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G uidelines for taxing embryo transplant 
breeding are an outgrowth of the rules 

for taxation of traditional breeding methods. 
Accordingly, there have been very few tax 
rulings on questions dealing specifically with 
embryo transplant technology. As a result, 
much of the following discussion is of a ten- 
tative nature. An attempt is made to illus-, 
trate the nature of the issues and consider 
possible solutions. 

1. May a farmer deduct costs associated 
with embryo transplants? 

The tax question facing a farmer buying 
an embryo is basically whether he is pur- 
chasing a calf or raising one. The Internal 
Revenue Code makes a distinction between 
farm-raised livestock and purchased ani- 
mals. In both cases a farmer may deduct 
costs of raising the animds, i.e., feed, vet- 
erinary costs, etc. (No deduction is allowed 
for feed grown on the farm). Price of pur- 
chased animals is capitalized and may be 
recovered by annual deductions under the 
accelerated cost recovery system (ACRS) 
formerly depreciation. Investment tax credit 
based on purchase price may also be 
claimed. 

If the breeding animal was purchased and 
depreciation or cost recovery deductions 
were taken, deducted amounts must be "re- 
captured," upon sale as must any "non- 
earned" investment tax credits claimed. 
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Consider the example of a breeding animal 
originally purchased for $10,000. If, after 
holding the animal for the required 24 
months and claiming cost recovery deduc- 
tions of $3,700, the farmer sells the animal 
for $12,000, only the $2,000 in excess of 
the original basis may be claimed as long- 
term capital gain. The $3,700 "profit" re- 
sulting from cost recovery deductions must 
be reported as ordinary income, i.e. "re- 
captured." 

Thus, breeding animals which are pur- 
chased are treated differently for tax pur- 
poses than animals which are farm-raised. 
  arm-raised breeding animals have no in- 
itial purchase cost and if all expenses in- 
curred in raising them have been deducted, 
such livestock have a basis of zero and are 
not depreciated. When sold, all proceeds will 
be taxed as long-term capital gain (or ordin- 
ary loss), if the livestock was held for the re- 
quired 24 months. 

If the farmer is considered to be pur- 
chasing a calf when acquiring the embryo 
by transplant, he will have to capitalize the 
costs and depreciate them over time. If the 
cost of the embryo and transplant are seen 

The tax question facing a 
farmer buying an embryo is 
basically whether he is 
purchasing a calf or raising 
one. 

as nothing more than traditional breeding 
fees, they can be deducted as expenses in- 
curred in farm-raising the animal. 

The IRS, in looking at this question, has 
determined the answer lies in the nature of 
the agreement between purchaser and seller 
of the embryo. Simply put, if the seller 
guarantees the Farmer will receive a live, 
healthy calf, the farmer has, in effect, pur- 
chased a calf, and costs involved must be 
capitalized. Only those expenses incurred 
after birth may be deducted. 

On the other hand, if the guarantee was 
limited to assuring the recipient cow would 
be pregnant, the IRS has concluded.the risk 
of loss stays with the farmer and he has not 
actually purchased a calf. Embryo and trans- 
plant costs, in that case, are treated as 
breeding costs and may be deducted im- 
mediately. 

2. Does the taxpayer I breeder owning 
donor and recipient cows hold both for 
b6breeding purposes?" 

A number of factors affect tax treatment, 
of livestock sales. In general, if the animal 
was raised primarily for future sale the pro- 
ceeds of sale will be taxed as ordinary in- 
come. If primary use of the livestock was 
for breeding (or for draft, dairy or sporting 
purposes) the income may be treated as 

more favorable long-term capital gain. To 
qualify for long-term capital gain treatment 
cattle and horses must have been held for 
24 months before sale. (All other animals 
held for breeding, draft, dairy or sporting 
purposes need only be held for 12 months.) 
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Since only cattle held for breeding pur- 
poses (or for draft, dairy or sport) and held 
for 24 months qualify for long-term capital 
gain treatment, the question of whether 
donor and recipient cows are held for breed- 
ing purposes is, obviously, of some impor- 
tance. There have been no direct rulings in 
this area, and while some conclusions seem 
evident, certain questions remain. 

The tax-paying owner of a donor cow 
clearly seems to be holding the animal for 
breeding purposes since in all likelihood that 
is the cow's primary use. The farmer who 
owns recipient cows, however, may want to 
argue that the primary use of those animals 
is not breeding in the sense that a donor 
cow is used. Such animals, he may assert, 
are simply property used in his trade or bus 
iness (i.e. not animals held for breeding pur- 
poses). If such an argument is successful, the 
property must be held for only 12 months 
before sale to qualify for long-term capital 
gain treatment. It is unclear, at present, if 
the IRS would agree with such a characteri- 
zation and it has been suggested that the 
likelihood of success of such an argument 
is limited. It is more likely the recipient cow 
will also be treated as being held for breed- 
ing purposes and a 24-month holding period 
required. Certainly, it is clearly undesirable 
for the recipient cow to be classified as held 
"primarily for sale." Such a classification 
would require that any gain be treated as 
ordinary income when the animal was sold. 

