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I n the late 1970s two partners in a real 
estate venture decided to enter the 
cattle business. They signed sales 

agreements for the purchase of cattle at 
$30,000 per unit. Each unit consisted of 
five breeding cows. (The actual fair mar- 
ket value of the cows was approximately 
$600 each.) The contracts called for the 
purchase price to be paid in amounts 
ranging from $1,000 to $1,500 in cash 
and the balance in non-recourse promis- 
sory notes payable out of the profits. In 
addit ion, management services of $3,000 
per year for the first three years and 
thereafter at 25 percent of the net pro- 
ceeds were called for in the agreement.' 

This situation is an example of kind of 
arrangements that brought many inves- 
tors into cattle breeding in the past. 

Why would a taxpayer be interested in 
such arrangement? Under prior tax law 
the availability of cash accounting for 
farming and ranching activities, coupled 
with the possibility of current expense 
deductions-along with rapid deprecia- 
tion (Accelerated Cost Recovery) and the 
investment tax credit-plus the possibility 
of converting ordinary income into long 
term capital gain, provided sufficient tax 
incentives for many taxpayers to become 
involved in agriculture including cattle 
breeding. In 1982 alone, $18 billion in 
farming losses was used to offset other in- 
come resulting in $5.3 billion in tax sav- 
ings to taxpayers. 

The most far-reaching effect of the 
1986 Tax Reform Act is likely to be on 
aggregate agricultural investment rather 
than on individual taxpayers who are al- 
ready involved in agricultural activities. 
The previous tax system encouraged out- 
side investment and attracted tax-moti- 
vated investments in agriculture. The ef- 
fect of the new tax bill will mean future 
decisions to invest in agriculture will likely 
be based more on economic returns and 
less on tax benefits. 

Restrictions on 
agricultural investment 

The tax system had made some efforts 
to limit tax sheltering activities prior to 
the 1986 Tax Reform Act. For example, 
the real estate investors referred to above 
were challenged by the Internal Revenue 
Service under existing law. The court 
found that the entire transaction lacked 
sufficient economic substance, apart from 
tax manipulation, to be recognized as a 
sale of livestock. 

And, in another recent case, the court 
was faced with a similar situation in which 
the factors used in reaching a deterrnina- 
tion were re~iewed.~  The court found an 
arrangement for the purported sale of cat- 
tle to be so lacking in economic sub- 
stance as to preclude its being treated as 
a sale for tax  purpose^.^ The factors 
considered: 

(1) Whether the stated price for the cat- 
tle was within the reasonable range of 
their value (and whether nonrecourse 
notes had economic substance). 

(2) Whether there was any intent that 
the purchase price would ever be paid. 

(3) Whether the "purchaser" had any 
control over the cattle purportedly pur- 
chased and, if so, the extent of that 
control. 

(4) Whether the "purchasers" did or 
could receive any benefit from the dispo- 
sition of the cattle. 
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In other similar cases the courts have 
ruled the same way, although, in some 
situations, tax sheltering concepts have 
been approved if the underlying transac- 
tion appears to  have an economic pur- 
pose apart from tax manipulation. 

For example, in a 1980 Letter Ruling, 
tax advantages were available in a similar 
cattle breeding tax shelter where investors 
actually bore a risk of loss. The investors 
had issued partial guarantees for a por- 
tion of the non-recourse debt each year 
and the potential for gain or loss actually 
hinged on the productivity of specific, and 
identified, animals. 

The hobby loss restriction 
Probably the most common restriction 

IT} agricultural investment has been the 
so-called "hobby loss" provisions of sec- 
tion 183 of the Internal Revenue Code. 
Under law in existence well before the 
1986 changes, expenditures classified a s  
'hobby losses" were not deductible. Many 
investors find themselves faced with the 
question of whether or  not the activity 
that they are investing in actually con- 
stitutes a trade or business (farming or 
ranching) in which they can show a profit 
motive. If they are unable to d o  so, the 
characterization a s  hobby losses means 
a loss of deductions. 

To avoid characterization a s  hobby 
losses under section 183, the activities 
must actually constitute a trade or busi- 
ness (farming) in which the operator has 
a profit motive. 

