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FARM TAX FAIRNESS

WEDNESDAY, APRIL 29, 1992

U.S. SENATE,
SUBCOMMITTEE ON ENERGY AND
AGRICULTURAL TAXATION,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 2:06 p.m,, in
room SD-215, Dirksen Senate Office Building, Hon. Tom %aschle
(chairman of the subcommittee) presiding.
Also present: Senator Grassley.
[The press release announcing the hearing follows:]
[Press Releane H--20, April 23, 1002}

DascHie ScHEDULES HEARING ON FArM Tax FAIRNESS, SUBCOMMITTEE TO [IXAMINE
Possisre CHANGES IN Tax CoDE

WasninaTtoN, DC.—Senator Tom Daschle, Chairman of the Senate Finance Sub-
comumittee on anergy and Agricultural Taxation, Thursday announced a hearing on

farm tax fairness,
The hearing will be at 2 p.m., Wednesday, April 29, 1992 in Room SD-216 of the

Dirksen Senate Office Building.
Daschle (D., South Dakota) said the hearing will focus on tax incentives for firat-
time farmers, eatate and gift tax issues of transferring a farm to children, and cap-

ital gains and debt relief.
“This hearing will give us the opportunity to examine changes needed in the Tax

Code to make it fairer for family farmers,” Daschle said.

OPENING STATEMENT OF HON. TOM DASCHLE, A U.S. SEN-
ATOR FROM SOUTH DAKOTA, CHAIRMAN OF THE SUB.

COMMITTEE

Senator DASCHLE. The hearing will come to order. I want to wel-
come everybody here this afternoon. We are here to discuss certain
aspects of the Tax Code as it applies to agriculture.

n the context of this issue, we are going to cover a number of
proposals pending before the Finance Committee that seek to pro-
vide tax relief to farmers in a number of specifically identified
areas.

Unfortunately, efforts to enact broad tax fairness and economic
growth legislation have failed this vear. Nonetheless, I believe it is
an appropriate time to learn more abhout the economic health of ag-
riculture and to better understand how the Tax Code helps or
hinders the survival of our Nation's family farms,

I am told that seven percent of farmers are currently facing se-
vere financial vulnerabihity, meaning that they have a debt-to-asset
ratio of 40 percent or higher, and a negative cash flow.

(n
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Although this is down from the 12 percent level of the mid-1980s
during the Great Farm Crisis, continued low commodity prices,
coupled with the damaging natural disasters we have seen, threat-
en to push that percentage higher today.

Today's hearing will focus primarily on the impact of the Tax
Code on farmers in three areas. First-time farmer assistance. As
cox('j)orate farming continues to grow, family farms are dwindling
and fewer young people are entering the business of farming.

When I conduct public meetings with farmers in my %tate, I
rarely see young faces in the crowd. Nationally, 50 percent of farm
assets are controlled by persons likely to retire within the next 10
years.

If we are going to maintain a strong agricultural economy in the
218t century, we have to do a better job of attracting our young
people to farming. The Tax Code is one tool with which to do that.

The second area we will consider involves transferring the farm
to children, estate and gift tax issues. Under current law, for estate
tax purposes, farm property may be valued in its special use as a
f'afn:m, so long as inheniting family members continue to use it as
a farm,

Current interpretations of this Tax Code provision have threat-
ened the availability of special use valuation for those who inherit
farm property aad could lead to substantial tax assessments for
many unwary farmers.

The third area is capital gains and debt relief. Today, farmers
who run into financial difficulties and are forced to work out their
debt with creditors often find that these transactions result in tax-
able capital gains and cancellation-of-indebtedness income.

Other farmers are hit hard by capital gains taxes when they sell
their farms, hoping to live off the proceeds for retirement. For too
many, the cirrent Tax Code leaves them little, if anything, for re-
tirement after a long and productive lifetime of family farming.

That does not seem fair. We should investigate the possibility of
providing improved vehicles for converting equity in one’s farm into
a retirement fund of some kind.

Family farmers have served our country well from the days of
the first settlers. They have helped to make our country the envy
of the world by continuously producing quality commodities in
quantities sufficient to feed America and many of the world’s hun-
gry. Family farms are a precious natural resource that we must
preserve for future generations.

Today, we will focus on the feasibility of the various tax propos-
als presented from an agricultural andy tax policy perspective. Le-

itimate questions to ask are, “Will the proposals work?” and “Is
1t good tax policy?” ~

In response to a number of queries we have had with regard to
the scope of this hearing, let me emphasize at the very beginning
that this is the first in a series of hearings that we would like to
conduct on the Tax Code as it relates to agriculture.

There are so many provisions we want to assess and consider in
greater detail that we simply did not have time to cover all of them
today. In the interest of providing as much understanding as pos-
sible of these provisions, we chose to lump them in the categories
we have today with the expectation that, at some point in the near
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future, we will continue this series and hold additional hearings,
as time allows and the committee provides.

As always, let me remind each witness that their entire state-
ment will be made part of the record, and we would agk them to
summarize their remarks as they come before the committee today.

Before we call on our first witness, let me ask my colleague, Sen-
ator Grassley, for his opening comments,

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S,
SENATOR FROM I0WA

Senator GRASSLEY. First of all, thank you for conducting such a
hearing on the important issue of agricultural tax incentives. I es-
pecially want to thank you for including my proposal, S. 710, which
permanently extends the first-time farme. program in this hearing
schedule.

I have introduced this legislation in each of the last two Con-
gresses. These first-time farmer bonds, or I call them Aggie Bonds,
are part of a larger package of tax-exempt Small Issue %’m’vate Ac-
tivity Bonds that wilY expire at the end of June this year.

However, on its own, the Aggie Bond program only costs a little
under $30 million over a five-year period of time. And, so, with this
figure in mind, I do not think we can afford to let such an inexpen-
sive, cost-effective program fall through the cracks of the current
budget crisis.

Aggie Bonds are used to finance low-interest farm loans targeted
to beginning farmers. The borrower must secure a participating
private lender who assumes all of the loan risk.

Federal law limits use of the bonds for loans for first-time farm

urchasers, and restricts them to a maximum of $2560,000 per fam-
1ly, per lifetime. Of course, State law may impose additional re-
strictions, such as net worth or residency requirements.

Unfortunately, State programs could be extinguished if the tax-
exempt status 18 lost, since the tax-exempt status is precisely what
enables the finance program to issue low-interest loans to first-time
farmers.

In addition, continuation of this program could be a real boon for
rural development. The program agdresses the one problem admit-
ted by the Task Force on gg‘ricultural Finance—that of accessible
and affordable credit to beginning farmers.

To date, over 4,200 loans worth more than $250 million have
been processed through the Aggie Bond program. The failure rate
has been extremely low, 7 percent.

Iowa was the first in the nation to implement an Aggie Bond pro-
gram, and it has been extremely successful in processing over 1,200

rst-time farmer loans since 1981.

I appreciate very much, Mr. Chairman, that you have invited a
constituent of mine, Bill Greiner, who heads the lowa Agriculture
Development Authority. to testify before this committee today.

He is truly an expert on the Aggie Bond program, and will be
effective in underscoring the nee(% to preserve this program. I
thank him very much for taking time out of his busy schedule to
be with us to present his testimony, and, more importantly, for his
involvement in this Yrogram over the years which has been very
much the success of the program in my State.
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So, thank you, Mr, Chairman. I look forward to considering all
of the issues before us today.

Senator DASCHLE, Thank you very much, Senator Grassley.

Our first witness this afternocon 1s someone who is, perhaps, the
most credible expert on agricultural tax issues in the Senate, a
former tax commissioner in one of the most agricultural States in
the country, and someone who has devoted the last 6 years to agri-
cultural issues and tax matters of consequence to rural America.
We are very pleased he could join us, and, Kent, we invite you to

proceed as you see fit.

STATEMENT OF HON. KENT CONRAD, A U.S. SENATOR FROM
NORTH DAKOTA

Senator CONRAD. Thank you very much, Mr. Chairman. First, I
want to thank you for holding this hearing and taking your time
to delve into the igsues that are facing the committee.

I would ask that my full statement be made part of the record.

Senator DASCHLE. Without objection.

[The prepared statement of Senator Conrad appears in the ap-
pendix.] '

Senator CONRAD. And [ will try to summarize in a way that gets
us through this as quickly as possible.

I want to indicate to you, Mr. Chairman, that there will be two
witnesses following me; our agricultural commissioner from the
State of North Dakota, Sarah Vogel, who has done an absolutel
outstanding job in that position for the State of North Dakota, and,
more broadly, for the farmers of this country; and David Saxowksy
an NDSU economics professor who is very knowledgeable on the
subjects that are before the committee. I hope every courtesy of the
committee will be extended to them, as I know tiiis Chairman al-
ways deals courteously with witnesses.

Mr. Chairman, as you know so well, family farmers suffered se-
vere economic hardship in the 1980s. Net farm income, when ad-
justed for inflation, was lower in the decade of the 1980s than in
anly decade since record-keeping began in 1910.

n addition, the net value of farm assets in real dollars dropped
from $1.1 trillion to $600 million between 1981 and 1987. With
that sharp drop in income and asset values, we saw severe prob-
lems develop some of which involved taxes.

Farmers engaged in debt restructuring can, unfortunately, re-
ceive large tax bills on either capital gains or ordinary income aris-
ing from the transfer of property to satisfy indebtedness or from
discharge of indebtedness.

One of the first issues we deal with is what we call phantom cap-
ital gains. When a farmer deeds back land to a lender, the IRS
treats as a capital gain the difference between the fair market
value and the basis 1n that property, even though the farmer re-
ceives no cash from the transfer.

Imagine, Mr. Chairman, the shock of farmers who deed back
land to discharge indebtedness and find out, low and behold, that
they have a substantial income tax obligation.

'I?lrmey are being forced out of business, in many cases, have vir-
tually no assets, and are faced with very large income tax burdens.
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Now, that is the final shock that puts many farmers in a position
that is really untenable.

In addition to that problem of phantom capital gains, we have
the problem of discharge of indebtedness. Mr. Chairman, as you
know, farmers can also find themselves owing tax on debt relief re-
ceived from a lender, which is considered discharge of indebtedness
income by the IRS unless a farmer is insolvent or has unused tax
attributes to apply as offsets.

A(fain, I have seen it. I have had farmers come to me who were
ready to finally resolve their economic trauma. They were receiving
discharge of indebtedness from a creditor, As a result, they were
going to then face huge tax bills, tax bills that they had no re-
sources to pay.

Mr. Chairman, this should not happen, and there is a solution,
Now, some have suggested that the Agricultural Credit Act of 1987
was designed to provide farmers with the opportunity to restruc-
ture their debt, and that is the case. But many farmers find that
they are unable to restructure because of the tax burdens that fol-
low from the situations that I have described above.

Let me just give a quick example. Suppose a farmer had a loan
of $200,000 and conveyed back land worth $150,000 to eliminate
this debt. Assume this land had a cost basis of $75,000. Under cur-
rent law, this farmer would have to pay tax on a capital gain of
$76,000. That gain is illusory; it will be taxed as ordinary income.,

The farmer 1n this example would also realize $60,000 of dis-
charge of indebtedness income unless he or she is insolvent or has
unused tax attributes to apply as offsets.

Mr. Chairman, S. 900 that is before this committee has heen co-
sponsored by the Chairman, and Senator Symms, of Idaho. It has " °
also been supported by Senator Boren, as past Chairman of the
subcommittee,

S. 900 it provides a limited, once-in-a-lifetime exclusion for farm-
ers with low to moderate incomes and no other assets to velieve
them of the tax owed on discharge of indebtedness income or cap-
ital gains that arise from debt restructuring.

Mr. Chairman, let me just review with you very quickly the
qualifying test to get this one-time exclusion. First, at least 50 per-
cent of gross receipts in six of the last ten years must be attrib-
utable to farming. .

Second, modified adjusted gross income is less than 100 percent
of the national median adjusted g‘ross income. Finally, equity in all
other property is less than $25,000, or 150 percent of the tax liabil-
ity, whichever is greater.

The exclusion 1s limited to $300,000; the same limit on the size
of the write-down that exists under the Agricultural Credit Act.

Mr. Chairman, Joint Tax has not released a revenue estimate,

but it is worth noting that, in real terms, the amount of tax reve-
nue foregone would be minimal, because it is highly unlikely that
anf' of these farmers will ever be able to pay these enormous tax
bills when they are flat broke.
Mr. Chairman, another bill I have sponsored S. 1061, a technical
correction concerning the special use valuation, is also before the
committee. After the large increases in farm prices in the 1970s,
many farm families had problems paying their estate taxes.
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The law was changed to hase estate taxes for family farms on
what the farm can actually produce, not on the market value, If the
farm is sold outside the family or converted to non-farm use, the
heirs are liable for retroactive tax liability.

Therefore, this is not a case where we are opening up a loophole
for people to go out, sell land for substantially more than the tax
bases on the land, and then reap a tremendous reward.

Following an IRS ruling that leasing farm land on a cash-lease
basis disqualified family farms from special use valuation, Con-
gress passed a technical correction in 1988 extending special use
valuation of farm property to surviving spouses who continued to
cash-rent farm property to their children. Without this change, a
recapture tax would have been imposed in such situations.

However, we have found in real life rare instances where there
ig no surviving spouse and it 18 not possible, under the 1988 law,
to transmit such property to one’s children or grandchildren with-
out triggering the recapture tax. S. 1061 would apply in such cases.

For example, we have a case of a North Dakotan, who may have
lived very close to South Dakota, now that I think about it, who
cash-rented farm property from his mother, who had received the
property from her father.

either the daughter nor the grandson qualifies for special use
valuation under a provision ap%lymg only to surviving spouses.

In the House, Congressman Dorgan, of my State, who is a mem-
ber of the Ways and Means Committee, has introduced companion
legislation. In addition, this bill is quite similar to legislation intro-
duced by Senator Kassebaum.

My bill would apply to qualified heirs who are immediate mem-
bers of the decedent’s family, while Senator Kassebaum'’s bill ap-
plies to lineal descendants only. That is the basic distinction be-
tween Senator Kassebaum’s legislation and my legislation.

Joint Tax has not groduce a revenue estimate for this year, but
last year indicated that there would be a loss of only $9 million
over b years, due to the very few number of people affected by this
legislation.

t is not very much, but it addresses a serious concern. I hope
this committee will look favorably on S. 1061, a technical correction
regarding the special use valuation, and on S, 900, the Farm Debt
Tax Relief Act. I would be happy to answer any questions.

Senator DASCHLE. Kent, tf:ank you for your testimony. Let me
again acknowledge your leadership in both of these areas. I do not
know of anyone who can speak with greater credibility about the
need for changes in the Tax Code, and you certainly addressed two
very important areas.

Let me ask you if you know the percentage of farm liquidations
where liabilities currently exceed assets, either in North Dakota, or
throughout the Midwest. Any rough figure on that?

Senator CONRAD. I do not. I would be happy to try to get a num-
ber for you. I can tell you that we know this is not something that
would cost the Federal Government a substantial amount of
money.

If you think about it. people affected by the Farm Debt Tax Re-
lief Act are without additional assets, without substantial income,
and yet, who, in many cases, face staggering tax bills. I have lit-
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erally seen cases where people owe $30,000, $40,000, $50,000 in
Federal taxes, and they do not have a dime.

They have gone through the whole process of debt restructuring,
and perhaps they are ready to get discharge of indebtedness be-
cause creditors have worked with them. Yet, they are faced with
huge tax bills, and, at that point, they finally throw up their hands,
give up, and go into bankruptcy, in which case there is no chance
of work out or relief.

Senator DASCHLE. I think you are absolutely right. I would have
to verify this, but something in the back of my mind says it is 26
percent.

Perhaps Sarah can shed some light on this. But 25 percent of
farmers today who liquidate find that their debt has exceeded all
assets and find themselves in the very position that you have just
described. Thank you.

Senator CONRAD, Yes. I would not be surprised if it is that high.

Senator DASCHLE. Thank you very much. r“3Ve appreciate your tes-
timony.

Senator CONRAD. Thank you,

Senator DASCHLE. Our next witness is also someone who comes

from farm country; the senior Senator from the State of Wisconsin.
We are pleased he could be with us. Bob, we invite you to present
your testimony at this time. Senator Robert Kasten.

STATEMENT OF HON. ROBERT W. KASTEN, A U.S. SENATOR
FROM WISCONSIN

Senator KASTEN, Mr. Chairman, first of all, thank you very
much. A number of us want to thank you for having this hearing,
because there are a lot of different approaches to some of the same

problems.
And I think it is important to group these ideas together and I

thank you for this opportunity and for the work that your sub-
committee is doing on the important topic of retirement security for
America’s farmers.

I am pleased to note that later in this heaving you are going to
be hearing from a Wisconsin farmer, Jim Harris, who is rght be-
hind me, ie ig the architect of the proposal that I am going to be
discussing with you, the Farmer’s Retirement Account.

And I think it is important that we hear, first of all, from people
who are involved day-to-day in agriculture. Jim is a real farmer.
He is involved every single day in his farm in Racine County. He
came here at his own expense, representing himself, because he
feels very, very strongly about these issues.

As you are aware, I believe, Mr. Chairman, we have got,
throughout the upper Midwest, some difficult problems with regard
to farm income.

Dairy prices, for example, the M-=W price just dropped 23 cents
from last month. We are now at $10.98, just under $11. A year and
a half or so ago, we were above $13.

So, the price for milk in the Dakotas, and Minnesota, and Wis-
consin, and Iowa has gone down significantly. And it is with that
backdrop that we are trying to struggle for solutions to some of the
problems that America’s family farmers are faced with.
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They need our help, and I think it is particularly important for
us to listen to people who have had the day-to-day, on-the-job, full-
time experience like Jim Harris. So, I thank you for allowing him
to appear.

I also note that Senators Shelby, Burns, Kohl, Cochran and
Coats have joined me as co-sponsors of the Farmer's Retirement
Account,

In recent months I have held Small Business Committee field
hearings throughout Wisconsin. In Racine, in Eau Claire, in Supe-
rior, in Green Bay, in West Bend, and in Waukesha. At each of
these hearings from small businesses, community organizations
and farmers, people have voiced their concern about the overall di-
rection of Wisconsin and America’s future,

But they spoke, primarily, of excessive taxation, of massive Fed-
eral deficits, the burdens of government red tape, the high cost of
health insurance, and the frustration in dealing with a Federal
Government that has lost tough with hard-working Americans.

And one of the principal topics discussed was the tremendous
struggles that are faced by small- and medium-sized family farms,
Today, a dairy farmer in Wisconsin who works a lifetime on the
farm and then sells part or all of that farm in the hope of a com-
fortable retirement faces an immediate 28 percent Federal capital
gains tax, and that is, of course, on top of State taxes.

There is no consideration given to the fact that much of the farm-
er’s so- called profit is due solely to inflation—Ken spoke about that
a moment ago, and I think a number of us are going to be talking
about that all day-—or that nobody gives consideration to the fact
that farmers do not have access, generally speaking, to company
pension and retirement plans, or government pension and retire-
ment plans.

Even their Social Security benefits are often lower than other
workers because they pay themselves low wages in order to plow
much of their gains back into the farm each year.

Farmers work hard their entire lives. They feed America’s fami-
lies and a good portion of the world, And the gift they get at retire-
ment is a confiscatory tax of one-third the value of their farms.

As two Wisconsin farmers from Union Grove wrote, Chester and
Delores Davis:

While farming and raising a family we had to reinvest any income in machinery

or upkeep and could not buy tax-deferred IRAs.
Now they are taking so much\of our retirement investment for taxes that it leaves

little to retire on. Is this (air?

Senator KASTEN, I think the answer is, it is not fair, and that
is why you are having these hearings here today.

Dan Poulson, who is the President of the Wisconsin Farm Bu-
reau observes:

As {armers, we build a great deal of personal property and other investment into

our operations, the investments accrue over a long period of time.
We face exceptional inveslment risks and the uncertainty of weather problems.
Yet, when it comea time to retire, we are faced with a lump-sum tax on the product

of our lifelong work and risk-taking.

Senator KASTEN. I believe that farmers deserve better, Mr.
Chairthan, and the Farmer’s Retirement Account is a straight-
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forward and simple approach to help farmers build a better retire-
ment for their families,

The proposal does not create a new p:ogram, it simply builds on
the ]existing Individual Retirement Account or IRA that is already
in place.

ur legislation provides that farmers who sell farm assets be
permitted to defer taxation on those assets, provided the profits are
rolled over into an Individual Retirement Account,.

A similar {)rovision is currently provided for millions of Ameri-
cans who sell their personal residences each year. Capital gains
taxes are deferred, providing the sales proceeds are rolled over into
a new residence witYﬁn 2 years.

So, this mechanism is mn place in a couple of different ways, we
just need to extend it to include famnily farms. The Farmer's Retire-
ment Account merely defers taxation and permits the farmer and
spouse to spread the eventual payment of tuxes out over a number
of years ag funds are gradually withdrawn from the IRA to meet
retirement expenses.

As the Joint Committee on Taxation notes in its analysis of the
bills being reviewed at today’s hearing: “The rollover of gain on

ualified %arm property would effectively create income averaging
or the taxpayer.” -

In addition to the henefits to the farmers, the economy is helped
I believe, by the billions of dollars in additional savings invested
in JRAs.

The government will not lose a substantial amount of revenue
from the Farmer Retirement Account. The Joint Committee on
Taxation has provided a 5-year revenue estimate for this proposal.
It is $837 militon, or less than $200 million per year.

The Farmer’s Retirement Account is supported by the American
Farm Bureau Federation, the Wisconsin Farm Bureau, Commu-
nicating for Agriculture, and a number of other farm organizations.

Last month, Mr, Chairman, I offered this provision as an amend-
ment to the tax bill. I am pleased to say that you voted in favor
of my amendment, and for that, I thank you.

Even though this is a relatively new proposal, we received 45
votes. It is my hope that, as the Finance Committee reviews tax
legislation, it will consider including a farm asset rollover provision
among proposals that expand on the existing IRA. This would help
America’s farmers and would help the economy by increasing na-
tional savings.

You are going to hear a number of different proposals here, Mr.
Chairvman. But I feel very strongly that we can reach and must
reach bipartisan agreement on dealing with this important problem
somehow. And I think we have got to reach it soon, not later.

This is not a Republican or a Democratic idea. We have got Re-
Fublicans and Democrats testifving before vou, and we had Repub-
icans and Democrats both supporting the IKasten amendment with
the 45 votes.

I think we have got to make the rest of America understand
some of the problems that we understand representing farm States.
But I look forward to reaching a consensus on these issues with
your leadership. And, once more, 1 thank you for these hearings

today.
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['I“j}}e ]prepared statement of Senator Kasten appears in the ap-
pendix,

Senator DASCHILE. Well, Bob, thank you for your testimony. I ap-
plaud you, again, for your idea and the leadership you have shown
in this area.

I followed the debate on the floor about a month ago with some
interest, and it was on the basis of that debate that I enthusiasti-
cally supported the amendment on the floor.

You made reference to income averaging. The fact is, as you re-
call, in 1986 we eliminated income averaging. So, we really do not
have the ability to use income averaging as a financial tool in any
avea, and it has really been one of those financial tools, those tax
tools, the loss of which has been very detriinental to agriculture.
So, this proposal as you say, brings it back to a certain degree, es-
pecially for those farmers who may need it the most.

Let me ask you this. I should know, and I do not. Do you put
any cap on eligihility for this plan?

enator KASTEN. Mr. Chairman, each spouse is limited to a roll-
over of $10,000 of farm gain for each year of farming up to a life-
ltixlne cap of $260,000, however there is presently no income eligi-
ility cap.

Senator DASCHLE. All right. Listen, thank you again. I appreciate
your testimony this afternoon.

Senator KasTEN. Thank you very much,

Senator DASCHLE, Our next witness is a good friend and someone
I have worked with for many years. He also knows agriculture ex-
tremely well. We are pleased he could join us this afternoon. Con-
gressman Jim Slattery, from Kansas. Jim, we will take your testi-

mony at this time.

STATEMENT OF HON. JIM SLATTERY, A U.S. REPRESENTATIVE
FROM KANSAS

Congressman SLATTERY. Thank you, Mr. Chairman. First, let me
say that it is good to see you, and it is good to see you in the posi-
tion that you are in. I commend you, Mr. Chairman, for taking the
initiative to conduct these hearings.

As I was sitting here I could not help but observe that this is the
kind of tedious, difficult work that is unglamorous, yet is so essen-
tial in the law-making process.

And I commend you for spending an afternoon listening to the
different ideas under consideration in the Congress that I think are
important to making the Tax Code more equitable and fairer for
Kansas farmers, and farmers all over this country.

So, again, I commend you for taking the time, and commend you
for your leadership in this area, also.

Senator DAscHLE. Thank you.

Congressman SLATTERY. I would like to point out that our col-
league from North Dakota, Byron Dorgan, wanted to be with us
today. He is unable to be here.

But Congressman Dorgan is really carrying the ball for us on
this issue in the Ways and Means Committee on the House side.
And, when I refer to the ball, I am talking about H.R. 1711, which
Congressman Dorgan and 1 introduced last this year.
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As a way of background, let me just observe that, under current
law, a taxpayer, if he or she is aged 65 or older, can sell his or her
principal residence and the first $125,000 in capital gains is ex-
empt from taxation, That is the existing law.

When a farm is sold, however, the farmer must allocate the sell-
ing price between the personal residence, including the immediate
surroundings and outbuildings relating to it, and the property used
in the farm operation.

Under H.R. 1711, we propose that if a farmer who is over age
55 sells his or her principal residence, and also sells qualified farm
property, he or she could exempt up to $125,000 of the total capital
gain on the sale of the homestead from taxation,

The property would be considered qualified farm property if the
taxpayer's family materially participated in the operation of the
farm for at least three of the past 5 years. This legislation would
bggcgue effective for taxable years beginning after December 31st,
1989,

Let me just be very brief in observing also that this legislation
was included in H.R. 4210, which the Congress passed earlier this
%;emi. And, unfortunately, this legislation was vetoed by President

ush.

But, again, this was a very simple concept and one that I believe
will make the Tax Code more equitable for family farmers all
across this country.

And, again, just to reiterate, under existing law, tax ayers over
age 66 are entitled to this one-time exclusion from their capital
gains tax on the sale of their personal residence equal to $126,000.

I am suggesting in thig legislation that this one-time exemption
should be also extended to and made available to family farmers
who sell up to 160 acres of qualified farm land as the legislation
defines it.

And, by so doing, we would get away from this current situation
that requires farmers to segregate the value of their house and few
outbuildings in the country from the value of the land.

