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GAO

United States
General Accounting Office
Washington, D.C. 20548

General Government Idivision

B-220507
August 11, 1986

The Honorable Bill Bradley
United States Senate

bear Senator Kradley:

In December 1985, you asked us to review how current tax law affects the
agricultural sector. We did so, and briefed you in detail on our
results. We also conducted briefings for Senator Melcher and staff
members of Senators on the Senate Democratic Policy Committee.
Subsequently, your staff asked us to provide you with a written document
containing the basic focus of our briefing.

The information contained in appendix I highlights the points covered in
our briefing and is presented without lengthy discussion or analysis.
The specific points deal with: (1) the distribution of farms and income;
(2) farm profits and losses claimed by individual taxpayers; (3) the
economic effects of selected current tax provisions; and (4) the amount
and distribution of nonfarm income reported by taxpayers filing a
Schedule ¥ (Farm Income and Expenses).

We obtained our information by (1) reviewing the results of analyses
reported in economic and legal journals; (2) discussing the issues with
economlc experts at the Departmwent of Agriculture, the Department of the
Treasury, and the Congressional Research Service; and (3) gathering both
published and unpublished data from various agencies and sources detailed
in this report. We attempted to synthesize the views of experts and
present a consensus where one exists. For example, a consensus exists
that, under current tax law, favorable taxation of farm capital has
tended to contribute to greater farm output and lower farm prices than
would have occurred otherwise. Provisions in the Senate Tax Reform B1ll
would contribute to a reversal of these effects. It is important to note
that, in doing our work, we confined ourselves to gathering only that
information on the agricultural sector that related to tax policy. Thus,
we did not analyze the effects on farming of other important economic
factors such as inflation and international trade.

As requested by your office, we did not obtain official agency comments.
We have, however, discussed our information with representatives from the
Department of Agriculture and incorporated their comments where
appropriate.



As arranged with your otfice, we are sending copies of this report to the
Department of Agriculture, the Department of the Treasury, congressional
committees that oversee the tax area, and other organizations that
provided us with data. Copies will be made available to others who
request them. If you or your staff have questions regarding this
information, please contact Charles Vehorn of my staff on 376-0023.

Sincerely yours,

o 2.~
JZ’—M . eA
{Johnny C. éinch
Senior Assoclate Director
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APPENDIX I APPENDIX I

INFORMATION ON TAXATION IN THE AGRICULTURAL SECTOR

DISTRIBUTION OF FARMS AND THEIR INCOME IN 1984 (TABLE I.1l)

Highlights from table I.1 include the following:

o Based on the Census of Agriculture definition of a farm
operation, the U.S. Department of Agriculture estimated that
in 1984 the number of farms was 2.3 million.

e While small farms with annual sales of less than $20,000
made up about 60 percent of all farms in the U.S., large
farms with annual sales of $250,000 or more (4.6 percent of
all farms) accounted for almost half of gross cash income
and almost three-fourths of net farm income in 1984.

L Average nonfarm income was highest for farms with less than
$40,000 in sales, and smallest for farms with sales between
$40,000 and $249,999,

4 Average nonfarm income was higher than average net farm
income for farms with less than $100,000 in sales. In other
words, on average, farm operators with farm sales of less
than $100,000 in 1984 derived most of their income from
nonfarm sources.



FAHRMS WITH
SALES OF--

$500,000 AND OVER
$250,000 TO $499,8999
$100,000 TO $249,999
$40,000 TO $99,999
$20,000 TO $39,999
$10,000 TO $19,999
$5,000 TO $9,999
$2,500 TO $4,999

LESS THAN $2,500

ALL FARMS

SOURCE. Economic Indicators of the Farm Sector:
Summary, 1984, United States Department of Agriculture,

Research Service

OF FARMS
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71
229
3563
247
269
314
275

533

2,328

DISTRIBUTTON OF FARMS,

PERCENT
OF FARMS
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100.
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100.0