Under IRS regulations the factors to be 
considered in such cases include: (a) the 
manner in which the taxpayer carries on 
the activity; (b) the expertise of the tax- 
payer or his advisors; (c) the time and ef- 
fort expended by the taxpayer in carrying 
on the activity; (d) the expectation that 
assets used in the activity may appreciate 
in value; (e) the success of the taxpayer 
in carrying on other similar or dissimilar 
activities; (f) the taxpayer's history of in- 
come or losses with respect t o  the activi- 
ty; (g) the amount of occasional profits, 
if any, which are earned; (h) the financial 
status of the taxpayer and (i) elements of 
personal pleasure or recreation. 

These provisions were not changed by 
the 1986 Tax Reform Act except that 
under prior law, a taxpayer was presumed 
to have been engaged in a business for 
a profit if such a profit was shown in two 
out of five consecutive years. The 1986 
law changes the presumption so that it 
applies only if a net profit is generated in 
three out of five consecutive taxable 
years. In absence of the presumption, a 
taxpayer may still be  able to  prove a 

c I profit motive and that the activity is en- 
gaged in a s  a trade or  business based on 
Proper proof related to  the factors out- 

- lined above. 

"At Risk" provisions 
Under another existing provision of the 



Internal Revenue Code (Section 465), 
deductions of losses from investment ac- 
tivities (and even active farming opera- 
tions) are limited to the taxpayer's actual 
risk of economic loss in the investment. 
The amount "at risk" is the money and 

. the basis of property contributed by the 
taxpayer for which he has personal liabili- 
ty for payment. This limitation continues 
in effect following the 1986 changes. 

Losses from passive activities 
The existing provisions designed to 

limit investment for tax purposes were 
supplemented in the 1986 Tax Reform 
Act by a major new provision (Section 
469) which denies deductions from pas- 
sive activities to the extent they exceed 
income from all such activities. Credits 
from passive activities are limited to the 
tax allocatable to such activities. 

A "passive investor" is someone who 
does not "materially participate" in a 
business. 

Taxpayers are considered to be "mater- 
ially participating" if they are "involved in 
the operations of the activity on a regular, 
continuous, and substantial basis." 

The "Statement of the Managers" pro- 
vides the following clarification: 

With respect to material participa- 
tion in an agricultural activity, clari- 
fication is provided regarding the 
decision-making that, if bona tide 
and undertaken on a regular, con- 
tinuous, and substantial basis, may 
be relevant to material participa- 
tion. The types of decision-making 
that may be relevant in this regard 
include, without being limited to, 
decision-making regarding (1) crop 
rotation, selection, and pricing; (2) 
the incursion of embryo transplant 
or breeding expenses; (3) the pur- 
chase, sale, and leasing of capital 
items such as  cropland, animals, 
machinery, and equipment; (4) 
breeding and mating decisions; and 
(5) the selection of herd or crop 
managers who then act at the be- 
hest of the taxpayer, rather than as 
paid advisors directing the conduct 
of the taxpayer. 

The effect of this new passive loss limi- 
tation is to make it less attractive for out- 
side investors to invest their money in cat- 
tle breeding operations unless they can 
develop agreements which clearly define 
their role in the operation in order to pro- 
vide for "material participation." 

Tax treatment of individual 
farmers and ranchers 

In addition to the restrictions on losses 
from farming to shelter other income, the 
most significant changes in the new tax 
bill affecting agriculture include: (1) 
reductions in individual and corporate tax 
rates; (2) elimination of the investment tax 
credit; (3) changes in tax depreciation 



rates and write-off periods; (4) restrictions 
on  deductions for the prepayment of farm 
expenses; (5) repeal of the capital gains 
exclusion; and (6) changes in the deduct- 
ibility of various development costs. 

Cash basis 
Most livestock farmers and ranchers 

operate as cash basis taxpayers. That is, 
they report income when received and 
claim deductions as  items of expense as 
paid. Amounts paid in tax years begin- 
ning after March 1, 1986, are deductible 
when economic performance has occurred 
(when items are used or consumed) if 
prepaid expenses exceed 50 percent of 
total deductible expenses, excluding pre- 
paid expenses, except: 

(1) if the aggregate prepaid expenses 
. ) r  the last three taxable years are less 

than 50 percent of the aggregate deduct- 
ible expenses for those years. 

