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SUNMARY OF
STATEMENT BY GEORGE MEANY, PRESIDENT,
AMERICAN FEDERATION OF LABOR AND CONGRESS OF INDUSTRIAL QRGANIZATIONS,
BEFORE THE SENATE FINANCE COMMITTEE,
ON THE TAX REFORM ACT OF 1969, H. R. 13270.

September 22, 1969

My name is George Meany and I am president of the American Federation of Labor
and Congress of Industrial Organizations.

The 13.5 million members of the unions of the AFL-CIO are, almost wi thout
exception, taxpayers. They pay their taxes regularly, payday after baydny. through
the payroll withholding program, They are loyal Americans; they appreciate the
value of government, the services of government, the need for paying for government.

They are willing to pay their fair share.

But they are tired of having to pay the share of other Americans, Specifically,
they are tired of paying the share of those Americans whose incomes are greater and
whose taxes are lower -- the "loophole set" in today's society.

So it is on behalf of the largest organized group of iaxpayera in Americs
that the AFL-CIO appears here today as advocates of tax justice. We don't have tax
justice today and will not achieve it under the House bill. And the Administration's
proposals bear no resemblance at all to tax justice.

The federal tax system is rigged against those whose livelihood comes from the
work they do, It is rigged in favor of those whose income results from investments.

This unfair rigging results from the fact that a triple standard is applied
to incume taxed by the federal government.

One standard applies to wages, salaries, and other forms of so-called ordinary
income. This income is taxed in full and, for workers, the tax is regularly deducted
from their paychecks.

A second stardard applies to income from stocks, real estate, and other

so-called capital assets sold at a piotit. Only half of such income is taxed.
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And under present law the tax can never be more than 25% -- even for those in the
very top tax brackets.

A third standard is applied fo certain forms of income which never even appear
on the tax form, such.as the interest on state and local bonds, or the income that is
washed out by phantom, nonexistent costs as ofl deplet}on. fast depreciation write-
offs, and bookkeeping farm losses. This type of income completely escapes taxation,

The u;althler you are, the greater are the opportunities to take advantage of
these preferentially taxed or untaxed forms of income.

This triple standard will not be ended through reforms that eliminate 6: curd
some relatively obscure tax dodges affecting a handful of people. Nor will it be
ended merely by ensuring that those of extreme wealth and ability-to-pay are called
upon to make some contribution to the federal Tiealury,v

The now infamous 21 persons, for example, nhovplld no taxes at all on their
incomes of $1 million and over, have become a symbol., And, I fear, too many have
addressed themselves only to this symbol. Tax measures to ensure that those with
astronomically high inqomes merely pay gome taxes to the federal government falle
far short of tax justice.

Justice can only come when:

*The completely impoverished arb removed from the
tax rolls.
*There is a neaﬁtngtul reduction in the relative
tax burdens of low and middie-income families.
. ‘Tho loépholes of special tax privilege for wealthy

families aﬁd businesses are eliminated.
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The single most costly loophole and the one that is the prime culprit
of unfairness is the capitel-gains loophole,

This 13 not a loophole which applies only to & handful,' It is not
a loophole which reduces anyone's taxes to zero, And its effect on the .
tax structure does not give rise to tax-evasion horror scories that can
bo.drlmutically illustrated through the media. '

Yet, because of the half tax on clpitai gains and the zero tax on
such gains passed on at death, some $30-40 billion escapes the tax base, .
resulting in an annual Treasury revenue loss of over $10 billfon,

And {t is a tax preference that says, !n‘otfeot. the more wealth
and income you have, the more opportunities you.should be allowed to avoid
a fair share of taxes,

Thg AFL-CIO has continually pointed to this loophole as the major
flaw in the tax system, The Treasury study published last February con-
firms this, saying that the sﬁecl.l treatment accorded capitsl gains is
the "most important factor in reducing tho tax rates of those with high
incomes,"

We see no justice to a tax provision which says that a married
taxpayer with $8,000 in capital-gains income should psy a tax of $354
while a married taxpayer, with the same amount of wage income, should pay
$1,000,

We also recommend taxation of the $15 billion in capitsl geins that
is passed on annually to heirs without even being mentioned on the income=

tax form,




el
R

P

Under the House action, some of the ol;alul-oolu loopholes would be trimmed,
The House would eliminate the 25% maximum and would extend the holding period for
long-term capital gains from six months to one year,
Even with these improvements, oapitsl gains would still remein as the prime
factor in eroding the fairness of the tax structure, for unearned income would stfll
be preferentially taxed, And, what is worse the Administration has proposed to weaken oy

even these modest reforms,

-~

If the tax structure is to meet America's standards of fair play, loophole

‘-

closing must be broad-gauged and substantial, On April 1, 1969, before the House
Ways and Means Committee, the AFL-CIO presented a program which we belleve would

achieve tax justice -- a program which would generate some $15-17 billion in

W

federal revenues from substantial loophole-closing, provide relief to those of
low and moderate and middle incomes, and allow some $8-10 billion to fully fund
existing federal programs geared to meeting domestic needs.

Against that background, we think the House bill merits commendation, for:

1. The working poor are relieved of any federal tax obligation,

2, The hard-working, tax-paying low-and middle-income Americans, who
have been forced to bear far more than their just share of the tax burden, have
been given a modicum of relfef,

3. The single most inflationary pressure in the economy, the 7% investment
credit to business, has been eliminated,

4. Somo of the loopholes and gimmicks in the tax structure, designed to
provide special, unfair tax bonanzas for the very wealthy, have been triomed,
although not eliminated,

We urge the Senate to improve upon the House action and to reject all pro-

posals, including those of the Administration, which would move the tax structure



stil) further swey from Americe's standerds of feir play,.
Specifically, we urge the Senate to:
1. Cloge the capitel-qains loophole, ending the meiof tax oreference for
. . . ‘ '
There cannot be tax justice as long as unearned income is half-taxed while
earned income is taxed in full, '

The modest changes recommended b§ the House are welcome but not enough

" and the Administration would largely undo the positive action taken by the House,

2. P d h [ .
‘Aguln the measures taken by the House are welcome ones, They would reduce
the depletion allowsnce, eliminste depletion on foreign oil end gas uoill. place &
limit on the emount of exploration oxpenies that cen be immediately written off,
and end some other abuses such as the cerved-out production payment.
Nevertheless, of the total revenue that escapos taxation due tovthe sctivities
of these industries, only one-third would be recovered by the House sction.
We recommend the complete elimination of these abuses.
3. EM e th imum- igi
Under the maximum-tax provision contained in the House bill the top .tax
rate on earned income would be 50X, o |
Tyil propossl would benefit only those with incomes above $50,000.
It would serve to provide sn uncalled-for tax bonenza of $100 million to
top corporate executives, doctors, lawyers and others whose income comes fron
astronomically high fees and salaries. ‘
The Administration has strongly endorsed this proposal. It reflects a
cynical philosophy that if taxes on the wealthy sre cut, tﬁey won't try so hard
to find loopholes. Such a philosophy makes & mockery of tex-reform efforts. We

cannot subscribe to it and we strongly condemn it.
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The so-called Limit on Tex Preferences (L.T.P,) proposed by the House
end the weaker version offered by tho‘Admintittation are ﬁr!uo examples of rqtq;ya
sddressed solely to symbolo.“ | A .

Both the House and thé Administration versions would limit the amount
of certain types of income that cen be completely tax-exempt to no more than
helf of total income plus 310.000.‘ Thus, the more the income you have, the more
can be tax-free, .

What's more, if you fail to shelter all your income in one yesr, you
can keep trying for another five,

Under the House bill, though a wealthy individuel affected by the L.T.P.
would by no means pay his fo}r share of taxes, he would pay some, ‘

Under the Administration proposals, since state and locel hond interest
would not be recognized as income under the L.T.P., some weslthy individuals
would still escepe scot-free and pay no taxes st oli.

The AFL C10 hes proposed o 25% uin!nuu tax on exempt income in excess of
$10,000 for individuals and $25,000 for corporltions -~ regerdiess of tho lnonnt
ot the taxpayer's ordinary 1ncone.

5. Strengthe mpr h in_the .

For example: '

~Interest on state and local bonds should be texed in full with the federsl
government guorlntoclné the bonds and providing an interest subsidy to ensure that
the fiscal powers of the state and local governments sre not demaged.

~Instead of the Hobbj Flfn loophole-closlqg proposals suggested by the House

and the Administration, the loss-llm(t approach contained in S.500 should be sdopted.
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f’ This procedure was recommended by Semator iotcalflaad endorsed by a bipartisen
group of 26 Sonutoro. Th!c'nppronch 1l‘|poelttoally tailored to iho tax-loss
former and ensures that legitimate farm operators ulll not be ponollsod.

= The income-averaging formula should not be liberalized to lneludo
"capital gains unless the preferential trutlont aooordod such gains is eliminated,

- Intorolt doductlonl on bondt used to flnaneo oorporlte uorverl and
acquisitions should bo conplotoly dilullound

= All rapid depreoiation on real estate should be disallowed, except

—

for low- and moderate-income housing. E
= Accelerated doproclltlon on regulated utllitiel chould not be

allowed unless the tax benefits flon through to the consumer,

Finally, the Senate lhould provldo wore substantive relief to those
whose incomes are moderste and whoso tax burdent are unneeoluarlly severe.

Tax relief and tax justice do not necessarily go hand-in-hand, The
eq@lty in the tax structure can be as budiy damaged by tax cuts as it can by
tax increases or the addition of new loopholes and gimeicks.

Under the Houlo-palsed bill thln conoept was plrtially recogni:od.
Though all oroupo uould receive relief, a olgniflcunt propottion of the relief
would flow to low- and middle-income taxpayers,

Under the changes proposed by the Adnlnlitrntlon needed relief for
those juci sbove the government-defined povorfy threshold and those in the
middle-income brackets would be cut back, thé stato-oasolino-tux dcducilon

would be dlsillouod. and a tax cut would be given to corporations.



Under the House preposals, $4 billien in tax velief 19 provided threugh
the low income allowance and standard dedwotion increases. These primarily
benefit low and middle income taxpayers, Another $4.5 billion is qioutoq through
~ across-the-board rate cuts. Over half of this relief goes to taxpayers with incomes
of $15,000 or over, ’

The Administration sgrees with the House on cutting the taxes of the
weslthy, but says it goes too far when it would cut taxes for those of low and
modest incomes. In addition, claims the Treasury, corporate taxes should be cut
$1.6 billion,

We endorse the House proposals to increase the low-income allowance to a
flat $1,100. In addition, we endorse the House proposals to inorease the standard
deduction to 15% and $2,000.

We do not agree with the general ;nto reductions recommended by the House
and the Adainlstrpilon; and certainly there is no justification for a reduction in
corporste taxes. _ |

Instead we recommend s reduction in the tax rates that spply to the first
;0.000 of everyone's taxable income for married individuals and the first $4,000 for
single individuals. "

The rate changes ub propose and their effect are shown on the attached
tables.

Our relief proposals uoul& result in the same revenue loss as that pro-
poldd by the House. They would cost roughly $600 ullllén more than proposed by
the Administration -- an‘amouﬁt that couidlennlly be made up by, for exsmple,
eliminating the maximum-tax provision, effectively éloqlng .th.e hobb&-f.ru gimmick,
and adopting a meaningful minimum tex.

Nr. Chairman, we urge that this committee bring the federal income tax
into line with what it's supposed to ds--tax incomin accordance with ability-to-

pay. That's tax justice.
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* AFL-C10 PROPOSED CHANGES
IN INCONS TAX RATES

The rate changes would be as follows: ,
The 14X rate should be ocut to 9%
The 15X rate should be cut to 1
The 16X rate should be out to 15%
The 17% rate should be cut to 16X
The 19% rate should be out to 18X’
" All oihor rates would remain the seme,
Under this procedure, every texpayer would receive o tex reduction.
But, the individusl with a taxable {ncome of $100,000 would get the same tax
break as the $6,000 man. With the rate structure recommended by the House, o .
merried individual whose taxable income is $100,000 would receive » $3,600 ,
cut while the $6,000 merried individusl would have his taxes veduced by omly
$60. Under the AFL-CIO propossl both would receive a cut of $130,
!
i -
».
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Wage or Salary
—lncome

$3,000
4,000
5.000
7.500
10,000

fary
]

12,500
15,000
20,000
25,000
50,000
100,000

Table 11 _
FEDERAL INCOME TAX

Karried Couple, 2 Dependeats

1,114

1,567
2,062
3,160
4,412
13,388
37,748

Totel Tax
House
Reform Treasury AFL-CI0
Bi1l Broposs]s Propossls
o o 0
$ 6 $ a $ &
200 253 155
576 616 526
958 1,002 908
1,347 1,447 1,300
1,846 1,951 1.822
2,96¢ 2,968 3.0
4,17C . 4,170 4,282
12,604 12,604 13,258
34,892 34,092 37,618

Preseat Law Compared With House Reform Bill, Treasury Froposals. and AFL-CIO Proposais

11
156
220
216
192

242

T84
2,856

2,856

13

Assumes deductions equal to 10X of income, minimum standard deduction (low imcome allowance) or stasdard

deduction -- whichever is greater.

and low-iacome allowance proposed by the House. the Treasury and the AFL-CIO. Surtax excluded.
AFL-CIO Research Department

Septesber 1969

Table tskes into account the rate cutting, stasdard-deductioa changes.



