplies that would not be con-
sumed until the following year. The deduc-
tion would be claimed in the year of pur-
chase, and no adjustment would be made for
the goods on hand at year's end. Similarly,
& taxpayer might sell products and defer pay-
ments until the following year. The income
would be reported by a cash basis taxpayer
only in the following year. The extent of
the premature deductions, which may be
taken, is not clear. Recent cases indicate that
the taxpayer faces increasing judiclal re-
sistance to this tax limiting approach. For
cases concerning supplies see Lillle v. Com-
misslioner, 370 F.2d 560 (9th Cir, 1967), aff’y
per curiam, 45 T.C. 54 (1968); Shippey v.
United States, 308 F.2d 743 (Bth Cir. 1962);:
Cravens v. Commissioner, 272 F.2d 895 (10th
Cir, 1959); Harry W. Willlamson, 37 T.C. 810
(1962); John Ernest, 32 T.C. 181 (1959),
acquiesced in, 1959-2 Cum. BuLL, 4. See also
Pauley v. United States, 63-1 U.S, Tax Cas.
1 9280 (S.D. Cal. 1963); Rev. Rul. 170, 1053-2
Cum. Buri, 141 (intangible drilling ex-
penses); Rev. Rul. 58-53, 1958-1 Cum. BuLL.
152 (personal services under § 212), Prepaid
alimony is not deductlble. George R, Joslyn,
23 T.C. 126 (19564), rev'd and rem'd in part
and aff’d in part on other grounds, 230 F.2d
871 (Tth Cir. 1956). Nor are prepald medical
expenses deductible. Robert S. Bassett, 26
T.C. 619 (1958). Deduction of prepaid in-
terest, long considered a somewhat special
case, is also now subject to severe limitations.
See Rev. Rul. 68-643, 1968-2 Cua. BuLL. 76,
While Lilllan Bacon Glasswell, 12 T.C. 232
(1949), aequiesced in, 1949-2 Cum. BuLL. 2,
and Estate of Aaron Lowenstein, 12 T.C. 694
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(1949), acquiesceding, 1949-2 Cum. BuLL. 2,
permit deduction of taxes on current income
even though pald prior to the time the taxes
became due, these cases clearly rely on a
lack of distortion in income, Indeed, they
represent cases In which income ls perfectly
matched against the taxes imposed upon it.
This liberality in timing income and ex-
penses seriously weakens § 270 as well.

(b) The hobby farmers, who are engaged
in activity which they refer to as farming
but for whom the profit motive is not the
inducing factor. This presents the question
of subjective intent, which is usually Hti-
gated by the Internal Revenue Service. For
excellent summaries of the hobby loss cases
see 18 SectioN oF TaxaTiow, ABA, ANNUAL
REePORT, No. 4, at 275 (1965); 19, No. 4, at
149 (1966); 20, No. 4, at 143 (1967): 21, No.
4, at T68 (1968). This problem is not one
unique to the field of agriculture, and legisla-
tion designed specifically for it should not
be confined to agriculture. Any solution to
the other farming problems should be ap-
plicable equally to hobby farming. Thus solu-
tions of the farming problem need not be
tailored to deal with the hobby problem.

(c) The statutory provisions which allow
farmers to deduct expense which all would
concede to be capital. These are § 175 (soll
and water conservation expenditures), § 180
(expenditures for fertilizer), and § 182 (ex-
penditures for land clearing). The last sec-
tion is limited to 25% of tarable income.
Bection 175 Is limited to 25% of gross income
from farming with an unlimited carryover.
The charge is often made that § 175 permits
the purchase of rundown farm land, which
produces gross income but little or no net
income, and the rebuilding of it by deducti-
ble expenditures. In many cases, the land is
then alleged to be held for subdivision and
not for farming purposes. This aspect is mere-
ly another facet of deducting capital ex-
penditures and perhaps should not be placed
in a separate category. It, however, is not as
widespread as the problems discussed in text
and is relegated to a footnote to concentrate
the text on the two major aspects of the
farm problem.