Table I.1

CASH RECEIPTS,

PERCENT OF
NET FARM
INCOME

49.5

23.6

100.0

National Financial
Economic

1984

AVERAGE
NET FARM

INCOME
$423,063
$81,875
$31,878
$6,073
$392
($1,471)
{$1,538)
($2,228)

($1,648)

$11,471
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FARM INCOME,
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IN
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AND

ENT OF

FARM

COME
11

2 2

13.0
11.9
15.8
13.4

27.9

100.0

AVERAGE

NONFARM

INCOME
$14,438
$11,471
$10,690
$9,719
$21,082
$17,725
$20,150
$19,427

$20,935

$17,188

AVERAGE
TOTAL
INCOME
$437,501

$93, 346
$42,658
$15,791
$21,473
$16,253
$18,612
$17,198

$19, 287

$28,659
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APPENDIX I APPENDIX I

AGGREGATE FARM LOSSES IN 1983 EXCEEDED FARM PROFITS (TABLE 1.2)

® As shown in table I.2, in 1983 slightly more than 2.7
million individual taxpayers filed a Schedule ¥, which
reports farm income and losses,

° Table I.2 also shows that, per individual income tax returns
for 1983, aggregate net farm losses exceeded net farm
profits by an estimated $9.3 billion.



Table I.2

FARM INDIVIDHAL TAX RETURNS AND TOTAL
INDIVIDUAL TAX RETURNS FOR 1983

NUMBER
TYPE OF RETURN OF RETURNS INCOME
FARM BETURNS WITH NET INCOME 968,248 ' $8,425,995,000
FARM RETURNS WITH NET LOSSRES 1,741,796 ($17,720,479,000)
ALL FARM RETURNS 2,710,044 ($9,294,484,000)
TOTAL INDIVIDUAL RETURNS 96,321,310 _ $1,942,589,8865,000%
[ b
ALL FARM RETURNS AS A PERCENT
CF TOTAL RETURNS 2.81%

NOTE: All figures are estimates based on samples. Numbers 1in
parentheses designate losses, 1.e., negative income.

fAdjusted gross income less deficit. A deficit occurs if the
allowable exclusions and deductions exceed grosa income.

SOURCE: Individual Income Tax Returns: 1983, Internal Revenue
Service, Statistics of Income Division.
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APPENDIX I APPENDIX I

ECONOMIC EFFECTS OF CURRENT TAX PROVISIONS (TABLE I.3)

Both general tax provisions (taxes on capital, tax shelters,
income averaging, and taxes on labor) and farm-specific
provisions (cash accounting, special expensing, sale of erodible
croplands, and estate taxation) affect resource allocation. Table
1.3 illustrates where we found a consensus in the literature on

the direction of change. (Blank cells indicate we found little
evidence or no consensus.) Some highlights include the
following:

o The economic effect of current tax provisions on capital has

been to encourage a movement of more capital resources into
the farm sector than would otherwise have occurred. This
has tended to (1) increase output, (2) put downward pressure
on commodity prices, and (3) put upward pressure on the
value of farm land, a relatively fixed input.

L We found a consensus that those in higher tax brackets were
the relative gainers from tax shelters.

® We found no consensus on how employment taxes affect farm
labor.

® For the farm-specific provisions, we found a consensus that
cash accounting had effects similar to the tax provisions on
capital.

o The Department of Agriculture stated in a recent
publication that, based upon federal income tax
returns, about 98 percent of farm sole proprietorships
in 1982 used the cash method of accounting. So did
many farm corporations and partnerships.

® In a March 1986 publication the Congressional Budget
Office (CBO) noted that tax revenues could be increased
if cash accounting was restricted to certain small- to
medium-sized businesses. The CBO estimated that if
this restriction took effect on January 1, 1987, it
would increase federal revenues by about $5 billion
over the 1987-1991 period.

We found no consensus on special expensing provisions and
provisions on the sale of erodible land.

We found a consensus that current estate tax provisions,
because they lower the tax on heirs, put upward pressure on
land prices.