STATEMENT BY GEORGE MEANY, PRESIDENT,
AMERICAN FEDERATION OF LABOR AND CONGRESS OF INDUSTRIAL ORGANIZATIONS,
ON TAX REFORM BEFORE THE SENATE COMMITTEE ON FINANCE,

September 22, 1969

The federal income tax structure is unjust. Events of recent months
have made this fact increasingly clear &'all reasonably informed citizens.

In 1967, the most recent date for available information, the taxes
paid by millionaires averaged only 25% of their total income. Twenty-one of
these millionaires and 134 other persons whose reported incomes exceeded
$200,000 paid not one cent in federal income taxes.

In that same year, 2 million taxpayers whose incomes fell below the
government's definition of poverty paid $100 million in income taxes. And
the married wage earner, with an income of $8,000, paid $1,000 in income
taxes -- 124 percent,

) The tedgral tax structure is rigged against wages and salaries --
against income from work, It is rigged in favor of unearned income.

This unfair rigging results from the fact that a triple standard is
applied to income taxed by the federal government. ”

One standard applies to wages, salaries and other forms of so-called
ordinary income. This income is taxed in full, and for workers ;hé tax is
regularly deducted through payroll withholding.

A second standard applies to income from stocks, real estate an@ other
so-called capital ussets sold at a profit. Only half of such inéome is taxed.
And under present law the tax can never be more than 25% -- even for those in

the very top tax brackets.

11
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A third standard is applied to certain forms of income which never even
appear on the tax form, ;uch as the interest on state and local bonds or the
income that is washed out by phantom, nonexistent costs as oil depletion, fast
depreciation write-offs, and bookkeeping farm losses. This type of income
completely escapes taxation,

Thus:

* Income gains from the sale of stock or other property, held for more
than six months, are taxed at only half the regular tax rate -- with a top
maximum rate of 25%. Moreover, when stock or other property is passed on to
heirs at death, the increased value of the property from the date of purchase
is not subject even to this much-reduced capital gains tax.

* Income from interest payments on state and local bonds is completely
exempt from federal taxation.

* Sizable portions of the income from oil and gas properties and a large
number of minerals never enter the tax stream because nonexistent “depletion”
expenses are written off,

* Much of the income from real estate escapes taxation since it is
written off as depreciation. Sich income is not only exempt from taxation
but, since it is considered a vrite-off cost, it provides an additional tax
shelter for the wealthy because it is deducted from other taxable income.

* Because of the little-known unlimited-charitable-contribution-deduction
special privilege, many ueélthy individuals and businesses use the disguise
of philanthropy to avoid paying any tax at all.

* Tax-exempt family foundations can be set up so wealthy families can
control their fortunes in perpetuity without paying taxes.

* Wealthy nonfarmers can invest in farm operations which yield imaginary

losses that can be charged off against their high nonfarm incomes.

12
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* Business deducts 7% of the cost of new equipment and machinery from its tax bill

-~ g8 a special tax credit. Aand, they can deduct it again as part of depreciation,

As a result of these and other inequities, an unduly large part of the burden of
running the federal government is heaped upon the shoulders of those who can afford it
least.

These facts are generally known, They are causing an alarming erosion of public
confidence in the tax structure and in the fairness of the federal government as well,
And llnge Americans expect so much from their tax structure -- national defense, public
facilities and services, grants-in-aid to the states and local governments -- these
lnequltiec in the tax structure undermine public support for much-needed expansion of -
government services -- federal, state gnd local -- for a growing, urkan population,

It is for these reasons, the AFL-CIO is seeking tax justice. To us, there is a
critical distinction between tax reform and tax justice, and recent events have made
it imperative that this distinction be clearly set forth.

The now infamous 21 persons, for example, who paid no taxes at all on their
incomes of $1 million and over have become a symbol, And too many have addressed
themselves only to this symbol. Tax measures that eliminate or curb some obscure tax
dodges or that ensure that those with astronomically high incomes merely psy some
taxes to the federal government, fall far short of a just and equitable federal income-
tax structure.

Justice can only come about if each tsxpayer bears his rightful share of the
burden of operating our government,

This will only happen when:

1. The impoverished are completely removed from the_tax rolls,

2. There is a meaningful reduction in the relative tax burdens of low- and

middle-income families.

13
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3. The loopholes of special tax privilege to; wealthy families and businesses
are eliminated.

This (s not now the case, Although the situation would iiprove if the House-passed
Tax Reform Act becomes law, justice would still not be achieved. Moreover, the Adminig-
tration would undo much of the good proposed by the House and would add additional
inequities to the tax structure,

A major point here is th;t there are loopholes and there are loopholes.

There are some, like the unlimited-charitable-contribution gimmick, which enable
a handful of multimillionaires to pay little or no iaxes even though they make more ‘in
a year than the average worker makes in a lifetime,

This type of gimmick is an unconscionable flaw in‘our tax laws and it lends itself
to horror stories of tax avoidance,

It should be ended. Both the House bill and the Administration recommend its
termination. Ending it would add a measure of justice to the tax structure, But
closing this loophole will do little in the way of eliminating the basic structural
flaws in the system that cost billlon? upon billions in federal revenues and serve to
pull the entire structure away from principles of progressive taxation of income basud
on ability-to-pay.

In contrast, the single most costly loophole and thevprime culprit in the unfair
way in which our tax system is rigged is the capital-gains loophole.

This is not a loophole which applies only to a handful. It is not a loophole
which reduces anyone's taxes to zero, And its effect on the tax structure does not
give rise to tax-evasion horror stories that can be dramatically illustrated through
'the media,

Yet, because of the half tax on capital gains and the zero tax on such gains
passed on at death, some 530;40 billion escapes the tax base, resulting in an

annual Treasury revenue loss of over $10 billion,

14
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And it is a tax preference that says, .in effect, the more wealth and income
you have, the more oppo}tunltiec you should be allowed to avoid s fair share of
texes, Such gaiﬁs come about through buying stocks, reel estate, and other assets
cheap and selling them dear, It is therefore a gume’lorvthose who have wealth.

’ The effect of the half tax on ctﬁltul gains on the entire tex structure
_un; audovlllruingly clear in the Treasury study presented to the ioyl and Means Com-
mittee l;st Februnry.' The study thcﬁed. for example, thit'the capital-gains pro-
visions alone compressed the tax-rate schedule douthé & point where those with $1
million-and-over annusl incomes paid an average tex rate of less than 33%. (See
Table 4) ‘

The AFL-CIO has continuslly pointed to this loophole as the major flaw in
our tax system. The Treasury confirms this and claims that the ap;ciul trestment
accorded capital gains is the "most important factor in reducing the.tax rates of
thole with high incomes.” ‘

We have proposed the elimination of this loophole,. We see no'justice'to ]
tax provision uﬁich says that a married taxpayer with $8,000 in capital-gains incomé
should pc} tax of $354 while & married taxpayer with the same smount of ungo income
would be taxed ot $1,000, ‘

We have also recormended taxation of the $15 billion in cepital giins'tbat
is passed on annually to heirs without even being mentioned on the income-tax form,

As a result of the House-passed bill, some of the capital-gains abuses would
be trimmed. The House would eliminate the 2.% maximum and extend the holding poriod
for long-tern capttal gains from six months to one year,

" Even with these improvements, capital gains would still femoin as the pfimo'
factor in eroding the fairness of the tax structure, for unesrned income would still
be preferentially taxed. Horéover. the Administration has proposed to undo even these

- modest improvements,

e
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Thus, if the tax structure is to meet America's standerds of fair play,
loophole c¢losing must be broad-gauged and sibstantial. The gimmlcks that give
rise to the evasion horror stories must “e eliminated, but loophole closing also
must be addressed to the costly and disruptive preferences that cause the burden

‘ ' N
. ‘\‘ .
On April 1, 1969, before the House Ways and Means Committee the AFL-CIO -

of the federal income tax to fall on those least able to bear it,

presented‘a program which would achieve tax justice -~ @& program which would
generste some $15-17 billion in federal revenues from substantisl lodphole-clq}inq.
provide relief to those of low and moderate and middle incomes, and allow some
$8-10 billion to fully fund existing federsl prodrnms geared to meeting domestic
needs,

The House of Representatives has taken a major step in this direction.

Unfortunately it has not gone far enough and the Administration’'s recommendations,
1
if adopted, would undo many of the forward measures proposed by the House and add Jé&\x

additional inequities. X
The House tax-reform measure merits commendation, for: ;
1. The working poor would be relieved of any federal tax obllqatiqn --a

measure long sought by the AFL-CIO,
2. The hard-working, tax-paying low- and middl e-income Americans, who have

been forced to bear far more than their just share of the tax burden, would be given

8 modicum of relief, This is & move toward a long-time goal of the AFL-C10.

‘ . 3. The single most inflationary pressure in the economy -- the 7% investment

credit to business -- would be eliminated. The AFL-CIO has slways opposed this

device,

16
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4.‘ Some of the loopholes and gimmicks in the tax structure, designed to
provide special, unfair tax bonanzas for the very wealthy in the nation, would be
trimmed, although not eliminated, It hes long been the AFL-CIO position that
special tax privileges to the few best able to pay their fair share of taxes are
completely unfair and must be eli-inltgd.‘ That remeins our position. ) |

We urge the Senate to improve upon the House ‘action and to reject sll
propossls, including those of the Adliniuutl‘on. which would move our tex
structure still further away from Americs's standards of fair play,

stemy. our recommendstions are: |

1. The Senate should close the capital-gains loophole, ending the major
sax preference for unesrned incoms,

The preferential half-tax rate which applies to capitsl gsins and t’td
zero tex that applies to such geins when passed on at death sre the most disruptive
elemonts in our tex structure, lndoed.v there cannot be tax justice as long as
unearned income is half-taxed while o;rnM income is taxed in full,

| The modest changes recommended by the House sre welcome. Extending the

hold!nq'period to one year and eliminating the 25% maximum are steps toward
Justice, Nevertheless the preferential one-half tex would not be changed and
the Administration proposals, if sdopted, would largely undo the positive action
taken by the House.

2. The Senate should put sn end to the tax sbuses of the ofl, gas end
other minersl industries.

M“;j»

the depletion sllowance, eliminate depletion on foreign oil end gas wells, place a

he measures taken by the House are welcome ones, They would reduce

1imit on the amount of exploration expenses that can be immedistely written off, and
end some other abuses such as the carved-out production paynht. . ’
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Nevertheless, of the total revenve that escapes taxation due to the
activities of these industries, only one-third would be rgcovared by tke House

action, _ ] e

The AFL-CIO recommends the camp;ete elimination of these ghuées.‘

" Under the meximum-tex provision, tho"top t,x ?ate on ord;noyy lncqii would

be 50%. h

This proposal would benefit only those with incomes nhoye $50,000, It
would serve to provide an uncalled-for tax bonanza to top corporate executives, '
doctors, lawyers and others whose income comes from astronomically high fees and
salaries, ‘ 4

The Administration has strongly endorsed this proposal, It is a
propoiql which reflects the cynical philosophy that if you cut thq'tlxos on the
wealthy, they won‘t try so herd to find loopholes. Suqh ] ﬁhilosoyhy makes o
mockery of tax-reform efforts.  We cannot subscribe to i1, end we condemn lt..

The so-called Limit on Tax Preferences (L.T.F.) propo;ed'by the Houle' '
and the neakgr version offered by the_Adnlnistration are prime examples of
reforms addressed solely to symbols, o | ") o

Both the House and the Administration versions would limit the amount of
certaln types of income thet can be completely tax-exempt to no more than half
of total incoué plus $10,000, Thus, the more the incoiﬁ you have, the more

. ¢an be tax-free.
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What's more, the uomm of tax-exempt income dinlloud under the l..‘l',l'. . ‘
formula can bo carried tonmd for nvo years, In othor word:. it you hil to o
shelter all your income in one year, you can lmp tryin for nnothor ﬁn.

Under the House bill, though a nalthy indlvidual taxed undcr the L.’l‘.l’. would
by no means pay his fair share of taxes, he would pay some,

Under the Adninistration proposals, since state énd local bond interest

" would mot be recognized as income under the L.T.P., some wealthy individuals would
still escape scot-free and pay no taxes at all, )

The AFL-CIO proposn‘ o 25% minimum tix on ‘exe-pt income in excess of
$10,000 for individuals and $25,000 for corporations - regardless of the amount
of the taxpayer's ordinary income, - -

As part of the minimum-tax approach, both the House and the M-iniura,t‘lon
have vecommended what is called an Mlqéqtlou of Deductions provision. Individuals
with substantial aiounu of tax-free !ucoﬁ would be required to allocate. itemized
personal deductions between tax-free income and taxable income, ~This is a desirable

_ provision, but various phase-in po'riods ard excoptiom recommended by thq House and |
. the Administystion wouldiblunt its effectivensss, Moreover, neither the House nor
the Mllli:tntlon would extend this proyhfou to corporations. '

Under present luw; those who receive inx-ompt income derive a double
besefit. The income never appears on the tax return; hence n-o tax is paid. |
Secondly, personsl or no‘n-.opout!ugvbusinou deductions can be c;ie'ducted in full from
sumble tncoms, | o o

k The AFL-CIO recommends that betore such dcduct!ons are penit.tod. since

ih; [}, ] duuud to define sbility-to-pay, total income (taxable and exempt lnqon) ‘
u'?'ﬂ‘d‘lo token into account:’ Thus, individusls with excluded income, as defined
below, im excess of $10,000, should be required to allocate certain pcmoﬁal doduetlolgs
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in line with the ratio their adjusted gross income bears to adjusted gross income
plus exeﬁpt income. The deductions that should be allocated are: interest snd tax ‘
payments, casualty losses, charitable contributions, medical expahus. and coo'p'eretlve’

housing expenses. Allocation formula should be as ‘t'oll‘ous:

0w

Deductions X Adjusted Gross Income « Allowablo Deductions
AGI Plus Exempt Income
Minus 310.000 :

Excluded income which would cause deduction to be allocated should include
the following: , ‘

1, One-helf of capital omn.