(d) The abuser of accelerated deprecia-
tion, who purchases animals at a very high
price, claims accelerated depreciation on
them, and sells well before the end of the
depreciable life is reached. Since the animals
will be treated as breeding animals and since
there is no recapture of depreciation on live-
stock, the gain may be reported as capital
gain. Solving this abuse would seem to be
largely a matter of enforcing the present law,
Depreciation below a realistic salvage value
is not permitted. Salvage value must be es-
tablished by reference to the expected useful
life of animals to the taxpayer. This would
seem to be an avenue unsuccessfully traveled
by Hertz Corporation v. Commissioner, 364
U.S. 122 (1960). See Massey Motors, Inc. v.
United States, 364 US. 92 (1960). This prob-
lem is also another facet of deducting capital
expenditures. The difference is that the ex-
cessive deduction may be spread over a num-
ber of years rather than solely in the year
when incurred. Again, this problem is also
relegated to this footnote to avoid digres-
sion from the two major areas of abuse.

= These crops include citrus, peaches, apri-
cots, cherries, grapes, and nuts. There are
undoubtedly others. The foregoing, however,
indicates the widespread nature of the area
in which these costs are Incurred.

= Treas. Reg. § 1.162-12 (1961).

# In Robert L. Maple, 27 CCH Tax Ct. Mem.
943 (1968), the cost of raising orange trees to
a stage when they could be planted in the
grove was $2.75 per tree. Of this amount only
$.42 was required to be capitalized. After
planting in the grove, the trees may take from
four to eight years to bear commercial quan-
tities of fruit. Costs during that perlod are
also deductible,

= For use of this terminology see Estate of
Richard R. Wilbur, 43 T.C. 322 (1865).
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=In the year of sale, the taxpayer will re-

port:
Proceeds of sale of sec. 1231

Tax at 26%

= Treas. Reg. § 1.162-12 (1961) permits
farmers to deduct livestock raising costs and
makes no reference to the taxpayer's method
of accounting. Certainly the option to deduct
these expenses is avallable to the cash basis
taxpayer. As to accrual basis taxpayers who
must use inventories, the answer iIs not so
clear, The option is not available to a tax-
payer who uses the unit livestock method
because he must include raised livestock in
his inventory even though held for draft,
breeding, or dairy purposes. See Treas. Reg.
§ 1.471-8(f) (1964). This requirement was
upheld in United States v. Catto, 348 U.S.
102 (1966) . Taxpayers using other methods of
inventory valuation are mot required to in-
clude raised animals in inventory. This has
led at least one author to argue that the
option to expense raising costs is available
to these taxpayers. See Hawkinson, Farm Ex-
penses and General Accounting, 22 Tax L.
Rev. 237, 257 (1967). He adds that United
States v. Catto throws doubt on this coneclu-
sion. Since Catto merely upheld longstanding
regulations, It seems doubtful that it would
support a requirement that all taxpayers,
even though not specifically mentioned in
the regulations, must inventory the cost of
raising draft, breeding, and dalry animals.
Thus it is likely that only the taxpayer using
the unit livestock method must inventory
these costs, and if they are Inventoried, they
are deducted unless capitalized. Whether
these costs must be capitalized, if not in-
ventoried, by the accrual basis taxpayer is
not clear. Treas. Reg. § 1.61-4 (1963), dealing
generally with reporting by cash and accrual
basis farmers, might be argued to require
capltalization of these costs by accrual basis
farmers. Treas. Reg. § 1.61-4(b) (1963), ap-
plicable only to accrual basis farmers, states
that draft, breeding, or dairy livestock “may
be included in inventory ...instead of being
treated as capital assets subject to deprecia-
tion."” This language may imply that livestock
ralsing costs must be capitalized if not inven-
toried. The Internal Revenue Service seems
never to have so construed this provision.
Thus it seems likely, but not clear, that an
accrual taxpayer using some method other
than the unit livestock method may choose
to deduct livestock raising costs, to include
the costs in inventory, or to capitalize such
costs. Presumably, once the farmer makes a
choice, he must continue with that method.

“ InT. REV. CopE of 1054, §1231(b)(3).
Race horses gualify under the more general
language of section 1231(b) (1) and need
only be held more than six months.

% The case law dealing with culls is ex-
tensive. See McDonald v. Commissioner, 214
F.2d 341 (2d Cir. 1954), on remand, 23 T.C.
1081 (1955), aequiesced in, 1956-1 Cum.
BuLL. 4. See also C.A. Bmith's Estate, 23 T.C.
690 (1955), acquiesced in, 19566-1 Cum BuLL.