Table I.3

EFFECT OF CURRENT TAX PROVISIONS ON AGRICULTURE:

REVIEW OF PAST STUDIESs

RESOURCE ALLOCATION MAJOR BENEFICIARIES

COMMODITY FARM FARM CAPITAL LABOR LAND LAND HIGHER BRACKET
TAX PROVISIONS PRICR OUTPUT SIZE USER COST PRICE PRICE OWNERS TAXPAYERS

GENERAL PROVISIONS

TAXES ON CAPITAL
CAPITAL GAINS FALLS RISES RISES REDUCES
INVESTMENT TAX CREDIT FALLS RISES FALLS TAX
ACCELERATED DEPRECIATION FALLS RISES FALLS PAYMENTS

PASSIVE, TAX SHELTER LOSSES FALLS RISES RISES RELATIVE

GAINERS
INCOME AVERAGING

TAXES ON LABOR
SOCIAL SECURITY INCIDENCE
UNEMPLOYMENT INSURANCE IS
WORKERS COMPENSATION UNENOWN

FARM-SPECIFIC PROVISIONS

CASH ACCOUNTING

INVENTORIES FALLS RISES RISES RISES CREATES HIGHER
PREPAYMENTS FALLS RISES VALUED

TAX ASSET

SPECIAL EXPENSING PROVISIONS
SOIL AND WATER CONSERVATION
FERTILIZER AND SOIL

CONDITIONING
LAND CLEARING

SALE OF ERODIBLE CROPLANDS

ESTATE TAXATION
SPECIAL-USE VALUATION

RISES TAX ON
INSTALLMENT PAYMENT

RISES HEIR FALLS

*See bibliography (app. I[1}) for sources,
Blank cella 1ndicate we found little evidence or no consensus.
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APPENDIX I APPENDIX I

DISTRIBUTION IN 1982 OF FARM AND NCONFARM INCOME FOR THOSE FILING

A SCHEDULE F (TABLE T1.4)

Using unpublished data from the IRS, we tabulated farm and

nonfarm income. Some highlights include the following:

About 90 percent of the 2.7 million individuals who filed a
Schedule F (Farm Income and Expenses) in 1982 reported
having nonfarm income of $50,000 or less, with about 35
percent having nonfarm income of $10,000 or less.

In comparison, less than 1 percent reported farm income over
$50,000, while 91 percent reported farm income of $10,000 or
less.

About 65 percent of the filers reported farm losses, with
about 8 percent reporting losses between $15,000 and
$49,999, and 2 percent reporting losses of $50,000 or
greater.

About 8 percent of the filers reported both nonfarm income
greater than $50,000 and farm losses. This group represents
about 13 percent of all those reporting farm losses:; about
29 percent of all those reporting farm losses of $15,000 or
greater reported nonfarm income greater than $50,000. Farm
losses generate larger tax reductions for those with higher
levels of nonfarm income because these individuals have
higher marginal tax rates.,

10
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Table 1.4

FARM AND NONFARM INCOME OF SCHEDULE F FILERS,

1982 INDIVIDUAL INCOME TAX RETURNS (¥x)

FARM INCOME
-60,000 49,999 -14,999 ) 5,001 10,001 25,001 58,001 150,001
AND TO 10 TO0 TO T0 TO 10 AND
NONFARM INCOME BELOW -15,000 0 5,000 10,000 25,000 50,060 150,080 ABOVE TOTAL
5,000 AND BELOW 14 42 185 190 81 86 23 6 *
-3,104 -2,111  -1,3286 125 464 1,218 577 163 +  -3,B32
5,001-10,000 3 19 137 86 23 32 8 1 *
-281 -115 563 759 330 734 azs 86 * 2,236
10,001-20,000 3 29 168 114 26 28 12 2 »
~Zié -308 4,039 1,784 531 790 552 147 * 7,341
20,001-50, 800 7 78 654 120 21 23 8 3 * 311
370 704 17,242 3,706 726 994 480 272 * 23,761
50,001-100, 000 7 40 116 20 3 5 z 1 *
-1861 1,527 6,373 1,385 212 384 134 191 * 10,076
100,001-500,000 15 15 24 4 1 2 1 * *
1,250 2,135 3,667 626 160 346 171 * * 8,611
500,001 AND ABOVE 2 1 1 % * * *
1,880 850 824 * ¥ * P * * 4,500
TOTAL 51 221 1,486 534 155 175 54 14 1 2,69
-999 2,482 31,382 8,869 z,537 4,587 2,414 1,092 326 52,69
PERCENT OF
TOTAL INDIVIDUALS 19 8 2 55 2 19.8 5 8 6.5 2 » ¥