And I would just observe that, under the current situation, the
houses in the country are wortfm, oftentimes, a mere fraction of
what they were worth if they were located in town,

And this creates a fundamental inequity, as far as I am con-
cerned. Because I think it is important for us to look at that 160
acres in the country as the homestead, in effect. And that is what
this legislation proposed to do.

It has been estimated that the cost of this would be about $100
million a year over the next 6 years. So, it is realistic, I think, te
look at this kind of a correction.

And when we talk about the need for capital gains tax relief, thig
is a very targeted approach that, in my opinion, will provide some
very needed relief to a group of people 1n this country that, to date,
as far as I am concerned, 'mve not been treated fairly under the
existing Tax Code.

So, I would be happy to try and answer any of your questions,
Mr. Chairman. Again, I commend you for taking the time to hold
these hearings here by yourself, and I commend you for your lead-

ership.
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Senator DASCHLE. Thank you very much for your testimony, Jim.
Let me clav:fy something for the record, because I do not know if
people undcrstand this very well, and you would be an ideal person
to address it.

When a house is sold in a small town in South Dakota, the value
of that house is calculated, of course. And if the person selling the
house is over the age of 65—

Congressman SLATTERY. b5.

Senator DASCHLE. 65. Excuse me,

Congressman SLATTERY. Yes.

Senator DASCHLE. They have a one-time capital gains exclusion.
If a house with adjacent property is sold on the farm—and usually
it is a house and adjacent property, as I understand it, and I would
be interested in your claz‘igcation of that—it is only the house, not
the adjacent property, that is subject to the exclusion, which makes
it very difficult for tax calculation purposes, does it not?

Congressman SLATTERY. Absolutely.

Senator DASCHLE. It is almost impossible to separate out the
house and its value from the adjacent property on which the house
sits.

Congressman SLATTERY. The land,

Senator DASCHLE. But that is what somebody has to do. They
have to make that calculation before they can determine the
amount of the exclusion for which someone over the age of 56 may
be eligible. Is that not correct?

Congressman SLATTERY. Absolutely. And I will tell you how this
was brought to my attention. A constituent in Baileyville, Kansas
was in the process of trying to sell his homestead to his son.

And, in the process, he learned that he had to segregate the

;mh(ie of the residence, the house, in effect, from the value of the
and.
And, of course, the problem you get into in rural Nemaha Coun-
ty, Kansas, and I am sure the same is true in rural counties all
over this country, is that the value of that house in the country,
by itself, is generally a fraction of what it would be worth 20 miles
away in a city.

And the problem you get into is that it is extremely difficult to
determine what the value of that house is sitting out in a remote
avea of the country.

And it only makes sense, in my judgment, for us to evaluate the
price of the residence in the context of a homestead, in the context
of 160 acres, as we suggested in this legislation.

Senator DASCHLE. But you put a cap on it, do you not, of
$125,0007?

Congressman SLATTERY. We put a cap of $125,000.

Senator DAsCHLE. That is right.

Congressman SLATTERY. And we further cap it by the 160 acre
limitation.

Senator DASCHLE. Right. So, it is subject to the same exclusion
as a house in town. :‘

Congressman SLATTERY. Absolutely. s

Senator DASCHLE. If you include the adjacent land, which is real-
ly part of the integral value of the '})roperty being sold here, all
would be subject to that $125,000 cap? :
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Congressman SLATTERY. Yes. And the other observation I would
make 1is that, historically in many of our States, like Kansas, and
I would guess it is similar in the akotas, the State laws have his-
torically acknowledged that the homestead is the 160 acres. So, if
you had homestead exemption laws, for example, they would his-
torically exempt the 160 acres not just the house.

So, what I am suggesting is that that concept should be applied
to the Tax Code in this area and treat the sale of the homestead,
the farm residence, in effect, the same as we would treat the sale
of iIiJ ;Aerscnal residence in Topeka, or in Kansas City, or New York,
or LA,

Senator DASCHLE. Would you not say that in Kansas, as we find
in South Dakota, the vast majority of farm homes that are now
being sold are being sold by people aver the age of 56, trying to find
somebody within the family or somebody close by who may buy the
farm and keep it together?

Congressman SLATTERY. Well, in fact, when you look at the aver-
age age of farmers in this country today, it is alarming to realize
that the average age is above 55.

And it makes the point that you are tt'yin%1 to make, and that
there are an awful lot of family farmers now that are over age b5,
many of them over age 65, that are attempting to sell their farms
or their residence in the country to a son, or a daughter, or to an-
other family member, or to anyone that is willing to buy 1t, for that
matter.

And, in the process, they learn that their entire homestead is
subject to capital gains tax, unlike their brother or sister who may
be selling their residence in the city. And that is the fundamental
point that we are trying to corvect with this legislation.

I would hope that if the Senate Finance ommittee later this
?'ear moves any kind of a tax bill, that you, Mr. Chairman, would
ook kindly on this legislation and use your enormous persuasive
skills to include it in any bill that might f;ave your body.

Senator DASCHLE. Well, I am a co-sponsor of a similar bill on this
side, and I very much appreciate knowing the broad support that
appears to exist in this House for this legislation. Thank you very
much for taking the leadership to advocate on behalf of this pro-
posal this afternoon.

Congressman SLATTERY, Very good.

Senator DASCHLE. Thank you, Jim.

Congressman SLATTERY. Thank you, again.

Senator DASCHLE. As Congressman Slattery indicated, Congress-
man Dorgan had originally intended to testi:?'. Without objection,
his statement will be made a part of the record at this time, as well
as that of Senator Kassebaum, who also has expressed an interest
in these areas and has a bill pending similar to the one that we
have just been discussing. So, without objection, her statement will
be made a part of the record as well.

[The prepared statements of Congressman Dorgan and Senator
Kassebaum appear in the appendix. |

Senator DASCHLE. Senator Jim Jeffords, from Vermont, is sched-
uled to testify. And I see he is walking into the room as we speak.
Jim, if you have your wits about you, we will take your testimony

at timis time, as well.
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Senator Jeffords. I have got half of them, anyway. [Laughter.]

Senator DASCHLE. All nght. Welcome. We are very pleased to
have you come before the committee. I had the good fortune to
work with you for many years on the House iculture Committee
and enjoyed that opportunity immensely. I look forward to working
with you on issues related to agricultural tax, as well.

So, we are delighted you are here, and invite you to proceed as

you see fit.

STATEMENT OF HON. JAMES M. JEFFORDS, A U.S. SENATOR
FROM VERMONT

Senator JEFFORDS. It is a pleasure to be here. I have enjoyed
working with you and am amazed at the common interest we have
between our States so far apart, between South Dakota and Ver-
mont,

Again, I would like to bring to your attention an issue which we
believe 18 an important one, and which we hope just a small modi-
fication of the tax law without too much of a ramification on the
aspects of taxes could be of significant help in trying to help solve
the problem. I have a statement. I would like to make that part
of the record, if that is quite all right.

Senator DasCHLE. Without objection, that will be done.

['I;ll}e f)repared statement of Senator Jeffords appears in the ap-
pendix.

Senator JEFFORDS. I will probably just proceed on the basis of
the fundamentals of the issue. We all know that we have problems
with wetlands in this country. The preservation of those wetlands
is extremely important. It is extremely important because we have
allowed so many of the wetlands to be filled in and to disappear.
And the same is also true for undeveloped land, forest land, and
whatever.

The bill that I have introduced, S. 887, is called the Wetlands
and Greenspace Preservation Assistance Act. What it is trying to
deal with is especially in the case of death and the transfer of prop-
erty from one generation to another.

We have already recognized in the tax law that we ought to give
special attention to farm lands and other kinds of land. What this
bill does is broadens the means of trying to protect these lands into
the area of wetlands and also greenspace lands.

Basically, what the bill says is that if you will subject these
kinds of lands to an easement, the land will be not taxed at the
highest and best use, but will be taxed on the value of the land
with respect to the easement that is attached. Thus, the cost to the
taxpayer would be considerably less in taxes upon the transfer at
death, which would remove the incentive to sell these lands for de-
velopment.

I think preservation of these kinds of lands are a very major
part, for instance. of our endangered species dilemma, it contrib-
utes to landfill siting problems, significantly impacts on the activi-
ties allowed on Federal and other public lands. Deforestation, for
example, is another land use problem. One nation’s use of their
land can affect not only their citizens, but also the world as a

whole.



16

Closer to home, one of the main controversies surrounding, for
instance, the James Bay hydropower project, is flooding of thou-
sands of square miles og land. Kll of tﬁese problems have created
pressure to preserve what the undeveloped lands we have left.

So, basically it is a relatively simple bill that would try again to
expand existing farmland preservation programs to wetlands, as
wfeclll ashgreenspace lands for the purposes of taxation at the time
of death,

I know we do not have all the answers to resolve these conflicts,
but I do believe that private property owners are entitled to certain
rights and that we should not infringe on these rights unneces-
sarily without compensating the owner or the public benefit that
results from environmental protection.

The continuing controversy over wetlands is evidence that we
now have not yet figured out how to resolve these conflicting goals.
One thing I am certain of is that our government now sends con-
flicting signals of environmental protection and development.

For example, today, the Environment and Public Works Commit-
tee began working up a bill to re-authorize the Resource and Con-
gervation Recovery Act. One of the most controversial issues is re-
cycling. To reduce the needs for landfills which cities often cannot
site, cities are undertaking recycling programs. Unfortunately, in
many cases it costs more to use recycled materials than virgin ma-
terials. Thus, the current proposal will re(i](uire industries to recycle
and re-use a portion of their product’s pac a?ng.

One reason virgin materia?s are cheaper for industries to use is
that the Federal Government subsidizes the use of virgin mate-
rials. Thus, on the one hand, we are telling industry not to use vir-
gin material, while on the other hand we are subsidizing virgin
materials to encourage their use. The American taxpayer and
consumer end up paying twice; once for each conflicting goal.

Conflicting signals are also sent in terms of land preservation.
The government has regulations to discourage the development of
wetland areas, yet, when calculating taxes on the same lands, the
govemment requires that the land be assessed at the highest and

est use,

To our government, highest and best use means development.
The effect of our government’s highest and best use is to basically
encourage landowners to develop land or to sell land to pay the
taxes. To me, the highest and best use of land is its natural unde-
veloped form, not as a condominium development.

The Federal Government is not the only level of government that
sends mixed messages. Local governments often calculate property
taxes in the same manner. This is most obvious when lang is pro-
posed for inclusion in national parks. Local governments express
significant concern of the loss of this land for their tax rolls. Local
government's often feel money is more important than greenspace
or wetlands.

I do not %ro ose to change the local property taxes, but we can
change the Federal Tax Code. The approach contained in this legis-
lation is the same as is cwrrently used to protect the family farms
from the tax assessor. The Inheritance Tax Code allows family
farms to be assessed at their cuwrrent use and not the highest and
best use, providing that the family continues to farm the land for
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at least 10 years. I propose the same approach for other undevel-
oped land.

I thank you for your attention in this matter. I know you will
give it your deep consideration, and hopefully pursue these public
policy changes. 'ghank ou, Mr. Chairman,

Senator DASCHLE., Thank you, Jim, for your testimony. Let me
just ask a couple of questions to clarify the proposal.

Senator JEFFORDS. Sure.

Senator DASCHLE. You are recommending or proposing a preser-
vation easement for how long a period of time?

Senator JEFFORDS. Ten years.

Senator DASCHLE. Is it renewable?

Senator JEFFORDS. It could be, but such renewals would not be
required under this act. A minimum of 10 years is required for the
preservation easement,

Senator DASCHLE. A minimum of 10 years.

Senator JEFFORDS, Right.

Senator DascHLE. And then, subject to a potential for an addi-
tional period of time.

Senator JEFFORDS. Right, but to receive the favorable tax treat-
ment, only 10 years is required. And I have no problem if longer
time is necessary to ensure presevvation. I believe we picked the
10-year period because that is the present provisions with respect
to the preservation of farm lands.

Senator DASCHLE, Would it be considered a charitable deduction?

Senator JEFFORDS. I am sorry.
Senator DASCHLE. Would it be considered a charitable deduction

for tax purposes?

Senator JEFFORDS. No. It would just be a difference in land valu-
ation, that the land valuation would be based upon the land subject
to the restrictions on its use, and, therefore, its value would be de-
creased, at least to the extent of the time that it could be used for
that purpose.

The valuation would be determined by the length of time that
the—in other words, if it was perpetual, then that obviously would
reduce the value of the land more than if it is only subject to a 10-

year option.
Senator DASCHLE. So, the whole purpose would be to lower the

estate tax?
Senator JEFFORDS. Lower the estate tax so that it can be pre-

served. Basically, that is it.

Senator DASCHLE. What if the heir fails to maintain the contract
durin(? that 10-year period of time, is there a recapture tax re-
quired?

Senator JEFFORDS. There are provisions to recapture the tax.

Senator DASCHLE. So. there would be a retroactive recapture tax,
or would it be a tax that would be implemented as of the date the
heir chooses not to—-—-

Senator JEFFORDS. It is retroactive.

Senator DASCHLE. It is a retroactive tax. Very good. Well, I think
it is an excellent idea. We have wetland concerns and problems in
our State, and, I know, in the upper Midwest. We have got to find

ways to resolve this matter.
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You are using the carvot rather than the stick, and I think there
is an approqriate place for both. I like the carrot approach much
better myself, to the degree it works. This is an innovative ap-
proach, and I applaud you for it.

Senator JEFFORDS. Thank you very much.

Senator DASCHLE. Thank you for your testimony, Jim.,

Senator JEFFORDS, Thank you, Mr. Chairman.

Senator DAScHIE. That concludes our series of Congressional
witnesses. Our next witness is an official with the Department of
the Treasury. He is the Acting Deputy Tax Legislative Counsel,
Mr. James Fields.

If Mr. Fields can come to the table at this time, and anybody who
wishes to accompany him, we will take his testimony.

Again, thank you for coming, Mr, Fields. We are pleased you
could be with us. You have had the opportunity to hear rrogonents
of various proposals that are currentf;' pending before the Finance
Committee. We have your written testimony. We invite you to pro-

ceed any way you see fit.

STATEMENT OF JAMES FIELDS, ACTING DEPUTY TAX LEGIS-
LATIVE COUNSEL, DEPARTMENT OF THE TREASURY, WASH-
INGTON, D.C.

Mr. FIELDS, Thank you very much, Mr. Chairman. The adminis-
tration appreciates the opportunity to provide its views on the
seven proposals that you are considering today.

The administration shares your concern for small farms and fam-
ily farmers. We are very troubled by the statistics you cite and the
statistics we have seen.

However, with respect to these specific provisions, we wish to
evaluate them in the way you suggested, which is based on tax pol-
icy considerations and on revenue considerations, since we are con-
strained by the pay-as-you-go provisions.

In that light, we object to and oppose several of the provisions
on both tax policy and revenue ﬁrounds. We have not done final
revenue estimates; however, we have done preliminary estimates.
If we took the package as a whole—and we realize that no one is
proposing that, but just to give you an idea of the magnitude of the
revenue costs of the entire package—we are talking about $3 hil-
lion revenue loss over the b-year period going forward. We consider
that to be a fairly significant expenditure without an offset.

If I may, I would like to go through briefly the seven proposals,
and try to focus on the ones that we believe are most controversial,
leaving to later questions those that may not be as controversial.

I would like to start with 8. 710, the Aggie Bond proposal. The
President’s 1993 budget included an 18-month extension of the
Ag&;ie Bonds.

e continue to support an extension in the context of general
legislation dealing with extenders of expiving provisions. We do not
see it as appropriate to deal with Aggie Bonds separately; we
should deal with all of those issues together.

Next, I would like to deal with S. 887, the Wetlands and
Greenspace Preservation Assistance Act of 1991. The administra-
tion opposes this provision. The Code currently provides for chari-
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table deductions for both estate tax and income tax purposes for
the creation of permanent easements.

So, this proposal adds a tax benefit for certain 10-year easements
but, unlike current law, it includes none of the protections that en-
sure that tax subsidized easements provide public benefit consist-
ent with the policy of granting a charitable deduction.

The current Code and regulations make sure that the easements
have social value; that the grantor does not benefit from the ease-
ment, and that there are means to protect continued preservation
of the easement. The bill lacks all of those.

- And, if I could briefly go through them, I think you can get a fla-
vor for it. First of all, the bill laﬁs any {)ublic benefit requirement.
Seemingly, any open space would qualify. It could be a rubble-
strewn lot with no sociar value that would qualify for the bill to the
extent that it provided advantages for estate planning purposes.

Second, there is no public access requirement. The pub{i)c can be
excluded from the property, the public may not even be able to see
the property, yet it could qualify for the special valuation.

Third, the transferee need not be a charitable institution, Cur-
rent law requires the transferee to be a charitable institution.
From cuar reading, it appears that the bill would permit the owner
of the property or the heir to transfer the easement effectively to
a family memger and they could continue to enjoy full use of the
property, other than development, to the exclusion of the public.

Moreover, because we do not have a charitable donee requive-
ment, there is no one to police the easement except the IRS. Under
the current preservation easement system, the tension between the
charitable donee and the grantor gives us at least some assurance
that the easement will be maintained.

Lastly, there is no limitation on private inurement of benefit to
the donor or the donor's family. Under current law, if the developer
gives an easement in a land area, but his adjacent development ap-

reciates in value as a result of the gift, his charitable deduction
18 reduced, which makes sense. There is no such reduction for pri-
vate inurement of benefit in the bill.

For all those reasons, we are very concerned about this hill.
Taken ag a whole, the bill inadvertently creates an excellent estate
planning device. And, for that reason, we oppose it. The revenue
cost, as stated is about $800 million over 5 years.

Next, I would like to address S. 1046 and S. 1061, the Expan-
sions of the Special Use Valuation Rules. In general, the adminis-
tration supports expansion of these rules. We would like to expand
the use of cash leasing by heirs, however, we believe that liberal-
ization should be prospective only.

We believe that S. 1045 reflects the appropriate balancing be-
tween the need for flexibility for the family and the needs to really
limit the special use valuation in terms of an immediate family
unit and not in terms of allowing what start to appear like com-
mercial transactions. But, within those confines, we think S. 1045
is very appropriate. We have previously testified in favor of ex-
panding the availability of cash leasing.

Next, I would like to address S. 900, the Farm Debt Reform Act
of 1991. Again, the administration opposes this provision.
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This provision itself, though addressing a troubling problem, does

not require financial difﬁculty or an inability to pay tax for the tax-

gayer to receive its benefits. Even solvent taxpayers receive the
enefits of this provision.

The bill provides no benefits to any other taxpayers other than
farmers, thou‘%h many, many businessmen, small businessmen and
otherwise, suffer very similar problems.

They are subject to renegotiation of their debts, they are subject
to satisfaction of bank debts with property. Yet, this provision ad-
dt‘gfses only farmers. We feel, for that reason, it is very inequi-
table.

And, if you are going to start forgiving this kind of taxable in-
come, a broader-based proposal would have to be considered. Of
courge, the revenue implications of such a proposal would be very
si%iﬁcant.

inally, and I think very importantly, this proposal draws an in-
teresting distinction between sales of property to third parties and
transfers to the bank in satisfaction of indebtedness. We think that
distinction is going to result in some very bad incentives.

If I sell my property, whether under water or not, in the market
I pay a tax. If},) however, I transfer it, even if it is above water, to
the bank, I do not pay any tax, which means the bank becomes the
first best buyer of appreciated property in the farm community. We
do not think, given what we have seen over the past several years,
that that is the incentive that we want to create.

Finally, we believe the revenue estimates for this are very sig-
nificant, approximately $1 billion, with more than half of that due
to the retroactivity provisions.

Next, I would like to address S. 1130, the Asset Rollover Account

vovisions. The administration opposes this proposal. Clearly, this
18 not a provision designed to promote the survival of troubled
farms, it 1s a proposal designed to assist exiting the farming busi-
ness by seeminglilvery successful farmers. The troubled farmers
we have been talking about do not have half a million dollars to
invest in asset rollover accounts.

If these accounts were really intended to assist small farmers, we
would expect to find some form of wealth restrictions, some form
of limitation on availability, but there are none. The only restric-
tion is a maximum contribution amount of $5600,000.

Moreover, we think it is inequitable to provide this benefit only
to farmers. Why should this group, as opposed to any other family
business, be able to liquidate their business and receive this bene-
fit? They would have a preferred savings and investment vehicle
available to no one else.

Finally, under current law, to take advantage of the variety of
qualified plans, savings and investment vehicles, a farmer who em-
ploys other individuals and who has done very well must also pro-
vide benefits to the employees.

This proposal means that a farmer could have a preferred sav-
ings and investment vehicle without providing benefits to employ-
ees. This is a benefit unavailable to any other small or medium-
sized businessman in the country. We think that is inappropnate.
Again, the overall revenue cost of this proposal is about $800 mil-
lion, and we consider that to be fairly significant.
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The last item is S. 2202, which is the Extension of Section 121
Benefits to Adjoining Farm Land. The administration opposes this,
. but would consider suggestions and ideas regarding deminimus
rules to reduce conflicts between the Service and taxpayers over
what is the farm and what is the principal residence.

Simply assuming that all of the farm land is part of the principal
residence we feel is inappropriate. But, if there are controversies
arising because of the line being drawn, we are willing to consider
various deminimis rules to deal with that.

Basically, we see this proposal as being inequitable. It would pro-
vide farmers an opportunity that no one else has to essentially
defer or eliminate gains on business property. There are many indi-
viduals who do not get the benefit of t[l)\e full $125,000 exclusion.

Are we to say that renters should get to exclude their business
property, that mobile home people should get to exclude their busi-
ness property because they cannot enjoy the $126,000 exclusion?
We do not think that is appropriate policy here, and we oppose the
provision. Thank you. I am wiﬁing to take questions.

[The prepared statement of Mr. Fields appears in the appendix.]

Senator DASCHLE., Thank you, Mr. Fields. Let me just pick up
where you left off. You are not from a rural community, are you?

Mr. FiELps. No, I am not.

Senator DASCHLE. All right. Well, in rural communities, I think
it is safe to say that in just about every State I have visited, the
home place when you are on a farm is not the home, it is the home
place and includes the contiguous land the home is on, It really is
not divided.

When someone sells the home place, they are selling the area
around it. It may include the buif:iings, it may include the land.
But, in any case, it is looked upon as a unit very different from
what you have in a town where you have a house.

In Washington, for example, $125,000 may be a garage. It may
not he much more than just that. So, it is all related, of course, to
the demography and certainly the conditions that one is consider-
ing. But trying to differentiate between a building which may be
the house and the home place is almost impossible.

I do not know if you ﬁad experiences in your work where that
issue has come up, but, clearly, that is the problem. And by putting
a cap on it, which I think you would have to admit is substantially
lower than the value of any house in Washington, DC, we are not
really talking about a windfall here.

Mr. FieLps. Well, first, I do not have personal experience with
the allocation process. We have begun some discussions with the
Internal Revenue Service as to whether there are, in fact, extensive
controversies about this, whether taxpayers are having a fight with
the Service in this allocation process.

On a very preliminary basis, the answer has generally been no.
That farm land, separately, is sold on a regular Easis in the areas,
and, therefore, it is velatively straightforward to appraise the land
separate from the house.

erhaps the unfortunate consequence of that is that the house
does not have much value, as you described, whereas if that same
house was moved into Georgetown, it would. However, that is true
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of many, many, many Americans whose homes do not appreciate,
or who are not homeowners, or who live in a mobile home.

The leag from there to say that because they are unable to bene-
fit from the $125,000 exclusion on their principal residence, that
they should be able to also exclude $125,000 of business property,
we believe to be inappm{)riate.

Senator DASCHLE. Help me, if you can. When a house is sold in
a town, is the property upon which the house is located part of that
calculation for exclusion purposes?

Mr. FIELDS. Actually, if you have a part of your house that is,
for example, used for business purposes

Senator DASCHLE. No, no. I am not talking about for business.

I am just talking about the lot.
Mr. FieLps. All right. If there is no business use of that property,

no.
Senator DASCHLE. The lot the house is located on——

Mr. FienLps. If there is no business use of the property, no. But,
if you had, for example, an adjacent lot that was undeveloped, I do
not know the answer, but I believe that that is separately dealt
with, that that is not part of your principal residence. But 1 am not
sure of that. But the basic answer—-—

Senator DASCHLE. I am almost sure. Could you check, or maybe
somebody who is accompanying you correct this?

Mr. FiiLps. No, they coule not.

Senator DASCHLE. They would not know either?

Mr. FiELDs. 1 do not believe they will know off the top of their
head, sir. No.

Senator DASCHLE. Well, I am told, and let us make sure for the
record that I have this right, that a house that has a lot—and obvi-
ously, every house has a lot—that that lot is included as part of
the calculation for exclusion purposes.

Mr. FigLDs. Oh, yes. The lot on which the house sits is excluded.

Senator DASCHLE. Well, that is what I was asking.

Mr. FieLDs. Absolutely. No. I am sorry. I was saying if there was
aln da(éiacent property or a business property, that would be ex-
cluded.

Senator DASCHLE. No, no, no.

Mr. FIELDS. I am sorvy. Yes.
Senator DASCHLE. Well, so, in essence, that is what we are say-

ing on a farm. I mean, you have got a lot. A lot is the contiguous
property upon which the house sits.

But current tax law precludes the “lot” from being included with
respect to a farm. Obviously, a lot has a different definition in a
farm setting than it does in a town, but the principle remains the
same.

The contiguous land around a house ought to be considered, for
I)urposes of tax treatment. the same as land in a town. And, so, I
rave difficulty understanding why the tax treatment would be dif-
ferent in a rural setting than it is in a town.

Mv. FIELDS. If, in town. | used my garage as an auto repair shop
and deducted it. I would not be able to take any gain associated
with that portion of my house, and apply the $125,000 exclusion to

it.
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To the extent that there is business use of the property, that
property is excluded. Here, what you are describing is the whole
farm really includes business property.

It includes out-buildings, tractor sheds, the works. Those are
business properties which, traditionally, are not the residence and
are deductible and generate depreciation deductions and the like.

Senator DASCHLE, Well, but it is not just business. When you are
on a farm, I mean, it may be business, but it is part of the defini-
tion of that particular farm unit that goes beyond just business. It
goes to the cultural and historical and traditional appreciation of
what that farm unit actually is,

In any case, let me ask you something with regard to special use
valuation and cash leasing. I understand it, you do not oppose lim-
ited extension of the right to cash lease, and you say S. 1045 rep-
resents a reasonable approach. But I was unclear as to your posi-
““tion with respect to S. 1061. What is your position on S. 1061?