# Included as livestock are sheep, goats,
dogs, foxes, minks, and other exotic little
creatures such as chinchillas, Treas. Reg.
§1.1231-2(a) (1965). See Willlam W. Greer,
17 T.C. 965 (1951), acquiesced in, 1951-1 Cun.
BuLL. 4. See also, U.S. TREASURY DEPARTMENT,
Farmer's Tax Guipe 24 (ed. 1969).

» An excellent illustration of the artificial
losses and their effect on taxes on income
from other sources may be found in a letter
from the National Livestock Tax Committee
to Chairman Wilbur Mills of the House Ways
and Means Committee, Mar, 28, 1969, for in-
clusion in the hearings record of the recent
tax reform hearings before the Committee.
House CoMmm. oN WAYS AND MEeANS, Tax Re-
FORM, 1969, 891st Cong., 1st Sess. 2056, 2069-60
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(1969) [hereinafter cited as Tax REForm
1969]. See also Piteairn & Chandler, Tar Ad-
vantages of Cattle Operations, 1 P-H Tax
Ipeas § 17,013, (1968).

= In addition to solutions discussed in text
see, e.g., Sweeney, The Farm Loss Deduction,
53 A.B.AJ. 447 (1967), which advocated
amending § 165 to disallow a farm loss unless
there was a reasonable expectation of profit,
and five consecutive loss years would have
been considered as proof that the expecta-
tion was not reasonable In absence of clear
and convincing evidence. This solution is
technically deficient since there is no statu-
tory definition of a farm “loss,” and the
“loss” arises usually because § 162 deductions
(not § 1656) exceed ordinary income. It is
premised also on the belief that the farm
loss problem may be one of “hobby losses.™
The suggestion is properly rejected In a re-
ply article. Dickinson, The Farm Loss Deduc-
tion: A Reply, 53 AB.A.J. 1111 (1967). See
also Hjorth, Cattle Congress and the Code—
The Dangers of Tar Incentives, 1968 Wis. L.
Rev. 644, 670, in which the author proposes
a § 1245 recapture and denial of § 1231 treat-
ment in absence of a fallure to capitalize
growing costs. This is a good proposal but
does not reach citrus groves, although it
could be so broadened. It, however, does raise
the accounting problems discussed in text,
See also Tax Rerorm 1969, at 2056 (letter
from the National Livestock Tax Committee),
which suggests a § 1245 recapture and length-
ening of lives for an asset to qualify under
§ 1231. As is demonstrated in attachments to
this letter suggesting this approach, con-
siderable tax subsidy remains. Thus this
proposal must be adjudged largely ineffective.

See also 8. 1560, 91st Cong., 1st Sess. (1969),
introduced by Senator Miller. This bill would
limit farm deductions of nonfarmers to farm
income except in the case of an individual
whose principal residence is on a farm. In
such case, the limit on farm deductions would
be the total of (a) farm income, (b) wages
and salaries, (¢) timber income, and (d) roy-
alties derived from property. A farmer would
be entitled to claim all his deductions. A
farmer is defined as & taxpayer whose net
income from farming for the three preceding
years equals two-thirds of the total net in-
come for these years. For this purpose net
farm income includes the full amount of
gain on the sale or exchange of assets. Tolal
income, however, excludes all those gains ex-
cept those incurred on farm assets, Certain
deductions are not disallowed even though
attributable to the farm. They are deductions
arising from (a) general casualty and weath-
er conditions, (b) experimental farming, and
(e) egg or broiler operations. Also, farms (a)
acquired from decedents, (b) acquired by
foreclosure, or (c¢) operated by an estate are
excepted for limited periods. Provisions are
made to consolidate sole proprietorships with
partnerships and Subchapter 5 farm income
and losses.

S. 1560 has many weaknesses. Pirst, 1t raises
difficult definitional problems. What is a
principal residence? What is a farm on which
the principal residence must be located? This
differs radically from the problem of defining
farm income and expense—a feature com-
mon to many proposals. Second, a farmer
may continue to offset nonfarm income, e.g.,
wages, by farm losses. Additionally, a non-
farmer may do so if he lives on a farm. There
would appear to be no policy supporting this
exception. Third, the sponsor concedes the
definition of “net farm income” and “total
income" are designed to prevent, at least to
some extent, application of the Bill to live-
stock—probably the worst abuse. Fourth, the
definition of a farmer depends on a new con-
cept of farm income that is not the same as
that set out for filing of a declaration of esti-
mate tax. Thus a new category of farmers
would be created. Fifth, this approach is not
directed toward either of the causes of the
problem, i.e, capital gain and simplified ac-
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counting rules, Its effect would thus be difi-
cult to predict.