NOTE The top figure 1n each farm-ponfarm i1ncome category 1s number
of 1ndividuyals 1n thousands. The bottom figure 1n each category

18 total adjusted dross tpcome in millians of dollare for all
individuals 1n the category.

¥LESS THAN 500 INDIVIDUALS PREDICTED TO BE IN THE CATEGORY.
OR NO MORE THAN HALF OF A PERCENT OF TOTAL

*3ESTIMATES FOR THE ENTIHE UNIVERSE OF SCHEDULE F FILERS ARE BASED ON A
WFEIGHTED SAMPLE OF 15,481 RETURNS FROM THE 1982 1RS SAMPLE OF RETURNS
INCLUDING SCHEDULE F TOTALS MAY NOT ADD DUE TO ROUNDING

I XIANIddV¥

4.

(2]
wr
co

[

AddV¥

XION

I



APPENDIX II APPENDIX II

BIBLIOGRAPHY

Bovard, James. "The Fat of the
Policy Review (Spring 1985): 53.

Breimyer, Harold. "Agriculture's Problem is Rooted in
[T RN TR R -~ M L T T ommmem A0 Mo Tanm e 1T0QC Y o

aan.ngtU 1, el Lnalicellye 40 \May/Julie 12704 ). DA™ .

Boehlje, Michael and Kenneth Krause. Economic and Federal Tax
Factors Affecting the Choice of a Legal Farm Business
Organization. U. S. Department of Agriculture, Economic and
Statistics Service. Agricultural Eccnomic Report No. 468. June
1981.

Nemall S A MImathanl ond ITAarr Maremarm "Maoaw Dalimye.e Tmmlisatinne FfAar
DUCILJ—JC’ rFliroelilac . aliul I".I.U_Y QL IUCLL . laan ]_'\JJ..L\,_Y - .Llllt’.LJ.\.—Ol-LULI.D PR
Producers and the Agricultural Sector." American Journal of
A1t 12l F139-n 1 Termrmmam e GA fMarmramhar 1092 Y. 1AN_TIN2AA
n‘;’LJ.\-\.{J. L Ay LA \JLIVALLLA. O T A L L A e 4 UL f e FA Y AV PN AT R

Cacl or Nanmyraos T HMay DAldimye Tmmliicma+drinme foar Dradnmnaore and
e A D e r \J';\JJ-‘:’\-—' ES N ) £ A EUJ—.J.\.;I - J.AIILIJ.-L\—H\—J.\JJ&U PR A A WA AN e L D A Ldva4
the Agricultural Sector: Discussion." American Journal of
Agricultural Economics 64 {(December 1982): 1047-1049.
Congressional Budget 0ffice. Reducing the Deficit: Spending and
Revenue Options. A Report to the Senate and House Committees on
the Budget-Part II. March 1986.

Congressional Budget Office. Diversity in Crop Farming: Its
Meaning for Income-Support Policy. Special Study, May 1985.

Davenport, Charles; Michael D. Boehlje; and David B. H. Martin.
The Effects of Tax Policy on American Agriculture. U.S.
Department of Agriculture, Ecconomic Research Service.
Agricultural Eccnomic Report No. 480. February 1982.

Giertz, J. Fred, and David L. Chicoine. "Tax Valuation of Farm
Land: Non-Neutrality with Respect to Inflation." National Tax
Journal 37 (June 1984): 253-258.

Hanson, Gregory D. and Vernon R. Eidman. "Agricultural Income
Tax Expenditures-A Microeconomic Analysis." American Journal of
Agricultural FEconomics 67 (May 1985): 271-278.