2. State and local bond interest, ’

3. Depletion taken atto; the cost of the property has been written off.

4. The difference between tho‘ cost and the market value of property
donated to charity. '

S. Depreciation on rnl estate taken in excess of straight-line, except
for low-and moderate-housing, ’

Corporations with excluded income, as defined above, in excess of $25,000
should be required to allocate non»openting exponso deductions between net profit
from operations and excluded income. ‘ o

The allocation formula should be as follows:

Non-operating x Net Operating Profit = Allowable Non-operating
Deductions Net Operating Profit Deductions

Plus Exempt Income
Minus $23,000

The AFL-CIO further recommends thet deductions disellowed under the allocation
formula should be taken into account under the AFL-CIO proposed minimum tax, The
disallowed deductions should be added to the $10,000 ($25,000 for eofporailons) '
of exempt income that would mot be affected by the minimum tax.
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" For bxaipio:

. ‘. Interest on state and local bonds should be taxed in full with the
federal government guaranteeing the bonds and providing an interest subsidy
to assure that the fiscal powers of the state and local govermments are not
demaged. '

- Instead of the Hobby Farm loopﬁble-closinq proposals suggested by
the House and the Administration, the loss-limit approach contained in S. 500
should be adopted, This procedure was recommended by Senstor Metcalf snd
endorsed b} a8 bipartisan group of 26 Semators. This approach is specifically
tailored to the tax-loss farmer and ensures that legitimate farw operators
will not’be penalized.

- The income-averaging formuls should pot be liberalized to include
capital gains unless the preferential trestment accorded such gains is elimi-
nated, _

" -Interest deductions on bonds used to finance corporate mergers and
acquisitions should be completely disallowed.

- All rapid depreciation on real estate should be d!salloued; except
for low- and moderate-income housing,

- Accelerated depreciation on regulated utilities should not be
allowed unless the tax benefits flow through to the consumer.

0f equal importance, thg Senate should provide more substantive relief
to those whose incomes are loderl;e‘and whose tax burdens are umnecessarily severe,

. Tax relief and tax Justice do not necessarily go hend-in-hand, The equity
in tho.tlx structure can be as badly damaged by tax cuts as it can by.tax increasos

or the addition of new loopholes and gimmicks, _
Under the House-passed bill this concept was partially recognized. Though

all groups would receive some relief through the combination of changes in the
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low-income allowance, the standard deduction and the rate reductions, o
significant propor;lon of the relief recomsended bj the House would flow
to low- and middle-income taxpayau. ’ '

Under the changes proposed by the Administration, needed relief
for those just above the government-defined poverty threshold and those
in the middle~income brackets would be cut back; the statefqasollne-t_ux
" deduction would he dissllowed, and a tax cut would be qlveh to corporations, -

Under the House proposals, $4 billion fn ux'relief is provided
through the low-income allowance and the standard-deduction increases.
Another $4.5 billion is granted through rate cuts,

The first two relief proposals -- the low-income allowance and
standerd-deduction provisions -~ provide 90% of the tax relief or $3.6
billion to those with incomes of $15,000 or less, The Adeinistration
would cut back on both of these forqs of tax relief,

But the House rate cuts which in the main benefit hlgher: income
groups would re‘tln intact, Specifically, of the “.s'biluon relief
recommended through rate cutting, over half flows to the 10X of toxpayers
with incomes of $15,000 or over. On top of this the Administration would
provide a $1.6 bfllfon tax cut to corporations, -

“In basic iems. the Administration agrees with the House when the
House wishes to éut the texes of the wealthy. But the Adatnistration says
the House goes too far when it suggesu cunlng taxes for those of low and
modest lncoues ~-= instead, chlu tho 'treuury. corporata taxes should be
cut. - '

We endorse the House proponh to increase the low~income allowance -
to a flat 31.100.‘ In addnibn. we endorse the uoﬁn proposals to increase

the standard deduction to 15% and $2,000,
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We do not agree with the geur'nl‘ rate reductions recommended by the
House and the Administration; nor do we feel there is any justification for
s reduction in corporate taxes. . ‘
Instead of the goneral rate reductions proposed by the House and the
$1.6 billion corporate rate cut, we recommend a reduction in the tax rates
thut apply to the first $8,000 of .everyone's taxable income for married
individuals and the first $4,000 for linqle individuals, '
‘l'he rue changes uould be as tollmw
Tlle 14X rate should be cut to 9X.
o The. 15X rate should be cut to 13X.
C The 16X rate should be cut to 15X,
, The 17X rate should be cut to 16X.
The 19% rate nhould be cut to 18%.

All other retee nould reuln the
same. ° _ N

- Under this procedure, every taxpayer would receive a tax reduction.
"But, the individual with s taxable income of $100,000 would get the same tax

. break as the $8,000 man.’ Under the rate structure recommended by the House,

. a married individual whose taxable income is°$100,000 would receive a $3,600

cut while the $8,000 married individual muld have vhh taxes reduced by only .
$60, The AFL-CIO proposal would crant both a cut of 8130 (see Table 2).

Under the AFL-CIO propouls. the net revenue loss would be approxtutely
the u-e as that proposed by the nouse w It uould be roughly
$600 -ullon more than proposed by the Mnlutstntion == ah amount that could
eully be ude up, for exunple. by elininatiuo the uxiluu-tax ptovhlon.

" effectively closlng the hobby-faru giuick, and adoptino a neaninoful -lninul

i

tax.
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Ne want to reenphpsize that the complete loobhole-cloliuq programs we
have urged would leave many billions of dollars which could be used for funding
the social and economic proqri-o which the Congress has enacted in recent yesrs,

The objective of tax justice is an anbltiousybne. But it is long overdue
and critically urqent.‘ There is no longer time for paus?. delay, gestures or
tokens. ' ‘

Only twice since its inception in 1913 has the federal tax structure
been revised. - And these two revisid;s -- in 1939 and 1954 -- were, -according
to a former Commissioner of Internal Revenue, only "faceliftings.” ‘

The tax system must now proviae for the interests and needs of a nuiion
of over 200 million people who are deuanding wore and better public facilities.
Yet many of the flaws that have existed since the federal government first
began to tax incomes still exist and many new ones have been added.

;he costs of governueut are not being shared talrly. An unwarrented
1imitation is placed on the etteetiveuess of tax policy iu promoting broad goals
of balanced economic gronth and full employment and public contldonce is decaying.

When. tax revenues are to be spent, the legislative and executlve brdnches

appropriately siudy and evaluate every outlay of public funds to a:snre that

national interests will be forwarded and priorities balanced. Yet, on the

revenue-raising side, tax policy is all too frequently considered only in
terms of need for more dollars or fewer dollars.
The temporary surtax, adopted in 1968, is a prime example. A flat
percentage tax on iop of the existing tax 1; a fair way to divide the burden
of an iucrease in taxes -- but only if the orxqinal burden is fair.
Since a tax on a tax cannot be collected if no taxes are pald, those who

are rich enough to avoid their fajr s\are of taxes through capital gains, deple-

tion, uccelerated depreciation, tax-exempt interest and other tax-escape routes,

_ pay no surtex on such exempt income. Because of this, others pay more and the

basic inequities are tompounded.
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What is more, many of the inequities cause the taxation system to rus
in direct opposition to the objectives sought through public tax-spending
programs,

For example:

® While the nation is being burdened with inflationary pressures and
high interest rates, the task of easing these burdens is made more difficult
by the tax system, Privileges such as the 7% investment credip and accel-
erated depreciation on real estate fuel the fires of the onlylsourco of in-
flat.onary demand in the national economy -~ business investment in plants,
machines and equipment.

* $935 million in federal funds are being spent on low- and moderate-
income housing: yet $600 million worth of tax loobholes go to resl-estate
operators constructing motels, office buildings, plants and hlghFrlse. high-
rent apartment complexes.

* $4.5 billion is spent to "stabilize farm incomes;" yet wealthy
nonfarmers are encouraged, through the tax system, to disrupt and distort
the farm economy.

* The large and growing concentrations of wealth and economic power
are a source of growing national concern; yet the income-tax system gllows
$15 billion in appreciated assets to accumulate and be transterrqd to heirs
without ever entering the tax base. At the same time, tax-exempt status is
qiven io certain types of family foundations set up for ivoidinq taxes and
perpetuating control of family and industrial financial dynastiek. Eight
milifon dollars are spent enforcing antitrust laws; yet the tax system
provides incentives for those who would merge and "conglomerate.”

* 0il, gas and other depletion allowances are justified largely on
the basis of encouraging development of domestic productive capacity; yet
similar tax benefits flow to those bolstering the productive capability of

foreign nations.
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* Some $25 billion in federal categorical grant-in-aid funds will go ,
to the states and localities in 1969; yet the amount of federal money avail~
able to hard-pressed state and local governments is diluted by allowing in-
terest on state and local bonds to go tax-free, since this exemption costs
the Treasury more than the states and municipalities gain.

* The nation is committed to alleviating the plight of its 23 million
poor; yet many of these families today pay federal fncome taxes while many
of the wealthiest legally ignoie the federal tax colle;tor. ‘ |

Though the case for reform is compelling and perhaps conclu;ivoly
demonstrated by these incongruities ahd paradoxes, there is anoihet'too
frequently overlooked aspect. ,

Federal income taxes are not the only tixosvnloricans must pay. In
fact, though fedoral‘lncoué-tax revenues have grown and still loom largest
among the taxes paid by most lndividhals. state and local taxes have grown
at a far faster pace. What's more, iho increases in state and local taxes
have in the main resulted from levies on properiy and sales to consumers '
which fake their toll from those whose ability to pay taxes is the least.

"The 1969 mem showed that the combined
federal, state and ldcal tax systems converge in such a manner as to redis-
tribute inéome "away from the poor." At the same time, those of modest and
middle incomes are besring a disproportionately high share of the tax bﬁrd?n
while those with wealth and Qbillty-to-pay escape their f§ir share.

Thoroughgoing federa1>1ncoue-tax loophoie cloiinc and'retorn would
make a substantial contribution toward compensating for the unfair manner

in which the burden of other taxes fall.
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. Furthermoxe, it is the federal income-tax system that most states look upon as the

standard for a good and fair way to allocate the costs of public uorvieei. A nusber of

states thqt do use income taxes use the federal definitions and standsrds as models for

' their own systems, and three states now "piggyback" their taxes directly upon the

federal taxes that their residents must pay.
Yot, as the inequities in the federal system grow and become more and more notorious, '

the basic principles of taxation based on fncome and ability-to-pay become suspect and

fair-minded state and local legislators find it increasingly difficult to convince those

they represent of the advantages of fair taxation methods,

GLOSING THE §OOPHOLES
Copital Goins

The capital-gains route is, according to the Treasury, the most important factor

in reducing the tax rates of those with high incomes,
In examining the tax returns of all those with incomes of over $100,000, the

Treasury shows that this group shelters 53.6 billion from the tax base through this
loophole -~ nine times the amount this group shelters through tlx-oke-pt 1nl§f03t.’ '
36 times the amount this group shelters through the unlinlted-chlritable-conti!bution
loophole, 54 times the amount this group shelters through tax-loss farming, B
Under bresent law, when certain so-called "capital“ assets are sold, the‘profft'
is taxed at only one-half the rates that apply to ordinary incowe, And, the tax rate
cannot exceed 25% reandless of the amount of the :eiler{s total income, Clpiiol'
assets under the Internal Revenue Code consist of property such as corporate stocis.
vacant land, and other assets noi held for use in the taxpayer's trade or business.

In addition, profits from the sale of many other assetsk-- aithbuﬁh not defineh

. by the Code as capital assets -- can also receive this‘slne‘privilaqéd preferential

“tax treatment, Profits from the sale of livestock used for draft, dairy or breeding;

real estate used in a trade or business; royoltles from sales of timber, 1ion ore,

- .
.
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and coal deposits can all qualify for the preferential treatment as capitsl gains

'u can gains on sales of business machinery and equipment.

Whet's more, the capital-geins-tax escape route combines neatly with many
other avoidance schemes, stimulating their use and compounding the tax benefits.