Mr. FIELDS. We would generally oppose S. 1061 as going too far.
What we think the basic way to looﬁ at the problem is, and we
have testified in the past to this effect, is that essentially a quali-
fied heir should be able to cash lease to any other person, member
of the family, that the decedent would have been able to directiy
devise his property to, and that broperty would have been eligible
for special use valuation.,

So, if the property had gone directly to that person and property
would have geen eligible for special use valuation in the hands of
that person, we think it makes sense that the heir can cash lease
to that person. And that defines a family narrowly.

We believe that S. 1061 goes far beyond that, and gets a little
complicated. But, essentially, S. 1061 means that the property
could be cash leased not merely to the family of the decedent, in-
cluding spouses and in-laws, but also to the extended family of the
decedent's heirs.

So, you could have a situation which we think gets fairly tenu-
ous, for example, where the stepson of the decedent leages to his
grandniece’s spouse. I mean, it may sound farfetched, but the cur-
rent definition of family is very broad and you begin to get fairly
broad classes of people, who do not seem to be in the immediately
family, covered by S. 1061,

Senator DASCHLE. What about hrothers und sisters?

Mr. FieLns. Brothers and sisters would be covered by S. 1045,
and we think that is appropriate. Brothers and sisters should be
covered. I think it is just a question of line drawing.

But it seems to us that all of the complaints we have heard deal
with fact patterns that are somewhere in the range of S. 1045 and
potentially a slight expansion of it. But it is not necessary to go to
Sl. 1061, which may, in some cases, take in large numbers of peo-
ple.
Senator DASCHLE. But is family member not very narrowly de-
fined in the Tax Code today?

Mr. FieLns. No. For this purpose, Mr. Chairman, we believe it
is very broadly defined because the intent was to try and allow a

fair number of heirs te be able to use it.
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Senator DASCHLE, Well, actually, the fact is, though, Mr. Fields,
we have a case in South Dakota right now where brothers and sis-
ters are excluded.

Mr. FIELDS. Absolutely. And that is the cash lease problem,

Senator DASCHLE. Well, that is what I am talking about.

Mr. FIELDS. Yes.

Senator DASCHLE. Where is it broadly defined?

Mr, FIELDS. Well, the relevance of family member is who is a
ualified heir, who may receive directly. We believe that to be a
airly broad term. It includes parents, grandparents, brothers, sis-

ters, all descendants of brothers and sisters and the particular
arty, as well as spouses. The problem is, that we cannot cash
ease between those people.

Senator DASCHLE. That is right,
Mr. FiELDS. And we agree that there should be some cash leas-

ing.

genator DASCHLE. So, you think the same broad interpretation
for cash leasing ought to exist?

Mr. FiELps. As long as the lessee could have been a qualified
heir of the decedent, so brothers and sisters would qualify, we
think that is fine. What we are not comfortable with is an in-law
of a spouse, which is where you get in S. 1061. You start to get
some very, very extended family members.

But I think we are basically in the same place, it is just a ques-
tion of where we draw that line. I am convinced that we would be
able to deal with the problems.

Senator DASCHLE. Let me ask you about S. 900. You say that it
would cause a significant loss in revenue, and, yet, you are dealing
with farmers, who, by definition, have no capacity to pay revenue
today, pay taxes today. Is it not true that you are actually losing
revenue with these people today?

Mr. FIELDS. Well, there are two classes of people subject to the
rules. One class are insolvent farmers. What we find most trou-
bling is the extension of Section 108 of the Code under this provi-
sion to solvent taxpayers, taxpayers, who, by definition, have more
than enough cash to pay their taxes. That 18 where the revenue is,
Mr, Chairman. It is not in the blood of the insolvent.

Senator DASCHLE. But if you are talking about a lot of farmers—
and I am told that it may be as high as 26 percent who are insol-
vent today—who fit this category—what aﬁ;ernatives would you
suﬁfest‘ they consider?

r. FIELDS. Well, first of all, for cancellation of indebtedness in-
come purposes, there are two pieces here. The cancellation of in-
debtedness piece——insolvent farmers are already taken care of.

The Code protects them on cancellation of indebtedness income.
If they are insolvent, the income first reduces tax attributes, and,
then, if they run out of attributes, the remaining income is forgot-
ten, it is gone.

With respect to gain, they are not protected. but nor is anybody
else when they are insolvent and they sell property at a gain. No
olne-~n0 one in this room, no small businessman—is protected from
that.

The only thing you can do in that circumstance, if you do not
have the cash to pay your tax and you are not bankrupt but you
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are insolvent, is to enter an agreement with the Service. The Serv-
ice has the authority, and, in appropriate circumstances, enters
into installment agreements and defers the tax if the taxpayer can
prove hardship. The Service is actively doing that when appro-
priate.

But, you are absolutely correct, Senator. In those events, there
is a tax liability unless you go bankrupt, at which point the bank-
rugtcy court sorts out which creditors get what,.

enator DASCHLE. But I am told that, even in bankruptcy, many
of these debtors are still subject to tax debt; that they are not ex-
empt or absolved from their tax liability. Is that not correct?

Mr. FieLDs. That can be true, yes. But, again, when we are talk-
ing about sales of assets, that is true of anyone. It is not vestricted
to farmers, it is true of you, me, anyone who gets into trouble.

Senator DASCHLE. Well, Mr. Fields, I really appreciate your com-
ing to share the administration’s position with us this afternoon.

ﬁ staff may have talked to you about this. We would love very
much if you could enter into a discussion with some of our wit-
nesses following their testimony if your time permits.

Mr. FIELDS. Yes.
Senator DASCHLE. We would like very much for that to be made

part of the record, as well. Can you do that?

Mr. FIFLDS. Yes. We can stay for an hour or so, if that is helpful.

Senator DASCHLE. Great. All vight. Thank you. We will bring
them to the table at this time.

Mr. FieLps. All right,

Senator DASCRHLE. I appreciate very much your testimony.

Mr. FiELDS. Thank you very much,

Senator DASCHLE., Our panel consists of Sarah Vogel, the com-
missioner of agriculture from North Dakota; Richard Dees, capital
partner, McDermott, Will & Emery, from Chicago; William Greiner,
the executive director of the lowa Agriculture Development Author-
ity; Brad McNulty, a partner from McGladrey & Pullen, from Rapid
City; and David Saxowsky, associate professor of agricultural eco-
nomics from North Dakota State University. If they will come
forth, wé will take their testimony at this time.

Sarah, we are pleased you are with us in yet another hearing.
We appreciate very much your willingnees to come all the way from
North Dakota. I do not know that there is a better commissioner
of agriculture or secretary of Agriculture in the country at this
time.

You certainly have fought the battles and understand these is-
sues as well as anybody ? know. We are pleased you are with us,
and we would invite you to proceed at this time.

STATEMENT OF HON. SARAH VOGEL, COMMISSIONER OF
AGRICULTURE, STATE OF NORTH DAKOTA, BISMARCK, ND

Commissioner VoGEL. Thank you, Senator. I am very pleased to
be here today to testify on this very important issue.

I have prepared remarks and I would like to have those just in-
serted in the record, and. instead, today. hring out some of the
practical realities that face farmers in North Dakota, and, I believe,

throughout the United States.
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[The prepared statement of Commissioner Vogel appears in the

apgendix.]

ommissioner VOGFL. In North Dakota, we have a service called
The Ag Mediation Service. It has been around since 1984, We have
dealt with at least a quarter of the farmers in our State.

At the present time, we have over 800 farmers that we are work-
ing with, and as many as 1,600 will be with us shortly because
Farmer's Home will soon be sending out another package of re-
structuring applications under the Farm Credit Act of 1987.

In this program, we have 33 negotiators and mediators who work
hand-in-hand with farmers all over the State. The negotiators and
mediators tell me that the IRS problems faced by distressed farm-
ers is the number one problem that they encounter.

In many instances, farmers and lenders are able to work out
win-win solutions, solutions in which the lender may get a portion
of the property back, the farmer may be able to keep the home-
stead free and clear, and keep some of the debt,

Frequently, they work out an arrangement that is satisfactory to
the farmer and satisfactory to the lender where they are both bet-
ter off than they would have been if there were a foreclosure or a
bankruptcy.

Only they find that, should the farmer and the lender go forward
with this arrangement, they run into the IRS problem, which
throws a monkey wrench into the arrangement.

Now, I think many people might assume that many of the farm-
ers whom this occurs to are farmers that bought land in the late
1970s, early 1980s when land values were at their peak. That is
not the case.

This is, for the most part, an older farmer {)roblem. The typical
farmers who encounter this problem are in their mid-to-late 50s.
They cannot keep on farming any longer. They have decided to
throw in the towel, fully or partially, And the IRS issue create seri-
ous difficulties for them.

One thing that happens on occasion is that if the farmers are in
their late 50s, they will seek to postpone the day of reckoning until
they can qualify for Social Security instead of cleaning up the issue
witg a lender directly.

The IRS cannot offset Social Security payments; they can offset
ASCS payments and other types of income. So, the farmers basi-
cally wait until they can go on Social Security.

Generally, farmers rveceive the lowest amount of Social Security
that is available. They then move into town and apply for low-cost
housing, fuel assistance, food stamps, and so on. nd it is a very,
very undignified way for us to treat these people who have worked
very hard all their lives.

At other times, they may file a hankruptcy hoping that the bank-
ruptcy estate will carry the taxes. However, we sometimes find that
many bankruptcy trustees simply abandon the property and the
farmer is stuck with that liability.

Sometimes, the farmer will go out of business. incur the tax li-
ability, and just let that liability exist until the farmer dies. And,
again, that is a very harsh way to treat these people who have

worked very hard.
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I was interested in hearing the comments of the administration
witness, who was talking about farmers versus other kinds of busi-
ness. I have attached to my testimony a chart of the incredible rise
and then fall of land values and property values for farmers.

This sudden shift in property values did not happen to lawyers,
accountants, doctors, shoe-shine businesses, and so on. This was
something I think that happened to farmers and only farmers.

Another factor is that it has been government policy that farmers
live and work on their land. You could not get a homestead unless
you lived there, built a house, and plowed the land or planted trees
and farmed it.

Farmer's Home does not make loans to absentee farmers, they
have to live there. Farmers businesses are different from in town
businesses. The farm and the home are connected. They are inter-
twined. It is one and the same. And, for the most part, lenders do
not put any value on the farm house unless it is 1n connection to

the farm land.
I also support S. 1061, I will conclude my comments and would

be happy to take any questions.
Senator DASCHLE. Thank you very much, Sarah, Mr. Greiner.

STATEMENT OF WILLIAM GREINER, EXECUTIVE DIRECTOR,
IOWA AGRICULTURE DEVELOPMENT AUTHORITY, DES

MOINES, 1A

Mr. GREINER. Thank you very much, Senator. I appreciate the
opportunity be before you today. 1 will brief my statement, and I
would like to ask that it be placed in the record.

Senator DASCHLE. Without objection, the full statement will be
made part of the record.
d_l'l;he prepared statement of Mr. Greiner appears in the appen-

ix.

Mr. GREINER. Thank you. I want to appear here to support S.
710, which is sponsored by Senator Char'\)es Grassley, which calls
for the much needed permanent extension of tax-exempt Small
i}ssuela Private Activity Bonds, more commonly referred to as Aggie

onds,

And, as Senator Grassley stated, Iowa has a highly successful
Beginning Farmer Loan Program, and the continuance of the pro-

vam is dependent upon this extension of the sunset. Iowa was the

rst State to offer a program whereby tax-exempt bonds would be
utilized for agricultural projects. And we have operated a program
since 1981 under which an individual bond is issued for each loan
approved by our hoard.
ow, the Iowa program is highly targeted in that an applicant
must be a first-time tarmer, and, under Federal guidelines, a first-
time farmer is a person who has never owned any substantial
farmland.

And a beginning farmer, under the State of lowa guidelines, and
that is a person who has a net worth of $200,000 or less. including
spouse and minor childven.

It should be noted in the beginning that one of the important fea-
tures of the program specifies that in the event of default on a
loan, neither the Federal Government or the State authority is lia-

ble for any damages.
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The principal and interest on the bond are payable solely by the
beginning farmer and do not constitute an indebtedness of the Au-
thority, the State, or the Federal Government, or a charge against
their general credit or general funds. And since the beginning of
the program, there have been very tew defaults.

Since the first loan was made in Iowa in 1981, the authority has
financed 1,288 loans totaling almost $110 million.

Unfortunately, the authority did not keep a record of the total
number of acres financed during the first 4 years of the program,
but since 1985, a total of almost 83,000 acres have been Enaneed.
It is estimated that the number financed have been well in excess
of 115,000 acres.

The calendar year 1991 was the best year ever for the lowa pro-

am, with 287 loans being closed, for a total of more than $26 mil-
ion. This includes the financing of 23,683 acres of lowa farmland,
plus numerous buildings, equipment, and livestock used for breed-
m%purposes.

alendar year 1992 is off to a very good start, with 44 loans
closed thus far, totalling over $4 million. And we have financed
4,762 acres of land this year. Our average size loan in Iowa is ap-
proximately $86,000.

Other States have experienced similar successes with Aggie
Bonds. As an example, Ilhnois has been and continues to be highly
successful. It issues $11 million in Aggie Bonds in 1991 and has
a total of more than $131 million.

- Colorado issued $10 million in 1991; Kansas, $9 million; Ne-
- braska, $6 million; Missouri, $4 million. And the State of Min-
nesota started a new program in 1991 and bei‘{an igsuing in the lat-
. ter part of the year and issued $400,000. Kentucky was active,
closed approximately $600,000 in loans. So, the program is going

| ve%wel.
e program in Towa has been copied by many other States dur-
~ ing the last ten year. As a result, more than 4,200 first-time begin-
ning farmers have been assisted with their purchases.

I might add that the State of South Dakota has called us several
times to inquire about our program, and is interested. We have
also received inquiries from South Dakota farmers about financing
gsome of their projects, which we cannot do if they do not live in
Iowa. And we have also received inquiries from bankers in South
Dakota.

In Iowa, the largest purchaser of Aggie Bonds are commercial
banks. And, currently, the interest rate on our bonds with banks
are running about 76-85 percent of the banks’' in-house prime,
base, or agricultural rate, and generally falls some two to four per-
centage points below the conventional rate.

I want to close by saying that Aggie Bonds have been and con-
tinue to be plagued by the constant threat of termination. There
have been four sunset dates for Aggie Bonds in the Federal Tax
Code in recent years: December 31, 1989, September 30, 1990, De-
cember 31, 1991, and, now, June 30th of 1992,

I would like to submit that working around these sunsets is a
waste of precious time to the various authorities administering the
program, the lenders and borrowers using the program, and, cer-



28

tainly, Congress expends too much time contemplating the exten-
sion of this type of financing each year.

We all need to direct our creative energies toward making the
program better and more usable rather than debating the sunset
1ssue each year.

We need the help of your subcommittee to support S. 710 to re-
move the sunset date for Aggie Bonds entirely. %gie Bonds work
and are being used for the purposes intended by Congress and the
General Assemblies of the respective States,

I again encourage you to support S. 710 to permanently extend
the sunset and allow Iowa and other States to go forward with our
missions of assisting first-time farmers with their credit needs. The
country will be a better place as a result. Thank you very much.

Senator DASCHLE. Thank you, Mr. Greiner. I appreciate very
much your testimony. You make a very compelling case. Mr.

Saxowsky.

STATEMENT OF DAVID M. SAXOWSKY, J.D.,, ASSOCIATE PRO-
FESSOR OF AGRICULTURAL ECONOMICS, NORTH DAKOTA

STATE UNIVERSITY, FARGO, ND

Mr. Saxowsky. Thank you, Mr. Chairman, I have a written
statement that I would like to have as part of the record.

Senator DASCHLE, Without objection,

g [’IJ‘he prepared statement of Mr. Saxowsky appe::= in the appen-

ix.
Mr. Saxowsky. Thank you. I appreciate the opportunity to ad-
dress S. 900 this afternoon, the Farm Debt Tax Reform Act of 1991,
and I will focus my comments on that legislation.

There are several points that I would like to emphasize. First of
all, when we think about the farmers that will be going through
debt restructuring or reorganizing their farm businesses in the fu-
ture, it is not farmers that will become delinquent for the first time
at some future time. *

These farmers are already delinquent. They have been delin-
guent for a number of years, but they have been, for one reason
or another, reluctant to restructure their debt.

And, as I will point out in a few moments, some of that reluc-
tance 18 due to the tax consequences. So, as we think about S. 900,
it is not limited to fai: .ers that will become delinquent for the first
time at some future date.

I would like to re-emphasize what the Commissioner has already
indicated, and that is that this is a major tax consequence for our
mid-career, low equity farmers; people who have been in the indus-
try for 16-20 years, or longer.

This is not the same pruoblem for those people who have been in
the industry for less than 15 years. Again, we are looking at pri-
marily the mid-career, low equity farmers that are facing the type
of tax consequences that are being addressed by S. 900.

The taxab?e gain that we are looking at with S. 900 is not limited
to farmers that are leaving the industry, nor limited to farmers
that are simply trying to restructure within the industry. Bank-
ruptcT is a possible alternative for both of these groups of farmers,
the Chapter Seven liquidation.
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Unfortunately, that does not seem to resolve the tax problems be-
cause of the abandonment issue, which we have already alluded to.
That is, when a farmer goes into bankruwtcy in Chapter Seven, he
may find that the bankruptcy trustee wiil abandon the property be-
cause there is no value in that property to the bankruptcy estate.

At this time, tax laws are not clear as to who really pays the
taxes when that land is subsequently abandoned ang then lig-
uidated for the resolution of debt obligations.

Even though the bill we are looking at today does not directly ad-
dress the bankruptcy issues, these bankruptcy issues are a consid-
eration because they clearly demonstrate that there is little alter-
native for these farmers in terms of finding ways of reducing their
tax obligations when they arise from restructuring or liquidating a
portion of their farm business.

Likewise, these farmers are with low equity. The limitations of
the hill assures that they are being targeted. These individuals do
not have the resources to pay the taxes.

Consequently, the tax im{)lications of this type of legislation, the
tax revenue for the Federal Government, probably is not as great
as it might appear at first blush.

I would argue and I would suggest that we carefully look at
whether or not these farmers are going to have an upportunity to
paf' these taxes if the current law is retained as it is.

think a more significant impact that needs to be recognized by
this subcommittee is that farmers are reluctant to go into restruc-
turing their business when they have this uncertain tax obligation
being held over their head.

I think if we clarify some of these tax issues, the farmers, work-
ing with their creditors, are going to be more interested in resolv-
ing their delinquent debts, and, that with this certainty, will have
a better oprortunit to plan how these resources, our land and our
capital, will be used in the future.

here are going to be alternative uses and there are going to be
alternative users within the Ag industry. This legislation has a po-
tential of rectifying some non-neutral tax law at this time.

My experience in working with farmers, as well as dealing with

ractitioners in our States, reinforce my understanding that the
1ssue of taxable gain remains a problem for the farmers who are
restructuring their business.

In a conversation last week, one practitioner emphasized to me
just as an example that farmers ave stayin% in the industry longer
than they wish, or than they perhaps should be, because of the un-
acceptable tax liability.

I would conclude by making the statement that the financial re-
structuring that we had experienced in agriculture is perhaps at a
lower rate than it was several years ago, but business reorganiza-
tions are going to continue to occur into the future.

We expect that the restructuring will occur for farmers that are
currently delinquent with their debt, or that they will become de-
linquent in the future for various economic reasons,

is problem, which has impacted thousands of farm operators
since 1986, we do expect to continue into the 1990s. Thank you. I
would be happy to answer questions.

Senator DASCHLE. Thank you, Mr. Saxowsky. Mr. McNulty.

58-578 0 - 92 ~ 2
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STATEMENT OJ' BRAD W. McNULTY, PARTNER, McGLADREY &
PULLEN, RAPID CITY, SD

Mr. McNuvLTty. Mr. Chairman, thank you for the opportunity to
fm)vide oral cornments, as well as written testimony on this issue.

would like to speak briefly on each of the three topics and com-
ment on how our certified public accounting practice in South Da-
kota has dealt with these three issues.

The first topic i8 the first-time farmer assistance, S. 710. The
concept behind this bill is a very desirable goal. The cost of borrow-
ing money is an often-discussed topic when I meet with my agricul-
tural clients. It is common that they mention the excessive costs of
borrowing as a large item of cash outflow. They would like to do
whatever they can to lower that.

For first-time farmers, due to the large capital requirements of
farming, be it for land, equipment, or livestock, it takes a signifi-
cant amount of money to get started in the business. It is not un-
common for them to have a $200,000-$400,000 loan liability. Any-
thing that could be done to provide a rate reduction would be
greatly desirable for these first-time farmers.

I believe that the program needs expansion. As was previously
mentioned, South Dakota has been questioning Iowa on how the
l(;pex('iation works. South Dakota currently does not issue tax-exempt

onds.

Maybe permanency in the program would help a rural State like
South Dakota become more interested in proceeding with issuing
these tax-exempt bonds, knowing that the program would not be
terminated in the near future.

The second topic is transferring the farm to children in S, 1046
and S. 1061, When Section 2032A was originally adopted, it was
meant to help ease the estate tax transfer liability and help over-
come that obstacle to the transfer of the farmland to children.

Since it was originally introduced, it has been amended several
times to help make its provisions available to more individuals. I
think it is time that it be amended again.

It is common that more than one brother or sister to inherit
farmland, and it is common that only one of the siblings may oper-
ate the farm and the others are non-operators.

The current provisions essentially provide for the use of a cro
share arrangement between siblings, and siblings often do not wor
well together. They may not trust each other. The operator may not
want or appreciate input from the non-operating brothers and sis-
ters,

In our practice, we continue to advise our clients to not use cash
leases, but to be sure they use crop share arrangements, due to the
disastrous consequences of using a cash lease.

Some of them fail to see why they need to use the crop share ar-
rangement when a cash lease would be more suitable to their
needs. The bills would both allow use of the much-needed cash
leases among family members.

I prefer the broader definition of S. 1061, which uses the quali-
. fied heir definition, over S. 1045, which uses a more restrictive def-
inition. The broader definition provides additional capabilities for
improving the transfer of farmland, as is the intent.
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The third topic the capital gain and debt relief issue. This was
an arvea in which we saw a great deal of activity during the period
1986 through 1991,

Due to the agricultural financial crisis, we saw many instances
of agricultural operators entering into debt work-outs with their
lending institutions.

Some of them were straight debt write-downs, which the current
tax provisions handled very well. Others involved the transfer of
land, equipment, or livestock as part of the work-out.

The second type of transaction has two-part reporting; part cap-
ital gain and part discharge of indebtedness.

S. 900 would permit qualified taxpayers to exclude up to
$300,000 worth of gain for this type of transaction. It would help
mitigate the current tax consequences for those eligible to use the
provisions outlined in the bill,

The provisions are available bhoth for bankrupt and insolvent
farmers, as well as farmers who fall under the qualified discharge
of debt provisions, The bill contains a needed rule change, and I

urge its adoption.
[The prepared statement of Mr. McNulty appears in the appen-

dix.|
Senator DASCHLE. Thank you very much, Mr. McNulty, for your

testimony. Mr. Dees.

STATEMENT OF RICHARD L. DEES, CAPITAL PARTNER,
McDERMOTT, WILL & EMERY, CHICAGO, IL

Mr. DERs. Thank you. My name is Richard Dees. I am a capital
partner at McDermott, Will & Emery in Chicago. 1 have been inter-
ested in special use valuations since I was a law student at the
University of Illinois, working for the AgEconomics Department.

Although not required by statute, the IRS values family-owned
businesses and farms at its sale or liquidation value, if that is
higher, for estate tax purposes.

%Vith an estate tax of up to 60 percent, this means that the es-
tate taxes can actually be Ligher than the value to the heirs if they
operate the farm.

This creates a perverse incentive for the next generation to sell
rather than operate the farm or business. The beneficiary of that
incentive is the real estate speculator, the wealthy investor, or the
bi%corpm‘ate competitor.

his perverse incentive has been limited by Congress since 1976,
to some extent, with respect to family farms, allowing up to a
$760,000 reduction in value for farmland that meets strenuous pre-
death qualification tests, and, if the farmland is converted or sold,
or the family quits farming, a substantial recapture of estate tax
benefits recurs.

The substantial drop in farmland values in the 1980s previously
testified show that this was a particularly important provision. So,
far, so good.

But then something went terribly wrong with 2032A. Despite the
fact that the rules were structured so the family farmers prac-
tically qualified without any estate planning efforts or trusts like
they might have to do for other benefits, the IRS started using
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technicalities to deny deserving farm families benefits intended by
Congress.

The courts have rebuked the IRS. This Congress has acted in
1981, 1984, and 1988 to liberalize and overcome some of these tech-
nicalities.

Yet, with respect to two issues that I want to discuss today—the
ualified use test and the election requirements—the courts have
elt constrained by the legislative history from liberalizing these

statutes and have refused to help family farmers.

The first problem I want to discuss is the IRS qualified use test.
And, Senator Daschle, you are familiar with that, from a problem
that the Kretschmar’s {nave had in South Dakota. Unfortunately,
th%/ could not be with us here today.

heir three sisters inherited the farm from a mother who had
died. The three sisters rented to the husband of one of the sisters,
cash rented. This was done back in 1980, before anyone had even
heard of the qualified use test.

Seven years later, the IRS sent out a questionnaire, and, of
course, these farmers being truthful, the way farmers usually are,
sent back and said, yes, we continue to farm it and the family cash
leased to each other.

They went back and assessed a $64,000 recapture tax with pen-
alties and interest more than twice the amount of the tax.

They have even assessed it with respect to the wife, who rented
on a cash basis to her husband, saying even that, even though the
money was co-mingled together and they operated the farm jointly,
that they had a problem.

In the past, I have talked about the policy reasons for the
change. I would like to address some issues today that people raise
in terms of why this relief should not be granted.

First of all, some people say that family members who are not
fan&mers may benefit from special use valuation if this change is
made.

From the very beginning in 1976, Congress recognized that farm

owners did not want to disinherit their children who were not
farming. And so, they set up the touchstone of material participa-
tion,
As long as one family member of the qualified heir continued to
farm, then that was sufficient. I heard the government statement
today, which would impose a second level of tests for qualified use
for these persons.

In other words, it would say that you had to be a famjly member
of the decedent and a family member of the qualified heir, which
would create two different tests. We should go back to the only test
that Congress intended to put into the law, and that is that family
members, as long as one 1s materially participating, is sufficient,
and not this artificial qualified use test.

Some have suggested that this will allow dynasties to continue.
Nothing could be further from the truth. The definition of the fam-
ily farm member prevents that from happening.