(2) i f  the taxpayer has excess prepaid 
expenses by reason of a change in busi- 
ness operation directly attributable to 
extra-ordinary circumstances. 

This restriction would not pose too 
great a problem for the typical cow-calf 
operation but might pose difficulty for 
operations where large amounts of feed 
or other input items are used (and pur- 
chased prior to the year of use). 

Pre-productive period expenses 
After December 3 1, 1986, pre-produc- 

tive period costs incurred for livestock 
with a preproductive period of more than 
two years are subject to new Uniform 
Capitalization rules. 

The pre-productive period begins at the 

time of acquisition, breeding, or embryo 
implantation and ends when the animal 
becomes productive (for cattle, this would 
be at calving). 

This rule, if applicable, would force cat- 
tle operators to keep detailed records of 
all expenses associated with raising re- 
placement animals and allocate a share 
of all expenses to those animals as a part 
of the basis rather than as a current de- 
duction. Farmers and ranchers may elect 
to disregard the pre-production period 
capitalization rules and claim current 
deductions for these expenses but, if so, 
they cannot use the Accelerated Cost 
Recovery System and must use a straight 
line method of depreciation for all assets 
used in farming. The latter option is likely 
to be exercised by most operators to 
avoid the recordkeeping and allocation 
problems created by the new rule. 



Under the Accelerated Cost Recovery 
System, the basic concept is to allow the 
producer to recover the cost of the capital 
invested in depreciable, tangible property 
as a deduction against income over a 
period of time in which the property is 
used in the trade or business or is held 
for the production of income. 

"Recovery Property" includes pur- 
chased livestock if used in the trade or 
business or held for the production of 
income. 

Livestock held for draft, breeding, 
dairy, or sporting purposes qualifies as 
recovery property subject to ACRS. The 
1986 Tax Reform Act specifically pro- 
vides for new recovery periods for live- 
stock (placed in service after December 
31, 1986) which commence in the year 
in which the asset is placed in service. 

Livestock cosis, 11 ILIUUII KJ me cost of cat- 
tle, are recovered over five years. (The 
cost of breeding hogs over two and race 
horses over 12 may be recovered over 
three years.) 

Single-purpose agricultural structures 
are in the seven-year class. The method 
of depreciation applicable to three-year, 
five-year, seven-year and ten-year classes 
is the double declining balance-method 
with a switch to straight line at a time to 
maximize the deduction. 

The cost recovery system would apply 
to purchased livestock when placed in 
service. The basis subject to ACRS would 
include the original purchase price plus 
any costs associated with the animals pre- 
productive period under the new Uniform 
Capitalization rules unless the taxpayer 
opts to deduct such expenses currently. 
If so, the ACRS recovery periods are not 
used and the taxpayer must use straight 
line depreciation instead. 

The ACRS would also apply to the ba- 
sis of raised livestock if the new Uniform 
Capitalization rules are used. For exam- 
ple, if a rancher decides to keep track of 
the cost associated with raising replace- 
ment heifers prior to production, this total 
becomes the basis which is recoverable 

Expensing of purchase price 
Recovery property, including livestock 

other than horses, acquired by purchase 
for use in a trade or business may qualify 
for expensing-that is, up to $10,000 
may be deducted as a current expense for 
the taxable year in which the personal 
property is placed in service. This max- 
imum amount is reduced dollar for dollar 
for expenditures in excess of $200,000 
and may not exceed the amount of in- 
come from an active trade or business. 

Investment Tax Credit 
The investment tax credit is repealed 

for property placed in service after De- 
cember 3 1, 1985. 