Accelerated depreciation on real estate -- a loophole which permits postponement

‘of taxes and creates opportunities for tax-loss gimmickry -- also paves the way

for converting what should be ordinary rental income into capital gains. The
depletion allowances for mineral industries, in themselves an unconscionable
gimmick for deducting nonexistent expenses, also serve as the vehicle whereby
ordinary income is unjustifiably converted to capital gains,

Another major leak in the tax system, according to the Treasury Department,
results from the taqt that large amounts of capital gains "fall completely
outside the income tax syugn." since capital gains on guou transferred at
death or by charitable donation go tax-free. The Treasury eltinﬁtet that .
$15 blulgn of capital geins in 1967 were not taxed at all, through this
escape route, If an individual holds an nppreeﬁted asset till he dies, the
sppreciation is not subject to the income tax. If an individual or corporation
donates appreciated prpperty to a charitable organization, the appreciation is
never taxed -- and the full appreciated value can be deduqted from c;ther
income, - |

For example, if a taxpayer donates $1,000 mrth» of stock which cost him

$100, he pays no tax on the $900 of appreciated value and is permitted to

deduct the full value (31.000) from his income. If he were in the 0% bracket,
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this gift of an asset which cost him $100 would save him $500 in taxes, R

* he sold the asset, included hail the capiﬁl .gein in his lhco-ig. sand then

pon;ributed the $i.b¢0 1n‘blsh.‘hiqvnot tax saving would bave beon only $275, o
If the $900 aﬁp}ecintion uere”iuied at Qrdlniry rntoi‘rnihor than tﬁé 25%
maximum oapital-guins rate, the donotion of thit !llot that cost 3100 would
have only ytelded a net tax saving ot $50, '

loreover. under certain circumstances it 1is polllble for an 1ndlvidull
tovlctuqlly lnprove his .fter-tcx polit!on by q!vinq anay rathar than selling
an asset, 4 o ' o ’

In testifying before the House Hayl and lluns Connlttce. Proteuou
Martin David and Roger Miller of the Univeraity of Wisconsin iaid.

The American public has every right to ask what
positive justification exists for the failure to collect
$15-20 billion of revenue, for the "tax expenditure”
created by the capital gains provisions. No concrete .
research indicates that this tax expenditure has con-
tributed to our economic growth; no one has defended
this system who does not himself have & vested interest
in its preservation; any tax lawyer or tax economist
will confess that these provisions are the ulcer that
is primarily responsible for rotting out the taxing
_power of our nominal tax rates, The dishonesty sanc-
tioned by the capital gains provisions is the first
step to a taxing system, such as Italy's, where it is
known that open collusion exists between taxpayers
and tax accountants to defraud the government. -

The iodest reforms recoumeﬁdod ﬁy the House dre weledne. Extondinq

the holding period to one year and eliminatinq the 25% maxi-nn cre steps

_ toward justice, Nevertheleql ghe pre!erentjal oqe-hulf tax uou;d not be
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changed ucr muld geins peued on to hclre be eubject to inccn nx. m
‘ Aﬂinlstretlon propcuu. if edopted. uould lcrqely undo the poeltlve
ecuon uken by the Houu. )

“"1“)~71“"‘-“'"‘

To ,cl_cue this loophele. he Aﬁfclo urges cdoption of the lollcnlnq

proposals: - S o

1. Buuinatlon of preferenuel tax trcetnent ot ceplul gdns tor 4
both individueu end cotporcttone, Such geinl should be taxed at reguler (
tax rates. At the uuc uue. the ptepent lnconc-evereqlnq proyulonl
should be broadened to lnclude capital oeins. ‘
' 'l‘lte epproximte revenue qain rron the AI‘L-CIO ptopoul nculd be
$6-7 billfon, 'rhe Houae blll would relse $810 niluon end the Aﬂtnlstution,
scoo million, )

2. Capital geinl on property trens!erred at deeth

All epprecieuon (dlfference between orig!nn cou end urket. value)
should be taxed in full on trenerer ct deeth ‘l‘he tex ute shculd epply '
to all eppreclctlon occurrlnq ntter dm ot enlctnent; one-half the tax E ‘
rate should apply to all geins occurring betwecn an eppropriete dcte such

&7

as January l 1950. and the date of enactment, s

Vo,

The tax should be ellowed s deduction for ectete—tex purposes.

It should not epply on tnncfen betneen the decedent end lpouse nor to o

eltetes velued at less tlun 360 000, TR )

To ptevent ”Iorced" ulee of usets. apprcprlete innellnent-peyucnt
‘prccedures should be adopted. ‘ ' ‘

“The epproxinate revenuc qein under the AFL-CIO prcponls nould be

$3-4 biuion. Neither thc llouse nor the Adulnietrmon wade proposau '

" in this area,

&
-
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011, gos and othn' ;hoﬁl'#ut}o'ctioi iu'un"n"m" are u"l'moa' to take 2
doduétﬁia' for‘" 'd;"{l‘t'ioh. In princlplo. doplouon tor oxtnct!n ﬂm ll uldu
to tlu deproclmon anomm ulm by mur lnduurm and h gnrod to pmn
tho gudm mtto-oft or capun cons over the uu ot tho iuvutmz. l
Ilomot. the porcouuqo-deplnion doduct!on fomll ls buod on incmt ?
u hu ao rolltionlhip to tho uount. ot iuvou-ent. loroover. uuuko deprechtiou

m unual deducuon fro- income uur nopo .- u continuos W
i b 4 N st T, v RECNED

‘ - . “, ’.“,

) b;‘tdb of this, 'éért'ai‘n' 'mipléri't'iourlnd‘ dcv"ofi;dmht “oibn;dl‘t'ﬁr""os are

) . i-«mtaly nxodgduoublo (zor othor indnatriel such oxpondunrn would hon to ‘

be amortized mr . porlod of yun) which nesns o uJor purt of the hmn-ut

ot uny co-pnn!n- lm olrndy been wrmon oft - yot thc doplotlou oilmneo 1:

not changed. . ot }f:'“ AV L _ R
o Ase rmm. aceordinq to ‘rrennty ouinmea. ou. qn ond otho': doplotioa "
deduction .nngo tmlvo times the deductlon that nould be -uom it the deduc- -
tion were bned on octunl coatl. In the potroleu indunty. tor mwlo. 90X . .
of the depm.ion deductlons taken are "exceuiu. . In othot uords. tlme t!m
are legally deduotlng nonmnent cosu. ‘ e ‘ _
The percentago-‘depletion tomll allows uineul opormm to deduet smounts
unginq tro- 5% (quvol. nud und clay) up to 27.9% (iu tl!e cuo of oil) ot tho |
grou incou tron the propeny - regardleu ot the uomu ot iaunmm. The
luomn tnt onn bo doducted h mmd to ‘KOX ot net incm nhml luu. “in lny
cuu. that only hllf tho net iucm goueutod tro- tho propcny is aubjoot to " ;

Ctex, ¢
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- | iu addltioh. there iro'othor glnnlcii'uncd Sy aineral in@uitrioo to
circumvent the modest llnitotions that do exist on the depletion dcduetion. Tho
carved-out productlon poyment, for example, is tn accuolity e loia. Tho pxooocds.
- however, are treated u inom in the yur received, thoreby boontng the dopu« -

":ﬁ'u . Cats s

_tion deduotion that can be ulun. lhea p.id off, the lm !u oouideud uu

o : " expense, These tunueuonn ore um to oeuento ttx ldnnugea uhich tuo
| 'l‘uuury estimates cost $200 uulion in lost revmm. :
" And again, thou ob\uon becon mqniliod ond compoundad by provldinq
opportunlun (or 1ndlvlduah. corponuom lnd thoir uockholdon to dafor uxol. s
:eonvort ordinlruy texable income to p:otoroutmly taxed oopiul qunn. nnd tulﬂo . :
in tax-loss ginlehy by wrlung otf imginnry louea |g|1nu otbot ineon. - N
‘ Accordino to tho Trossury, the 1968 rovenuo lou duo to oxcon porcontoge
depletion and the inedme nrito-ou of dovolopmont costs uu s follm h
' .. Excess doplot.ion' o o
o ' to corpdrnions - $1,100 ﬁilliqﬁ
o o “to lndividun: 200 adllion
Expenung upiul costs: | _.: o
to oorporquon; ’ | édo n‘i_ll‘lrio')q.jl‘.""

to individusls  __ 60 million
'rom $1,600 million '
e The two most frequently offored junlﬁcnlons t‘or the tox lncontives

granted thoso indunries aro: (1) lpechl mmum are ueded hecauu t_h.e_u_‘
businesses ore rhky. lnd (2) theae resourcu uust be denloped dmstlcllly
_ror stntoglc eonsideutioas. . Ynt. rhk !a cortunly aot unlque to niuenl B

denlopnent and mny other indunrlu are as stutegic or more go, lhot's nore.

the fact that percenugo depletiou is lllo allowd to conpanies denloping the
| minersl capabilities of toroign nations hurdly lquarot wtth the notion of

‘ldovoloping ] do-oatlo productivo bm. ;
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The. most drmue tntinoum to tho lanuoy ot tlmo orguuu. how-

'i‘

wor. uu oonutaod ta ¢ study done under contract with tho ‘l'reuury by the

" Consad Research Corpornlon of Punburgh. This study viewed tho Sl 6 billion |
tax incentive npproprmoly in um o: ) tadom oubudy. since znu is tho }

smount of tnx ‘Tevenue the union lono n a roouu of tho tpechl privuogu. ‘

. The study. nhowed thu this $1.6 biluon lubsidy led to qddiuoml nationol

ntnml rolourou valued in the urket at only $1%0 mnm. Bvory dolur h |
federal tax torgtnuou yielded 9. uortn of additlom reurvu. .

. And, sccording to the ‘runury 3 onuysio of the Conud study, tho ’
doplotlou allowance mconugn oxoonlvo drilling ond mmome producuon L ‘

" methods and discourages maroh Anto other potontm fnol oonreu.

~ The House rotora measures would reduce tho deplotion allowsnce, olinlnm'

4

doplouon on foreign on and gus mlls. plnce o linit on the mouut of oxplonuon

v

- expenses that can bo imodhtoly uritton off, and end sone othor abuses ouoh L

the urved-out production payment,

Nwertheleu. of the total revenue tlm. escapea tnxotton duo to tho -

tcuviuu of these 1uduotrion. only one-third uould be reooverod by ‘the Houu

‘rho AFL-CIO recormends that deductions for depletion ahould not ho per- -.‘l‘». '
litted to bo taken atter tho cost of t'he property luo been fully wrimm oft. ;,‘- ‘

m opproxtute vevenue guu under our proponls would be Sl 5 biluon.”
'l'he llouu louon and the Adnininution proponlo nould nise 3600 ninton. y »
WM e L ‘ C
o The' interost paid to holdero of state ond loul bond: io conpletoly ) “ ‘.

ux-oxnpt und never even appurc on the incono-ux foru.

n




[

'yeu'. : ‘j I

| exceu of $16, ooo per yur. - L

*him ‘3'83 in taxes -- “"‘" C net 9““ °f $2~ 16 Oll each 3100 lnvnud in t.x-
‘ oxe-pt bouds. e e o T Tl B i e

-2

The Treasury ’mlum that state nd looal governments save ﬂ.z billion in
luterut mmm. uuce the tox-oxupt pr!vueqo onlblod theal. tb sell tlmo g
boudn ot less than nxkot mn of"inteun. Aud tho l‘ruury lold ‘l 6

billion in revenue, The boluucc s 8600 niluon == gons 85 tax bmoﬂu to j
the mlthy ‘individuals end cmroul lmslu holding most of tho bonda. Do

‘ stm tlu ‘runnry lons -oro nun tlu suu and loccl qbnrnnenu
gein, ulo ux-exupt privnoqo in 0 nttoful. u wou o btok-door. Iotllod s
of provlding sid to stou ‘and loul qonrmu. : Ilouovor. this w(-ffni

" interest orodn the equity of the ‘incoue-tax nyuu um the tax ldmmqu
' benefit only the wnlthy. . The ‘l'rennry notu thti ux-fuo 1ncéuo fml state

ond locl bonda is the ucond IOlt important: tictor (captm qum s ﬂm) :
in roduc!nq the taxes of thou iudividuala witll !udml ot ovbr 3100 000 por

o I O R Yoo .,,'.' 1 'wﬂ?"" ’

o

Iu 1968. for muplo. tho average yteld on hlgh-qudo luuiolpol boudl TN )

ws 4.51% and top-uto '(Asa) corporate bond- s 6.16%. " The tlx-exeapt ‘umus

colponnm for the lower ute only. for thou in tlx buekou of 27% Oud

" higher -- the rates nhlch npply to mrried por-ons with uxlblo !ucouel in

\.-w;. v

To nlu:tnte. if s urriod person nltb taxable iucouo of nbout $8 000 oA

. (22% lmelm) bouqht . high-ntod tax—oxeupt mnicipll rather than o corporate

bond. ho would lose $1. 67 in interen on every 3100 inv«tad and ‘save sl 36 id

»wm. su!terinq . m lon ot 31¢ tok «oh 8100 lnvutod.z On tlle other lnud.