Sume say that this relief should not be retroactive, and at one
time I would agree as to closed cases. However, we are in a situa-
tion here where Congress has essentially opened the door a few
times and let a few people in, and said, 1t has cynically been sug-
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gested in the legislative history, closed the door for everybady else.
Because the courts have looked at the legislative history that ex-
isted and refused to allow relief.

Finally, I have included a chart that goes through the history.
Some have said that this provision has been in the regulation since
1979-1980.

If you look at it, notice a Treasury decision 7786 that was en-
tered. Congress repudiated its own position as to cash rents among
family members and did not change the language in the regulation
because it was suggested as being unnecessary.

I have some other suggestions that would improve 2032A, and I
offer them in my written statement, Thank you,

[The prepared statement of Mr. Dees appears in the appendix.)

Senator DASCHLE. Well, Mr. Dees, thank you very much for your
very enlightening testimony. I appreciate having a chance to re-

ceive it this afternoon.
As you alluded to, the farmn couple in South Dakota is fairly rep-

resentative of a lot of farm families that are experiencing the prob-
lems that have been addressed in the testimony this afternoon.

Let me ask Mr. Fields if he could come to the desk at this time,
and maybe we can get into a little bit of a discussion. Mr. Fields,
as he is coming up, as you all heard in his testimony, said, lovk,
if it is available for farmers, it ought to be available for others, as
well. That was the reason he gave for opposing several of the bills
this afternoon. What ahout that, is that a legitimate reason for op-
position to the legislation we are considering this afternoon for
farmers? Sarah,

Commissioner VOGEL. I do not think so. I think that there are
special issues and special problems that face farmers: First, their
home and their buginess is intertwined; second, they are subject to
macroeconomic forces to a greater degree than almost all other
businesses, as illustrated by the exhibit to my testimony.

I also disagree with the administration’s estimatc of $1 billion.
The bill is very clear that it is limited to very low-income farmers
and that at the resolution of the restructure the farmer cannot
have assets worth more than $25,000 or 160 percent of the tax li-
ability.

My experience is that you can not get blood out of a turnip, and
that $1 billion that they are talking about as a loss, for the most
part, is just myth. Furthermore these people cannot move into a
differsnt occupation, for the most part.

Senator DASCHLE. Anybody else wish to comment on that? Mr.
Saxowsky.

Mr. SaxowsKy. Yes, I would like to. Thank you. As much as I
try to emphasize to people in my State that farming is a business,
it 1s still an industry that has some characteristics unique from
other industries.

As the Commissioner has indicated, and as we are all well
aware, various forces caused owr land values to rise rapidly
throughout the 1970s and into the early 1980s. Very similar forces,
only the reverse direction, caused our land values to drop signifi-

cantly the following years.
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This rapid rise and fall in land values, I do not think, has been
experienced in other industries on their major assets to the same
extent that agriculture has endured it in the last 15 years.

During that time of rapid rise and fall of this major asset for this
major industry, we had all sectors of the industry—farmers, lend-
ers, government, and so forth—looking at the increases in these
land values and basing long-term decisions on these rapidly rising
land values. When the land values began their reversal, the de-
clines, we were caught in a situation where we had debt to service
without the income to meet those obligations.

This is why we are facing the consequences we are looking at
right now, and that we have looked at for the last several years,
and that I think we will—and I am confident we will—be looking
at in some form in the future.

Senator DASCHLE. What about that, Mr. Fields? I think what
they are saying is that there are unique features to agriculture, as
there are unique features to other industries.

I am reminded, as I listen, that we have an oil depletion allow-
ance which is unique to the energy industry. One could argue, as
I have heard our farmers argue, that over a ]on{; period of time we
lose the productivity in the soil if we simply plant the same crop
over and over again,

Were a farmer to do that, would you, based upon what you have
suggested is the reason for your opposition to these tax benefits,
would you then suggest that we apply a depletion allowance to
farmers who have seen the productivity of their land reduced?

Mr. FIELDS, No, I would not.

Senator DASCHLE. So, there is some recognition of the unique-
ness of various industries and the applicability of tax features to
those industries.

Mr. FiELDS. Yes. Industries are different.

Senator DASCHLE. So, then, if that is the case, how can you put
the stock you appear to in the need for some kind of broad apphca-
bility of tax features in agriculture to other areas as the condition
upon which the administration would support them?

Mr. FiELns, Becatise the conditions wﬁlch generate the problem,
that is satisfaction of debt with the bank and cancellation of in-
debtedness income, are not problems that are unique to the farm-

ing industry.
es, the farming industry is different, but the source of the fun-

damental problem they have is not unique.

As you know, Mr. Chairman, we have been faced with sertous
problems over the last decade with bankruptcies and declines of
small businesses. People who were led to believe in the boom and
invested their life savings in their business, whether it is a tailor,
or a shirt maker, or a vestauranteur, are in serious peril.

I see no reason why, when they go to the bank to renegotiate
that they should be treated any differently than a farmer. Yes, the
businesses are different. but the economic pressures on everyone
have been extreme.

That is, by the wa%'. also not our sole objection to the bill. But
we believe that the bill is inequitable and we should consider, when
we think about these things, other similarly situated groups.

Senator DASCHLE. Sarah, did you have a response to that?
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Commissioner VOGEL, Again, I want to observe that the farmer
and the farm business is intertwined. If a business takes a loss out
there, the owner, unless he or she has directly pledged their home
in gupport of the business loan, will not lose their home. Farmers—
and there are thousands and thousands of them—Ilose it all.

When I was hearing the discussion about having the machine
shop in the garage, | simply cannot conceive of a dairy farm or a
cat;;le ranch, for example where the farmer is not close to the ani-
mals.

Senator DASCHLE. What you are saying is, in other businesses,
generally a person could lose his business but not his home.

Commissioner VOGEL. That is right.

Senator DASCHLE, But home and business are all one unit in ag-
riculture, so it does make agriculture unique in that regard. Does
that not sound like a pretty logical defense of the uniqueness of ag-
riculture for tax purposes, Mr, Fields?

Mr. FIELDS. If 1t were true.

Senator DASCHLE. It is true.
Mr. FIELDS. I do not have the statistics at my hands, and I do

not know what the empirical evidence is. But we hear an awful lot
from small businessmen who mortgage their homes, their only
asset, to invest in their business.

And when that business goes south, they also have problems
with their homes. That is a very common complaint, not unusual
at all. So, I am not sure that the mere fact that the home is there
makes the difference. Small business has had terrible problems. -

It is not as if the administration is not sympathetic to these
problems, but there are other sectors of the economy. If you think
* about the real estate industry, the exact same problems described
by the other witnesses have devastated the real estate industry.
Should we forgive all of their cancellation of indebtedness income
and gain on sale? We have to grapple with those issues,

Senator DASCHLE. Let me turn to special use valuation, if I
could, for a minute. There is a distinction between crop share
agreements and cash leases. I had intended to ask you earlier, Mr.
Fields, if you could differentiate between these.

Obviously, we all know that a crop share agreement is eligible
for special tax treatment; more generous than a cash lease. Could
you give us some basis for that distinction?

Mr. FIELDS. Yes. Again, the Code—and let me repeat——

Senator DASCHLE. Well, I know what the Code calls for.

Mr. FIELDS. Yes. It requires that a qualified heir make qualified
use of the property. The legislative history describes qualified use
as more than mere passive participation, that is, more than merely
cash rental.

Those words are used in the legislative history in 1976. The
courts and the Internal Revenue Service have accepted crop shares
as having sufficient equity participation in the business to suggest
that quahfied use is going on.

Perhaps someone could have argued—and the Service has in cer-
tain cases when the participation gets tenuous—that that is not

good enough, that is not enough participatien. -
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But the theory is, if you are sharing in the profits of the husi-
ness, that is qualified use. A cash rent does not share in the profits
of the business,

Senator DASCHLE. What about that, Mr. McNulty? Is that a log-
ical explanation as to why there ought to be a- differentiation?

Mr. McNurty. The people that would be cash renting would still
be at an economic risY(. ust because you have a cash lease with
somebody does not mean you are going to get paid.

So, they are still, as a family member, at economic risk for the
operation of that farm. They are counting on the other qualified
members of the family to make sure the farm shows a profit so
they can allocate a portion of the profit on a cash method rather
than on a crop share method. I think we can easily make the dis-
tinction that the cash lease in that scenario between family mem-
bers would be a qualified use.

Senator DASCHLE. Mr. Dees.

Mr. DEES, The government equates the words “passive rental” in
the 1976 legislative history with cash leases. That shows their lack
of experience with the word in the long lu'story of farming.

Since about 1958, the term “passive rental” has been used in the
Social Security area to mean a lease without material participation
by the owner. An active rental was one with material partici(imtion.

So, consistent with the government's test, it said if you did not
materially participate, then your rental was not sufficient,

And if you went on in that same passage that he is referring to
in the legislative history, the 1976 legislative history cited on page
four of my statement, it says this is true if you have material par-
ticipation, even though the party carrying on the business was not
the decedent or a member of his fami'l);, 8o long as the decedent or
member of his family materiallg participated in the business.

That exactly contradicted the IRS’s original position, And, in
1981 when called before another subcommittee of the Senate Fi-
nance Committee the IRS did repudiate its position on qualified
use and said that family member cash rentals were all right.

It went on on page five and six and actually had a Treasury deci-
sion that, even before Congress changed the law, wheremn the
Treasury said, “It has been determined that the equity interest re-
quirement may be satisfied by either the decedent or a member of
his family. Thus, a passive rental of a farm by a decedent to a
member of decedent’s family should not disqualify the property
from special use valuation.”

And they went on to say, “At a future date, the regulations will
be reviewed to provide guidance where the parties involved include
persons other than qualified heirs and members of the decedent's
family.” And, of course. that regulatory change has never been is-
sued since 1981.

So, there is plenty of legislative history back contemporaneously
to show that the 1976 statute did not have the qualified use test
in it. The words in the statute are: “Used as a farm for farming
purposes,” and the IRS and Treasury has acknowledged this.

It was only after the legislative lustory to the 1981 act. and. sort
of codifying their position—the IRS—it came out that and sug-
gested that perhaps it was a limited relief and that they reverse
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their position later, first, in non-family member cases, and recently
in family member cases.

Senator DASCHLE. Well, that sounds like a pretty full explanation
of the legislative history, Mr. Fields. Do you have any disagreement
with that interpretation?

Mr. FIELDS, Yes. Mr, Chairman, I do not wish to get into a col-
loquy with Mr, Dees, but I believe that most of the facts he cited
ave not applicable to the qualified use standard and are distortive
of the legislative history.

I really do not want to get into a debate on it, but I will point
out several things. First, in his remarks, he referred to these rules
as IRS-created and artificial.

The Code includes the requirement for qualified use. The legisla-
tive history says passive rental is not qualified use. The Service,
if it arbitrarily imposed this test, would have lost in court.

But, in fact, on this issue where we are dealing with whether a
cash rental is a qualified use, the Service has won in court, most
recently as 1989 where the Tax Court, a very respected judge,
Judge Featherson, on the court, said the Code is clear. Qualified
use for this purpose is not a cash rental. That is not hased on
something the IRS made up, that is something that was in the
original legislation.

1at Mr. Dees is referring to a very complicated statute with a
number of other provisions, some of which relate to the participa-
tion by the decedent prior to his death, some of which relate to ma-
terial participation test of the heirs that is separate from the quali-
fied use test.

There are a lot of tests here. His references all relate to those
two situations—the decedent before death and material participa-
tion after death-—not the qualified use test.

The Service has been uniform in its application there and the
courts have suﬁported it. We sit here today saying we agree the
change should be made. But I think IRS bashing here is inappro-
priate.

Mr. DEES. I would call attention to the definition of qualified use
8o no one is misled as to what the definition is in the statute. It
says, “use as a farm for farming purposes.”

And that does not suggest that there is any at-risk requirement.
I mean, if it is being farmed, I would submit that that language
is plain on its face.

ere are differences between the pre-death test and the post-
death test for qualified use. There was not in the original statute
as it was enacted in 1976. Those differences arose because of the
1981 legislation addressing specific cash rent issues rulings that
were involved pre-death.

The hearings at the time looked at those rulings and said, this
is ridiculous. The IRS and Treasury said, we agree, it is ridiculous.
We are willing to reverse. And then Congress codified the result on
a pre-death side.

veryone at that time was saying that it was clear that this was
not the intent. Yet, the codification of this agreement for the pre-
death rule somehow closed the door on the post-death question.
And that is what the judge and the Tax Court relied on.
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The legislative history in 1981, which, unfortunately, suggested
that they were opening the door for a few Oﬁle and closing it
cynically on everyone else, when I do not think that anyone thinks
that that was the case.

Senator DASCHLE. Mr. Fields, I will give you the last shot here
and then move on.

Mr. FIELDS, Yes. I will say, the notion that the 1981 legislative
history somehow subtly opened the door to this—may I just quote
from the legislative history? “The bill does not change the present
law requirement that a qualified heir owning the real f)roperty
after the decedent'’s death use it in the qualified use throu%]wut the
recapture period.” This is not made up.ql‘hat requirement has been
there. If you go back to the original legislative history, a mere pas-
sive participation in 1976 woulg not have satisfied qualified use.

If T can just briefly quote—from the 1976 legislative history:
“Your committee intends there must be trade or business use, The
mere passive rental of property will not qualify.” This language,
coupled with the statutory language, is what made the courts com-
fortable with the strict position on cash lessinf;. They may not be
happy with the result, but they are comfortable that that is what
was intended.

Senator DASCHIE, Let me ask one final question with regard to
special use valuation. In terms of eligibility, Mr. Dees and Mr.

cNulty, you have heard Mr. Fields define and quantify what he
believes to be the eligibility criteria for special use valuation. Are

ou satisfied with that interpretation of eligibility for family mem-
[‘;ers'? Mr. Dees or Mr. McNulty, either one.

Mr. McNurTy. I did not ungerstand the question, Mr. Chairman.

Senator DASCHLE. The question is, what legislation, if any, we
should consider? :

As I understand it, he thought that the term “family members”
ought to include brothers and sisters. Are you satisfied with that
general definition for cash leasin»g1 purposes?

Mr, McNuLTy. I believe Mr, Fields wanted the narrower defini-
tion applied. I would recommend the broader definition of family
member.

Senator DASCHLE. Now, what is broader, in your interpretation?

Mr. McNuLty, Anybody that would be defined as a qualified heir
under 2032A, which essentially includes family members of a lineal
descendent.

Senator DASCHLE. So, would you include it so far as to also add
to the list spouses of brothers and sisters?

Mr. McNuULTY. Yes, | would.

Senator DASCHLE. You would. What ahout you, Mr. Fields?

Mr. FieLDps. Mr. Chairman, we would be supportive within the
confines that anybody who could have been a qualified heir of the
decedent may interlease, I guess.

Senator DASCHLE. Right.

Mr. FIELDS. However, that is not what S. 1061 does.

Senator DASCHLE. Oh, I understand.

Mr. FIELDS. All vight. 1 just want to make sure that that is not
S. 1061. But we would be willing to broaden that definition.

Senator DASCHLE. So, you would broaden it to brothers and sis-

ters and spouses.
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Mr. FIELDS, Oh, yes, Yes.
Mr. DEES. And would you have two tests, one under the material

participation test, and one under the cash lease test that would be
different people so that you had to cash lease to a narrower group

of people?
r. FIELDS. I will answer this question directly. No bill under

consideration is modifying the basic structure of 2032A. If there is
going to be a proposal, I would have to see it specifically as to ex-
actly where we are going. Moreover, I would spend a little more

time on that specific 1ssue.

Senator DASCHLE. For the record, it is probably asking a lot in
each one of these cases, but I would like, for the record, if you could
address that particular issue. Because, at some point, I want to de-
sign some legislation that addresses this whole area, and I want

to do it as eftectively as we can.
And I do not want to get into a debate about some of the tech-

nical questions related to eligibility, but I think it is a valid ques-
tion that I would like to have some consideration of by the Treas-

uxKlDePartment at least for the record.
r. FIELps. Mr. Chairman, we believe that 2032A is very com-

plicated, and agree that careful consideration of how to make it
more effective and more understandable is completely reasonable.

I am not sure the problem that Mr. Dees describes, once we de-
fine the potential class of lessees in terms of the decedent’s quali-
fied heirs, is really that significant a problem. But I think that we
should review the whole statute. In response to his specific ques-
tion, I will submit a response to you. But I have to think more

abhout it.
| The information follows:|

Hon. TrHoMAas A, Dagsong,
.S, Senate,
Washington, DC.

Dear Senator Daschle: This lelter is to follow up on an issue raised during the
April 29 hearing before the Subcommittee on Energy and Agricultural Taxation re-
F{urding s(Bncinl uge valuation of farm property under aection 2032A of the Internal

evemte Code,

At the hearing, ! presented the Administration’s views on 8. 1061 and S. 1046,
each of which would expand the ability of a decedent’s heirs who inherit farm prop-
erty to lease their interest in the farm on a nel cash basis without disqualifying
the property for the benefita of special use valuation. As | indicated at the hearing,
we believe a qualified heir of the decedent should be able to net cash lease his or
her interest to eny other person who is & member of the decedent's family. Under
that test, for example, a child of the decedent would be permitted to net cash lease
to a sibling without jeopardizing the special uae valuation.

A question waa raised by one of the other witnesses whether, under the standard
Tressury used o evaluate the two billa, the poople to whom a qualified heir may
cash lease would be a narrower group than the people who may satiafy the “mate-
rial participation” teat under the atatute. You asked ug to respond to the quesation
for the record.

Under the Code, the qualificd use teat must be met by the qualified heir, 1 s
clear that the ability to cash lense is related to whether the q\m&iﬁed heir is using
the property in a “qualified use.” Thua, the narrow exception in current law thal
allows a surviving spouse to net cash lease to a family metber is atated in terms
of the apouge not %«\iling the “gualified use” Leat by reasons of the cash lease.

The “material participalion” teal ja a separate test that musat he met by the dece-
dent or a member of his family, as well as the qualified heir or a member of the

ualified heir'a family. The material participation and Tmliﬁe(l use leata apply to
:1if1"erenl. groups and have differenl purposes. Both legislative proposals under con-
sideration (aa well ar the teat suggested in my testimony) would liberalize the
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“qualified use” test under current law, but would not alter the separate “material

participation” teat.
Please let us know if we can provide you with any further information regarding

this matter,

Sincerely,
JamEes E. FIELDS, Acting Tax Legislative

Counsel

Senator DASCHILE, Mr. Dees, I would also invite you to do the
same, if you could give us a more elaborate analysis of the complex-
ities of that particular question, I would be appreciative.

Mr. DEES. The qualified use definition also creates some prob-
lems if it actually exists, in terms of the five out of eight year rule,
and when it is applied on retired and disabled spouses.

There are lots of changes that were made by Congress with the
idea that the qualified use test did not exist, and complexities occur
;'Jf‘ we start to acknowledge that it does exist and operate and that

agis. -

Senator DASCHLE. We have one more panel, but I want to clari
a couple of matters with Sarah Vogel and Mr. Greiner. Sarah, wit
regard to the number of cases, perhaps even in North Dakota, that
you have witnessed relating to liquidation, to what degree, from

our experience, in those cases where liquidation occurs do farmers

ave greater liabilities than they have assets?

Commissioner VoggL. If I may, 1 think I would like to also have
Dave Saxowsky respond to this question.

In 1989, North Dakota State University did a study and found
that about half of the farmers who ceased farming had additional
income tax liability because of their departure from farming. Of
those, the average liability was $20,000. Afain, the 33 negotiators
and mediators that I work with have indicated that this is the
number one problem of the farmers we work with.

It is also, I believe, the number one problem for lenders who
would like to either work these financial problems out so the farm-
er can keep on farming, or assist the farmer in a graceful exit by
means other than bankruptcy, foreclosure or any other harsh legal
methodology. I believe Dave Saxowsky may have more to add.

Senator DASCHLE. Sure. Mr. Saxowsky.

Mr. Saxowsky. As part of that same study, we had an oppor-
tunity in our department to ask farmers, and, more importantly,
gormer farmers about their financial situation as they left the in-

ustry.

The former farmers at that time—1987, 1989—were indicating
that a third—not quite a third, but approximately a third—were
looking at no equity in their farm businesses.

Now, whether that holds true in 1992, we have not had a chance
to update our survey recently. But in 1987 and 1989 we were look-
ing at approximately one-third.

enator DASCHLE. Thank you. Mr. Greiner, you have addressed
support for legislation that would extend the first-time farmer bond
program for 18 months, but I assume you would support perma-
nent extension.

Mr. GREINER. Yes. Absolutely.

Senator DASCHLE. You would.

Mr. GREINER. Yes.
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Senator DASCHLE. Do you know why it is that some States have
chosen not to avail themselves of the bond program?

Mr. GREINER. Well, 1 think there are several reasons. One of
them is the extension. As I said, we have gone through four of
them now.

And the uncertainty of it. a lot of States hesitate to start up a
rogram with the problem that it may be closed down. California,
wowever, is moving legislation througf; its General Assembly now,
and hopefully they will have something up and running. There are-
many other States that are interested. As I said, South Dakota has
expressed an interest; North Dakota has attended our meetings
and expressed an interest in the program. They already have a be-
ginning farmer program through their bank. There are States in
the south that want to reactivate their programs.

One of the problems that happened was that in the 1986 Tax Re-
form Act, banks lost their deductibility on cost of funds. These
bonds are not what we call bank qualified.

In other words, the bank cannot deduct ite cost of funds. So, they
felt that there was nothing in it for them, but there is. We have
some banks that have 20-30 of these loans in their loan portfolio.

And I think the reason that many banks do this is they want to
help an existing customer or get a new customer in the bank. They
have used it some as a promotion. These bonds also qualify under
the Community Reinvestment Act, and then they are tax-exempt.
Of course, the interest income is tax-exempt.

But I think probably the overriding reason is the uncertainty. We
in lowa have gone along and just keep plugging away. Fortunately,
we have done that, because we have ?Jeen aﬁle to close a lot of
loans. But some are very fearful to get into it for that reason.

If we had a permanent extension, you will see more States com-
in% in. And we have had lenders tell us, your program is about the
only thing available to beginning farmers right now that can help
them. It is a lower interest rate, as Mr. McNulty said. It helps the
cash flow, and the lenders are more anxious to do it.

In addition to lenders, we also do contract sales in lowa where
a farmer is wanting to quit and maybe does not have any children
that are interested in taking over the farm. They will sell their
farm on a contract to a qualified beginning farmer.

And those bonds, under Iowa law, are also State tax-exempt. So,
that gets an even better rate for that beginning farmer. We have
some going out at 6 or 6.5 percent under the contracts.

Senator DAsCHLE. Well, I appreciate very much the testimony
and the answers to the questions and the give and take that oc-
curred with this panel. Mr. Fields. thank you for participating.

And, to all of you, thank vou for traveling as far as you have.
I know Mr. McNulty has a plane to catch and had to be out of the
hem’ing room by 4:15. U is now 4:15, so let me excuse the entire
panel. Thank you all very much.

Commissioner VoL, Thank you.

Mr. Degs. Thank vou.

Mr. McNuLry. Thank yvou.

Senator DAscHLE. Our final panel consists of Cheryl Cook, the
assistant director for legislative services for the National Farmers
Union; Jim Harris, of Union Grove, Wisconsin, and Ferdinand
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Hoefner, the Washington representative, the Center for Rural Af-
fairs; and Grace Ellen Rice, the associate director of national af-
fairs for the American Farm Bureau.

If those people could come forth, we will take their testimony at
this time. We are pleased you could be with us. Let me begin with
the person to my left, Cheryl Cook, who is no stranger to agricul-
tural issues, especially tax questions. Cheryl, please proceed.

STATEMENT OF CHERYL L. COOK, ASSISTANT DIRECTOR, LEG-
'II‘SO%TDIXE SERVICES, NATIONAL FARMERS UNION, WASHING-
’

Ms. CooK. Thank you, Mr, Chairman. We appreciate the chance
to be here today. Let me express my personal appreciation to you
for letting Mr. %‘ields go home, because there is no way I want to
debate him on 2032A. That almost single-handedly caused me to
fail tax class in law school. [Laughter.]

I would also like to say that, as we address these issues and as
we try to get our arms around the myviad of ways that the Internal
Revenue Code affects farmers, we have got to keep everything in
perspective.

And, as I know you know, income taxes are one thing, but you
have got to earn tfze income in the first place. And the one thing
that is going to attract new farmers into agriculture, that is going
to keep old farmers selling their farms as farms and not as shop-
pin% centers, or condos, or something else, is the restoration of
profitability to agriculture. That has to be the number one issue,
and everything else, including the Tax Code, comes after that.

Particularly in times of recession when we are concerned about
creating new wealth, agriculture takes a special role, I think. And,
as one of our basic industries, agriculture creates wealth through-
out the rest of the economy that affects not just farmers, but the
tax and revenue spending side as well.

Within the bigger picture, I would encourage you in any tax bill
that may come up before the end of the year to take another stab
at breaking down the fire wall between defense spending and do-
mestic spending, and really all program savings to other programs.

We found out last year in doing a dairy bill, for example, that
savings in that program were not able to ge used in offsetting the
impact on the \%15 program, and that kept us from doing some
things that really should have been done for dairy farmers.

I would also like to talk about taxes in terms of international
trade. Something else that we have heard quite a bit about in agri-
culture lately is the GATT negotiations, and also the North Amer-
ican Free Trade negotiations.

I would like to submit for the record, if I may, a copy of a study
done by Oregon State University comparing sample wllleat farms in
Montana and Canada and Australia. :

Senator DASCHLE. Without objection, that will be made part of
the record.

[The study appears in the appendix.| .
Ms. CooK. Thank you. This report comes to the conclusion that

American farmers are at a disadvantage, compared to Australian
farmers and Canadian farmers, questions of farm program and ev-
erything else aside, simply on the basis of the Tax Code.
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There is a tremendous competitive disadvantage for American
farmers, and that is something that has to be considered in any tax
bill, and certainly any trade bill that may come along,

On the consumer side, again, getting back to farm income, I sup-
pose we have to look at how the Tax Code affects demand for farm
products and how farmers are able to sell their products.

In my home State of Pennsylvania, there is a considerable
amount of unemployment. And many of my personal friends at this

oint who would love to be eating steak three nights a week, in

act, are eating corn flakes for two meals a day.

Tfuat has a direct impact, not just on farmers, but eventually on
tax revenues, because the farm income comes down. Some of those
same people also discovered barely two weeks ago today that they
owed taxes on their unemployment benefits, and that, too, has had
an impact on what they have been able to purchase, not just from
the grocery store, but elsewhere in the economy as well.