Harl, Neil E. "TEFRA, The Tax Equity and Fiscal Responsibility
Act of 1982." Agricultural Finance Review (1982): 20-22.

12



APPENDIX II APPENDIX II

Harrison, Virden L. and Fred W. Woods. "Nonfarm Investors and
Beef Breeding Herds-Incentives and Consequences.” Southern
Journal of Agricultural Econcmics 4 (July 1972): 171-177.

Hrubovcak, James, and Michael LeBlanc. Tax Policy and
Agricultural Investment. U.S. Department of Agriculture,
Fconomic Research Service. Technical Bulletin No. 1699. June
1985,

Jeremias, Ronald A.; James M. Hrubovcak; and Ron L. Durst.
Effective Income Tax Rates for Farm Capital, 1950-1984. U.S.
Department of Agriculture, Economic Research Service. Staff
Report No. AGES830621. June 1983,

Johnson, D. Gale. World Agriculture in Disarray. London:
Fontana, 1973.

Joint FEconomic Committee. Taxes and Agriculture. Washington,
D. C., May 1984.

Joint Committee on Taxation. Study of 1983 Effective Tax Rates
of Selected Large U.S. Corporations. Washington, D.C., November
1984.

Jones, John, and Charles H. Barnard. Farm Real Estate:
Historical Series Data, 1950-1985. U.S. Department of
Agriculture, Economic Research Service. Statistical Bulletin
No. 738, December 1985,

Kozub, Robert M. and James P. Trebby. "Special vValuation of
Farmland and Closely Held Business Realty for Estate Tax
Purposes." Growth and Change 15 (July 1984): 25-29.

Langley, James A. and J. Michael Price. Implications of
Alternative Moving Average Loan Rates. U.S. Department of
Agriculture, Economic Research Service. Agricultural Economic
Report No. 538, August 1985.

Lee, David R. and Peter G. Helmberger. “Estimating Supply
Response in the Presence of Farm Programs." American Journal of
Agricultural Economics 67 (May 1985): 193-203.

Lins, David A. and Danny A. Klinefelter. "Federal Income Tax
Alternatives for Dealing with Financial Problems in Agriculture."
in The Farm Credit Crisis: Policy Options and Consequences.

College Station, Texas: Texas Agricultural Extension Service,
1986.

13



APPENDIX II APPENDIX II

Lowenberg-DeBoer, J. and Michael D. Boehlje. "The Estate Tax
Provision of the 1981 Economic Recovery Tax Act: Which Farmers
Benefit?" Southern Journal of Agricultural Economics 17
(December 1985): 77-86.

Nichols, Wm. Patrick. "A Farm Finance Proposal.” Challenge 28
(July/August 1985): 54-58.

Reinsel, Edward I. "Taxation a Potential Source of Distortion in
Farm Accounts and Agricultural Statistics." Paper prepared for
the Food and Agriculture Organization of the United Nations,
Statistical Commission and Economic Commission for Europe.
Conference of European Statisticians. Voorburg, Netherlands,
October 1985.

Simunek, Richard; Agapi Somwaru; Sandra Suddendorf; and Gary
Lucier. The National Income and Product Accounts: Estimating
Farm Income by Type of Farm. U.S. Department of Agriculture,
Economic Research Service. Technical Bulletin No. 1710.
December 1985.

Sisson, Charles A. Tax Burdens in American Agriculture: An
Intersectoral Comparison. Ames, lowa: Iowa State University
Press, 1982.

Steuerle, C. Eugene. Taxes, Loans, and Inflation: How the
Nation's Wealth Becomes Misallocated. Washington, D.C.: The
Brookings Institution, 1985.

Steuerle, C. Eugene. "Realized Income and Wealth for Owners of
Closely Held Farms and Businesses: A Comparison." Public Finance
Quarterly 12 (October 1984): 407-424.

Tauer, Loren W. "Use of Life Insurance to Fund the Farm Purchase
from Heirs." American Journal of Agricultural Economics 67
(February 1985): 60-69.