Capital Gain 
In the past, gain from the sale of ani- 

mals, raised or purchased, held for the re- 
quired period (24 months in the case of 
cattle) was treated as long term capital 
gain and was taxed in a favorable man- 
ner. (Only 40 percent of the gain was 
reportable for tax purposes). The exclu- 
sion is repealed for tax years after 1986, 
and such gains will be fully taxed just as 
is ordinary income. The sale of "capital 
gain" property still retains its character 

under the ACRS. but is fully taxed. 

to farmers and ranchers and will have the most impact 
on producers," Libbin said. By Tina M. Prow New Mexico State University 
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special issues associated 
with embryo transfer 

Investment opportunities in embryo 
transfer plans have been an important 
part of the "outside" investment in cattle 
:)!-*ding in recent years. The major hur- 
dle faced by investors was to show an "ac- 
tive trade or business." 

Once an investor was classified as be- 
ing in the trade or business of farming 
with a profit motive, the tax savings op- 
portunities discussed earlier became 
available and particularly attractive due 
to the nature of embryo transfer. The up- 
front costs are often significant and the 
income is deferred into future years. Ob- 
viously, the loss of general tax incentives, 
such as investment tax credit, capital 
gain, and rapid depreciation, as well as 
Â¥.h I. new Uniform Capitalization rules for 
pre-productive period expenditures, will 
make embryo transfer plans less attrac- 
tive for many investors. 

Deductibility 
Some of the impetus for the use of em- 

bryo transfer as an attractive investment 
opportunity came from two Letter Rul- 
ing$ in which taxpayers who paid for em- 
bryo transfers were allowed to deduct, as 
ordinary expenses, the fees paid for the 
purchase of the embryos, the costs of 
preparing the cycling of recipient cows, 
and the transfer fee. The portion of the 

fee attributable to the purchase of re- 
cipient cows was subject to capitalization 
and was not currently deductible. These 
rulings were based on the fact that there 
was no guarantee of a live and healthy 
calf and, thus, the purchaser bore the risk 
of loss. Had there been such a guarantee, 
the entire fee could be considered equiv- 
alent to the purchase price of the calf and 
not deductible. In both of the letter rul- 
ings, there was agreement that payment 
of the full fee was contingent only upon 
a positive pregnancy test of the recipient. 

In the most recent ruling dealing with 
embryo transfer5, the 1RS apparently 
changed its view and disallowed current 
deductibility on the theory that no risk 
passed until after the pregnancy test. The 
taxpayer was, in effect, purchasing calves. 

The 1986 Farmers Tax Guide instructs 
taxpayers regarding these expenses as 
follows: 

"If you acquire an embryo trans- 
plant by purchasing a recipient cow 
pregnant with the embryo, you 
must allocate to the cost basis of 
the cow, the portion of purchase 
price equal to the fair market value 
of the cow. Allocate the remainder 
of the purchase price to the basis 
of the calf. Neither the cost allo- 
cated to the cow nor the cost allo- 
cated to the calf is deductible cur- 
rently as a business e ~ p e n s e . " ~  

Note that neither the latest~et ter  Rul- 

ing nor the instructions in the Farmers 
Tax Guide deal with the deductibility of 
embryo transfer expenses associated with 
the use of this technology by a producer 
already in the business who employs the 
technology in his existing herd. Presum- 
ably, embryo transfer expenditures for 
such a taxpayer would continue to be 
treated as deductible items such as breed- 
ing fees have been in the past. The de- 
ductibility of these expenses would be 
subject to the new Uniform Capitalization 
rules for pre-productive period expenses. 

Embryo transfer costs as pre- 
productive period expenses 

The new Uniform Capitalization Rules 
would appear to have an effect on deduct- 
ibility of embryo transfer costs. If the rules 
are applicable in a given situation, a por- 
tion of costs attributed to the new off- 
spring might be considered pre-produc- 
tive period costs and not deductiblebut 
subject to the Uniform Capitalization 

--rules. The original Report of the House 
Ways and Means Committee referred to 
the pre-productive period as beginning "at 
the time of acquisition, breeding, or em- 
bryo implantation". If these costs are con- 
sidered to be incurred "at the time of' im- 
plantation, they seem to fall within the 
pre-productive period just as breeding 
fees would. If the new rules are applicable, 
these costs add to the basis of the animal 



and are subject to recovery under the 
ACRS once the animal reaches produc- 
tion. 