My testimony consists of a laundry list of areas in the Tax Code
that we think should be addressed, and many of them have already
been touched on. So, in the interest of summarizing, I will move
on to some of the other things that have not been touched on.

We talked a little bit about income averaging, but I would like
to encourage you to consider some sort of legislation, again, rec-
ognizing that with fewer tax brackets, there is only so much we can
do with income averaging.

We would recommend some kind of carry forward of unused per-
sonal exemptions at least for 3 years.

We are in favor of expanding the investment tax credit, but we
would prefer to target 1ts use to investments in American-made
rroducts if any way possible. Farmers are not the only ones who
1ave not been able to replace worn out equipment, but certainly
the{ provide a good example.

If a farmer can go out and buy a new tractor and that tractor
was made of American steel, and running on American tires, and
he is looking out at his crop through his American window, then
certainlg the entire economy will benefit, and the taxes, as well.

The deductibility of health insurance 1\rremiumrs is something
that has been a major issue within the National Farmers Union.
It has been time and time again a special order of business from
our annual conventions, and this year was no exception.

We would recommend full deductibility of health insurance pre-
miums, and that that be made a permanent part of the Internal
Revenue Code.

We are in support of an idea that has been proposed by the
President a couple of times, and that is the transfgr tax on traded
stocks and commodity futures.

We think this i1s a new source of revenue that could be used in
any number of ways, most especially for us in funding some kind
of a crop insurance program.

The speculators on the Commodity Futures Boards are those who
come up with the greatest benefit when there is a natural disaster,
and we think they ought to be contributing toward those who take
the greatest hit where there is a natural disaster. And if you have
Egtoany farmers in your State getting their disaster checks, you

w what I am talking about.
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We would encourage you to have a separate hearing, even. Actu-
ally, all of these issues deserve their own hearing, but particularly
on the case of Arkansas Best Corporation v. the Commissioner o
IRS, a decision which is being interpreted as allowing only capita
treatment of hedging.

We think there is a difference between hedgers, such as farmers,
and speculators, and there ought to be ordinary income consider-
atio?{ for those who are hedging what happens to them in the cash
market.

Let me skip over to the end and talk for a moment about the tax
congequences of debt restructuring. This is an issue we have been
working on for a long time, as you know.

And the American Agriculture Movement and the National Fam-
ily Farm Coalition have both asked me to indicate their support for
pres!sing forward on this issue. I will end there. Thank you very
much.

[The prepared statement of Ms. Cook appears in the appendix.]

Senator DASCHLE. Thank you very much lf)or your very fine testi-

mony. Mr. Harris.
STATEMENT OF JAMES HARRIS, UNION GROVE, WI

Mr. HARRIS. First of all, I would like to thank you, Senator, for
this opportunity to testify on behalf of the American farmers.

We strongly endorse Senator Kasten’s bill, S. 1130, entitled Fam-
ily Farm Tax Relief and Saving Act of 1991, and other similar bills
that have been sent up by the members of dong:‘ess.

I recall you asked, Senator, was there any caps. I do not know
the definition of caps, but there certainly are some limits that are
written into the bills.

For brevity, the bill may be referred to as FRA, which stands for
Farmers Retirement Account, in this presentation.

FRA re-establishes the farm assets as the Farmer’s Retirement
Fund, correcting the hardships caused by the capital gains tax revi-
sion of 1986 and the oversight or failure of Congress to recognize
that the farm investment unit does satis? the intent and cnteria
for investment of funds required with the IRA concept.

The bill is unique in that it neither advanta?es nor disadvan-
tages any farm region, product, or activity. It will provide great in-
centive for substantial long-term investment commitment to rural
America, also to the farm unit, because a farmer can, without res-
ervation, devote all assets to the farm development, keeping his re-
tirement funds at home on the farm, not Texas S&Ls or South Afri-
can gold mines.

The bill recognizes the need of the special farming situations—
tennant and custom farming—which holds little or no real estate,
but has huge investments in crops, animals, and machinery.

What I am saying here is, (Ilo not stand behind the proposed
$125,000 farm homestead exemption as the total answer, because
there are too many farmers that do not hold real estate property,
but do urgently need old age survival funds.

Our goal is to treat a portion of the family farm assets as a self-
directed IRA, with income tax deterral, rollover, and make-up privi-
leges comparable to those granted other taxpayer's self-directed

IRAs.
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Farming is an extremely capital-intensive profession and occupa-
tion. Long-term growth and success of a family farm requires all
of the farmer’s capital resources. One dollar of the farmer income
yields ten cents to the kitchen, 90 cents to the bank to borrow $10
more, and that is on a good day.

White and blue-collar worf('ers and other professionals make
large incomes that require little capital outlay. These people are al-
lowed generous tax preferential treatment of large sums invested
in retirement packages, the IRAs, the KEOUGHSs, 401ks, deferred
compensation, S.S. doubled by employers contribution, and so forth,
and employer-paid retirement funds and paid—non-taxed--insur-
ance packages.

These funds are invested in commerce. Let the farm be the com-
merce for the farmer's IRA. The farm investment certainly satisfies
the intent and purpose of an IRA, and is much more valuable to
Rural America then Boelsky’'s Junk Bonds and California and
Texas S&L’s which qualify for IRAs.

Throughout history, the farmer’s capital appreciation was a
farmer’s retirement fund and was given tax preferential treatment
by means of the previous long-term capital gains tax exemption,

Capital gains accumulated by a family’s hard labor on the farm
certainly deserves more consideration than passive stock market
poker money.

Genetics of a farmer's dairy herd is family developed from grand-
parent to grandchild, and the farmer is an active, not a passive,
risk participator. Plus, he is the major investor and tax supporter
of the rural infrastructure.

When retiring, all proceeds are taxed at a high tax rate, as if
one’s lifetime blood and sweat assets were earned that year; no
consideration for the devastating taxes on inflationary gain,

Paper stock gains are easily held and averaged for retirement
ears; agricultural assets, impossible. When net farm income is
imited or non-existent due to the combination of pervsistent low
prices and required capital expenditures, by law, no tax-exempt
IRAs and only limited Social Security can be funded.

As a result, IRAs are unaccessible for many farmers. Let me also
add that, unfortunately, many farmers chose not to pay the alter-
native minimuwn Social Security tax, not realizing that if they do
not pay any Social Security tax in five of the last ten years, they
are not covered by disability insurance. A farmer is vegarded as
vital society. The farmer's capital is invested locally, and so forth.
I will move on.

The typical annual retirement package available to a $12-$14-
an-hour Wisconsin State employee—and basically I am talking
about my wife's package as a State employee of the State of Wis-
consin as a clerk-tvpist—the employer paid rvetirement is worth
around $3.900 a year.

Employer paid Social Security, 7.65 versus 15.3 is worth another
$2,300. On top of that, she is allowed to go to $7,500 shared or self-
paid 401k, with a $22,500 hardship maﬁe-up privilege in three of
the last 4 years of employment.

She has an annual $2,000 self-paid IRA, we have a total there
of $14,800. On top of that, she has employer-paid non-taxed health
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insurance—a $65,000 a year package. An equal spousal IRA account
would be available if I worked there.

Let me say this. The $10,000 farm F-RA bill cost considerably
less than one-half of the typical IRA package—refer to attached
graphs to amended testimony. I could go on and on on the unfair-
ness of this issue. If one must, take some away from the over-en-
dowed, let us do it, and give it to the ones that are under-endowed.

I see the light is on, so I would like to call attention to the
graphs that are in my testimony. What I have here is a computer
print-out of a hypothetical $1,000 a year contribution to an IRA
—one-half of the allowed $2,000.00 annual IRA. The account pays
8 percent per annum, compounded monthly, deposited at a rate of
$83—that is $1,000.00/12 months—a mont{ In 46 years, that $83
a month achieves the $500,000 that we are asking for in this pack-
age—$63.80 monthly achieves $600,000 in 50 years or total cash
input of $38,300.

ow, if we go to some of the more liberal ones that we have, my
brother is one I could talk about. He is entitled to roughly $20,000
annually in retirement account deposits. He achieves $500,000 in
about 14 years. Within 60 years, an account of $13 million plus.

Now, I said the $1,000 per annum—one-half of a $2,000 IRA—
at 50 years has a value of $652,000, if we pro-rate that down, then

766 deposited annually at $63.80 per month rate achieves
600,000 at 50 years.

Now, that is8 much less than a quarter of a working couple’s com-
bined $4,000 IRA. A couple could have two $2,000 ones, so that is
$4,000. A working farm couple’s $65600,000 F-RA costs $766.00 per
year, that ig only 19 percent of the minimal $4000.00 IRA. I do not
think we are asking too much, and more we should get.

Senator DASCHLE. That is a very helpful chart. You say that is
part of your statement, Mr. Harria?y

Mr. HARRIS. I modified it a bit here to talk from, but I could re-
make it and send it to you.

Senator DascH1.E. Could you do that?

Mr. HARRIS. I certainly could.

Senator DASCHLE. I would like to put that in the record as well,
if I could.

[The chart appears in the appendix.]

Senator DASCHLE. Mr. Hoefner.

STATEMENT OF FERDINAND HOEFNER, WASHINGTON REP.
RESENTATIVE, CENTER FOR RURAL AFFAIRS, WASHINGTON,
DC
Mr. HogfFNER. Thank you. And thank you for this opportunity to

testify. I have submitted a written statement and will just summa-

rize. | state at the outset that the Center for Rural Affairs, as you
well know, has been outspoken in opposition to special farm tax

breaks that stimulate investment in agriculture.

The result of most tax incentives in fayrming has been declining
profitability, increased volatility in the land market, farm consol-
dation, and competitive disadvantage for smaller and heginning
farmers—in sum, tax policy-inspired decline of the family farm sys-

tem.

]
.
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The capital gains exemption is particularly troublesome. It turns
breeding and dairy livestock into a tax shelter and it turns appre-
ciating land values into a tax shelter. That, again, puts moderate-
sized, moderate-income farmers at a competitive disadvantage as
sugplies expand and prices drop.

o, we have historically been very wary of any special tax breaks
in farming. But, despite that caution to start with, we nonetheless
believe that there is a role for some carefully targeted tax relief
measures to enhance opportunities for beginning farmers and to re-
move tax obstacles to farm debt relief.

American agriculture is certainly in need of a new generation of
family farmers and a new source of affordable and accessible cap-
ital for those farmers.

And we stand at a crossroads where half the nation's farmers are
soing to retire within the decade, and yet, new farm entry rates are

ropping very severely.

So, we have a public policy choice to make, I believe, as to wheth-
er we are going to allow the permanent loss of rural people and
rural economic opportunities, or whether we are going to revitalize
and restructure agriculture for a new generation.

We strongly support the Beginning Farmer and Rancher Credit
Act, which 18 a subject of hearings in the other body today and to-
morrow. And, at the same time that that bill would restructure and
revitalize Farmer's Home, we believe that there are things that
this committee could do to complement that effort.

The first one, which has been addressed by many people today,
is the Aggie bond program. Just to summarize, we believe that the
{;)ax_exemption should be extended, and preferably on a permanent

agis.

But, also, we would point out that Congress should override an
OMB directive that prohibits Farmer's Home from guaranteeing
Aggie Bonds. If that was overturned, it would greatly expand the
market and help beginning farmers,

That is a change that is included in the Beginning Farmer and
Rancher Credit Act, and that bill has been endorsed by Farmer's
Home and USDA.

The third thing we would raise is not a tax issue, per se, but if
community-based non-profit rural development corporations could
be allowed to service Farmer's Home guarantees, that would also
extend the Aggie Bond program further to reach more beginning
farmenrs.

Our second recommendation deals with capital gains relief for re-
tiring farmers. We would oppose the bills under consideration that
offer capital gains relief, unless they were targeted to land owners
who were selling to qualified first-time farmers. .

We need to cm'efully target both the buyer and the seller end of
these transactions if we are going to achieve a public policy goal
of supporting a new generation in agriculture.

So, we would strongly advise that if those bills arve considered
further, that targeting on who is buying the land be included so
that they are targeted to beginning farmers.

We would point out that it would be fairly easy to do that kind
of targeting. lI)‘here is already the first-time farmer provision in the
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Aggie Bond program, and there are also Farmer’s Home definitions
that could be applied in the Tax Code.

A final set of recommendations on heginning farmers deals with
IRAs. This committee has discussed in the past possible penalty-
free withdrawals from IRAs for various purposes, and we woui,d
{"ust like to throw into that hopper the idea of first-time farmers

eing able to withdraw money from IRAs without penalty for the
first-time purchase of land and other assets.

If we did that, we would invent a savings and equity investment
approach to entering agnicultut'e to complement, and maybe in part
to replace, the debt nnancing approach which is more familiar.
This would, at the same time, begin to counteract the bias within
IRA policy against self-employment.

And, finally, turning to the tax on farm failures, we continue to
urge this committee to pass S. 900, the Farm Debt Tax Reform Act.

This bill contains careful’.’ crafted exclusions for capital gain and
debt discharge income upon the transfer of farm assets to satisfy
debt obligations.

And it includes strict income equity and material participation
tests, a joint lifetime cap, and a write-down of tax attributes. I con-
sider that a fairly significant amount of targeting.

I would just like to comment briefly on the administration’s testi-
mony and suggest that we need a revised Joint Tax Committee rev-
enue estimate on this as soon as possible because their previous
one certainly conflicts with what you heard about today by a sig-
nificant amount of money.

I would also point out that the revenue estimates that we heard
about today seem to be in conflict. If we have an $800 million 5-
year estimate on a broad-based capital gain exemption for retiring
farmers that is untargeted, how can it be that the far more tar-
geted provision for farmers who are in a situation where they do
not have an ability to pay cost more? I know there is retroactivity
involved in it, but it just does not seem to make sense to me.

And, finally, asking a rhetorical question, how can the adminis-
tration argue unlocking of capital gains with a great boost in reve-
nue on general capital gain exclusions, and then say for these lim-
ited number of people with no ability to pay that to unlock their
assets so they can get on with their life, maybe get a new job to
start owing taxes again, and to unlock those assets so that some-
body else is using them productively and paying taxes, but that
costs $1 billion? It does not make sense.

Senator DAsCHLE. Mr. Hoefner, I wish I would have thought of
asking that question. That is an excellent question. They were
using it all year long as a revenue-generating measure. Now, when
it comes to applying it directly to agriculture, they see it as a defi-
cit-creating measure, which is hard to reconcile.

Mr. HOEFNER. That is right.

Senator DASCHLE. Thank you for your very excellent testimony.

Mr. HOEFNER. Thank yvou.
| [The prepared statement of Mr. Hoefner appears in the appen-
dix.]

Senator DASCHLE. Ms. Rice.
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STATEMENT OF GRACE ELLEN RICE, ASSOCIATE DIRECTOR
OF NATIONAL AFFAIRS, AMERICAN FARM BUREAU, WASH-
INGTON, DC
Ms. Rice. Thank you, Mr, Chairman. My name is Grace Ellen

Rice, and I am Associate Director of the Washington office of the

American Farm Bureau. I will summarize iy statement for you

this afternoon.

First of all, we would say that the tax decisions of the Senate Fi-
nance Committee affect our membership as much as the decisivns
of the agriculture committees. We are {) eased that the subcommit-
tee is holding a hearing on several bills important to farmers and
ranchers.

Our policy in Farm Bureau is adopted by our producer members
at the county, State, and national levels. And there are several po-
sitions which are important and speak to the bills before the sub-
committee today.

These positions are: we urge Congress to permanently extend the
authority for Aggie Bonds, which are used by States to finance

loans to beginning farmers.
We support a capital gains exclusion for insolvent farmers on lig-

uidation of farm property.

We support a capital gains exclusion for landowners who were
forced to sell by condemnation and who do not wish to purchase
new land to continue agricultural operations.

We su&gmrt continuation of the once-in-a-lifetime exclusion of up
to $126,000 in capital gains on the sale of a primary residence for
taxpayers over age 56, and changes in the law which would permit
portions of the resident farm other than the immediate farm resi-
dence to be eligible for this exclusion,

We support a provisien to allow a farmer, other business owner,
or self-employed taxpayer in contemplation of retirement, to invest

roceeds from the sale of property and machinery in an IRA,

OGH, or similar retirement account.

In addition, our policy calls for the repeal of Federal estate taxes.
And until that repeal is accomplished, we oppose any reduction in
the current Federal estate tax exemption, or, to continue, we sup-
port the elimination of the $750,000 ceiling on special use valu-
ation.

While we have not had an extensive amount of time to analyze
the technical implications of the bills before the committee, our pol-
icy does addrvess several of these specifically: S. 710, First-Time
Farmer Bonds, S. 900, Capital Gains Relief on Transfer of Pmperty
to Satisfy Indebtedness; S. 1130, which is the Farmer IRA; and S.
2202, Exclusion of Gain on the Sale of Farmland. We support these
bills, based upon our policy.

With regard to the other hills, while we do not have specific pol-
icy on S. 887, or S. 1045, or S. 1061, we support any legislation
w%ich lessens the estate tax burden on the transfer of property
from one generation to the next. With that position in mind, we
would also support those bills.

There are two additional points. We encourage the subcommittee
to continue to look at the importance of capital gains treatment to
agriculture because of the effects that it has on owners of timber,

or farmland, or livestock.
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And, we urge 100 percent and permanent deductibility of the
health insurance tax deduction for the self-employed, which we
know that you and others on the subcommittee have been very ac-
tive on. We certainly look forward to that day when the deduction
is permanent and when it is for the total amount of premium. With
that, I conclude. Thank you for your attention.

Senator DASCHLE, Thank you very much, Ms. Rice.

[The prepared statement of Ms. Rice appears in the appendix.]

Senator DASCHLE. Could you give me any indication as to how
the Farm Bureau might prioritize each of these bills in terms of
their helpfulness to gami y farmers? Do you have a sense as to
which might be the most important?

Ms. RICE. I can tell you the ones that we hear from our members
most, and I think that would be a good indication. The $125,000
ca;,)ital gains exclusion extending to a farmstead, and the Individ-
ual Retirement Account for farmers that was mentioned previously.
And I suspect that those two would be the most important ones.

We also have members in certain States where Aggie Bonds are
sold who are very supportive of the Aggie Bond exemption. So, I
would say really those three.

Senator DASCHLE, Mv. Hoefner, I sympathize somewhat with
your commentgs—more than somewhat, substantially with your
comments about the need to carefully create tax treatment, espe-
cially relating to capital gains so as not to create shelters that have
somewhat of a negative effect, a substantial negative effect, in
some cases, ag we have seen in the past.

Could you give the subhcommittee guidelines by which one dif-
ferentiates between effective tax treatment and sheltered income
related to agriculture?

Mr. HOEFNER. I think we could. I would just suggest, in terms
of the two capital gains bills, that if the break is going to go, but
the land is going to bhe sold to investors or to well-established farm-
ers with significant farm assets, that we have not achieved a valid
public policy objective to justify spending that amount of money,
whatever the revenue estimate 18,

Where we come down is that if it is a real active farmer, materi-
ally participating, selling to the next generation, using any one of
several definitions of first-time farmers—and I think we could put
one together that would probably satisty everybody—that then you
have created a situation where there is a much larger public policy
purpose to be served. And that is the kind of thing that we would
sugpm‘t‘

enator DASCHLE. Well, you say first-time farm buyers. Let me
just take one example that we talked about this afternoon in dis-
cussing special use valuation and cash leasing.

What if you had a second generation operation in the area, con-
tiguous to a farm where the father has chogen, now, to sell.

He wants to sell to his son who is already farming. or. you could
even argue, in this cage would inherit the land should the father
pass away. Under an arrangement like that, would you say that
cash leasing for tax purposes ought to be treated as we have dis-
cussed in the legislation this afternoon?

Mr. HogrFNER. 1 think so. I think if the son was probably renting
most of the ground or had some small ownership stake but not a



b1

very large one, I would think they would meet most first-time
farmer tests and that that would be Kagitimate.
Senator DASCHLE. Generational transfers ought to he encouraged
to the extent we can. But you would tie them as much as possible
to access to first-time operators.
Mr. HOEFNER. Yes. That is right.
Senator DASCHLE, What about associated family members?
Mr. HOFFNER. 1 do not think you need to make too much of a
distinction of who the person is, as long as they would meet the
first-time farmer test. Whether they were heirs or completely out-
side the family would not make that much of a difference.
Senator DASCHLE. Right. But I guess my question was, what
about family members who are currently farming. Let us say,
spouses of sons or daughters. Do you have any probﬁem with that?
Mr. HOEFNER. No.
Senator DASCHLE. All right. What about the question or the ob-
jection raised by Mr. Fields fairly consistently which was, look
there is nothing unique to agriculture tax-wise. I can put a small
businessman into the same set of criteria, and they ought to be eli-
gible for the same treatment that farmers are eligii;le for.
So, you really cannot define a situation unique to agriculture
that would then qualify them for unique tax treatment. Is that a
fair statement? And, if not, how would you rebut it, anybody?
Mr. HARRIS. I will take that.
Senator DASCHLE. Mr, Hoefner, go ahead. And then Mr. Harris.
Mr. HOEFNER. I would just throw in this slightly different tack,
which is to remember that this whole tax discussion on farm debt
relief came as a result of the 1987 Ag Credit Act.
And that act, in terms of the revenue side, was premised on the
fact that the government was going to save money gy writing down
rather than foreclosing. Then, suddenly, everybody realized that
tltl)i? was not going to work for many people because of the tax li-
ability.
So, whether or not farmers are unique overall, this has a legisla-
tive history that is not unique to the tax side. And if the promise
of the 1987 Credit Act is going to be fulfilled, the tax question has
to be resolved. And, obviously, if you are going to resolve it beyond
farmers, you are going to get into a lot more revenue.
Senator DASCHLE. Mr. Harris.
- Mr. HARRIS. The comment that I would make in that line is that

a ﬁyear or two back, General Motors published a statement to the
" effect that they had $29,000 worth of capital investment per em-
ployee. You go out to the farm, it is not hard to find $1 million of
capital investment per employee.

You go into the other small business that may be going through
bankruptcy, the restaurant chain changes inventory roughly every
4 days, the hardware store changes its inventory every 3 months.
Our inventory of our tractor and combines may change once every
20 years. Add to expand my cow and calf operation.

e get into the real estate tax business and in our county, before
I go out to the field, I have $40 per acre of real estate taxes to pay
for, which certainly is going to support a lot of other homes than

the one that is on the farm.
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Besides that, if we are looking at $2,000 an acre land and 10 per-
cent money, we ]get $240 to cover taxes and interest before we head
to the field. A lot of our crops today do not raise $240 worth of
crops per acre. We, too, have gone through 3 of the last 4 years
which have been very bad.

I would like to also comment that this FRA, many people tell me,
this would be very much of advantage to them as an incentive for
the son to take over the farm, because it gets dad out of the oper-
ation clean and free without long-distance, tied up sales that bring
in lots of tax consequences and incurring tie-ups and lawyer fees.

That if they could just walk away from it and say, this i1s yours,
son, I have got my retirement account. I do not have to go through
all the Mickey Mouse of getting the attorneys rich in working out
a method to hand the farm operation over.

We can do this with a nice little basic simple FRA law that says:
You must farm 6 years to be a full-time farmer to qualify. Then
you can count the years that your wife was a full-time helpmate,
or the spouse was a full-time helpmate, up to a maximum of 50
years per farm unit.

Now, it may be a bachelor for 60 years, or a spinster for 50
years, or a married couple for 25, or any combination. The next
thing is, you multiply the total years by $10,000, and you have to
have qualified farm assets to seil to get the money into it. It is a
1very simple law. Nobody needs to enrich a lawyer’s pockets by uti-
izing it.

Senator DASCHLE. Thank you, Mr. Harris. Ms. Cook.

Ms. Cook. If I could jump in quickly here. I do not know how
I would top that, Mr. Harris. But there are a couple of areas where
I would disagree with Mr. Fields. And you have got to take each
of these tax issues almost on a case-by-case basis, I suppose.

I strenuously disagree on the debt restructuring question, wheth-
er agriculture is the same as other small business. I do not think
it is. I think agriculture is unique, for a number of the reasons that
have already been articulated, particularly by Sarah Vogel.

But even in cases where they are the same, for example, the de-
ductibility of the health insurance premium, is the answer that you
do not give it to anybody, or is the answer that you encourage

small businesses by ‘ﬁwing it to everyone?
My Freference would be the latter. I think we would take a much
1

more holistic view of how do we get this entire economy moving
agﬁ’in to everybody’s benefit, than I think Mr. Fields seemed to be
taking.

Senator DASCHLE. Good point. Well, I have no further questions.
I appreciate very much this panel waiting as long as they did to
present their testimony. I think it has been a very productive after-
noon. You have enlightened us substantially.

This is an area that I think will continue to receive additional
consideration and attention. We would like the opportunity from
time to time to consult you with regard to these changes as we get
closer to the time that we will markup legislation relating to taxes
and af'n'culture. But we made a good start today, and we thank
you all very much. The hearing stands a%iourned.

[Whereupon, the hearing was concluded at 4:51 p.m.]
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PREPARED STATEMENT OF SENATOR KENT CONRAD

Mr. Chairman and nmiembers of the Committee, thank you for the opportunity to
testify this afternoon. I commend you for addressing these important taxation issues

that affect farmers,
I am here to address a topic of central imfortance to rural America—survival of

the family farm. I have sponsored two bills to help families hold on to their farms
in times of economic distress or death in the family, and to relieve some of the enor-
mous tax burden that can occur when a farm is lost.

Before I begin, I would like to thank two witnesses who have traveled from North
Dakota to be with us today. Allow me to introduce Sarah Vogel, North Dakota’s dis-
ting‘:uiahed Commissioner of Agriculture, and David Saxowsky, a highly regarded
profeesor of economics at North Dakota State University. Thank you both for shar-
Ing your expertise with this committee.

r. Chairman, net farm income was lower in the 1980's in real dollars (after ad-
{usti for inflation) than in any decade since the record keering began in 1910—
nelu n% the worst 10 years of the Great Depression. That led to a crash in the
value of the assels of the agricultural community—netl assets dropped from $1.1 tril-
lion in 1981 to $600 billion &,1987 .