tor someone in’the 3100 ooo-or-ovot “bracket the 31 ,67 1’ iutorut lost uvol ' ;';“"
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'Alw tho mmu ‘of the tox !orqivouu to state. nd lo0e). govmuuu -

often ru counter to the needs ond objoctml ot sost. lubudln. e Sim m

Bt ‘.' e

. -amount of debt “most -m.o nud lo«l gonrmnn cu -um wtm to ptdporty
nlnn. ft h the mm urul of the nauén mt my hcmnt on debt

' ﬂnanmm. “Thus, tllo wnlthlor sress’ qot tho urgou m‘forgtvmn subudlu. i
'Asuﬂlrly. tho bondo iuuod by m nullor. lou almmn gom'mnu qoneruny

s no ‘low- "mod" or not’ mu" at s11 by m inmmut«annmu. Comquoum. -

thou bonds no eonuaorod rllkur |nd. it tlm lu to: cowo iu the bond
i, urku. the poom' govqrmns nult bear Mqhor lnurnt 00!“4
~ On top of m;. tlm'o has: been o ropid growth in tho proportlon of . ‘
mniolpn bonds hold by comrchl buh. -In 1961 these blnh purehun 56“ ot
" the state nud looal dobt. and iu 1967 roughly 90% of- the net putchun. were .
.ttributod to commercial banlu. m; hes resulted in an erratic. umt tor
g mnlclpul socurlun. staeo tlmo banks uuoh theh' invounn portfoliot buck ‘
ond foﬂh in response to demand. tor bmmu lonnm PRy u . -gr":-‘:fw,; i
In tins ol thht uonoy ml riling business lons. comreux bonlvmuca
. ' purcluus of mnioipala nnd my, in tact, un them, thereby liumag the, -
i _ 1nrlm lud drmm up tht lnm'ou rates thu mniclpluuu st pay. Such G
: devolopunts uquire stmn aud locnlutu to poy hlghn ml Mqhor lnuult
: utu. in order to nrket their bonds, . oo ol R
| ' .A Juna 1968 nudy by the i'odoral I!onm Bnkzot Phuadelphin notor nny ‘

) bantors han "a.. begun to view -uniolplw u a teconduy rourn snbjeot to

uquidniou duu funds an noodod fot other purpous.'% ' A yon- lltor llllllﬂ.l

o Meek !lgulno mm: “Indoed, municipsl bond Tates. have. boen umuuq up: tor

'mlu o oo-orcnl bankn turuod fron ujor buyou ot tu»exo-pt iuuel hw T -
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ﬂeﬁéo.dn many ways the interest rates a munioipality st P‘y"ou its
debt (oud tho -amounts of wm its citizens sust poy as 2 rmm) are n t.lw

L uroy of' tho couoroul bunlu and’ clio bond raters, . - . ... e

mm's noro. muy nuo and lonn qovotnmm Ime abuud tho mmxnpt "
privuoqo by !uuiuq so-o.uod induattial dovoloplont bonds. ’l‘hou tux-ampt
bonds have been used to b\elld hctorm for pr!vuo induury .- lonuul to tho .

corporations’ exact lpeolncnuom. In this saner, . number of states Iuvo

pirated tirms from othcr nou, ‘using their tedenl wbsidy tqr the private
’ benoﬂt of vmlthy cotpoutionu _

Under the Tex Reform Act passed by the llouu. itate and locll qovormnnu
would be given s choice between floating taxable or ux-oxupt bonds, If they -
choou the former, they will receive a fedenl lubsldy. ,

’l‘he Administration is aqainn thu p:opoul. AR '

‘l‘he m.-cxo teco-undu thet au imerau on um and locul dobt uourltln‘
h‘iuuod nttor tl:e date of ouuctnm (tollowing an appropriate tronsitlou porlod) :

‘should. be lubject to the incono tax.  The todeul government ohould gulronteo
tl\o bondl and pay the usuing aute or locll gontnnnt an ahonm. equal to one-
third of the interest cost on such taxable issues. No fodoul oulnnuo or "
lntoren-nte :ubudy should be pomitted for. indunrial developnnt bonds, rogard—
',leu of the amount of the iuue: ‘

There would be a net nvenne qatn. after. taldnq into. account tho oou of

the subsidy and the guaranteo. of approximtely $100 willion. under our propoul. ‘ ,.'j:

‘l'llo net rcvouue quin under tlle llcuu proponl nould be sull. ‘l'be Adllniltution o

S nould luep the present syltu. PR T e s . Cd E

A host of special tax-forgiveness provisions apply to'roal"’ntvltg*.'}'l'akop AR

" by themselvas, thisg privileges are hardly Justitiable but, when mangpulated and

36 -
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coubined. they result iu uneomciouble nx-ovoidme opportunuln !or vmlthy
roal-utno opornon. lnvomm. and apooulatou. o L :

.The najox tax~ucape xroute, n thq special accaloutod-depreohuon o

‘ de&uouon“ Under these. rm nt!te-o“ {omlu. no oon of uw buildiugl oan

. - be deducted from incone at twico normal or nnignt-uno rotes” and the oou ‘ '

| of used. bundinas con be chargod off at 1% tlnm uoml doproctation rates. In . L
the cese of a new buudlnq with a w-yoar ostimted ute. the ruuu 1s thu
about 23% of {ts cost can be deducud !rol income durlng the ﬁut five years, of ‘
- the property's life, ror J uud buildlnq. m of the 1nmmnz oan be. wrmen
off: m the tirn tive yoan. ] .

The following tnble shows the effects of the specinl daprectauon tornuln ,

compared to the “straight-line” method which lpportlom the doprecntion . .

deduction equelly over the useful life of the asset: . ., . . . . . . . -

ST eclining- gul-of-tlle- K
1-¥r, Total .~ % 5.&
2-Yr, Total 5.% ‘
4-Yr, Total = 10.0% o 18.5%
5-!:.,1'“-1 Ny 12,58 . 22.68
10-¥r. Total . 25.08 0%
O 420-Yr.“'l‘ou),]_ " 50,0 6408 . -




ssm 'dopteoimon ur'ue-om' are considered a cost, thess mt'nu»om :
and othor costs aro lubtrlotod !ron routul inconc nnd tho iucolo tux. it |uy.
is pnid on the rcno!ndor. Otton there il 0o Iucou. ‘ot nll. or even s reportod Loy
loss lu tho ocrly yaurt 6f owuerchip. o ) rqsult ‘of teeoloroted deproeiatlon. l
Tochnlcally. the fo:t uritanoft provltionl doan that’ tlx lilbllitles are
deferred -~ in principle, tho louor toxet in the early xtto. due to oxcess
- deductlons. ‘will bé made up later, as snaller deduotiono are porlittod. To
chll oxtent, the excess doprcetatlon results in an 1ntoront-(r¢c. ooattlngs
federa) loan to the rcal-ostnto oporator. '
" But the accelernted-doprooiation spooial prlvlloqo also pavoi the’ uay Jdor
* other tax gimmickry, First, a good part of the oxcon:ive depresiation deductions
ire never returned to the tax 50:0. bacause the property is' sold long b!tofo
the depreciation deduétioh'iunh out. "And @ good part of that which is eventuslly
taxed is taxed at only half the usual rate, and never more than 2%, slnoc it e
| is considered a cepital qain, ‘ o
, Coubiuiuq thele ldvuutoqes with “leverngo - lueh dobt. llttlo cqu!ty --
A'tho ln!ulous real-o:tato tax lheltor is crottod. The oxcelsive deptoclation - ’
‘plul intorest charqos on the debt result iu larqe bookkooping tux loslel. Those N
phnnto- lossos are in turn ualhod out ngainst an lnd!v!dual'a other iucolo.
lhelterlng it from the tederal tex, To take - full adventage of thit. sany hlgh- )
income 1adlvxduals Join toqether lnto syudic:tes. These syudictte: buy or
‘ ¢ovolop high-deprociation propcrty that uill nhow 8 loss which can be lppllod
to the uoalthy iuvostorc' othor incono. lbnt's nore. when the propottiol
approuch 9 polnt when o protit light be shonn (deprociation and tntorost booono _
: loss thuu rontal iucone) the property 18 then sold or roflnanced. tttrting tho :'j .

i .,;\

_ cycle i over again. 'j
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~ A Treasury study of 19 inveuor:. exploiting the real-estafe shelter, showed ,
that the group had 8 combined lncone of $2, 7 million from their msjor’ economic actt-

vlties. But, inee they made investments in real estate, they wete able to "shelter“'- ’

(remove from their otherwise taxable income) $1.5 million and cut their tax bi1l by

more than half. '

The average investor in th!s‘uryoup. ac¢cording to the Treasury, had an -
income of $141,000 from his other lﬁierests." He sheltered $77,500 of this from
jthe Internal Revonu§ Service by his real-estate investments, and his paper real-
estate "losses” saved him $45,000 in taxes. ‘ |

‘l’he Treasury also tuced the activlties of one resl-estate luvestor ovar

g uven-year perlod. “This opuator had a seven—yoar income of over $7.5 million,

Yet, because of real-estate depreciation deductions, he pald the ssme ef!ectm '

tax rate on his total income as a married wage earner with two children and an

annual income of $10,000,

Ioreovei. ‘rea!—dstatq operators can unfairly lighten their shere of taxes
through reporting capitel gsins in installments, exchanging sppreciated property -
tax-ftee. and throuqh complicated mortgage-refinancing arrangements. Again, these
are all ams open only to those with wealth. Anq.‘ this real-estate alm!ckry.

"1, Costs hundreds of millions of dollars in terms of federsl revenues |

foregone -~ expenditures or subsidies granted through the tax system, Non-

‘ housing, fest depreclation. alone. accounts for a revenue loss of $960 million.

"2, Runs in direct opposition to meeting one of our most serious natfonsl -
needs. These privileges serve to chnnnel’ieao‘urcas into luxury housing and away :.
from the much-needed improvements and additions to the housing available for =

those with low and moderate incomes. The Treasury estimates that, of the total

| tax benefits flowiny to real-estate operators, only $50 million went to those

favesting in low- and moderate-incomes facilities.

39
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The House bill would limit double depreciation to residential prop.erty..
Deprecia.tion write-offs for commercial and industrial real estate would pe.,ll!uh.ed_
to 150% of normsl, The House bill proﬁides s five-yeor write-off for expenditures |
for the rehabilitation of buildings for low-cost rental hou;ina." The AQ}hist:athn
supports the House propesals. ‘ | B

The AFL—CIO recommends that all depreclatlon in excess of strnight-l!ne should
be disallowed on all real estate except low- and moderate—houslng.

Approximate revenue gain, under the AFL-CIO proposgl would be epproximately
'$1.5 billion. The Hou?e and Administration proposals would raise about $1 billion.

Iax Havens for Wealthy Farm Investors

Under the Internal Revenue Code there are special tax-accounting privileges
for farmers -- privileges which were developed to ease the,bpokkeqpipg ghqres of
ordinary farmers. ‘ ‘ v

However, these accounting privileges are beirég manipulated tp pgov!de wind-
fall tex benefits to wealthy individusls and corporations who operate or invest
in farms in order to get tax losses. These losser are not t/ruejloueu never-
theless they oan be deducted from the wealthy investor's nou!m income, sheltering
it rron the federal income tax, |

Though most businesses use the "accrual” nethod of accounting, sinco it
is the most accurate way to reflect the true income of the business, farmers are
permitted to choose between use of the accrual method or. the "cash™ method. Using,‘
the cash method, inventories are'iqnored. The growth in inventories is nlét“ balanced - o
off against other costs. Put another way, costs thaf reflect the building up‘of an
asset (inventories) are deducted from otherwise taxable income, but there i:; no.
corresponding. adjustments made for increase in the value of the asset (inventory).

As a result, certain farm operators sbuse this privilege by carefully mismatching
costs and the income gencrated by these costs, to their t.ax advantage, ' ..

Loues. which under normal (accrual) accounting proceduret would result
in gains, are created which, in turn, are used to “shelter” the wealthy investor's

nonfarm income from his taxable income,

40
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What's more, since many of these paper" losses . atuauy reflect lncuun
. in investment, - income taxes that should be paid annually at ordinny rates nre
' postponed until the sale of the inventory at which time the tax is cut in half
because capital-gains rates apply. Under these circumstances it is pouible for
- the tax-deductible costs of raising an animal to gz_(__gg the taxeble gain even thongh
the animal is sold at a profit, '
For example, a cash-basis ﬁrnr spends 3206 over a three-year period in .