If the Uniform Capitalization Rules are 
not applicable (because a farmer elects to 
currently deduct such expenditures), then 
embryo costs would seem to be deducti- 
ble for the producer using the technology 
in his own herd. If the rules are disregard- 
ed, then a slower depreciation schedule 
must be followed for all assets, including 
livestock placed in service during the tax 
year. 

Confusion may result relating to em- 
bryo transfer costs associated with first 
calf heifers bred during the pre-productive 
period (before they reach "production") if 

they serve as donors for embryo transfer. 
If the intended product is embryos in- 

stead of calves, it is conceivable that a 
heifer might reach the production stage 
prior to two years from the original breed- 
ing date of her dam. If so, the pre-produc- 
tive period rules do not seem applicable. 
This is of doubtful use because the pro- 
ducer will have other animals as well and 
because some do not reach production 
with two years, the' Uniform Capitalization 
rules become applicable. 

Allocation of costs 
An interesting question is raised in 

those situations where a taxpayer pur- 
chases a pregnant recipient cow with a 

transplanted embryo. The issue is wheth- 
e r  a portion of the purchase price should 
be allocated to the basis of the unborn 
(presumably more valuable) calf? 

In Gamble v. Commissioner ', the tax- 
payer sold a 16-month-old colt which had 
been acquired as an unborn foal. A spe- 
cific portion of the purchase price paid for 
the brood mare in foal was allocated to 
the colt. The IRS unsuccessfully argued 
that the entire price should have been 
allocated to the mare but lost to a tax- 
payer challenge in court. 

Later, in a letter ruling8 related to em- 
bryo transfer in cattle, IRS took a position 
contrary to its argument in Gamble and 
held the price paid for cows with embryos 
in place must be allocated between the 
cows and unborn calves. 

This was in apparent reaction toward 
one practice, promoted by some in the 
embryo business, to suggest that one can 
pay, say $10,000, for a cow with a valu- 
able embryo in place; immediately sell 
the recipient cow after weaning of the calf 
for, say $500; and take a $9,500 loss on 
the cow regardless of what is done with 
the calf. 

This ruling indicates that IRS will not 
permit such treatment. This was con- 
firmed in a subsequent Revenue Ruling9 
where the IRS held that the "amount 
allocatable to the embryo is an amount 
expended in purchasing livestock and 
must be capitalized. . . 0 

This ruling was the first indication that 
1RS might consider embryos to be capital 
items rather than deductible expendi- 
tures. 

How will the new law affect specific 
types of farming operations? Because of 
differences among farms and the wide 
range of tax changes, the effects vary 
significantly depending on the type of 
operation and particularly on the amount 
on capital investment involved and the 
proportion of income resulting from capi- 
tal gain items. 

The USDA has developed comparisons 
of various types of operations-orchards, 
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livestock, and crop operations1*. For ex- 
ample, under the Tax Reform Act, costs 
for developing orchards will no longer be 
currently deductible. The cost will be 
capitalized by all orchard developers (not 
just citrus and almond growers as in the 
p.::st) and since all long-term capital gains 
wiil be taxable, the net result is that for 
most orchard operators, the tax bill will 
increase. 

The same can be said for dairy opera- 
tions, hog operations, and for many beef 
operations. The particular effect in these 
operations is through the loss of invest- 
ment credit and the change in capital gain 
treatment. 

Although there is some net reduction 
in tax by the changing in the tax rates, 
most of these operations will see in- 
creases in taxes. For crop operations, the 
effect is much less. In fact, some crop 
operations will see a decline in total tax 
liability primarily because they are not 
dependent on capital gain income. 

During the initial discussions of the tax 
reform bill, it was touted as being "tax 
simplificationt'-one in which there would 
be a "massive reform" of the tax system. 
It does reduce the number of tax brackets 
(a simplification); it does eliminate some 
deductions (a simplification) which makes 
it somewhat easier to follow the logic of 
the tax system. 

But, there is nothing simple about the 
new tax bill. In fact, for farmers and ranch- 
ers, tax planning may become even more 
complicated. &I 
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