Despite attempta to counter the current crisis in family farming, thousands of
farmers will fail if the current tax treatment of debt restructuring arrangements is
left unchanged. For others who have lost their farms, huge tax bills will hang over
their heads for years to come, clouding what prospects they had for making a mod-
est living. Other families find themselves atuck with big estate tax bills because of
gi 1tieclmicality in the tax code, which Congress partially addressed in the 1988 tax

8. 800! CAPITAL GAINS RELIFF FOR FARMERS IN DEBT

Farmers en%aged in debt restructuring can encounter either—or both—of the fol-
lowing tax problems, When property is deeded back to a lender in exchange for debt
relief, the farmer will realize a capital gain if the fair market value of the property
is above the basis (purchase price plus improvements). It is the same tax the farmer
would owe if he or she sold the [and, only in this case there is no cash from the
sale. The farmer cowd also owe some tax on debt relief received from a lender, un-
less he or she is insolvent or has unused tax attributes to apﬁly as offsets.

Let me provide a numerical example, Suppose a farmer had a loan for $260,000
and conveyed back land worth $150,000 to eliminate this debt. Assume this land
had a cost-basis of $60,000. Under current law, this farmer would have to pay tax
on a capital gain of $100,000. Though such gains are illusory, they will be taxed
as ordinary income,

The farmer in this example would aleo realize $100,000 of discharge of indebted.
ness income. To offset this income, he or she can draw on any tax attributes, such
as unused investment tax credits and net operating lose carrvovers, and can reduce
basis in other property. After taking these steps, there will still be a tax on dis-
charge of indebtedness income, unless the farmer is insolvent.

My bill, which has been cosponsored by several of the distinguished members of
this committee, addresses both of these tax problems for farmers who are tech-
nically solvent but clearly lack the ability to pay. It would provide a limited, once-
in-a-lifetime exclusion for farmers with low to moderate incomes and few other aa-
sets, to relieve them of the tax owed on discharge of indebtedness income or capital

gains that arise from debt reatructuring.
(63)
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The exclusion is clearly targeted: large farmers, weallthy investors and specu-
lators, and others with significant assets will not be helped. To qualify for the exclu-
sion, farmers would need to meet the following three tests: (1) at least 50 percent
of gross receipts in 6 of the last 10 years must be altributable to farming; (2) modi-
fied adjusted gross income is less than 100 percent of the national median adjusted
gross income; and (3) equity in all other property is less than $25,000 or 1560 percent
of tax liability, whichever is greater. The exclusion is limited to $300,000, the same
limit on the size of the write-down that exists under the Agricultural Credit Act.

This bill is similar to measures I introduced in 1988 and aiain in 1989, In Jul
of 1989, the Senate Finance Committee held a hearing on the le%islation, whic
demonstrated the need for such tax chan‘fea and suggested a number of technical
revisions that have now been incorporated, During action of the fiscal 1990 budget
reconciliation bill, the Committee adopted key provisions of my bill which extended
relief from the laxes on discharge of indebledness income. Subsequently, however,
thie Jegislation was deleted from the reconciliation bill on the Senate floor in a lead-
ership move to scale back and expedite passage of the omnibus budget measure,

Since the Agricultural Credit Act of 1987, over 12,000 borrowers from the Farm-
ers Home Administration have received some form of debt forgiveness as part of
their debt restructuring. As we continue to deal with the aftermath of the farm cri-
sis of the 1980's, more farmers will receive debt restructuring. Enacting this legisla-
tion will help thousands of family farmers whose attempts to restructure their debts
have led to huge tax bills which they clearly cannot pay, and will save thousands
more from such personal tragedy in the future. I strongly urge the committee to
support this legislation,

r. Chairman, ]| am awaiting a revenue estimate on this bill from the Joint Tax
Committee, I would like to note, however, that in real terms the amount of tax reve-
nue forgone would be minimal because it is unlikely that many of these farmers will
ever be able to Yay such enormous tax bills,

I would also like to address another section of the tax code which affects family

farmers.
8. 1061: A TEGHNICAL CORRECTION ON BPECIAL USE VALUATION

In 1988, the technical corrections act made an important change in the estate tax
law that will enable more farm families to keep an ongoing farming operation in
the family when the property owner dies.

Section 20324, as amended by the technical correction, extends special use valu-
ation of farm Fl;g?erty to surviving spouses who continue to cash-rent farm property
within their families, Without this change, a recapture tax would have been im-

osed in such situations. B?r allowing the spouse to qualify for special use valuation,
he correction was clearly intended to allow a farmer to transmit farm land to his
or her children who would then continue to farm the property.

The 1988 provision, which applies to cash rentals occurring after December 31,
1986, was clearly helpful, but it did not entirely solve the problem. If there is no
surviving spouse, it is not ﬁouible under the 1988 law to transmit such property
to one's children or grandchildren without triggering the recapture tax,

My bill would apply to such analogous cases. For example, a North Dakota farmer
cash-rented farm property from his mother, who had received the property from her
father. Neither the daufhter nor the grandson qualifies for special use valuation be-
cause the provision applies only to surviving spouses.

I do not believe such situations are widespread, and it seems likely that Congress
did not anticipate them when the language on surviving spouse was approved in
1988, But these cases do exist, and | believe they deserve the same treatment under

section 2032A.

In the House, Congreseman Dorgan hes introduced ¢ ion legisiation. In ad.
dition, this bill is quite similar to legislation introduced by my distinguished col-
le from Kansas, Senator Kassebaum, which I have cosponsored. My bill would
agp y to qualified heirs (including ancestors, s;iouaee, and lineal deecendants and
their spouses) who are inumediate members of the decedent's family, while Senator
Kassebawu's bill applies to lineal descendants only.

Although legisl:gon covering lineal descendants would solve the problem faced by
the constituent I referred to above, broader language may well save us from future
technical corrections covering unforeseen family circumstances.

While I have not yet received a revenue estimate from the Joint Tax Committee,
I expect minimal loss because of the very low-numbers of people affected by this.

Mr. Chairman and Members of the Committee, | thank you for the opportunity
to address the unfair tax burden faced by some of our nation's famndly farmers, and
for your attention to these important matters.
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ADDITIONAL VIEWS OF BENATOR CONRAD IN RESPONSE TO TREASURY DEPARTMENT
COMMENTS

I would like to address some of the erroneous concerns raised by the Treasury De-
partment over S. 900, the Farm Debt Tax Relief Act. .

(1) The Administration believes this legislation would result in “substantial reve-
nue loss.” An honest and realistic look at the tax situation of farmers and former
farmers affected by this bill reveals that there is little likelihood that the federal
government will ever be able to collect these taxes, Remember that these farmers
are being taxed on phantom capital gains assessed when land is deeded back to a
lender or on debt forgiveness received from the lender.

Many of these farmers lost their land and everything else. Others are, at best,
merely less in debt than they used to be. They are not making a great deal of money
and there is no cash to pay thease unfair tax bills. Furthermore, the bill incorporates
strict targeting criteria, including net income an equity tests, to ensure that only
those without ability to pay benefit from the relief. The primary effect of these tax
liabilities is to frusirate farmers as they attempt to start new lives or leave older
farmers destitute and facing an impoverished old age.

While the Joint Tax Comittee has not yet produced a revenue estimate on S,
900, in 1990 it estimated revenue loss of $362 million over five years on identical
legislation which I introduced last Congress. This is considerably lower than the
Treasury Department's estimate, although both estimates fail to take into account
that most of these taxes will never be paid.

(2) The Administration objects to the proposal because it sEeciﬁca]ly targets farm-
ers, ar%uing that farmers should be treated no different than any other troubled
family business. There is, however, clear evidence that the family farmer is indeed
different from other family businesses.

No other business sector is subject to such dramatic fluctuations in prices and
property values. Nor is any other business so completely land-based. We have only
to look at the past two decades for evidence. The huge increase in farm values of
the 1970's as export markets boomed was then followed by a staggering decline in
the 1980's, when exports plummeted and the real value of net assets dropped from
$1.1 trillion in 1981 to $600 billion by 1987.

Moreover, farmers are uniquely and routinely subject to weather conditions which
can cr'll{ple their businesses. The drought of the last decade is surely proof of that.

(3) The Administration argues that this legislation is unfairly targeted to solvent
farmers and does not require that a farmer be unable to pay the taxes or in finan-
cial difficulty.

As the Aefmin,istration notes, insolvent farmers are protected under current law
from being taxed on discharge of indebtedness income, This legislation is designed
to help those farmers who are technically solvent, but clearly do not have the ability
to pay. For these farmers, payment of the tax (to the extent thef' could muster the
funds) would push them into insolvency or bankruptcy, ironically putting them in
the relief area where they would be protected from the tax.

As for the Administration’s argument that the bill does not require farmers to be
in financial difficulty—would you deed back your land to the lender if you weren't
in financial difficulty?

Moreover, this legislation is targeted to farmers who meet the following tests: (1)
at least 50 percent of gross receipts in 8 of the last 10 years must be attributable
to farming; (2) modified adjusted gross income is less than 100 percent of the na-
tional median adjusted gross income; and (3) equity in all other property is less than
$25i,000 or 160 percent of tax liability, whichever is greater; and (4) material partici-
pation.

(4) The Administration argues that this legislation would distort the market for
farm property, creating an artificial tax incentive for transferring farm property to
a lender in satisfaction of a debt, even if the property has fair value significantly
in excess of the indebtedness,

Frankly, would vou deed back your land if you could make a lot of money selling
it on the open market? Why give back property that is far more valuable than the
debt carried on it?

(6) The Administration objects that the legislation would be too complex to admin-
ister. Clearly, as I have mentioned above, tilie legislation has specific eligibility cri-
teria to insure that only those farmers truly in need would receive tax relief (an-
other concern of the Administration). These criteria were developed in response to
comments that a simple test could not sufficiently target the farmers in need of help
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while excluding those with the ability to pay. While specific, none of these criteria

are overly burdensome.
To summarize, while I appreciate the attention which the Administration has de-

voted to studying this proposal, I believe that its conclusions are unsubstantiated.
I hope that the information which I have provided above will lead to a reexamina-

tion of the Administration's opinion,

PRrEPARED STATEMENT OF CHERYL L. Cook

Thank gou, Mr. Chairman. I am here today—exactly two weeks after doing my
part for the Internal Revenue Service—on behalf of the 260,000 farming and ranch-
ing families of the National Farmers Union, and we appreciate this opportunity to
comment on tax issues facing farmers. The ideas in my statement have been
gleaned from our 1992 policy program, and represent part of our larger economic
recovery proposal, which is attached.

Lot me begin by stressing that queations of income taxea, as complicated and bur-
densome as theg may be, are secondary to questions of earning tKe income in the
firat place. In the mid-1980's hietor{ repeated itself when a?'n'culture led the wa’yl'
into the recession now being felt hﬁ he rest of the economg. cannot streas enou
the importance of reatorin% profitability in agriculture—not just for farmers, but for
the rest of the economy and even for the government's tax receipts,

One purpose of taxation is to redistribute wealth, and the creation of new wealth
is essential both to a socially-just wealth distribution system and to any long-term
economic recovery, We will never prosper as a nation by frying each other’s ham-
burgers for minimum wagel

As the most basic of industries, agriculture serves as one of the United States’
hest sources of renewable wealth. The wealth created with each year’s crop multi-
plies countless times throughout our economy, as raw commodities are tranaported,
processed, prepared, and sold to consumers here and abroad. In 1986, roug T‘! 21
million jobs in this country were related in some way to providing food and [iber
Froductmn, representing nearly 17% of groes national product. In short, proaperity
n agriculture—in a system of diverae competitive fami { farms, through which con-
trol of our food and fiber production rests in as many hands as possible—must be
a cornerstone of any economic recovery plan.

This must also be the foundation of any concerted effort to bring new farmers into
the businese of agriculture. Without profit potential, tax incentiv-s for first-time
farmera will take uas hackwards to pre-1986 tax changes by attracting primarily
}hose. individuals seeking to offset profits from some other business with losses in
arming.

Having said that, there are several tax policy changes which, if enacted, could fos-
ter continuation of family farm agriculture and help bring about sustafnable eco-
nomic recovery. Frum income taxes to excise taxes to estate and gift taxes, we have
woven a complex web for which a farmer needs a tax attorney in the famiiy to stay
competitive with his neighbors and, just as imfortantly in these days of free trade
negotiations, to stay competitive with farmers of other nations.

ough by no means exhanustive, our list includes the following ideaa:

1. Any new income tax bill—Any new income tax measure ought to begin by rec-
ognizing that the Omnibus Reconciliation Act of 1990 has done little to reduce the
federal udget deficit, yet serves as a major obstacle to passage of meaningful legis-
lation on either the revenue or spending side. We are not suggesting that the coun-
try give up on gains made in that legislation toward a more progreasive tax struc-
ture. In fact, we would urge adding additional tax brackets at the highest income
levels to make our tax system even more progireasive. Neither are we suggesting
that the country give up on getling its financial house in order, but we would like
to see the Congress make one more try at breaking down the firewall that prevents
savings in one budget area from being used in another. Savings from reductiona in
defense spending must be made available to meet domeatic needs, such aa edu.
cation, health care, job training, and job creation— for farmers and for other Ameri-
cans. Savings from programs such us a two-tiered supply management program to
stabilize the dairy induatry should be available to offset the impact on food asasist-
ance programs, particularly Women, Infants, and Children. We do not recommend
ueing defense savings to provide minimal tax cuts—it ia more important to create
jobs that bring more taxpayers onto the rolls and allow more consumers to pay fair
prices for food and fiber.

2. Some type of income averaging—The inability for any t)"ye of income averaging
affects young people going from full-time education to their first jobs. It affecta sen-
ior citizens, as they retire from full-time employment to a smaller fixed income. And,
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in volatile industries such as agriculture, the lack of income averaging leaves those
taxpayers with even less ability to plan their business management strategies.

e recognize, though, that the old pre-1986 form of income averaging has its limi-
tations now that there are fewer tax brackets. What we would recommend inatead
would be either or both of (1) a three-year “carry forward” provision for persunal
exemplions and standard deductions that are of little or no benefit to a taxpayer
in a particularly low-income year or (2) a limited restoration of the old income aver-
aging targeted only to those taxpayers who had sustained a within the three prior

ears, and based on adjusted gross income rather than taxable income (which failed
0 consider instances in which income fell below the amount that would be exempt
from tax anyway due to personal exemptions and atandard deductions).

3. Expand the investment tax credit, but target its use to investments in American-
made products—Farmers are not the only small businessmen who have been wait-
ing for better times to replace worn out equipment, but they provide an excellent
example. A new tractor can cost anywhere from $40,000 to §130,000—-15,000 to
50,000 bushels of corn, given USDA's projections for corn prices in 1992. Very few
farmers will be buying new tractors in 1992 if they can possibly help it.

If farmers could afford somehow to invest in new tractorr, somewhere ateel work-
ers, tire manufacturers, glass workers, and equipment dealers would benefit. But
for the U.S. economy to be the ultimate winner, that tractor should be huilt of
American steel, running on American tires, with the farmer looking at his crop
through an American window. It is time to invest American tax dollars directly into
American jobs, This is not an attempt to bash m\{ other nation's producers, If any-
thing, it is simply a rocoimiti(m that access to the U.S. market will mean more when
Americans are fully-employed and have greater disposable income.

4. Deductibility of health insurance premiums—Health insurance premiums
should be fully deductible for self-employed individuals, and the deduction should
be a permanent part of the Internal Revenue Cude. Too many farmers cannot afford
to carry health insurance, despite the fact that farming is one of the most dangerous
occu!mtions in the country. Health care reform appears to be a rallying cry for both
parties in this election year, and improvementa eventually may come out of the cam-
gni debate. But, the premium deduction is too important to leave at risk, and the

est way to “depoliticize” it is to make the deduction permanent.

As a matter of simple fairness, deductions for sell-employed individuals should be
no less than deductions allowed for other employers. Ar a matter of encouraging
{obq and economic growth, incentives for entrepreneurship, including new farms, al-
owing full health insurance premium deductions makes sense.

5. an.n:[er taxes on traded stocks and commodity futures—The last two budget
roposals from the Bush administration have included the idea of imposing a trans-
er tax or user fee on traded slocks and commodity futures. We bog.ieve that this

is an idea whose time has come, particularly in the case of agricullural commodities,
where the funds raised could offeet the costs of an improved crop insurance pro-

am.
gr“m speculation frenzy of the last decade made millionaires out of people who
never worked a day for the company whose stock they traded like basebnn cards
and never produced a bushel of the wheat they sold. %hey have closed plants and
cost jobe through leveraged buyouts, and they have wreaked havoc with commoditg
prices. It is time for these individuals to malke a positive contribution to the U.S.
economy—even if the funds ave used primarily to offset the coats of the Securities
and Exchange Commission and the Commeodity Futures Trading Commissjon.

In agricultural commodities, one of the greatest opportunities for speculative prof.
it comes in limes of natural disaster, For traders, a short crop means higher prices
and profits. For farmers caught by the natural ciiaaater, a short crop often means
financial ruin. Crop insurance has had limited success in helping farmers protect
themselves from routine losses, and it was never intended to handle widespread dis-
asters. The money for comprehensive disaster assistance legislation has been ex-
tremely tight, as wilthessed this vear, as farmers are even now beginning Lo receive
disaster assistance checka amounting to pennies on the dollar of their actual losa.
Why not ask those who benefit the moat from commodity disastera to help those
most severely affected?

6. Querturn the 1988 Supreme Court decision in the Arkansas Best Corp. v, Com.
missioner case—Congress should either enact legislation overturning the 1988 deci-
sion, or it should at ﬁ)ns(, clarify the interpretation being given by the Internal Reve-
nue Service. At issue is whether traditional hedging activities, the type of market-
oriented risk management in which farmers have been so encouraged to engage by
the laat two farm bills, should receive the same capital gaina treatment that specu-
lators receive or whether the gains and losses from hedging activities should be seen
aa ordinary income or losses. Because capital lossea are deductible only againat cap-
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ital ﬁqﬂaina, capital treatment of hedging loeses can reduce substantially the after-tax
profit of a farmer trying to reduce the risks he faces selling his crop or livestock
in the cash market.

7. Reject any additional excise taxes—These regressive measures fall d.isgro or-
tionately on the g:jor and on emall businessmen, such as most farmers, who buy
their inputs at retail but sell their production at wholesale. Further, several of the
these taxes are intended as much to reduce demand for certain agricultural prod-.
ucts, such as tobacco and grains used in distilling alcohol, as they are to raise reve-
nues.

We also oppose any further increases in the gasoline tax, even though farmers can

obtain refundse of gasoline excise taxes for gasoline used on the farm. Rural citizens
mttgst ilrive farther for basic services, and public transportation options are limited,
at best.

8. Reject an across-the-board cut in the capital gains tax rate, except for the limited
purpose of passing a small business, such as a ﬁarm, to @ new generation—In gen-
eral, while a]l taxpayers with capilal gains income could take advantage of a cut
in the capital gains tax rate, far and away the largest benefits would acecrue to the
wealthiest taxpayers, The Congresaional udget Office has estimated that in 1988
the richest 1% of the nation's households had average capital gains income of
$166,000, while the remaining 90% had average capital gains income of $262. One
need not hold a Ph.D). in economics to see who would benefit most from a capital
gaina tax cut, and one need not be a farmer to recognize that nothing grows from
the top down, including the economy.

In agriculture, most capital gains are realized when a farmer sells out. Farmers
Union would prefer to concentrate on tax measurer that will help farmers stay in
business. This country needs more people on the land, not fewer. However, there
are far more farmers over the age of 60 than there are under the age of 30 in the
United States. Young people are understandably shying away {rom taking over the
family farm or otherwire getting started in production agriculture. Older farmers
looking forward to retirement are realizing that their lifetime’'s achievement is
worthless if no one can take over. Interest rates in private banka remain fairly high
on farm loans, a risk factor likely to remain \mlif something is done about farm
profitability. The Farmers Home dministration, traditionally the lender of last re-
sort, has seen its direct lending funds reduced to near oblivion.

It ia time to become creative in seeking new ways to get the next generation of
farmera on the land. Reduction, or even forgiveness, of capital gaina taxes is worth
exploring for this limited purpose.

9. Other retirement measures—For many farmers, the equity built up over a life-
titue on the fawily farm has been the primary source of retirement funds, and this
is true of other amall buriness owners, as well. We would recommend this Sub-
committee’s consideration of legislation allowing small business owners to treat a
portion of equity in a family-owned business as qualified contributions to an Individ-
ual Retirement Account (TIRA). In addition, we would recommend restoring the full
$2,000 deduction for IRA contributions, regardless of the taxYayor'p income level.

In addition, we urge you not to accept any future proposals for encouraging early
withdrawals from IRA's by reducing penalties. We cannot accept a plan that allows
reople to wipe out their retirement savings and then claims that we've addressed

he high cost of education and health care, or the inability of a0 many middle income

Americans to save up a down-payment for a home. We need to solve those problems
head-on, not mask them by creating another problem down the road as people try
to get by in their retirement without the proceeda of their IRA's.

e also urge you to reject any Proposa}l)s that may be forthcoming to tax accruing
interest on annuities uni,eas two-thirds of the annuity value ia placed at risk. Pur-
chasers of annuities tend to be middle-income individuals with little or no pension
to fall back on in retirement, such as farmers. They are seeking a secure invest-
ment, a long-term savings plan funded with after-tax dollars that provides capital
for other investments. Since accrued interest on annuities is taxed eventually, any
short-term revenue gains from such a proposal must be measured against long-term
revenue dropse from fewer annuities being purchased.

Finally, we urge you to reject any proposal to eliminate the deductibility of inter-
est paid on loans secured with business-owned life insurance. Many small busi-
nesses, including farms. rely heavily on business-owned life insurance to guard
against the income loat should someti\ing happen to a key employee. Many lenders
now require farmers to buy this type of insurance as a condition to receiving a loan.
The nbi\ity to borrow against the policy and deduct the interest on the loan at least
adds a degree of flexibility and a “last resort” in meeting unexpected cash flow
needs of the farm operation—including the costs of passing the farm to the next

generation.
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10. The tax consequences of debt restructuring—FEver since Chapter 12 of the
Bankruptcy Code was enacted, and even more 80 since the passage of the cul-
tural Credit Act of 1987, farmers have been working their wax out of financial prob-
lems with their creditors, only to discover that a debt write-down could leave them
having to sell their farmes angway to satisfy the Internal Revenue Service, National
Farmers Union supports S, 900, which would address much of this problem., With
another round of delinquency notices to be sent out by the Farmers Home Adminis-
tration shortly, we urge this Subcommittee to move aggressively on S. 900,

11. Parity giving—I suppose that I will end my testimony the way I began it—
farmers need income. One way to build markets for a?cultura) commodities, while
at the same time meeting other social needs, is through the concept of parity Tving.
As (ﬁroposed, any taxpayer (including a farmer) who donates an agricultural com-
modity, such as cheeee, to a qualified organization, such as a soup kitchen, is al-
lowed to deduct the parity value of that commodity as a charitable contribution, re-
gardless of the actual basis price. Farmers win by increased demand, low-income
consumers win by increased donations, and the taxpayers involved win by getting
higher deductions,

have covered quite a bit of ground today, Mr. Chairman. 1 would be happy to
address any questions you might have either at this time or more fully in writing

for the hearing record.
Thank you.
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AN ANALYSIS OF COMPETITIVE ADVANTAGE
BETWEEN THE UNITED STATES, CANADA,
AND AUSTRALIA FOR WHEAT PRODUCTION

The purpose of this study is to suggest how tax policy, key social programs,
government farm programs, and relative costs of production impact the profitability of wheat
farms in the United States, Canada, and Australia. These three countries were selected for
analysis because: (1) They represent three of the five major wheat exporting countries in the
world (the other two being the European Community and Argentina); (2) all three countrics
are major exporters to the Asian wheat market, which represents the largest potential future
market for wheat exporters; and (3) all three countries operate under similar legal and tax
systems. Further, English is the major language spoken in each country, facilitating a

comparative analysis.

The focus of this research is at the farm level and, in particular, deals with wheal-
fallow farming systems in all three countries. The introductory section provides background
and motivation for the study. After the introduction, a detailed comparison of production
costs, government farm programs, tax policy, and nongovemnment social programs is provided
for all three countries. This information is then incorporated into a simulation model to
estimate net returns to representative farms in each country. Sensitivity analysis is then used
to better understand how government tax and social policies provide competitive advantages

in trade.

Introduction

Since the close of World War II a major effort has been made by countries throughout
the world to reduce barriers to trade. Greater trade leads to specialization in production of
goods based on ones natural comparative advantage, The result is increased overall
productivity and greater societal welfare than occurs with complete self-sufficiency.

Of course, specialization brings with it a number of potential problems. Complete
dependence on trade for essential goods (such as food and fuel) can jeopardize the recipient
nation’s national security, leaving it quite vulnerable to blackmail by the supplying country.
Elimination of & non-competitive industry can be painful for some segments of a society and
may generate a political backlash (if these groups don't want the industry eliminated). In
addition, govemments may intervene to provide subsidies that offset the natural disadvantages
faced by a noncompetitive advantage. Govemments may also provide additional support to
an industry with a comparative advantage in production and trade, to enhance market share or

meet some social goal, i
Trade negotiations are designed to reduce or eliminate factors that provide competitive
advantage in trade, leaving the marketplace to determine where commodities should be
produced. Perhaps the foremost vehicle used to reduce trade barriers is the General
Agreement on Tariffs and Trade (GATT). This agreement provides a mechanism for
negotiating the removal of trade barriers between countries. Agriculture is one of the
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industries provided substantial protection by countries throughout the world. Consequently,
agriculiural subsidies are among the most discussed topics in virtually every "round” of
GATT ncgotiations.  And because most countries seek to maintain some degree of self-
sufficiency in agricultural production, these subsidies have been among the hardest to

climinate,

Much of the focus in the GATT trade negotiations has been on direct and indirect
subsidies provided by each country to its farmers. A useful tool in measuring relative subsidy
levels across different countries is the Producer Subsidy Equivalent (PSE). Table 1 contains
PSE and CSE (Consumer Subsidy Equivalents) values for wheat production in the major .
wheat exporting countries. The PSE values reflect all direct payment subsidies received by
farmers (including income support payments, transportation, and other input cost subsidies),
as well as the value of services provided to farmers (¢.g., extension personnel, rescarch
expenditures). The idea is that competitive advantages in trade provided by government will
be eliminated when these types of subsidies are climinated by all countries.

The elimination of these types of subsidics may not eliminate government's influence
on trade competitiveness, however. Completely ignored in these trade negotiatiuns has been
the influence of tax policy. Yet, there are good reasons why tax policies should be should be
given equal consideration with traditional farm subsidies in trade negotiations. first, taxes
represent another form of government interaction with farm businesses and, as such, can have
as much influence on trade competitiveness as direct farmi subsidies. As an example, farmers
who receive substantial subsidies but also pay high taxes may be in the same after-tax
financial position as farmers in another country who receive no subsidies, but have much
smaller tax obligations, Second, focusing on the PSE as a measure of government
intervention may not cause the reduction of subsidies, but may instead cause some
governments (who find it desirable to subsidize their fanners) to switch to tax policy as their
subsidy vehicle. Including taxes in trade negotiations will ensure they are not used to

circumvent trade agreements.