. iélting a cow and charges the $200 off over the period as an expense, He then sells
the cow for $250, His real profit on the transaction was $50; yeot, since the entire
. $250 is conudered.u capital gains, only half of the $250 ($125) must be reported
is taxable 1ncono; As a result, he reports $125 in income and deducts $200 in ex-. B
’benu; over the three-year period -- hig tax returns show a $75 loss on a transaction

which iﬁ actuality yielded a profit of $50, :
o Under normal accounting techniques, the 5200 speat in raising the cow would
have been treated as an increne in imentory and would not luve Tesulted in a ..
deductible expense, Upon the sale of the cow, the capital gal’n would h;vq been
$50 and one-half of it, or $25; would enter his uxabie income. | Hence the "uccruil"
farmer uon'ud have reported $25 in income (although it was really $50) and no de- .
ductions. The "cash” farmer reported income of $125 and expenses of $200, . .
| Ioreover. the definition of: what are capital assets (and therefore aubjeot
to capital’-galn: tax rates) is stretched considerably, to the advantage of certain
" farmers. The Internal Revenue Code, for example, treats livestock used for draft,
. dsiry or broedi‘nq ﬁutpous as depreciable capital assets.
Through the use of "leveraging” (-uéh boitouinq == little cash investment),.
the idvantagel of these speéial privileges are compounded. The combined effects

~ of interest charges on the money borrowed for the farm investment and the opoiatlng
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losses, that are so easily shown through cash accounting, rosalt in phonmnal
phantom tax loues. which are m:hod out aqainlt the othor incole of lmmly
farm investors, shelterinq it from tlxation. S e . e
~Some insight lnto how v.hese apcehl privileges. are utillnd by the
‘wealthy can be found in the annual- fncome-tax return date published by the -
" Internal Revenue Service, - = : .v _ ‘
~ In 1967, for exuple. ‘there wer§ over- 1 million tax uturns filed
shoulng net !au losses, and almost 2 million reporting s net gain, - Fot those. ‘i -
taxpayers with adjusted gross- income under $50 000. the number of returns lhowing
' proﬂu from farm opotauons exceeded tho nusber showing louea. by rnher »

" substantial emounts. The ovmvhol-lng njority of uetm. opouting farmers

Lo

were in this group.

However, ynhgré adjusted ofon incomes were over $50,000, more returﬁs -’
showed losses than gains,: v In iho $i 000 000-and-over income group, only 12
returns showed profits -- touling $74.000 a- oo-pared to 101 returns clai-ing
losses -- totaling $7.6 -lllion. (Sn Table 5.)

Obviously. "nontamu" are investing in farms sololy for tax’ purposes. e
As a consequence, ihoso non!amu coupote unfairly vdth logitiute famrs. - ‘l'hey'v ’

distort the farm economy by bidding up tho price of tamland and forcing: ordinary
| farmers to compete in the market with those nho are totnlly indifferent to nhether
they receive a fair price‘ for the product or aot. -

The Treasury estimates an annval tax lou of some $800 willion due to the -
farm loopholes, By plaoing a $15, 000 lllu. juu on the smount of plmuu tax lou.:‘i
that can be appllod against other inco.o. sm $l45 000, 000 in revenue could bo
recouped, o T Lt

Both the House and the Achln'istnition tecouondtriﬁﬁnq this abuse, :
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Though the Munistratioa would qo further than tlle llouse. the basic epproeeh i:

::."che same and little would be done to eurb. the tex-lon f‘“‘ ‘b“”" m‘"’" eore. '

N B AR

under the, House and Mnlnistretlon reeomendetjont there is a possibu!ty tlm ‘,w o

lleglumate farmers would be penellzed.

N

'l'he AFL-CIO recoqnends enactuent of the lou-llnlt epproaeh couteined 1n B

S. 500. This proeedure was reconended by Senetor leteelt and endorled by L » .
bipartisan group of 26 Senatorl. 'rnu appronch is epeeuleany tauored to. tlze tax— )
- loss farmer and ensures that legitinate term operatou ulll uot be penelized. .
.. Under this approaeh. each dollar ot uoutarm iucome over 315 000 wouldﬂ
reduce the amount of farm loss that can be deducted from nontarm incone bY 31- _' Thit :

provulon would not epply to tam loues resultlnq fron taxes, interen, ,cesualty.

L drouqbt.. ‘and nle of farm property. ‘ 'rnu provlsion would not apply to femers usina - ';‘ o

the aeemal me;hod o{ accoumlng.

. The upproxlmate revenue qain under our proposal would be 3145 mlllion. . ¥ . .'

' The lbnse would utee 320 nilllon' the admluistrauon $50 milliou. S

} The tlx-exenpt status granted to certein foundations represents one of the .
uon. qlerlng exemples of how a nell-intentioued. seemlngly desirable. tax pnvilege . L
' can becone twisted. , ' e ) e . e
‘ X Ao 2 netion. we recognize that phllauthropy 13 desirnble and it should be 5
encouuged. In line with this reuouiug. indlv!dueu are permiued. uithiu eertaln )

ullte. to dednct tro- their texable 1ncome. contrlbutions to orqenizetionl ,
: established for religious. *charitable. scientific. educationel end sinihr purpotes. N

l.ikewue. tlle federal governaent grenu tax-exenpt mmu to the orgenlzeuona .

receiviug the coutribuuons. -
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ror donniono wh!oh reduco "the uxes on hls Imlnen incono. )

'-A34- .

Granting special tax prlvileqol for such contribuuonl or to such’ inituntiou ‘

raises "the same fundemental quostion as in al tox-roroivoneu tohuol. tno I

qovernnnt is rounquuninq funds it would otherwise be entitled to. and tnerotoro
s others u\m poy ] hiqhor share of the costs of governmont. 'rhul. horo there to ‘f .

' tax forgivonen. there -ust also bo an nuuranco that the nouon'n interoau oro

bolnq lorved.

Rocont invostigatlonl ihto certolu tax-oxenpt toundntlons - non-proﬁt

o orgonizations set up nud supported by uenlthy families or individuals -- have raised

some serious doubts as to ‘whether approptiuo purposes are in fact being tultilled

, vand the nation's intereu 1s being lorved.

' 'rax-exupt toundotlons havo grown phenomenally -- new ones are croppinq

. up nt the nte of some 2, 000 per yeor. "The assets ot the lomer toundations hovo ’
PR tocontly boen oniutcd at aono $20 blluon. ond oaoh ot the 27 lnrqen toundouon:

~ has nneto worth $100 niuion of more,

The ' philosophy undorlylng tho pr!vote foundotions. accordtng to a toundotion

tllo studies of the nctiviue: ot mmxoupt foundations dono by the Bou:e Co-nitm '

on Small Business have shown that in mny oasos the oppoolto oituntion provous.

That is, public tunds are boinq systmtioally used for private purpotes. 3
l-'uuy foundatiops trequontly are ulod as, 2 loans whoroby tho wooltlly can

avoid income, gift and lnhor!tnn_oe tuxos.. yet uintain control over wealth. llhon

tolilios donate conpnny siook ’t‘o' ’p'ﬂ'vnto tonﬁy-run fo‘nndnuono; !oaili control

over the business can be onured from generation to gonerauon. whllo 1nhorltonco taxes

sre ovoided. The donor can control the nnagonont "of the foundation -~ oppointing

' relatives, rourdlnq friends and onployeol. The foundntton ptovides the conduh.

?"

spokesman is "the systematic. u:e of privote funds for public purposon. " Unfortnnately. , ‘ ;




mrthemﬂ- tlﬂs control en ba parlayed to a point ullou the !onudation
‘ i ued to promote the fouudat!on owuor’s other’ business hmrnu. - l'ttbt!cos

",'_4‘::“'0 been uncovered which can be’ queuionod on tho bm: of ﬁnhit conpot!tlon.

contlict of interest, solf—douunq. "insider" arranaeunu to attoct ttdck prloos. :
v’lndsotortb. EREER B o Coe

' l-‘oundat!om, for example, can lend money to the toundor. his fanily. or the .
: tnnuy businou at preterentlal interest ntes. thus :upplying venture capital for

. the donor's other lnterens. 'l‘he Subcomlnoe's studles uoud aituatinns. where

' suppliers and buyers have nade limble contrlbutions to toundntlons. eontrolled

‘by customers, indicating underhanded pricing deau. lhat s noro. ttme orqlulzniou

can enter into deals, whereby through intricato nx nneuverinq. tlley can’ bny l
business, invest none of their own money and pay the seller more than the urket
value of the buslnen.' On top of th!s. the deal can be set’ up as o intallnnt
purchue. pemltting tha seller to ‘convert whqt ahould lme baon ordinory iucom into
prefereutlally taxed capital qatns. ‘ o e
! A Prentice-liall Bxecuuve m Ilbport. tor exmple. otfers thu advlco.

‘Have You Put a Price on Yonr Buainou? " You uy be ablo td
double it -~ by selling to o Charity, N .

. Say you're planning to sell your busimu. and you think a \
fair price would be five times earnings. “If the company earns,”
say, $101,500 sfter taxes ($200,000 before), you're probably .
tiguring on selling.for about 5500 000,  If that's the case,
. S'I'O? RIGHT THERE -~ you nay be shortchanqlnq youuelt: .

That buslneu could be worth $l 000 000 to a. t;x-»exenpt
organization: An ordinary buyer is only interested in esrnings
after taxes--that's all he gets to see. But a tax-exempt buyer
keeps a hundred cents on the doller.”  So a faif price to a
charity would be ﬂve t;n: 3200 000, or Sl .000 wo--twico wllat
you !iquredl .

33-1“ 0-69—No. 8—4
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ﬂuuy. t.]ao Repott uotn gon "l’tonin, on mgeoke and em; s euo N .' ‘:; R

" where the seller ninmm 48% muuup of .the, comntioa. "was mm in unwonopq

: and c{mngood salary.”. . L e e TR A ;‘;,1.”::_.‘

Couenting on the abuus uncovorod. a m_'nm edltorhl .added .
unothor dimension -~ that of, tho increased role of. founduzous in n.plug nauoual

~ poliey: - - . . . oyl a R R Tan st ;.}.’; .

. Since almost overyone pays income uxu. the butdon .
of exempting the income of the-foundations is borne by the
+ public at large, . Yet the public is virtually powerless to
. " influence the ways 1n which the tonndauons apcsd their
e ux—tm fodlaxs, ... . . .. iy o Soe

’

Gonerout tax treatment: u .pproprhto lor chn!t.blo orgn;zulons slnco

v E,A‘i'"'printo phtlunthropy is an inpotuat atmum to publlc proornls serving the qoah

; E‘,ot the ution. llowover. this cpechl tn:tnnt u junmablo only lt these.'

; organinuon pro in fact using the foundnions. am’ thelr ;ax-exenpt privilege. for .
,the pnbllc good and not merely. tor the prlvato -dvautsgo of e nloct mllghooloq,,tew. ;\ o

: ’l’ho Houu-paned bill nould nlpguwhuy narm the peminible acuvltiu
ol printo toundmon; dulrm to _preserve thalr tax-exempt nuu-. l.lnits A
lould bo placed on sol!—dealing between touudatiout and eontr!bntors. ond provlsions
‘are roco-ouded nhieh would roqulro dhmbutton ol t.l:éh lncou ovor a period of

Tt time, lait their private pucmu holdhm. nud qbke wro mt invoitmm of these
’onauintlonl are not Joopnrdiud by ﬂunclal specul.tiou. ‘ '.l'he Honse uould also lovy)
- ~~“a 7 5% tax on the nmumn Sncome of printo founqauoua. e S

m Mnlniuntlou Im. h tho nin. endonod tho House acuon. However,
the Aduiulurauon roco-ondl . 2% lovy on hmnnnt ucono :atl;e;‘ than the 7&%
nto mo-ondod by the House, , o
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- k poy no fedonl !noouo uxos o oll. ‘
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Tho An.-cxo rocononds tm'

(l) ﬂnonoiol tnauotloal an L] touudouon nd iu touudou. .

RO R 3 b
s e AT L

oontributou. o!noerc. dlrootors or trustou should bo prohibltod, -

e

. ono yeor ot receipt. ‘

1

(3) Foundot!ons should not bo pomlttod to own 20% or lore ot ouy ‘

allowed for presently organ!ud fouudotlous to oonply nith thu provlslon. ‘V

LR RN

4) lf a donor. nintalna oontrol ot o businoss or property btter .

it is contributed. no donatlon doduouon fro. uxoo should be lllonod unul tho '

TNy ¢

foundotiou disposos ot tlle property or tho donor'l oontrol over the proporiy
o At - R <

oods.

' prohibftoo. Foundotlon lending sl!ould be lluited to opproprioto charinblo

A RIEN: SRR

LA-

Lunctions, -

:(v» I

R .

ot toundations. S

(7) 00ngrou should oaretully oxanine the proble-s posod by tho

KRS

x e

regulation of the use of the tox-oxeupt tunds ot tounduions.

Tho ordinory nxpayor oonnot doduct ohoriublo oontxibut!ons that

- tho uuu-ltod ohorluble-oonulbntlon deduotlon - obout 100 of tho nation‘s .