3. What are the implications of owning 
and leasing a recipient cow? 

The fanner who leases a recipient cow to 
increase his herd will treat the costs as a 
deductible breeding expense. The owner of 
the leased recipient cow will treat the in- 
come as ordinary income earned in the nor- 
mal course of business. 

When the recipient cow is sold, the ques- 
tion arises OF how to characterize the animal 
for tax purposes. Clearly, if the cow was 
being held primarily for future sale and was 
only incidentally leased, the appropriate 
characterization would be that she was "held. 
for sale" and any gain would be treated & 
ordinary income. 

A more difficult question arises when the 
cow is held primarily to be leased as a recip- 
ient. The taxpayer-owner will wish to char- 
acterize the animal as held for leasing pur- 
poses (as property held in the trade or bus- 
iness of leasing). In such cases the holding 
period required for capital-gain treatment is 
only 12 months. If the cow is characterized 
as held primarily for breeding, a 24-month 
period is necessary. 

The lessor who has raised his own recip 
ient cow will not be faced with the question 
since the animal will have been held for at 
least two years. IF the cow was purchased 
and held for, say, 20 months, however, the 
lessor has a "close call" on his hands. One 
Tax Court decision held that milk cows 
leased to dairies were held by the lessor 
(owner) for dairy purposes-not primarily as 
property used in the trade or business of 
leasing. The analogy seems clear, but the 
issue has not been clearly settled. 

4. How is the sale of embryos treated for 
tax purposes? 

If one part of a breeder's normal business 
is the regular sale of embryos, they are con- 
sidered part of inventory, and their sale pro- 
ceeds are taxed as ordinary income. Of 
course, embryos may not be depreciated 
and do not qualify for investment tax credit. 

When the embryo is sold by a breeder 
who does not nonnally make such sales as 
part of his business, a classification ques- 
tion arises. Such a breeder, if he has held 
the embryo for 24 months, may argue that 
his profit be treated as long-term capital 
gain since literal requirements of the IRS are 
mek the sale of "cattle. . . regardless of 
age. . . held for breeding purposes." The 
IRS may dispute that characterization. In at 

In general, if the animal was 
raised primarily for future sale, 
the proceeds of sale will be 
taxed as ordinary income. If 
primary use of the livestock 
was for breeding, the income 
m y  be treated as more 
favorable long-term capital 
gain. 

least one ruling they have implied embryos 
are not "cattle." However, no direct decision 
has so stated. 

The breeder who sells an embryo (but not 
as a regular part of his business) and claims 
capital gain treatment faces yet another 
question if the embryo was implanted in a 
recipient cow before sale. For example, con- 
sider a breeder who acquires an embryo, 

.-holds it for, say 22 months, then implants 
it in his own recipient cow. The cow with 
embryo is then sold three months later. May 
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the breeder claim that the part of the sale 
which represents profit made on the embryo 
qualifies as long-term capital gain? Presum- 
ably so, since the breeder is still "holding" 
the embryo until the sale 25 months after 
he acquires it. Naturally, that part of the sale 
price represented by the recipient cow is 
treated as ordinary income or capital gain 
depending on characterization of the recip- 
ient cow and the purpose for which she is 
held. 

Keep in mind that the possibility of such 
a characterization will arise only if the em- 
bryo is sold by one who does not regularly 
make such sales part of his business and if 
the IRS accepts the initial description of an 
embryo as "cattle . . . regardless of age . . . 
held for breeding purposes." If not, presum- 
ably, cost of the embryo would be a deduc- 
tion from expenses and price received for 
the cow would be either ordinary income or 
capital gain depending on how long the 
farmer had owned the-cow. 

5. For the non-farmer, what are the tax 
implications of investing in embryos? 

The non-farmer investor who regularly 
buys and sells embryos for profit is best 
characterized as a dealer. As such, his prod- 
uct is held primarily for sale and his gain 
is taxed as ordinary income. The true invest- 
or is acquiring a capital asset when pur- 
chasing an embryo and any profit would be 
taxed as capital gain if the holding period 
requirement was satisfied. 

When the recipient cou is sold, 
the question arises of how to 
characterize the animal for tax 
purposes. 

The non-farming investor who chooses 
not to sell his embryos, but to implant them 
and develop a herd, faces an interesting de- 
velopment. In a recent case the Tax Court 
~ 1 e d  against an investor tuned farmer who 
claimed deductions for rent and mainten- 
ance costs for leased recipient cows. The 
court reasoned the taxpayer was not a 
farmer until the calves were weaned. Up un- 
til that time he was not entitled to tax rules 
applicable to farmers. 

Conclusion 
As the discussion above indicates, tax law 

involving embryo transplanting is far from 
settled. Legal mles have yet to catch up with 
concepts the new science has developed. 
Further, what has been discussed is at best 
a brief and incomplete sketch of several 
issues this new technology has raised. The 
embryo transplanting breeder should con- 
sult a reliable tax advisor when confronted 
.with a new situation or before reaching def- 
inite conclusions based on a given situation. .- &I 
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