Tax revenues are used to provide a number of other services in addition to agricultural
subsidies. Many of these services, however, also contribute to trade competitiveness. Any
government program that subsidizes the farmer's standard of living (e.g., government health
insurance) or reduce the fanmer's total tax burden allows him (or her) to lower the acceptable
rate of return, thereby enhancing trade competitiveness. Consequently, government services
should also be considered in any comparison of tax burdens between countries.

Other researchers have recognized the importance of tax policy on competitiveness in
trade. Sharples (1990) argued that policies to reduce tax burdens on farmers were one of
several ways in which government could make commodities more competitive in international
markets, A recent study of the U.S. - Canada Free Trade Agreement by researchers at
Agriculture Canada also recognizes the importance of tax policy in trade and suggests that
more research is needed to quantify the tax burden faced by farmers in both countries

(Growing Together, 1990).
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Table 1. Wheat Producer and Consumer Subsidy Hquivalents for Major Wheat Exporting
Countries 1982-1987.

Producer Subsidy Equivalents 1982 1983 1984 1985 1985 1987
Argentina 35 -51 -64 26 -7 6
Australia 9 4 3 s 15 4
Canada 19 23 32 39 53 51
EC 27 10 4 3 59 55
United States 15 38 28 39 61 63
Consumer Subsidy Equivalents ‘
Argentina — — - - — -
Australia - - . . - 4
Canada ‘ -1 - 4 1 -1 B
EC -23 7 -2 24 -50 45
Uniled States 0 0 0 3 -10 -23

Source; Webb, Lopez, and Penn (1990)
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" Descriptive Cross Country Comparisons

General Description of Study Areas

Table 2 provides a general overview and specific characteristics of ‘he three representative
farms. Typical production practices were identified by talking with farmers, extension agents,
and economists in each arca. All prices and costs in the paper (unless otherwise indicated)
are reported in U.S. dollars using the exchange rates $1 US = $1.18 CDN = $1.27 AUS.

The United States and Canadian farms were placed in adjoining counties (Toole County,
Montana and Wamner County, Alberta) to minimize differences in soil type, topography, and
climate, Spring wheat is the major grain grown in both counties. Durum and Hard Red
Spring wheats dominate in Wamer County, with Hard Red Spring dominating in Toole
County. Severe winters and poor snow cover make winter wheat a riskicr crop. Barley is
also grown in both counties as part of a wheat-barley rotation, but lower profit margins limit
its acreage. Rainfall variability is great and causes farmers to anticipate a crop failure in two

or three years out of ten.

In Australia, most wheat farms are part of a substantial livestock operation. The tax
treatment of livestock operations is somewhat different than that for griin operations. To
facilitate a clear comparison of tax law in each country, the Australian farm was assumed to

focus on grain production only.

Costs of Production

Table 3 summarizes production costs for the major inputs used cn each study farm. A
number of inputs can be purchased on cither side of the U.S.- Canadian border for the sume
price, including seed. farm equipment, tools, and equipment parts. Fertilizer costs are
relatively close for the United States and Canada, with Australian farmers paying substantially
more. Wholesale prices for diesel in the United States and Canada are approximately the
same. All three governinents waive a portion of their fuel taxes for farmers, although the
higher tax in Australia leaves their fuel costs at a much higher level, The result is a distinct
cost disadvantage for Australian wheat farmers. Australia imports most of its petroleum
products and uses taxes as a means of reducing consumption.

Most agricultural chemicals are manufactured in the United States; consequently, prices
are lowest there. In addition,both Canada and Australia levy duties on importation of
chemicals, making their cost somewhat higher. The U.S. - Canada Free Trade Agreement
calls for elimination of these duties in Canada.

Labor costs are lowest in the United States, with costs in Canada and Australia being
roughly the same. The greater availability of transient labor, with its low overhead costs,
contributes to lower U.S, agricultural wages. Higher labor overhead and general living
expenses (both influenced by government trade and agricultural policies) were cited as
reasons for higher Canadian and Australian wages. A detailed discussion of marketing costs

is deferred to the section on government farm programs.
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Table 2.  Summary of Crop Production Information by Country

United States

Canada

Ausiralia

Moree District New

Location Toole County Warner County
L Montana Alberta South Wales
Crop Mix (acres)
Spring Wheat 700 400 1500
Durum Wheat 0 470 0
Winter Wheat 50 80 0 |
Barley 300 100 500
Fallow 1050 1050 0
Total Acres 2100 2100 2000
Crop Yield (bu'ac)
Spring Wheat Mean 30.0 Mcan 30.0 Mean 359
SidDiie SidD 11.0 S1d D 19.0
Winter Wheat Mean 35.0 Mean 350 e
Stb1lo Stb13o coeeee |
Barley Mean 45.0 Mean 45.0 Mcan 39.9
StDh19.0 $tD 19.0 SidD 194
Crop Price
(S$US’bu)
Durum Wheat - Mean d.02 | e
———ee StD 0.7 ———
Location _ Vancouver, B.C.
Spring Wheat Mean 445 Mean 3.79 Mean 3.78
St D 0.60 St D075 St D 0.66
l.ocation ' Portland, Oregon Vancouver, B.C. New Castle,
New South Wales
Winter Wheat Mean 4,34 Mean 3,79 eenes
StD0.59 StD0.75 osaee
Location Portland, Oregon VYancouver, B.C.
Barley Mean 2.18 Mean 1.60 Mean 1.02
StD0.33 StD0.38 StD 0.67
Location Montana Lethbridge, Alberta New Castle,
New South Wales
Spring Wheat
Planting April April May
Harvest Aug-Sept Aug-Sept Nov-Dxc
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Selected Cost of Production Estimates for Wheat in Each Country (1990 $US)

Table 3.

Ttem Unit us Canada Australia
Sced bushel 4.68 4.68 473
Fertilizer Unitof N 0.152 022 0.34
Gasoline gallon 1.23 1.13 242
Dicsel gallon 0875 18 1.38
24D gallon 11.95 13.15 14.35

Marketing Costs

(Wheat)

Storage bushel/yr, 0.36 0.102 0.096
Shipping bushel 0.75 (600 miles) 0.24 (720 miles) 0.50 (270 miles)

Port
Handling bushel 0.0 0.33 0.226
Other Costs bushel 0.0 0.31 0.075

Interest )
Operating percent 1.5 15.0 200
Equipment percent 11.25 1.9 12.9
Land percent 11.25 9.0 20.0
Inflation percent 4.7 6.0 8.1

Rate

Insurauce
Crop $100 value 345 370 6.00
Equipment $1000 value 5.00 2.60 10.42
Liability $1 million value 783.00 47 8s
Labot Hour 5.00 5.50 5.50

Month 1500 1600 1550
Farm
Equipment
Case-1H 4994 tractor 100,000 100,000 146,150
1660 corabine 92,7200 92,700 142,200
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Both nominal and real open market interest costs in Canada and Australia are higher than
rates on similar loans in the United States, but for different reasons. In Canada, high federal
deficits necessitate high interest rates to encourage purchases of government bonds, Interest
rates are high in Australia because of their reliance on monetary policy. In addition, Australia
suffers from a higher inflation rate than the United States and Canada.

Govemments in all three countries have provided programs to reduce interest costs to
farmers. The most accessible of these programs, unti] its cancellation in 1990, was the
Alberta Farm Credit Stability Program (AFCSP). This program provided up to $212,500 at a
9 percent annual interest rate to virtually any farmer for purchases of land, equipment, or
consolidation of debt. Loan terms were 20 years for Jand and 10 years for equipment',
Alberta provided over $2 billion for this program between 1986 and 1990 (Government of

Alberta).

Farmers Home Administration (FmHA) functions as a lender of last resort for farmers in
the United States, providing operating and, occasionally, land purchase monies at below
market interest rates. The FmHA program continues to be scaled back in size, making it
difficult for more than a handful of farmers in each county to annually qualify for loans. In
addition, Montana has a small (less than $250,000/year) interest subsidy program for farmers.
Australia’s interest subsidy program is about on the same scale as that for Montana.

Crop insurance is subsidized in Canada and the United States. The costs are similar on
both sides of the border, but the U.S. program provides greater flexibility for the farmer. The
U.S. fanmer can select from three different yield guarantee levels (versus two in Canada),
three different price elections (only one provided in Canada), and may use historical yiclds as
a basis for calculating insured yield levels (Scubert 1989). Australian crop insurance is

provided through private industry and is not subsidized.

Farm equipment can be freely purchased and brought across the U.S. - Canadian border.
Consequently, prices are assumed to be the same. In Australia, major items of farm
equipment such as tractors and combines are all imported from the United States, Canada, and
Japan. Shipping costs and high dealer markups make this imported equipment much more
expensive for Australians. Some Australian farmers reduce their equipment costs by
travelling to the United States, purchasing their equipment here, and skipping it back to their

home country.

In summary, production costs are slightly lower in the United States than Canada, and are
substantially less than costs in Australia. High fuel and equipment costs, combined with
roughly equivalent labor costs, encourage Australians to focus on agricultural activities that
require much land. Consequently, beef and sheep production, and broadacre grain production
are the mainstays of Australian agriculture. Inexpensive capital goods (particularly farm
equipment) tend to favor crop production over grazing livestock in the United States.
Canadian agriculture tends to favor livestock production, primarily because climate and soils

'AFCSP Joans on equipment were generally limited to consolidation of existing debt on several pieces of
equipment into one loan,
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limit the profitability of grain production. In the study area, however, grain production is
generally more profitable than livestock alternatives.

amily Living Expense

Economists refer to the set of items purchased by an individual or family during a time
period as a "basket of goods”. Prices of these items vary somewhat between the three subject
countries, causing the basket of goods to also vary. The total cost of each basket of goods
(referred to here as family living expenses) must be estimated for each country because sales
tax on these purchases is an important component of total taxes paid. 1deally, one would
identify the basket of goods purchased ir each country such the farmer (as a consumer) is
indifferent as to which basket he (o~ siie) would prefer. In practice, however, estimating what
the basket would be in each country is difficult and very expensive. Even data indicating the
typical basket of goods purchased by households in a particular area of the United States or
other countries are difficult to obtain.

To address the question of living expenses, estimates of expenditures by category were
made for a typical farm family of four living in Toole County, Montana. These expenditures
are reported in Table 4, along with associated sales and fuel taxes, The coauthors from
Canada and Australia (both of whom have lived in the United States) were asked to estimate
what this same basket of goods would cost if purchased in Canada and Australia. The
Canadian and Australian estimates are also given in Table 4. A quick comparison reveals that
living expenses in Canada and the United States are similar, with Australian expenses being

about $350 higher per month.

Govermment Farm Programs

The Australian government provides little in the way of government programs for its
farmers. By contrast, both Canadian and U.S. governments spend billions of dollars on
special programs for agriculture. Consequently, government farm programs substantially
impact on the profitability of grain farms in Canada and the United States, although the

impact is different in each country.

The U.S. farm program focuses on commodity prices and supply controls. The
Commodity Credit Corporation (CCC) loan program provides farmers with a ready cash
income at harvest. In addition, the CCC loan acts as a pscudo-price floor, meaning farmers
may forfeit grain ownership to the government to satisfy their debt. Each U.S. farmer also
receives up to $50,000 per year in deficiency payments if market prices do not exceed target
levels set by Congress. The U.S. government typically requires farmers to forego planting a
percentage of their farm acreage base to qualify for most farm program benefits.

The U.S. government also provides other benefits to grain farmers. Barge transportation
on some river systems (such as the Columbia) is subsidized. All-risk crop insurance is
subsidized heavily. In addition, the U.S. government has at times provided other programs to
benefit farmers (e.g., Conservation Reserve Program, disaster payments). The provisions
outlined in the 1991 U.S. Farm Bill suggest agriculture will continue to receive fewer and
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Table 4. Monthly Living ' Expenses by ltem for US Farmer and Corresponding
Expenditures in Canada and Australia

United States Canada Australia

Item Cost Tax Cost Tax Cost Tax
Housing 0 .00 0 .00 0 00
Food 350 00 410 3.00 486 4,00
Ulilities ' 108 .00 102 714 65 .00
Family Vchicle

Payment v 469 6.00 488 34.00 474 70.00

Insurance 50 .00 43 .00 40 .00

Fuel 54 21,00 50 75.00 &0 87.50
Clothing 150 .00 150 10.50 166 00
Furniture 150 .00 150 10.50 155 10.00
Entertainment 150 .00 |- 150 10.50 330 .00
Medical 00 '

Insurance 200 .00 63 0.0 38 .00

Out-of-Pocket

Costs 40 .00 40 0.0 40 .00
Miscellaneous 100 00 100 7.00 300 30.00
Total $1.818 1 $27.00 $1,746 | $157.00 $2,154 $197.50
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fewer subsidics from the federal government. The 1991 Toole County target price, for
example, has been reduced to $3.99/bushel and farmers receive deficiency payments on only
80 percent of eligible acreage.

The centerpiece of Canadian farm policy for grains is the Canadian Wheat Board (CWB),
which controls the sale of all exported wheat and barley. The Canadian government (through
Parliament) sets an initial price at the beginning of the crop production period, generally
based on 80 percent of the price the CWB expects to receive for its grain, Supplemental and
final payments arc made to farmers if the actual price exceeds this initial price level, If final
price does not exceed initial price, the Canadian government makes up the difference.

Although (in theory) sales restrictions are in place to discourage overproduction of
Canadian wheat and barley, the method of calculating these restrictions is sufficiently flexible
to allow most wheat-fallow farming operations the freedom to allocate acreage among any
crop. The estimates in Table 3 suggest there are substantial handling and other marketing
costs for Canadian wheat. The other costs are imposed by the Canadian Wheat Board to
cover their operating expenses.” Handling charges are levied by the Alberta Wheat Pool
(Hansen, 1991).

In 1991 the Gross Revenue Insurance Program (GRIP) replaced the Western Grain
Stabilization Program as a means of stabilizing farmer’s incomes. GRIP is a voluntary
income insurance program, with insurance premiums calculated as some portion of target
income. Target income is the product of average yield (as calculated for crop insurance)
multiplied by 70 percent of long term price. Long term price is a fifteen year average of
provincial prices, lagged two years and inflated to current dollars using a producer price index
(0.70 « $4.99/bushel). As an example, the target price for hard red spring wheat in 1991 is
$3.49/bushel. If target income exceeds actual income (including expected crop yield
insurance indemnities), an indemnity is paid to the producer.

‘The cost of shipping grain to port is subsidized by the Canadian govemment. As a
consequence, the price differential between Warner County and Vancouver is  $0.24/bushel
for wheat. By contrast, the price differentials between Toole County and Portland, Oregon

are about $0.75/bushel for wheat.

The Province of Alberta also provides a number of production cost subsidies to their
farmers®, aside from the AFCSP. For example, the Alberta Agricultural Development
Corporation offers a number of financial programs similar to those administered by FmHA in
the United States. The Alberta Farm Fertilizer Price Protection Plan also provides rebates on
nitrogen and phosphate costs. In addition, the Permanent Cover Program (like the
Conservation Reserve Program in the United States) provides farmers with cash payments to

retire highly erodible acreage from production.

These operating expenses include carrying charges, keeping the St. Lawrence seaway open, and administration
costs.
The value of these subsidics has aiready been reflected for costs reported in Table 1.
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Australian farmers market their grain through the Australian Wheat Board (AWB). Unlike
its Canadian counterpart, however, the AWB provides revenues to farmers consistent with
revenues from grain sales. A payment is made approximately three weeks after harvest
representing about 65 percent of anticipated revenue. An additional 25 percent is received
approximately three months later, with the remaining 10 percent received over the next four
years. The Australian government provides essentially no direct subsidies to its wheat
farmers. An exception was in 1986, when some $250 million dollars was spent to provide a
guaranteed minimum price for wheat. Although 1990-91 wheat price is near 1986 levels, no

plans are being made to provide a similar subsidy.

Govemment Tax Policy

The income tax is the largest source of revenue to federal governments in Australia,
Canada, and the United States. Canada and Australia also rely on sales taxes to generate
revenue for both state (provincial) and national government, whereas in the United States
most sales tax revenues are generated at the state level. Fuel and property taxes are also an
important income source for governments in all three countries.

Tax reform has been continuous in all three countries during the past decade.
Conservative governmenis have been dominant during much of this time and changes in taxes
have generally reflected a conservative philosophy. Tax rates have generally been lowered
and tax brackets reduced in the belief that lower income tax rates will spur productivity. An
exception has been in Australia, where taxes have not been reduced as much as in Canada
and the United States. Australia has, however, been abie to generate budget surpluses during
much of the 1980's by cutting some government programs such as those for agriculture.

*Federal Taxes

A comparison of federal tax laws of each country is given in Table 5. Both Canada and
Australia provide one tax schedule for individuals and a second for corporations. The United
States, by comparison, provides four different schedules for individuals: (a) Married filing
jointly, (b) married, filing separately, (c) head of household, and (d) single. Regular U.S.
corporations are subject to a separate, progressiv~ tax schedule. The clear incentive provided
by a single, progressive tax schedule is to have both husband and wife generate income for
the family, thereby having the family’s income taxed at an overall Jower rate. Income
splitting can be easily accomplished in a farming situation by creating a husband-wife
partnership for tax purposes, with each spouse sharing equally in any proceeds from the
farm‘, A similar income-splitting husband-wife partnership in the United States would
enable each spouse to pay taxes under the married filing separately category, resulting in
approximately the same tax federal obligation as would have occurred had they filed their

taxes jointly.

*The major requirement for partnerships in both Canada and Australia is that both each partner provide labor,
financial capital, or assets in proportion to their share of farm income.
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Federal Tax Rates and Tax Brackets for Australia, Canada, and United States

Table 5.
Federal Income Australia Canada United States
Taxes
Individual Rales 4029 or less 0 24,466 or less 17% | 17,000 or less 15%

4030-13,944 21% | 2446748933  26% | 17.001-41,078 28%
13,945-16,274 29% | 48934 ormore  29% | 41,076 or more  31%
16.275-27,650 319%
27,651-39,500 47%
39.501 or more 48%

Same as individual.

Same as individual. Up

34,000 or less 15%

Sales Tax

wholesale price

Husband and Wife
Rates Up to $948 deducted to $832 tax credit if 34,001-82,150  28%
from taxable income if spouse not employed, 82,15t or more  31%
spouse not employed.
Corporate Rates 19% 38% rate, reduccd lo 52400 or less 15%
12% if qualify as small | 52.401.78,600 25%
business 78,601-104,750 4%
104,751
351,000 9%
351,001 or
more 34%
Surtax None For individuals 5% of None
tax when tax is less
than 10,625. 10% of
tax if over 10,625, For
corporations 7% of tax.
Government None 4.6% of first $25,925 12.4% of first $53.400
Retirement of earmed income. or eamed income
(self-employed)
Medicare 1.25% of taxable income | None 2.9% of first $125.000
(self-employed) if above $8161 of camed income
10%-30% tax on 7% on retail price None
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Canada and the United States have only three tax rates for individuals, with a top rate of
29 percent in Canada and 31 percent in the United States. Surtaxes are also levied on regular
Canadian taxes, resulting in a effective top tax rate of almost 32 percent’. Australia has a
much more progressive tax system and, at 48 percent, a much higher top rate. Note,
however, that the federal government in Australia collects essentially all income tax dollars,
whereas both Canada and the United States have substantial state income taxes. Each country
has some important distinctions in treatment of corporate taxes. Both Canada and Australia
have a flat tax rate for corporations, whereas in the United States corporations are subject to a
progressive tax rate system with five different tax brackets. A widely recognized
disadvantage of incorporation is double taxation of revenues. Double taxation means the
corporation pays tax on its profits and then distributes these profits as taxable dividends.
Australia taxes corporations (companies) at a flat 39 percent rate. In Australia, dividend
imputation allows the individual to avoid double taxation. For example, if the individual
receiving the dividend was in the 47 percent tax bracket, they would reccive a 39 percent tax
credit on each dollar of dividends received, resulting in an additional tax payment by the
individual of eight percent (Miller, 1990).

In Canada, corporations are taxed at a 38 percent flat rate. If the corporation has less than
$170,000 in 1axable income, however, it qualifies as a small business and receives a federal
tax abatement of 10 percent and a small business deduction of 16 percent, resulting in an

effective tax rate of 12 percent,
The United States provides for two different types of corporations, referred to as "S" and
"C" corporations. The S corporation is essentially treated like a partnership for tax purposes,
so will not be considered in this study. C corporations are subdivided into regular or personal
services corporation. Farms typically qualify as regular C corporations. Tax rates for regular

C corporations range from 15 percent to 34 percent.

Both Canada and the United States generate tax revenues separately for government
retirement programs. In 1991, Canadians pay 4.6 percent of their self-employment income,
up to a maximum of $1,192 (c.g.. income above $25,925 is not subject to this tax). In the
United States, self-employment income is taxed at a 12.4 percent rate on the first $53,400 of
income. Salaried and hourly workers pay tax at 50 percent of these rates, with the other 50
percent paid by employers. Australia covers its government retirement program out of

general tax revenues.
Australia and the United States levy taxes to pay for indigent and elderly medical care. In
Australia, this tax is 1.25 percent of taxable income, if income exceeds $8,161 (adjusted for
number of dependents). The United States levies a 2.9 percent tax on the first $125,000 of
self-employment taxable income. Canada pays for this form of medical care through federal

and provincial taxes.

There is a personal exemption phase-out in the U.S. for high income taxpayers which effectively increases the
top rate,



76

Canada and Australia also levy federal sales taxes. Australia’s tax is on the wholesale
price of goods and is aimed primarily at imported goods. Tax rates are 30 percent on luxury
goods (such as sports cars, jewelry, VCRs, etc.), 20 percent on regular goods (such as motor
vehicles, computers, alcoholic beverages, etc.), and 10 percent on some household goods
(such as furniture, snack foods, water heaters, bathroom fittings, etc.). Food, medical care,
books, utilitics, and agricultural inputs are exempt from wholesale tax (Australian Taxation
Office). Canada implemented its seven percent General Sales Tax (or GST) on January 1,
1991. The tax covers virtually every kind of expenditure in Canada, except regular food and
medical care. The GST is refundable on most goods purchased for agricultural production.
Estimates of sales taxes in Australia and Canada are given in Table 4.

All three countries levy substantial taxes on fuel purchases. Most of these taxes are
waived when the fuel is used in agricultural production. Data on all taxes levied on fuel are
difficult to obtain, particularly in Canada and Australia. To estimate taxes for fuel used by
houscholds on a pre-tax basis, the monthly household fuel expenditure estimated by the Toole
County farmer (sce Table 4) was reduced by the federal and state tax amounts ($0.34/gallon).
This cost was then used as a basis for estimating pre-tax fuel costs in Canada and Australia,
The difference between what was actually paid for fuel and the pre-tax fuel cost was assumed

to represent the fuel tax.

+State and Local Taxes

A summary of state/provincial and local taxation policies is outlined in Table 6. During
World War I, Australia’s states merged their income taxation system with the federal
government. Consequently, no income taxes are levied at the state level. Property taxes
(rates) are levied on land and buildings. The revenue is used to cover some local government
expenses, but the tax is small compared to property taxes in Canada and the United States,

Montana has no sales tax, so it must depend on income and property taxes to fund
government services, State income tax is the major government revenue source in Montana.
A single, highly progressive rate schedule is used for all taxpayers, with a larger standard
deduction provided for couples filing joint returns. Property taxes are also levied on land,
buildings, and farm machinery. '

Canadian provincial taxes are generally collected by the federal government and are based
on a percentage of federal tax payable. The marginal rates, however, are generally a larger
percentage of the federal rates than in the United States. Property taxes are normally levied
on land and buildings. A waiver is provided for most farm homes (McKeltine, personal
communication). Farmers in Montana are required to pay 10.4 percent of estimated living
expenses for worker's compensation insurance, with a minimum of $1,121/year. Because
Canada and Australia provide medical care, disability payments and retraining for the injured
farmer, disability insurance is not needed like it is in the United States.



76
Table 6. State and Local Tax Rates and Tax Brackets for Australia, Canada, and United

States
State Income Taxes Australia Canada United States
Individual Rates None 46.5% of federal tax 1,600 or less 2%
1.601-3,100 3%
3.101-6,300 4%
6,301-9,400 5%
9.401-12,600 6%
12,601-15700 7%
15,701-2,200 8%
22,001-31400 9%
31,401-55000 10%
55,00] or more  11%
Husband and Wife None Same as individual Same as individual
Rates
Corporate Rates None 15% reduced 10 6% il | 6.75% of taxable
qualify as small income
business
Surcharge None 8% of provincial tax None
over $2978
Property Taxes
(per $100 market value)
Farm Land 395 1.59 6.46
Home 3.95 exempt 7.69
Equipment None None 6.73
¥
Worker's Compensation
Insurance None Optional 10.4% of normal
living expenses
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+Special Tax Treatment Iterhs

Table 7 provides a summary of items receiving special tax treatment in all three countries.
Australia, Canada, and the United States provide preferential tax treatment for capital gains.
In Australia, the purchase price for the capital gain item is indexed upward to the dollar value
at time of sale. Consequently, individuals pay tax only on the real capital gain. Canada
levies tax on nominal capital gains at 75 percent the regular rate. The United States taxes

nominal capital gains at a maximum rate of 28 percent.

Depreciation allowances for tax purposes in all three countries have been modified
numerous times during the last decade. Canada and the United States allow only one-half the
annual depreciation allowance in the year of acquisition. In Canada, deduction of an
allowance for the capital cost of depreciable property (capital cost allowance or CCA) is
permitted in licu of depreciation. Depreciable properties are pooled together in classes on the
basis of their similarity in use. Annual capital cost allowances are deducted from the year-
end balance of each class at rates that are class specific. In most cases, depreciation rates are
applicd on a diminishing-balance basis. Taxpayers may also claim less than maximum CCA
and even vary the depreciation rate from year to year. There is no stipulated minimum and
no requirement that the deduction be related to amounts claimed for financial reporting
purposes. The basic depreciation rate is 30 percent of current depreciable basic for motorized
farm equipment, 20 percent for non-motorized equipment, and five percent for buildings.