As to some other approaches, some redefini-
tion of assets qualifying for § 1231 might also
be attempted, This does not appear fruitful
so long as their costs can be fully deducted,

 See Hawkinson, supra note 33,

# See cases cited note 6 supra,

. Full cost accounting is used by some
farmers for financial reporting purposes even
though not for tax purposes. Lenders may
also require that financial statements be pre-
pared on at least a modified accrual basis.
Thus technigues are available and in use. If,
as suggested later in the text, more simpli-
fied inventory methods are developed, one
might question whether they should be
avallable to taxpayers who now employ better
procedures for nontax purposes while report-
ing taxable income on the special farm ac-
counting rules. Yet denial of these simplified
methods could create a competitive edge that
does not now exist.

“ Under Treas. Reg. § 1.471-8 (19858), tax-
payers engaged in selling at retail may estab-
lish an inventory by reducing selling prices
in accordance with an established formula
to reach approximate costs. While agricul-
tural products normally would not have
standard markups, a similar procedure might
be used by reducing market value by a rea-
sonable profit margin.

“ One might also consider the constitu-
tional implications of forcing recognition of
profit before there is a realization. See, e.g.,
Eisner v. Macomber, 252 U.S. 189 (1920).

“ Treas. Reg. § 1.471-6({) (1958).

4 Treas, Reg. §1.471-2(f) (4) (1958).
“LIFO" is a shorthand designation for the
Last-In-First-Out method of inventory valu-
atlon.

“ genator Jack Miller of Iowa realizes that
unit livestock valuations are unrealistic and
would not close off the farm loss problem in
the livestock area. Tax REForM 18969, at 2001,
2003 (statement of Semator Miller).

7 See 8. 1560, 91st Cong., 1st Sess. (1969);
8. 500, 01st Cong., 1st Sess. (1968); H.R. 5250,
01st Cong., 1st Sess. (1989); H.R. 4257, 9lst
Cong., 1st Sess. (1969).

@ Even ideal solutions may not entirely
handle the problem. Under a system re-
quiring that all costs be capitalized, there
would remain a problem of reporting gain on
some assets as capital gain, even though the
assets are held for sale to customers in the
ordinary course of business., For example,
breeding livestock produce a crop each year,
Some part of the crop may be retained for
breeding purposes, and some part, usually
the vast majority of it, will be sold in the
ordinary course of business. At the birth of
the animal, a taxpayer does not know into
which category particular animals fall, and
the purpose for which they are held is am-
biguous. This ambiguity is resolved under
present law by requiring that each animal
be held at least twelve months for long-
term capital gain treatment to be allowed.
That period is unsatiafactory because the am-
biguity of purpose is generally not resolved
during the twelve months. Similarly, ques-
tions could arise concerning the cost of main-
talning female animals during the period
of gestation, These costs would seem to be
capltal costs of the young animals. But if
the mother also had some other utility such
as use as a dairy cow, the taxpayers would
likely argue that the costs were deductible as
costs of producing milk.

#1963 Tax Messace 144, The newer version
was presented in Tax Rerorm 1969, at 5047
{the President's 1969 Tax Message).

®8 500, 91st Cong. 1st Sess, (1969). Its
genesis was S. 2613, 90th Cong., 1st Sess.
(1967). The 1967 Bill was revised in accord-
ance with a Treasury report on S. 2613, 114
ConG. Rec. 8782 (daily ed. July 17, 1968),
and reintroduced, S. 4059, 90th Cong., 2d Sess,
(1068), It was further revised before intro-
duction In 1969,

5 The theory undoubtedly is the same
a8 that embodied in two other statutory re-
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captures, § 12456 and § 1250, There have been
excessive deductions against ordinary income.
When income is realized, it should be treated
as the excessive deductions and taxed at or-
dinary income rates. This notion of merging
two transactions is familiar to the case law.
Compare Arrowsmith v. Commissioner, 344
US. 6 (19562), with William L. Mitchell, 52
T.C. No. 21 (Apr. 30, 1969). See also United
States v. Skelly Oil Co., 394 U.S. 678 (1969).