ERRFEN

'l"":

(2) Fouudouou should bo roqu!rod to opeud thoir incons within »
) busineu unrolated to their ohorltoble fuuotiou -8 teuonoblo tile should be o
(5) Foundouon borrouing to buy lnvesmnt proponiea should bo _ e
(6) A linlution. snch s 40 yeoro. should bo placed on the lile k

N actual opouuons of Ionndations ond tbe neéd for so-e doqtee of tedonl R |

, exceed 30% of Ms income, Honevet. through uso ot 8 linlo-knovm loopllolo - :3“(‘ -

RIS

P

‘ molthiost tolllios escape payinq $25 niluon in uxes.‘ llany ot thoso falllies , e




‘l‘hough thc loophole alone yiolda tax buofiu to some of thc sation's
»uulthien. tllo ujor pnn ot thc ux bon-u co-cs about througb oo-biniu tlo
" unlimited-deduction giuick with nnothor looplmle < that whieh pormits the ,

contribntion deduotiou to bo based on the appncimd vllue ol aueu (typically i

';.; stocks) donatod. not the cost. Hence, no tax - not even at privileged capital- .

gain nte: - ig evor paid on tho |pprociated value- yet tho tull uount is
allowed as @ deduction from incm : o
_ " The unlinited.deduction privilege seoms stringent ‘in that it's only
nllond if total contributiom plus ineone tnxes piid in leight out of the t.eu '
procedinq yaan exceeds 90% ot w Houover. tlme critetia uro 3
‘auily -et by -any lmlthy individuuls nhou inco-o couu lron uonuxable ':
sources, 'mus lany who rely upon uate and locol bond interut, or ctpinl '
gainn. or whou taxnble lncm is shouored“ by ueanl oi‘ excnsive dopletion ,
or dopreciutlon deductions can easlly give uny l.rge perceuuges of tlnble o
incm -- gsince so little oi‘ their incm is snhjoct to tax. - _
" The Treasuty studled tho 1964 nx returns of tour malthy nou-uxplyors
and found that each had a toul incm of betnen six and ton uillion dollln B
and a uxablo income of zeto. ‘l‘heit lncmc cue alnost ontirely lro- dividends
and/or capi'tdl gains. Bach gavo lnay property clou to. or in exoess of. the ' ,
f‘ m_qg adjusted qross inco-e - property which m tor the -ost part appre- e

3 ‘ ciated stocks, upon which no capiul-gains tax was ever paid - aud in each eue.‘

.‘\’, [T . PR “4'3"‘

taxlble income and incoue tnx wero 80 _ ‘ ,
As | ruult. a nuinqu innocont uad appropriate ux-forgimms
: ptoviliou geared to encourlqinq philanthropy aervn in the nia to divart
A publie uvouues to privato use. ‘l‘he pnblxo rovonue co:t is fur out of proportion'j :

to the philanthropic goals fonnrded. and tho difteranco tlou to e privileqod v

few individuals ot extreme nulth.




.-“$.

What is uore. nndiu lmo shm thn the churltiec supported by the

contributions of the noalthy are generally quite difterent !ron those t!m

receive the bulk ot thelr contribuuonl fro- the asjority of the nauon'

' quyers. And this ev!dence ;uggostl that Congresstoual intent and the o

o nauonal tnterest in supponiuq charltable orqanizations ls thnarted.‘ )
For exauple. a 1965 Traa;ury Departnent repon showed that in the Lo
incone clagses under $20,000, over 80% of the contrlbntlons went. to rellgious PR

organintlons and charities coucerned with socul nolfaro. aneh as the

. Couunity Chest and the Red Cross. In coutrut those in the over-$l.000 000 ’

income class qave over tuo-thirds ot thelr contributiom to so-called "other . :

e orqanizauons - prlncipally foundntions. Rellgious and social-neltare )

| 'organizations like the Couunlty chen recelved less than xox ot the nealthler' T

Hﬁ"group 8. phllanthropy. - - ;

¢ ,,J Qs S v ,‘,A \ s e Ny i

The House tax—refom bill nould phase out the unllnited—cmrnahle- .

B contribution loophole over 8 fiveoyear period. Houever. the House nould also )
increase the general-charitable-contrtbution deducuon tron its current level ‘
o of 20% or 30% (dependlnq on type ot organizatlons contributed to) to 507‘, .

. the nain. the Adninlurauon hns endornd these proposals.,; ‘

i
i

'l‘he AFL-CIO recomends luedlate repeal ot the unlimlted-charltable~~ .

contribution deduction. The approxi-te revenue qain under onr proposal uould
 be $50 million. Under thg House: and_”AdnlniAsAuation .pm","‘”", $20 .'“,1.1 !on would
" be gained, : | ,

The investment-credit tax privilegé was ndded iﬂ thé Iﬁternal .Revenue'

Code in 1962 and liberauzed in 1964. ‘l‘he privilega wu enuoted as an et!ort

to spur the economy by encouuglng busineu to !nvest in new uohlnery and

‘ equipment,

¥
haH
b




. uchinu and equlplont. " The’ tull 1! cln be déductbd for ﬂxit with ux

LTS R DT I

" Under "l“ Proviliol. mum firas are pmnmod to dom; m-
the mm l-co-o mm md " uout oqual to % of the cost of new ©

llublmln llp to 525.000. ¢4 the m lhbluuu lte -ore than 525.000
~ the -smount of ercdit that can be dodnetod !n iimited to ono-founh of-.

thoir unbla Inoo-o ln otlm mrds. the only unit on tne credit is thlt

it cannot. reﬂuce the fln's tux blll by more than 25%. Lo C e ‘ ) m
" In effect tnen. tho uuon'c wrpayers are plol:iug up the tab 80 thut Y
8 printe tirs can get c discount on the costs of 1té equlplont. “.’ ERR ‘f’:?ﬂ RN

Mist's more, prior to 1964 busineuu hed t6 doduet the oredlt tm
the cost of the invesuent botore thoy uoro nloned co uriu o!t dopmhtioi.
This was chngcd in 1964 and currontly ‘the credu c-n be nlton. m tuo tnll

pnxchue price cln be writm oit ‘l’tm:. nre than 1oox of the ‘dost un be

E urltten oft uud. uke tho ol!-depleuou dednetion. lmiuary oxpouns e uud
to reduce tauble iacone. SRR ", ~‘:\’V'»’ IO C}.?'
The revenue con ‘of the credit. accordlng to the ‘frouuty, munu D .

to 33.3 buuou at current levoln ot tmlnou proﬁu aud hvoulonz. ‘l‘hu R

) $3 3 bnllon tox t’orqiveueu subsidy iuducn inctened bnt!non invcstlont

Pl

" and toed: the only major soureo of 1utlauoulry-dennd puunte !n 1969 -

while the entire’ uuional econoly is burdened with tight lonoy. unptecadonted A
iutorest rates and ot!m' qonoul)y reurlctm measures, . g e

KN

Both tho House and the Mhinmnuon reeo-ond upnl ot the erodu. - o

- 'ms 1s also the po:ition of tho m.-cm.

‘l'ho lpproxiuu rovonue qaln uould be 33 3 billlon. '

ot . ST
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" ‘te-porory IOX lurnx). P ’ A e """":.-'f ' N
‘ - The. oxe-pt!ol of the first 325.000 fro- tte MI uorpouto tu rate’ wass

I

S |

‘l‘he corponto income tox’ is a two-step atfoh'. The tiﬂt. $25 000 of - -
profit s tma n ] me ut 22% aud tho rmlmr Is weed at 8% (mlndug the o

. made p.rt of .the" Xatemal Revenue' Code in otdot‘ to help mli corporuuou:.‘ pdoew

!lowovor. the intem of this provhlon lm Mob thwaﬂed by -uy largo*

corpontioua. which have. lntenﬂomny orquuiud thmolv s into chains, to s‘belter‘;" :

P mh of their lacm from the full eotponte rate. . »7 : '

Tlm. ‘by spinning ott into subudluies. a corpouuon cn reduoo lts uus

_il'mmuy by 36 500 per luhlidllry. slqle corponuon. tor oxnplo. mn a not
 profit of . $1 million would. pny '3 tnx ot’N?S 500‘ It tlu n-o cox‘pormon éponted
‘through 40 submmm. uoh shonm 2 profn ot=325 ooo. tlo tax voul& ba cut by
" more zu.n half, . R N PARR RS rw:'»f;f R LR o
‘l‘he Trculry eulutn that the exupuon ruulta !n [ redtmion of thé tax : j
rate on corporauons generolly from 48% '.o 45.8% and ° remm ‘loss of approxlutely
$1.8 billion. The combined offect of both the % lnvemnnt credit nd tho 325 000 EERE
: oxenpuon br!ngl the e!tect!ve rate down to only 43,4% and tlw romm 1m to
7'4:0;0 $4~5 billfom. " N e L : : .
‘ loroover. this’ npeohl prlvileoo muun to 8 tax lncontive tlm oncounqu“ : -n -
'uutound co:ponte armlgmnts. ‘It also adds an olmu ot disorluinuon between ‘
~ those typu ol corporationl tlut oan easily ba sput. up to’ take admmgo ‘of the -
' smul privnoqe and tllqu that canmot, R O L '-:-»-‘:_ ’»’

As a regult, a. heu!u intendod to. lulp nau bummt alno providu

',.tax-wlndtall opportuanlea to urqo. highly protiublo oporatiolu. ',Jf ‘g‘ A

‘Both the House nd the Mustntlol raco-eud xepeal of the ﬂltlplo ﬂ

' snrux exonpuon. Thia is also tho pom,ion of tho m.-cxo. B

Appmdutu rovonue gnln: $235 auuoﬂ. ’
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mnmnm .
'rhe greatest wuve of comorm mergers in Anrioau history is now tolliny

t.hrough the economy. This great movement tonrds the concentration of economic
p,onxg,.vlm been ﬁuilding up_over t\he‘ last 20 ‘yean. It obscures the peaks of .
- the two‘p;-'evious,.corpo_gi:te merger iaves in 1899 and 1929. The number of
nigou of nininq and manufacturing ;‘cdwg‘nien zoomed from 219 in 1950 to
844 in 1960 to nearly 1,000 in 1966 and over 2,400 in 1968, according to -
the Federal Trade Commission. | .
; Not only sre the "bigs" takina over the *smalls", but liuntm are
: snnuing whales, and the "blal“ lre norniug u!th other "bigs." " Conglo-erml ‘
u:thael. with increasing !requoucy. 1nvolve partners with assota over $10
million, ,' In 1966, there were 101 ne‘rg'en involving an acquired company with
_assets in excess of $10 million, The Federal Trade Commission reported 192
- cuch ﬁtgors in 1968, with assets ot the acquired eoupanlei touling $12, 6‘
billion., The 200 largest co-pauies lcquired 70 firas in nergers in 1960,
" the m reported,
‘ As o ruuu. one out of every six tlrln that mde I-'ortnno Iagum ]
1962 top-500 1ist has completely dluppeared.

These conglomerate corporations Jron in all directions, by scquiring
companies in any industry or product-line, no matter how unrelated. . They
operate. in all kinds of different lndunries and markets. ,

The atoat merger movement of recent yean has broualn 1] al.r-lnq
lncroue An the concentration of econonlc power in the hands o! the mjor
oorpouuonn. In 1967, the 200 largeu manufacturing corporations held

N qqtrly 89 of the total assets of all manufacturing dorporntiqﬁs -

.‘;52.‘
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from ebout 48% in 1948, The 76 giant menufacturing corporations, with
assets of $1 billion or more, held 43X of the assets of menufacturing
corporations in 1968 and received 49X of the profits of sll menufacturing
corporativiis.

The concern is not with large conglomerate corporstions merely
because they are large, It is the effects which must be examined. The
" ismediate questions concern plant closedowns and impacts on collective
bargaining end the local community. Beyond this, what does the concen-
tration of economic power do to the political system and economic system,
in terms of prices, competition, efficiency and inventiveness?

These questions go beyond those that can be snswered thiough the
tax structure, They involve the anti-trust laws and the operstions of the
Justice Department, as well as such other government agencies as the
Federsl Trade Commission and the Securities and Exchange Commission. Yet
it is clesr that there are tax inducements to those who would merge and
the tax structure adds thrust to the corporste tqke~over moveamt,

* By "swapping debt for equity" (offering bonds in exchange for
stock) the acquiring firm has to pay bond interest rather than ltoeﬁ
dividends. Interest is tax-deductible; dividends sre not. Because of
this tex advantage, the purchaser can offer a bond (dgbpnture) supposedly‘
valued st more than the stock, érelting what has been labeled "funny money,"

The seller slso has a tax advantage since he pays no taxes on the
transaction until the bond is paid off, Hence, it is the nation's tex-

payers who are helping to finance the take-over.
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® If the seller receives stock in the acquiring fl;m in eichaﬁé for
his old stock, the transaction, under most circumstances is. tax-free. Of
the 352 major acquisitions that took place in 1967 and 1968, some 90X were
tax-free. The "new" firms were valued in the stock narkét; at $3 billion
higher than the ﬁrg-merged tims; .yet no taxes were paid, (

* The tax-loss "carry-over" étovislons in the Internal Revenue Code
lead to anomalous situations, where a firm s,houllnq 8 loss becomes a more
desirable partner for a merger than a proﬂtableﬁ{one; And sgain the nation's:
taxpayers are the losers. If a firm has losses, it pays no taxes.. If the .

" firm merges with a profitable firm, its losses can be washed out against the
acquiring firm's otherwise taxable income. And, 'ot course, other tax loop-.
holes can be called into play to create phantom losses énd situations similar
to the tax havens built by wealthy real-estate speculators and tax-loss
farmers. .

Moreover, other business tax privileges --; as the ™% investment credit, .
for example, and accelerated depreciation -~ help to provide many corporations
with unreasonably ‘larqé amounts of cash (depreciation allowances plu# retained
profits) after payment of iaxes and dividends to stockholders. The cash is
thus available foi‘ such ventures as those involved in the sharp rise of torején
investment and buying out other firms.