Depreciable assets in the United States are pooled by economic life, with most farm
machinery being in the seven-year class. Once a method of depreciation (accelerated versus
straight-line) is selected, a change in method is allowable only with approval from the
Internal Revenue Service. Farm buildings are placed in a twenty-year class life. United
States depreciation schedules also require no deduction for an asset's salvage value, thereby
providing for a tax-writeoff of 100 percent of the purchase price. The United States also
allows for some or all of the equipment purchase price to be expensed in the year of
purchase. Total expensing for all durable assets cannot exceed $10,000 in a given tax year.

Australian farmers may choose between straight-line and diminishing balance depreciation
schedules. Assets are assigned a straight-line (or prime cost) depreciation rate based on their
use classification. If a diminishing value pattern is chosen, the rate is 50 percent higher than
the straight-line rate. In addition, 20 percent loading rates apply to assets purchased after
May 25, 1988. Loading increases the depreciation rates for both prime cost and diminishing
value depreciation. For example, a 25 percent prime cost depreciation rate would increase to
30 percent under a 20 percent loading scheme, with the diminishing value rate increasing to
45 percent. Most self-propelled farm equipment purchased in 1991 would be depreciated
(with loading and a diminishing value pattern) at a 27 percent rate, with other farm equipment
depreciated at 18 percent. Farm buildings are depreciated at 5.4 percent.

Income averaging was eliminated during the 1980's for both Canada and the United States.
Australia, however, permits a form of income averaging for primary producers (farmers and
ranchers) only. A better description of the Australian approach is tax rate averaging. 1f
averaging is selected, the farmer calculates the average tax rate for farm income eamed in the
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)
Table 7. Tax Preference lemi and Non-Farm Govemment Programs in Austalia, Canada, and United States

Austnalia

Caada

United States

Depreaistion (cumrent law)
tpment

Buildings

27% of current depreciable
basis for maonized
vehides, 18% for other

equipment
5.4% of cumrenl depreciable
baris

30% of vurrend deprecisble
basit for moton red
vehides, 20% for athet
equipment

5% of current deprecisble
basis

MASCRS depreantion
schedule, $ or 7 year life

MACRS d istion
schedule, 20 year Wfe

Capital Gaing

Determined as real capital
pain, taxed based on
income formula

Taxed ot 75% of regular
income

28% if income iy in J1%
tax brackel

Income Avensging

Yeu, sverage of svenge 1ax
nites cument plus Lt four

_yesns

Not available

Not svailable

Income Equalization/ Retirement
Fund

Total fnd balance Limited
10 $197,500 per farmer. No
penalty for withdrawal,
Avadable 1o farmen only,

Regutercd reurement
nving plan, deposits
limited 1o

39150/ eardpenon or 18%
of uxable income. No
penalty for withdrawal,

KEOGH Account, Limited
10 25% of eamed incame
or 330.00|0A lo%uuux
penalty plus regulsr taxes
in yc-lf& vithsnwnl
(before 39 172 years of
age)

Child Suppon Payments

Available for children under
18, based on number of
children and ages.
Muumum of
$45.7/montVchild. Phased
out above 346,500 family

18, bused on number of
children and age. Maximum
of $41.40/month/child.
Must repay 273 1f Laxable
income exceeds $44,000.

Expenting Not available Not available Up 10 $10,000 per year in
year of acquitition
Investment Tax Credit Not svailable Limited to Eastern Canada Not available
provinces
Availsble for chuldren under | Eamed Income Credit,

deducted from federa] ux
obligation. Maximum tax
credit of $1,000 when
tatable income is $7,125-
$11,26), Credit is zero
sbove $21,232 taxable

rebgious chanuble
contnbuions deducted (rom
taxable income

deducted from tax at 17%
of value. Chariable
contnbutions deducted st
17% ot 29% of value.

tanable income. Tax Subpect 1o tax, ‘ N e i by
exempl. income. Not influen
number of children.
Exemptions None $876 wx credit for $2150 per exempion
peon wxpayer, 363 each for first deduas from J:‘;ble
two dependents, $138 for income
each additiona dependant
Deductions Excessive medical, noo- 50% of CPP uxes, State incame tares,
excestive medical, tuition medical, chanitshle

contribtions deducted
from wxable income if
tolal exeeeds $5,700. 50%
of self-employment
deducted a farm expense,
Additional exemption &
federa] and state Jevel if
Lax retum i joint.
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current and previous four yéars. These rates are then averaged and multiplied by current
year's taxable income to obtain tax payable (Douglas, personal communication).

Tax-deferred funds are often used by farmers in all three countries to reduce tax
obligations in high income years. The Income Equalization Deposit program in Australia
allows farmers to deposit some of their income® in a government-sponsored tax-deferred
account. The farmer can withdraw the money at any time with no penalty, but must report
the withdrawals as taxable income. Total deposits in this program cannot exceed $197,500
per person (Tomes, 1991). This program was created in responsé to the high level of income
variability faced by most Australian farmers.

The United States has a nuimber of retirement programs that can be used by self-employed
persons. A program commonly used by farmers is the tax-deferred KEOGH plan. Under this
plan farmers can annually contribute up to 15 percent of their taxable income (maximum of
$30,000) to a KEOGH account. In theory, KEOGH plans can be used like the Income
Equalization Deposit program to stabilize income. In reality, they seldom fill this type of role
because the government assesses a 10 percent tax penalty on early withdrawals (before 59 172
years of age). When combined with normal taxes assessed on the amount withdrawn, the cost
of withdrawal before retirement is generally too high to justify its use for income stabilization
purposes. Canada created the Registered Retirement Savings Plan (RRSP) to function much
like a KEOGH plan. However, there is no tax penalty on withdrawal, allowing farmers to use
the RRSP much like an income stabilization program. Deposits are limited to 18 percent of

taxable income, or $9,350 per year. -

All three countrics provide special aid to middle and lower income families with children.
Family allowance payments are made monthly to families in Australia and Canada based on
income level and the number and ages of children. In Australia, regular allowance payments
are $34/month/child for up to three children, then $45.70/month for each additional child.
This program is phased out if a family with one child had a previous year's taxable income
exceeding $50,000, Somewhat higher income levels apply for larger families. Only children
under 18 qualify for this benefit. Australia also provides a supplement to the family
allowance payment if income for a single child family is $16,400 or less. The supplement
provides $90/month/child for those under 13 years of age and $132/month for children aged
13-15. All Australian family allowance payments are tax-free (Social Security, 1990).

Canada's family allowance payments are also limited to children under 18 years of age.
Amounts range from $40.63/month/child for 16-17 year old children to $22.35/month/child
for children under 7 years. Canadians are required to repay two-thirds of their allowance if
taxable income exceeds $43,223. These payments are subject to tax (Good, personal
communication). In addition, Canadians receive a child tax credit (above the standard
exemption) of $489/year/child. This credit is phased out as taxable income (for the person
claiming the children as dependents) exceeds $21,000.

*The minimum deposit is $3.950 in any year.
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The United States provides an Earned Income Credit (EIC) program to provide for low
income families with children. EIC is calculated as a tax credit to federal income tax. The
credit is at its maximum ($953) when eamed income is between $6,800 to $10,750. The
credit is zero for incomes above $20,264 or below $0. The EIC is the same regardless of
family size. The credit cannot be claimed if a couple file their income taxes separately.

The treatment and value of personal deductions and exemptions is also quite different
between countries. In the United States, taxpayers receive 8 deduction of $2,150 for each
personal exemption and may deduct the cost of itemized deductions (medical expenses,
nonbusiness interest and property taxes, state income taxes, and charitable contributions) if

they exceed the standard deduction ($5,700).

Rather than itemizing personal deductions Canadian taxpayers are allowed to deduct 17
percent of medical expenses and tuition directly from federal tax payable. In addition,
chantable expenses above $213 are deducted from taxes at 29 percent of their value, Tax
exemptions for children in Canada vary by family size, with more generous. benefits given to
larger families. Rebates of the GST are provided for lower income families.

Australia generally provides no exe:aptions for family members besides the spouse rebate,
which becomes available when one spouse carns less than $4,000/year in income ($3,382 if
the couple have no dependent children). The rebate reduces taxable income by a maximum
of $1,200. Limited deductions from taxable income are available for medical expenses or

non-religious charities.

Methodclogy, Data and Assumptions

Modelling Approach

A farm-level simulation model was used to estimate the effects of agricultural policy, costs
of production, and tax policy on farm profitability. The farm simulation model was
developed at Oregon State University by Perry (unpublished manuscript). The model attempts
to replicate the financial behavior of a farm over time, calculating monthly cash flow
statements and annual income statements and balance sheets for each year simulated. Crop
yields and prices of inputs and outputs can be randomized in a Monte-Carlo framework based
on distributions provided by the user. A key part of the model output is the income
statement.  An example income statement is given in Figure 1. The income statement uses
cash variable costs from the cash flow statement in combination with changes in asset values
provided on the balance sheet to calculate the change in farm net worth. An abbreviated and
slightly modified form of the income statement is used in presenting the simulation results.

The advantage of a simulation approach is the ability to analyze ex:remely complex
situations over time and be able to sort out issues of importance to the decisionmaker. In this
setting, tax policy is extremely complex and often contradictory within each country
considered in the analysis, making it virtually impossible to determine which country's
policies favor farm operators.
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Figure 1. Example Income Statement from Farm Management Simulation Model (FAMS)

1991

CASH FARM INCOME
Crop Receipts 119392,
Direct Government Payments 0.
Crop Insurance Indempities 24508,
Direct Govemment Loans 0

Less: Repayment of Govemment Loans 0.
Other Farm Income 0

Savings Interest 136.
TOTAL CASH RECEIPTS 144035,
CASH FARM EXPENSES
Per Unit 0.
Materials 4080.
Chemicals 44800
Fuel 6013,
Labor 0.
Insurance Premiums 16987.
Equipment Repair 10949,
Equipment Lease 0.
Cash Rent 0.
Interest:
Operating Loan 3144,
Equipment and Livestock 0.
Land and Buildings 2250.
Other 0.
Property Taxcs 3947,
Misc. Cro 1575.
TOTAL AS EXPENSES 93745.
NET CASH FARM INCOME 50290.
+ Ending crop inventories 0.
+ Change in value of
crops in ground 0.
- Economic dcpmcialion
Equipment 18438,
Long term assets 356.
NET FARM INCOME 31497,
- All federal taxes 4556.
- All govemment pension 1182.

- State corporale income tax .
NET INCOME AFTER TAXES (NIAT)23665.

+ Land capital gains 0.
NIAT AND CAPITAL GAINS 23665.
+ = Net family withdrawals 24612,
+ Change in nonfarm net worth 0.

CHANGE IN TOTAL NET WORTH %47,
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tThc disadvantage of & simulation approach is the difficulty in providing decisionmaking
ability as part of the modelling process. For example, if the barley price is expected to be
low over the next few years, the farmer may opt to plant fewer acres of barley. To model
this behavior in a simulation model would require a set of rules that determine when to shift
away from barley acreage, how much to move into other crops, and identification of what
other crops should be planted. Because many thousands of similar decisions are available to
& farm operator, the use of decision making rules in this simulation mode] was generally
avoided, A method of reducing the number of decision rules, while maintaining a realistic
analysis of a farm situation, is to shorten the simulation period. In this study, therefore, the

analytical focus is on the 1991 tax year.

Data and Assumptions

A detailed presentation of the dala used in the base scenario for the United States and
Australian models are given in the Appendix. The U.S. farm is so similar to its Canadian
counterpart that the Canadian data set was not included. Major differences between the data
sets for Canada and the U.S. are given in the first seven tables or included in the discussion
in this and previous sections. Assumptions specific to a set of analyses are discussed in the

Results and Analysis section of the report.

Farmers in both Canada and the United States were assumed to participate in govemment
programs, including the purchase of crop insurance. U.S. target prices and loan rates were
consistent with values defined in the 1991 Farm Bill. Set-aside rates of 7.5 percent for barley
and 15 percent for wheat reflected 1991 farm program provisions. The 1991 target prices for
Canada’s GRIP program were based on actual values. The insurance premium for GRIP was
6.0 percent for barley, 7.5 percent for spring wheat, and 9.5 percent for durum wheat.

The farmer was assumed to be married, with two children (ages 16 and 8). Living
cxpenses were treated as normal, Jong-run expenditures that do not respond to year-to-year
fluctuations in income. The exception to this assumption was for charitable expenditures,
which represented 2.5 percent of taxable faim income. ‘The 2.5 percent figure is consistent
with U.S. Internal Revenue Service averages for itemized charitable contributions (Prentice-

Hall, Inc.). Tuition deductions in Canada were assumed zero.

Equipment complements for each farm situation were identified based on actual farming
operations in the study areas, supplemented by expert advice of extension agents and
specialists. No equipment was replaced in 1991. Functions provided in the Agricultural
Engineers Yearbook were used to calculate repair costs. Depreciation estimates reflected
actual change in market value each year and were made using functions estimated by Cross,

Prices and yields were assumed the major sources of uncertainty and were treated as
random varicbles. Both sets of random variables were assumed to exhibit multivariate,
normal distributions. Data for the yield distributions were based on actual farm level yield
information, A special effort was made to ensure the price data from each country reflected
the same time period (1981-90) and (when possible) the same marketing year, Australian and
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Canadian prices were converted to their U.S. dollar equivalent using the exchange rate in
effect each year,

Means and standard deviations for Canadian wheat prices were calculated using the CWB
wheat prices for 1981-90 time period. Barley prices were calculated using prices registered in
the Lethbridge, Alberta feed market. Because the CWB market year (August-July) does not
coincide with that used in USDA calculations (June-May), monthly average prices for wheat
and barley at Portland, Oregon were averaged for August through July. Australian price was
based on the Australian Wheat Board price for the 1981-90 period.

As Figure 2 demonstrates, the Portland price was consistently higher than its Canadian or
Australian counterpart. The lower Australian price can be attributed to differences in
transportation costs, The difference between U.S. and Canadian prices, however, is larger
than the transportation difference between Vancouver and Portland. The CWB price is a pool
price for wheat shipped out of Vancouver, B.C. and Thunder Bay, Ontario. One would
expect the Thunder Bay price to be considerably lower than that in Vancouver, because of the
additional transportation costs from Thunder Bay to the Atlantic Ocean. Consequently,
pooling has the effect of subsidizing farmers who ship their grain to Thunder Bay at the

expense of those shipping to Vancouver,

Section 179 expensing of $10,000 was elected by the U.S. farm operator. A MACRS
depreciation schedule was used for calculating depreciation in the United States, with
declining balance methods used in Canada and Australia. Participation in Canada’s RRSP
program and Australia’s Income Stabilisation Program was based on a breakpoint income
level. The assumption was that if taxable income was above this breakpoint income, the
farmer would put money in these funds (subject to the rules of each program); if below the
breakpoint income, withdrawals would be made. The breakpoint income levels varied from
scenario to scenario, but were sct so that the expected ending fund balance would be within

$100 of the beginning balance.

Typical grain farms in all three counties contain about 2,000 acres of cropland. In the
United States and Canada, half of the acreage is in fallow during any given year. In Australia
the land is usually in continuous production. The representative farm size for both Canada
and the United States was 2,100 acres, of which 640 acres were currently being purchased.
The purchased acreage was financed through Farm Credit Services (FCS) in the United States
and the AFCSP in Canada. The Australian farm was 2,000 acres, all of which was being
purchased by the farmer. The Australian farm had a much smaller debt load, consistent with
the actual farm debt situation in that country. The farmer was assumed to begin the 1991
year with $10,000 in cash. In the United States this cash was available to pay operating
expenses. In Canada, this cash was invested in the RRSP, with the cash invested in the
Income Stabilization Program for the Australian scenarios. The farmer's wife was assumed to
help on the farm and also generated $200/month in off-farm income.

Unless otherwise indicated, the analyses are based on the presumption that the farm
business was organized as a husband-wife partnership in Australia and Canada and a sole
proprictorship in the United States. In the husband-wife scenarios, the husband receives 60
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percent of the farm income. The wife receives the remaining 40 percent, all off-farm income
(including child support payments) and claims the children as dependents for tax purposes,

Base Scenario Results and Analysis

The base scenario consists of nine different simulation situations, The first three situations
are given in Table 8. Working backwards, situation three is an analysis of the Montana farm
as described, being subject to United States, Montana, and Toole County taxes and receiving
U.S. social program benefits’, The second situation uses the same Montana farm, but
subjects it to taxation under the Canadian system and allows the farm family to receive
Canadian social program benefits. It is as if the intemational border were moved south and
the Montana farm became subject to taxes and qualified for social program benefits in Wamer
County, Albenta, but participated in the U.S. govemment farm program, purchased farm
production inputs, and procured family support items in Montana. The first situation is
identical to the second, except that Australian tax and social programs are substituted for their

Canadian counterparts.
Siwations four through six and seven through nine follow this same pattern, except thie
base farms are located in Alberta and New South Wales. This approach allows the taxation

benefits (and costs) to be separated from the farm program benefits for each country. By
comparing the situations in Table 8, for example, one can obtain an estimate of comparative
advantage between New South Wales, Alberta, and Montana for tax policy and social
programs.

In the base analysis of the Montana farm (Table 8), both crop receipts and govemment
payments remained the same under all three scenarios. But other farm income varied
somewhat because of differences in interest income, Cash farm expenses were higher in the
U.S. scenario because of worker's compensation insurance. Canadian and Australian cash
receipts were lower and interest expenses higher because the U.S. farm had $10,000 cash
available for operating expenses, thereby reducing operating loan needs and increasing savings
interest. The net effect was an approximate $1,500 income advantage for the Canadian and
Australian scenarios vs, the U.S. scenario,

Total tax payments were highest in the U.S., with $9,040 in expected federal, state, and
local taxes. Canadian taxes were approximately $1,300 lower, with Australian taxes some
$2,700 lower, The single biggest tax disadvantage for the U.S. farm was pension and
medicare payments. Sales and fuel taxes in Australia were higher than the other two
countries, Family withdrawals were substantially lower in Australia and Canada because of
the family allowance payments and lower health care costs. The "bottom line" measure of tax
and social program differences was the change in net worth. A comparison of these measures

*To make the subsequent discussion easier to follow, the federal, state, and Jocal taxes and social programs for
the Toole County, Montana farm will be referred 10 as "U.S. taxes®, with "Canadian taxes” being used to refer lo
the same set of tax and social programs for Wamer County, Alberta and "Australian taxes® referring (o the tax and

soclal programs in Moree District, New South Wales.
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Table 8, Comparison of 2,100 Acre Montana Farm Under Alternative Tax Policies and

Social Programs
1991 Expected Values Australian Canadian U.S. Taxes
Taxes Taxes
Situation Number 1 2 3

Crop Receipts 72,185 72,185 72,185
Govemment Payments 10,377 10,377 10,377
Other Farm Income 2,219 2,201 2,443
‘Tota] Cash Receipts 84,781 84,763 85,005
Cash Farm Expenses 48,683 48,730 50,426
Net Cash Farm Income 36,098 36,033 34,579
Fixed Costs 11,316 11,316 11,316
Net Farm Income 24,782 24717 23,263
Tax Payments

Federal 3,180 1,860 1,866

State 0 1,243 1,086

Sales\Fuel 2,055 1,946 324

Pension\Medicare 148 1,995 3,467

Property 912 1,700 2,297
Total 6,295 7,744 9,040
Net Family Withdrawals 16,096 16,942 19,416
Change in Net Worth 2,391 31 -5,193
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suggests the Australian tax and social programs provide a $7,584 advantage over the U.S,
farm. Stated in percentage terms, this additional profit was approximately equivalent to a 20
percent increase in net cash farm income for the U.S. farm. The Australian tax and social
programs also had a $2,360 advantage over the Canadian tax policies. The Canadian tax and
social programs, in turn, dominated the U.S. tax programs by $5,223, or 15 percent of net
cash farm income.

Although on the surface the comparison presented here seems appropriate, a few caveats
are needed. First, fixed costs reported in Table 8 are largely economic depreciation of farm
equipment and buildings. Although they are equal in all three scenarios, ditferences in
government tax policy between countries mean that tax depreciation is not the same,
Depreciation is lowest ($3,834) under U.S. taxes because of the accelerated nature of U.S.
depreciation schedules. Canadian tax depreciation is somewhat higher ($4,915) and
depreciation under the Australian tax code is substantially higher (89,010). Consequently, one
reason why Australian and Canadian taxes are lower than they are in the United States is
because taxable income is lower in those two countries.

A second point is the treatment of the tax-deferred funds in the model. As was noted
previously, deposits and withdrawals were based on a breakpoint income level, with the goal
of keeping ending expected fund balances at the same level as the beginning balances. Not
included in these calculations, however, was the interest eamned on the fund itself. 1If this
additional income were added as other farm income to the income statement and tax
depreciation allowances were lowered to United States levels, the change in net worth for
Australian taxes would fall by about $600 (to $1,779) and that for Canada would rise by $450
dollars (10 $494). Consequently, these adjustments do not change the relative ranking
between countries.

Table 9 contains a summary of the results for the Alberta furm, under Australian,
Canadian, and U.S. tax policies and social programs. The rankings among the different tax
and social programs was similar to that exhibited in Table 8.

The similarity in size and productive potential of the Alberta and Montana farms permits a
comparison of government farm program and production cost advantages that may exist in
each country. This type of comparison is appropriate only if tax policy is the same for both
farms. For example, comparing the Montana and Alberta farms under Canadian tax policy
suggests the Montana farm generates a change in net worth that is $3,898 above that for the
Alberta farm. Similar results are obtained when comparing the two farms under U.S. or
Australian tax policy. This comparison suggests: (1) For this farming situation, U.S. farm
programs and cost of production advantages provide a return that is about $3,800 (or about 11
pereent of net cash farm income) higher than that for the Canadian farm programs and costs
of production, and (2) tax and social programs provide an competitive advantage in trade of
about $5,200 (or about 15 percent) in Canada. From this comparison it can be concluded
that, for this particular fann, taxes and social programs play a greater role than government
farm programs and costs of production in determining competitive advantage in trade.

Table 10 highlights results comparing tax policy between the three countries for the
representative New South Wales farm, This farm was much more profitable than its Alberta
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Table 9, Comparison of 2,100 Acre Alberta JFarm Under Alternative Tax Policies and
Social Programs

1991 Expected Values Australian Canadian U.S. Taxes
Taxes Taxes

Crop Receipts 72,162 72,162 72,162
Government Payments 11,337 11,337 11,337
Other Farm Income 1,893 1,887 2,097
Total Cash Receipts 85,392 85,386 85,596
Cash Farm Expenses 53,314 53,371 54,894
Net Cash Farm Income 32,078 32,015 30,702
Fixed Costs 12,069 12,069 12,069

20,009 19,946 18,633

Net Farm Income

Tax Payments

Federal 2,163 884 1,053
Siate 0 749 730
Sales\Fuel 2,024 1,892 312
Pension\Medicare 28 860 3,037
Property 912 1,700 2,351
Total 5127 6,085 7,483
Net Family Withdrawals 16,860 17,728 20,064

Change in Net Worth -1,978 -3,867 -8,914
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Table 10, Comparison of 2,000 Acre New South Wales Farm Under Alternative Tax
Policies and Social Programs

1991 Expected Values | Australian Taxes | Canadian Taxes U.S. Taxes
Crop Receipts 206,891 206,891 206,891
Govemnment Payments 0 0 0
Other Farm Income 12,267 11,903 12,498
Total Cash Receipts 219,158 218,794 219,389
Cash Farm Expenses 95,359 95,694 98,996
Net Cash Farm Income 123,799 123,100 120,393
Fixed Costs 19,751 19,751 19,751
Net Farm Income 104,048 103,349 100,642
Tax Payments

Federal 33,949 21,861 22,114

State 0 11,125 9,630

Sales/Fuel 4,164 5471 688

Pension/Medicare 1,208 1,879 7,456

Property 1,873 3,947 4,638
Total 41,194 44,283 44,526
Net Family Withdrawals 31,904 31,157 34,952
Change in Net Worth 30,950 27,909 21,164
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and Montana counterpart, resulting in much higher profits and tax payments. Living expenses
and sales tax levels reported in Table 11 were used in this analysis. Australian tax and social
program advantages remained substantially above those for Canada which, in tum, remained
above those for the United States. In percentage terms, however, the advantages provided in
Australia and Canada over the United States were less than half that generated for the
Montana farm.  When differences in tax depreciation and interest on tax-deferred funds were
included, the advantage under Australian vs. U.S. taxes was reduced to $5,318 and the
advantage for Canada vs. the United States shrunk 1o $2,696. This set of scenarios suggests
Australian and Canadian tax policies tend to provide their greatest advantages over U.S, tax
policies at low income levels, Jargely because their tax exemptions and social programs are
more generous at this level. The difference between Australian and Canadian tax and social

program policies remains roughly the same across all three farms,

Sensitivity Analyses

The results presented in Tables 8-10 are for three typical farms. As such, care is required
in making general statements about competitive advantage between the United States,
Australia, and Canada. As these base analyses already suggest, differences in farm size could
cause the results to differ. Numerous other variables could cause the results 1o differ,
including business organization, debt level, and family size. The following analyses were

created to address these concerns.

Alternative Farm Sizes

Two additional faz.ns were created for Montana and Alberta to further investigate the
influence of farm size on the base results. The first farm created for both countries contained
960 acres of land and is designated as the "small” farm for discussion purposes. The large

farm contained 4,200 acres of farmland.

Small Farm

In the small farm scenario one spouse was assumed employed full-time off the farm,
generating a gross income of $24,000/year, The farmer remained employed full-time on the
farm. A grain-fallow rotation was again followed, with roughly the same crop mix as that
given in Table 2. Of the 960 acre farm, the farmer was purchasing 640 acres and renting the
remainder. The farmer began the year with $5,000 in cash, either available as operating
capital or invested in a tax-deferred fund similar to the base scenario. Living cxpenses are
unchanged from the base analyses. In summary, farm income was less important to this farm

family and family income was also much more stable®,

™Net family withdrawals were negative in this scenario because family living expenses were less than the
combination of off-farm income and family allowance payments. In essence, the off-farm income was being used
to offset some of family's income tax obligations,
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Table 11, Monthly Living Expenses by Item for US Farm and Corresponding Expenditures
in Canada and Australia—Large Farm Scenario

United States Canada Australia
Cost Tax Cost Tax Cost Tax

Housing 0 .00 0 00 0 .00
Food 400 00 470 330 485 5.00
Utilites 150 .00 153 10.71 93 .00
Family Vehicles

Payment 723 11.00 753 5$2.00 762 102.00

Insurance 75 00 65 .00 60 00

Fuel 105 40.28 100 150.00 120 175.00
Clothing 225 .00 225 “15.75 249 .00
Fumiture 228 .00 225 15.7