= 'The House Commlittee on Ways and
Means tentatively adopted the excess deduc-
tions account in roughly the form described
in text., See House Comm. oN WAYS AND
Means, PrRESS RELEASE ANNOUNCING TENTA-
TIvE DEcCiston oN Tax REFORM SUBJECTS BY
CHAmMAN Mints (May 27, 1969). Changes
from the Treasury's proposals are for present
purposes unimportant. The House also in-
corporated a verslon of it in H.R. 13270, 91st
Cong., 1st Sess. (1969) . The Treasury Depart-
ment presented yet a third model when As-
sistant Secretary Cohen testified before the
Senate Finance Committee on September 4,
1969. See Hearings on Tax Reform Act of
1969 Before the Senate Comm. on Finance,
Plst Cong., 1st Sess. 30-42 (interim manu-
script) (statement of Edwin S, Cohen on
Sept. 4, 1969). This House version ls dis-
cussed later in the text. There were also
other parts to the Treasury farm proposals
including a § 12456 recapture of excessive de-
preciation on livestock, an extension of lives
for draft, breeding, and dairy animals and
race horses to qualify under § 1231(b) and
vast and complex changes to §270. These
appear mainly to have been designed to sew
up the loose edges left after application of
the excess deductions account. The need for
these other provisions is discussed along with
the proposals, Tax REForm 1969, at 5414,

= One difficulty with this approach arises
when considerable farm income is realized
before there is a loss. If the income followed
the loss, it would reduce the amount in the
EDA but apparently not if it precedes the
loss, unless there is to be a negative EDA.
As a result, timing of income will have a
substantial impact.

% Tax ReEForM 19690, at 5495 (statement of
Edwin S. Cohen, Assistant Secretary of the
Treasury for Tax Policy).

=Tax Rerorm 1969, at 5178, As discussed
later in the text, the gain mentioned by the
Treasury's Technical Explanation probably
includes the excess of falr market value over
basis if the disposition is one that is not
taxable under present law. If not, there is
substantial room for avoldance by trans-
ferring § 1231 property to a related taxpayer
who would have no EDA, As finally adopted
by the House in HR. 13270, 91st Cong., 1st
Sess. (1969), the rules for transfers are com-
plex. They do not close the possibility of tax
avoidance through transfers but may repre-
sent a reasonable approach to a difficult prob-
lem inherent in the recapture concept.

 Under the tentative decision of the Com-
mittee on Ways and Means, gain on build-
ings would be excepted. Gain on farm land
would be subject to recapture only to the
extent of § 176 and § 182 expenses (soll and
water conservation expenses and land clear-
ing expenses that would be capitalized ab-
sent these provisions but not including § 180
fertilizer costs, which would also be capi-
talized absent § 180) incurred within five
years before the sale with respect to the
property sold. See PrESS RELEASE BY CHAIR-
MAN MILLS, supra note 52.

5" At the hearings on the farm loss prob-
lem, Representative BYrNEs expressed con-
cern about the effect of the Bill on a feed
lot operation when there was a sudden drop
in price. Tax ReForRM 1969, at 2140. If the
category of assets were expanded to include
ordinary income assets, the change would
handle the situation by allowing the loss.
Another answer may be that feeder opera-
tions may not be farming. Moody-Warren
Commercial Co., 20 B.T.A. 887 (1934).

®In this context, we may assume that a
part of each animal crop i5 sold and re-

February 28, 1970

ported as ordinary income but that the pro-
ceeds of such sales are $100 less than the
costs of the entire farm operation, In the
following year, culls from the prior year's
crop will be sold at $110.

* Some might argue that the evil is the
foregone revenue to the Government and
that to measure the Bill's effectiveness from
the Government's viewpoint, its borrowing
rate should be used. While the choice may
not be clear, the value to the taxpayer is our
concern here, and that is at his borrowing -
rate,

% Int. REV, CopE oF 1954, §§ 1301-04.

® On this analysis, a four-year develop-
ment followed by sale in the fifth year would
achieve the greatest tax savings, all other
factors remaining the same, There would be
four years of deferral, but income would be
spread over five years. As suggested in the
text, however, the benefits of averaging may
not be significantly reduced by running be-
yond the five-year averaging period.

% This is $5,000 multiplied by the difference
between the top tax bracket of T0% and the
top capital gain rate of 25%. This benefit
would be less under H.R. 13270, 91 Cong.,
1st Sess. (1960), which would reduce the
top ordinary rate to 669% and eliminate the
alternative tax so that the top capital gain
rate would be 32,5%. Under that Bill, the
$2,250 would be reduced to $1.625.