Taylor, Jack. "Farm Income Taxation Under the House Tax Reform
Bill (H.R. 3838)." Congressional Research Service. Report No.
86-509 E. January 1986.

Taylor, Jack. "Impact of the President's Tax Proposals on Farm
Income Taxation." Congressional Research Service. Report No.
85-788 E. June 1985.

Taylor, Jack. "Farm Income Taxation Under Four Tax Reform

Proposals." Congressional Research Service. Report No. 85-638
E. March 1985.

14



APPENDIX II APPENDIX II

Taylor, Jack. "Effect of the Treasury Tax Reform Proposal On
Farm Income Taxation." Congressional Research Service. Report

No. 85-543 E. January 1985.

Taylor, Jack. "Farm Income Taxation." Congressional Research
Service. Report No. 85-13 E. January 1985.

Tweeten, Luther. Causes and Consequences of StructuraLTghange in
the Farming Industry. Washington, D.C.: National Planning
Assoclation, 1984.

Uchtmann, D. L. and J. T. Cross. "The Impact of Federal Tax
Policy on the Mix of Agricultural Outputs." The American Journal
of Tax Policy 4 (Spring 1985): 7-40.

Uchtmann, D. L. and J. T. Cross. "The Effects of Tax Policy on
the Structure of Agriculture: Tax Induced Substitution of Capital
for Labor." The American Journal of Tax Policy 3 (Spring 1984):
115-152.

U.S. Department of Agriculture. Economic Indicators of the Farm
Sector: Production and Efficiency Statistics, 1984. Economic
Research Service, ECIPFS 4-4. February 1986.

U.S. Department of Agriculture. Economic Indicators of the Farm
Sector: National Financial Summary, 1984. Economic Research
Service, ECIFS 4-3. January 1986.

U.S. Department of Agriculture. Economic Indicators of the Farm
Sector: Farm Sector Review, 1984. Economic Research Service,
ECIFS 4-2. December 1985.

U.S. Department of Agriculture. Economic Indicators of the Farm
Sector: Costs of Production, 1984, Economlc Research Service,
ECIFS 4-1. September 1985.

U.S. Department of Agriculture. "Tax Reform: Its Impact on
Agriculture." Agricultural Outlook. Economic Research Service,
Special Reprint. August 1985.

U.S. Department of Agriculture. Financial Characteristics of
U.S. Farms, January 1985. Economic Research Service, Agriculture
Information Bulletin No. 495. July 1985.

U.S. Department of Agriculture. The Current Financial Condition
of Farmers and Farm Lenders. Economic Research Service,
Agriculture Information Bulletin No. 490. March 1985.

15



ATMDTANTY TT n
AFPFFLINL LA 14 n

U.S. Department of Agriculture. Agricultural Finance: Outlook
and Situation Report. Economic Research Service, AFO0-25.
December 1984,

U.S. Department of the Treasury. "The Effects of Federal Income
Taxation on the Structure of U.S. Agriculture.” March 1985.

U.S. General Accounting Office. Financial Condition of American
Agriculture. GAO/RCED-86-09., October 1985,

U.S. General Accounting Office. Special Estate Tax Provisions
for Farmers Should be Simplified to Achieve Fair Distribution of
Benefits. PAD-81-68. September 1981.

Vvan Arsdall, Roy N. and Kenneth E. Nelson. Economies of Size in
Hog Production. U.S. Department of Agriculture, Economic
Research Service. Technical Bulletin No. 1712. December 1985.

(268263)

16



Requests for copies of GAO reports should be sent to
U S. General Accounting Office

Post Office Box 6015

Gaithersburg, Maryland 20877

Telephone 202-275-6241

The first five copies of each report are free Additional copies are
$2.00 each.

There 1s a 25% discount on orders for 100 or more copies mailed to a
single address

Orders must be prepaid by cash or by check or money order made out to
the Superintendent of Documents.



United States
General Accounting Office
Washington, D C 20548

Official Business
Penalty for Private Use $300

Address Correction Requested

First-Class Mail
Postage & Fees Paid
GAO
Permit No G100