% Interestingly, the racing indusiry is not
satisfied even with this unstated exception.
Under the tentative decisions of the House
Committee on Ways and Means, horseracing
and horse breeding would be treated as a
combined operation. See PrESs RELEASE BY
CHAmMAN MiILLs, supra note 532, Section 211
of HR. 13270, 81st Cong., 1st Sess. (1969),
also embodied this concept. This will permit
tax losses from breeding operations to be
offset against racetrack winnings,

s If the minimum tax discussed in TrEas-
vrY StuDies, supra note 18, at 132 were
adopted, the rates on capital gain would be
fully progressive when it applied. See note
21 supra, which points out that HR. 13270
would similarly eliminate the alternative tax.

o Under the Administration’s program
presented on April 21, 1969, a charitable con-
tributions deduction would be denied to the
extent of unrealized gain on any property,
which if sold would yield ordinary income.
Tax Rerorm 1969, at 5152, 5492. See also
TREASURY STUDIES, supra note 18, at 178.

® If the EDA is carried over to the trans-
feree, it presumably would reduce the EDA
In the hands of the transferor. Thus a trans-
fer to a lower bracket taxpayer may present
an opportunity to reduce the ordinary in-
come potential to the transferor.

o See 1963 Tax Messace 16541, in which
returns of two or three percent of livestock
are estimated. There is little reason to think
that returns have improved. See Hearings on
Tax Reform Act of 1963 Before the Senate
Comm, on Finance, 91st Cong., 1st Sess. 32
(interim manuscript) (statement of Claude
M. Maer, Jr, on behalf of the National Live-
stock Tax Comm. on Sept. 22, 1969).

o See note 27 supra.

= Nontaxable transfers of capital gain
property may offer substantial opportunity
to avold the EDA. There would appear to be
some roadblocks to the transferee’s achieving
a capital gain rate, First, in the case of live-
stock, it must be either draft, breeding, or
dalry livestock in the hands of the transferee.
The fact that the livestock had such char-
acter In the hands of the transferor would
not establish the same character for the
transferee. Second, an immediate sale by the
transferee might be viewed as a sham with
the sale proceeds being attributed to the
transferor. Third, the transferee may himself
have an EDA, especially if he retains the
transferred property any substantial time In
an effort to overcome the first two problems,
In these cases, both the transferor and the
transferee would incur raising costs, and in
effect, the EDA would be divided between two
taxpayers while only the transferee would
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make sales subject to the EDA, This tech-
nigue could lessen the amount recaptured at
ordinary rates. Even if the transferee lost the
capital gain treatment on sales proceeds,
however, If his tax rate is less than the trans-
feror's the negative tax effect is achieved.

™ If the farming operation is diversified and
if these operations consist of a grain opera-
tion producing large ordinary income and &
livestock operation producing large ordinary
deductions and cattle capital gains, the Met-
calf Bill arguably can produce a negative tax
by insulating the grain ordinary income from
tax while subjecting the livestock profits only
to capital gains. This result can be argued to
be exactly the same as using excess livestock
deductions to offset salary income while re-
porting llvestock capital gains. While the
force of this argument cannot be denled,
there are at least two pertinent comments.
Pirst, even this result does nothing more
than exempt farm profits from tax. There is
no spillover of benefits into endeavors other
than farming. Becond, those taxpayers, in-
vesting in farm assets solely for tax purposes,
seem likely not to have diversified farm op-
erations. Whether enactment of the Bill
would encourage diversification by “tax farm-
ers” would depend on a number of considera-
tions such as profit margins, interest rates,
risks, alternative investments, and similar
factors.

7 1963 Tax Messace 1537-97; Tax REFORM
1969, at 2001-183. Since writing the text, the
Senate Committee on Finance on September
22, 1969, has received testimony on farm
losses.

™ See 1963 Tax MEessaceE 144-45; 1963 Tax
Messace 1546 (statement of Stephen H.
Hart) ; TREASURY STUDIES 16, all of which as-
sert that the abuse Hes in rewarding uneco-
nomic, i.e. unprofitable, farm operations by
granting tax profits. See also 1963 Tax Mes-
SAGE 15681 (statement of Arthur Levitt), which
focuses on the sale of livestock to investors
at prices greater than fair market value.

7 See 1963 Tax MEsSsacE 1574 (statement of
Jacquin D. Bierman); 1963 Tax MesSSAGE 1540
(statement of Stephen H., Hart); 1863 Tax
MessaGe 1959 (statement of Floyd L. Mad-
den); 1963 Tax Messace 1560 (statement of
James Trimble); Tax Rervorm 1969, at 2155
(statement of Herrick K. Lidstone); Tax Re-
ForM 1969, at 2035 (statement of Claude
Maer); Tax Rerorm 1969, at 2152 (statement
of George D. Webster).

71963 Tax Messace 1574 (statement of Jac-
quin D. Bierman); Tax ReForm 1969, at 2035
(statement of Claude Maer); Tax REFORM
1969, at 2107 (statement of R. H. Matthies-
sen, Jr.).

% See Sonabend v. Commissioner, 377 F. 2d
42 (1st Cir. 1967).

™ See 1963 Tax Messace 1587 (statement of
Jay B. Dillingham); 1963 Tax Messace 1566
(statement of William Greenough); 1963 Tax
Messace 1567 (statement of B. Earl Puckett),
See also Tax ReForM 1969, at 2129 (statement
of John Asay); Tax RerForM 1969, at 2125
(statement of George Hellyer); Tax RerFormM
1969, at 2035 (statement of Claude Maer).

% See 1963 Tax Messace 1588 (statement of
Harold W. Humphreys), in which he claims
that without the subsidy to livestock “the
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very necessary proteins would have been
priced beyond the reach of millions of our
consuming public.” For an opposing view,
expressed by one of the strongest advocates
of the present tax subsidy, see Oppenheimer,
The Case For the Urban Investor, 24 Farm Q.
80 (1969); 115 Conc. Rec. 2033 (daily ed. Feb.
25, 1960) (reprint of speech given by Brig.
Gen. H. L. Oppenheimer at the National Farm
Institute, Des Moines, Jowa, Feb. 14, 1969).

™ See 1963 Tax Messace 1566 (statement of
William Greenough).

# See note T7 supra.

= See Tax REFOrRM 1069, at 2035 (statement
of Claude Maer); Tax Rerorm 1969, at 2107
(statement of R. H. Matthiessen, Jr.); Tax
RerForRM 1969, at 1567 (statement of B. Earl
Puckett).

¥ See 1963 Tax Messace 1581 (statement of
Arthur Levitt); Oppenheimer, supra note 7.

=Tax RerForM 1969, at 2132 (supplement-
ary statement by Brig. Gen. HL. Oppenhei~-
mer}).

# The fair assumption is that all of this
amount is deductible. The witness claimed
that there was no revenue effect of the de-
duction because the payees would take the
amounts into income.

# See Tax REFORM 1869, at 2035 (statement
of Claude Maer); Tax Rerorm 1969, at 2001
(statement of Jack Miller).

® U.8. DEP't oOF COMMERCE, CURRENT PoPU-
LATION REPORTS, CONSUMER INCOME, ser. P-60,
No. 15, at 23 (Dec. 28, 1967) .

s TREASURY STUDIES, supra note 18, at 158.

¥ U.S. TREASURY DEPARTMENT (unpub-
lished tabulation of statisties of income).

& See 1963 Tax MessaceE 1574 (statement of
Jacquin Bierman); Tax RerorMm 1969, at 2124
(statement of Jay B. Dillingham); Tax Re-
rorm 1969, at 2107 (statement of R. H.
Matthiessen, Jr.); Tax Rerorm 1969, at 2120
(statement of Brig. Gen. H. L. Oppenheimer).
See also Oppenheimer, supra note 77.

# See Letter from Secretary Snyder, supra
note 16.

= 1963 Tax Messace 1558.

" See PrESS RELEASE BY CHAIRMAN MILLs,
supra note 52.

"= See Tax ReForm 1069, at 5428, 5430 (Of-
fice of Secretary of the Treasury, Office of
Tax Analysis, General Explanation of Farm
Proposals, Tables 1 and 3).

® U.S. TREASURY DEPARTMENT (unpublished
tabulation of statistics on income)

“ H.R. Rep. No. 91-413 (Part I), 91st Cong.,
1st Sess. 16 (1969).

= Tax REFORM 1960, at 5058.

* 115 Cone. REc. 8808 (daily ed. Aug, 13,
1969) (remarks of statistics of Senator Met-~
calf).

¥ .8, TREASURY DEPARTMENT (unpublished
tabulation of statistics of income).

® TrEASURY StUpnIEs 158. The proposal put
forth by the Treasury Depariment in this
document should reach about the same num-
ber of taxpayers as the Metcalf Bill. The esti-
mate is 14,000 returns.

" The Treasury Department has estimated
that the speclal accounting rules cost about
$800 million annually. Hearings on the 1969
Economic Report of the President Before the
Joint Economic Comm., 91st Cong,, 1st Sess,
86 (1969) (supplementary statement of Jo-
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seph W. Barr). If the revenue ralsed under
these alternatives then is an index of effec-
tiveness, the House Bill would be 2.5% effec-
tive; the Treasury's EDA would be 625%
effective; and the Metcalf Bill would be just
over 257 effective.

Several averages may be derived from
1964 figures published as Table 3 to the Gen-
eral Explanation of the Treasury's Farm
Proposal. Tax REFOEM 1969, at 5430. The raw
data presented there are:

(a) All tax returns showing more than
$50,000 nonfarm adjusted gross Income with
A farm loss numbered 14,325 with aggregate
farm losses of $369,005,000, an average of
$25,800. If we assume a 509 marginal tax
bracket, the average farm loss has an average
value of $12,900. If ultimately there are cap-
ital galn sales equal to the average farm
loss, the taxes paid would be $6,650 under
the Bill while under present law the taxes
would be $6,450. Thus the Bill on the average
would remove but $200 of the tax subsidy.
This amount of reduction would hardly dis-
courage anyone because the tax subsidy is
over thirty times the recaptured tax.

(b) The above figures could be broken
down Iinto nonfarm adjusted gross income
categories as follows:

$50,000 to $100,000 nonfarm adjusted gross
income:

10,036 returns showing an average loss of
£16,487. On the average the Bill would have
no effect.

$100,000 to $1,000,000 nonfarm adjusted
gross income:

4204 returns showing an average loss of
$46,908. If we assume a 656% tax rate (maxi-
mum under the Bill), the loss would have a
current value of $30,490 on the average. If
there were ultimately capital gains equal to
the loss, the taxes Incurred giving effect to
EDA would be $22,365 leaving a negative tax
benefit of $8,125. Again this is hardly suffi-
clent deterrent to be effective.

Over $1,000,000 nonfarm adjusted gross in-
come:

85 returns showing an average loss of $81,-
576. Agaln assuming a maximum rate of 65%,
the loss would have a current value of about
$53,000. Ultimately taxes of nearly $45,000
would be pald if EDA were fully effective.
Again there is something less than full re-
covery of the tax subsidy, and the deferral
benefit remains.

e 115 ConG. REC. 4354 (daily ed. May, 1969)
(remarks of Senator Metcalf). In a press re-
lease, dated October 17, 1969, the Senate Fi-
nance Committee announced that it had
decided to disallow one-half of the farm loss
in excess of $25,000 in those cases in which
the nonfarm adjusted gross income exceeded
850,000, and the farm loss exceeded £25.000.
This approach is at best a very poor sub-
stitute for Senator Metcalf's Bill, While the
press release is not entirely clear, apparently
there is no effort to confine the disallowance
to losses created by the speclal accounting
rules. The income and loss limits are still
excessive. It does, however, take a step In
the right direction by disallowing losses. At
this writing, estimates for revenue and the
number of taxpayers affected are not
available.

HOUSE OF REPRESENTATIVES— Monday, March 2, 1970

The House met at 12 o'clock noon.
The Chaplain, Rev. Edward G. Latch,
D.D,, offered the following prayer:

He leadeth me in the paths of right-
eousness for His name’'s sake—Psalm
23: 3.

Our Heavenly Father, mindful of our
responsibilities as the leaders of our peo-
ple we bow before Thee praying that we

may be led in right paths for the sake
of our beloved America. May Thy spirit
guide us that we be saved from false
choices and be lifted to new heights of
creative endeavor and courageous ac-
tion. Together as leaders and people may
we be physically strong, mentally awake,
morally straight, and religiously alive.
We pray for the family of our beloved
colleague who has gone home to be with

Thee, We are grateful for his devotion
to the district he represented, for his ded-
ication to our country he loved with
all his heart, and for his faith in Thee
which held him steady throughout his
life. May the comfort of Thy presence
abide with his family and may the
strength of Thy spirit dwell in all our
hearts.

In the Master's name we pray. Amen,
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