The House bill would curtail some of the financial manipulations that
encourage the rise of corporate mergers and the spread of conglqﬁera(eg. ~The
AFL-CIO agrees v;ith these proposals. Most important, under the House action
(supported by the Administration), limitations u§uid be placed on the amount -

_ of interest deductions allowed on debt used to finance _(_:qx'-p,oxat‘q' meﬂqu-ers' an'dA
acquisitions. - S '

The AFL-CIO recmmjg that such lnterqu 'deduct.i;mrﬁe completely

disellowed. Furthermore, the AFL-CIO recommends a tﬁurouﬁh lnvenigeﬁon
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be cdndumd to deteniu the extent to which th§ mmnvl; iax structure V
cout{ibn;es to the alarming trend of ‘corponta’n;rgeu end |cqplsit!ous.
) A-oug the tax provi/zlou. ihpt should be examined nre'\tuose.uuch:
bergi}: : o
. 1. Cupual-gahu taxes to be paid in installments whem stock h
excnwed for debt securities. ‘

2. 'l‘ax-treo exchanqu on corponu stock transfers made for pnrpom
of mergers and acquisitions. ' '
L f‘ 3. Corporations to Fcnrty over" the operating and cepital losses of
~ an acquired firm. ]

{ In sdditfon, the penmalty tax provisions :pplylng to excessive uounu
o! r;tniud protlts should be made workable in the lig!lt of uqoat oxporieuco.

Qubor House Proposals :

" The House bill includes oiher improvements which we consider ll;GPt
toward tax justice and which we support, Among these are: ‘

’ 1. Liberalization of moving expense deuctlon:. =

2 Tightening of the deferred-compensation loophoio.

. 3. Lisiting the tax advantages of foreignm hnlmn llcon. )

4. quulung financial intuntions to shoulder more of the tax hurden._

5. Buuinting lpochl tu breaks tor uock divldends.,




Wage or Salary

Income

$3,000
' 4,000
5,000
7,500

10,000
12,500
15,000
20.000
25,000
50,000
100,000

Assumes deductions equal to 10% o! income, -inh- standard. dodutln 0- income allewance) or standard
deduction ~~ whichever is grester. Tuble takes iato sccount the rate uttin. standaxd-deduction changes,

- and low-fncome allowaunce proposed by the House, the m and the

"~ House
Present . Reform
B
o o
- $140 $63
29 200
667 16
1,014 956
1,867 1,347
2,02 1,866
3,160 2.968
a2 417
13,368 12,604
st M8 M2

Isbic ]
FEDERAL INCOME TAX BURDEN

Pruout Law Cowpered With House Reform Bill, Treasury Propossls, asd m.-cxo Proposals
Narried Couple, 2 Depeadents

Treasury
Propossls

)
s81
253
616
1,012
1,447
1,951
2,968
417
12,604

34,892

1,300
1,822
3,0%
4,282
13,258

87,618

111
136
220
216
192
‘242
8
2,856

11
192
242
704
as6

2,

Surtax excluded.




Iable 2

EFFECT OF AFL-CIO PROPOSED REDUCTION

IN FIRST 5 TAX BRACKET RATES 70 9%,

13, 13%, 16X, AND 16X ON MARRIED
TAXPAYER FILING JOINT RETURN

V - Tax Reduction as
Texadble Present Federal Tex Under AFL-CI0 Tex 8 Percentage of

$1.00 § 10 s % $ % 8,7%
2,000 2% 220 R T TR Y
3,000 0 g K. 0 17.8
5,000 810 710 100 12.3
7,500 1,285 1,160 125 9.7
10,000 1,820 1,69 1% 1.1
12,50 2,385 2% .t 5.5
15,000 3,010 " 2,800 1% 4.3
L 20,000 4,380 4,25 1% 3.0
. 38,000 9,920 9,79 1% 1.3

50,000 17,060 1690 . 10 .8

1/ Wage and salary income less personal exemptionsa and deductions,

Note: Figures exclude 1968 surtax and do not take into account additional relief measures
which would increase the standard deduction and provide a low-income allowance,

BRE>



Weage or
Salary

- $1,000

2,000
3,000
5,000

7,500

10,000
12,500

- 15,000

" 20,000

35,000

State and local taxes m ‘estimated by the AFL-CIO Research Deptttlut. uspon
Council of Economic Adviuu studies for 196S ud Buresu of Census state and local ux dats for 1963. 1965 and

1968.

Decrease in .

 $60.00
130,00
139.50
174.45

216,50
270.35
403,00
943,40

- Zable 3
nrmwrm. STATE & LOCAL TAXES

FAMILY OF FOUR:
1963 to 1968

169,20 $67.00 + 3.6

. Increase Increase in State Federal Income 3
D _Taxes Only
$7.75  sm9.00 . -
15.50 110,00 -
23,28 132,00 + 2,08
‘«.op 168.00 +2.8
156.00 162.00 +2a -
169,20 24500,  +20
169,20 290.00 + 2,0
169.20 ‘ _axi.oo +2.1
169.20 . %800  +2s

1" oo” -

b §

- 08
+ 1.3
+ 1.9
-0.3

o

+0,8

-0.8
e LS

+ 3.0

These estimates were besed

-14.2%

Federal inco-e taxes based on n-ﬂy of four, using-the -iuh- studl:d doduuoa m appucchxe and

Ausuing deductions oqul to 10% of inem !or all other gmps

s

-

3.9
2.2

3.4

3.1
2.6
L9

0.9

0.9

Federal Income Federal Income,
SOSPHE ORI, S CGL




VE m RATES '
. . . . Etfoétlﬁ Tox Ra.
Adjusted ' Effective Tex Rate On Taxable Income
Gross Income on Present-Law ~ . - Including Excluded H.olt
: ncome . - __Of Copitl Gaime®
ot $5 X X 2
Sto. 10 - 164 ‘ '16.2
10t 20 18.1 o 17.8
20t 5 0 22,8
© 50 to 100 - 35.8 ‘ S "32.6
100 to 200 45.6 - 9.8 ,
200t S0 5.3 31.9
500 to 1,000 : 55.3 ‘ 35.8
1,000 and over 855 L ot
*  These eﬂectlve rates sre actuslly overstated -- port{cularly
in the upper brackets -- because other forms of exempt income,

. such as interest from state and local bonds, are mot taken into
account in this table. -For exemple, the Tressury Depariment
estimates that the effective tox rate on totsl income for neerly
two-thirds of those with sdjusted gross incomes of ome -ullon
dollars and over is 30X or less -- 4% of this group pay .
offcctlvc tex rate of 5% or less.

Sonrca: u.s. Treasury Department "Tex Reform Studie: nd Propouls '

Jable 4 ’

RETURNS nm AXABLE INCOKE, 1966

Februry 8, 1%9. p. 81.




JIable 3,

SELECTED DATA FROM. INCOME-TAX RETURNS
REPORTING FARN PROFITS W L(BSES

Farm Returns

Nt Prolli Ret Loss ‘
‘ ' ' Nusber of | § Amount ~ Mumber of | § Amount

Under $5,000 45,36 | $728,615 160,557 | - $163,560 -
5-10,000 502,044 | 1,560,178 mn,a7 | 410,58
10-20,000 240,493 | 1,386,520 161,340 254,104
20-50,000 50,600 | 605,232 4,44 161,673
50-100,000 6,059 | 100,476 10,023 83,326
100,000-1,000,000 1,22 25,537 4,262 85,827
1,000,000 or more 12 % 101 7,577

Source: ll S Treasury Department, Internal Revenue Servlce.
7 11 Tax Re 7
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Ishie b

ILLUSTRATION OF AFL-CIO 25% TAX ON EXEMPT INCOME

AND ALLOCATION OF DEDUCTIONS PROPOSALS ON & TMXPAYER (ACTUM. COSE)
WITH OVER $1 MILLION OF INCOME AND N EFFECTIVE TAX RATE OF .03%

Actund Case Cited by Treasury Department

A Spplicarion of Allocation of Deductions Propogal

Actual
Reported sdjusted gross fncome 3619.495
Less: pot‘onal exemption , =600
Less: itemized deductions 676,419 ‘
TAXELE INCOME \ ' _ 2,386 '
Income Tax b“‘ $383°

® Computed »s follows:

8djusted gross income

 8dd: excluded capital gains

0dd: excess depreciation on real estated/ -
Total Income .

$1,295,859 - $10,000

" $210,507

$679,405

" 605,313

31,295,859

- Deductions X ____$679.405____ = $357,352 sllowsble dedhction:

B. Application of 25¥ Tax on Exempt Income -
Total excluded income: ' ‘
Excluded capital gains $605,313
Excess deprecintion on real estate YN
616,454
Less: $10,000 -10,000
Less: disnllowed deductions ($676,419 - $357,352) - =319,067
Exempt income subject to 25% tax 287,387
25% tax on exempt fncome ' ) $71,647
Add:  tax on taxable income nfter deductions sllocated . 210,507
" Income Tax , . $383 - $202,354
Income Tax as X of Total Income 203% R =2l.6%

1/ Actual loss reported wes $22,263 -~ annlysis assumes only one-half of

this loss due to excessive depreciation.

_NOTE: 1968 surtax excluded.
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Iable 7.

ESTINATED FEDERAL REVENUE GAINS
RESULTING FRON MAJOR AFL-C10 IDOHM
CLOSING myosn.s

Looohole-Closing Provosals

1.
2,
3.
4

5.
6.
7.

B.
9‘

< 10,

11,

e

Elimination of Preferential Tax Treatment of Capital Gains
Texation of Gains on Property Transferred at Death
Dissllowsnce of Depletion after Investment Fully Written Off

Elimination of Tax-Exempt State and Local Bond Interest
and Inclusion of Federsl Subsidy and Loan Gusrantee

Elilinuvion of 7% Investment Credit

Blilinuion of Accelerated Doprociatlon on leal Estate
Except for Low- and Moderate-Income Housing ~

Limitation of Farm-Loss Deductions
Elimination of Unlimited Charitable-Contribution Deduction

-Elimination of Corporate Multiple Surtsx Exemption '

Total
Allocation 6t.Deductions§/.' $ 250
25% Minimum Tax on Exempt Incomed/ - _],500
Total . . L7330

Il taxed at current capltal-gaim ratn.
If texed at full rates.

Proposal would not apply if loopholes
eliminated.
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$6,000 < 7,000

3,100¢ 4,200%
* 1,500

100 .
3,300

om
$15,930 - 18,030
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TBSTIMONY BY SEN, LEE METCALF (D-Mont.) ON BRHALF OF HIS PROPOSAL T0

ELIMINATE "TAX-DODGE" FARMING -~ Before the Senate Finance Committee
22 September 1969 ;

My b111, S. 500, would eliminate existing distortions in the farm
economy by 1imiting to $15,000 or to the amount of "special deductions"
1isted in my d111, whichever 1s higher, the amount by which a "farm
loss® may offset nonfarm income. Special deductions are those that
would be allowed to someone whether or not he was in £ or because
1t 1s the type of deduction clearly beyond a taxpayer's control, I am
referring to such tht as taxes, interest, abvandonment or theft of
farm property, fire, storm, or other casualty, losses and expenses from
drought, and recognized losses from sales, exchanges and involuntary
conversions of farm property. Neither the Housc-passed bill nor the
Administration's proposal contain a comparable provision to protect the
legitimate farmer and rancher from being penalized for having incurred
an economic agricultural farm luss in a given year. My dill also pro-
vides safeguards to protect those just utarung out in farming as well
as those who might £ind themselves in a loss situation in a glven year,

" not by design for tax purposes but rather chance. This 18 accom-

g:iohod by a provision that allows any disallowed loss to be carried
m:g;hr« years and forward five years against past or future farm

The problem with the approach recommended by the Administra-
tion and now contained in the lkmso-z:ued bi1l except for different.
dollar exclusions 1s that it allows the tax-dodge farmer to defer any
recognized capital gains while at the same time he is allowed to con=
tinue using the full amount of his artificial losses as an offset
against nonfarm income year after year. By attempting to convert
capital gains into ordinary income rather than nip the losses in the -
bud before the tax-dodge farmer can use them, both the House b1ll and
the Administration allow offenders an easy out with just the proper
amount of tax planning. '

Revenue risurea provide some insight into the comparative effec-
tiveness of the House b11l, the Administration's proposal, and 8. 500. -
My bi11 would affect about 14,000 individual tax returns and would -
raise an additional $205 million.a year from these individuals. The
House bill would affect about 3,000 returns and when fully operative

- raise an additional $25 million annually. These revenue estimates do

not include comparative figures for corporations. I can only imagine
the amount by which the gap between the two bills would widan even

. further.

The Adminiatration estimated its 4 September pro‘ sal would

"apply to 9,300 individuals and raise $50 million annually. The Admin-

istration has already admitted that although the House bill adopts the

'same approach, the dollar exclusions contained in the House bill are

- 80 high as to Tender it ineffective.

Here is a unique oppoi't\mity'to combine substantial revenue
increases with substantial equity by restoring healthy competition to

" our farm economy. . The House-passed bill can be reshaped to serve as

a meaningful vehicle for equitable and effective reform in this area.
) A
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TESTIMONY BY SEN. LEE MBTCALF (D-Mont.) ON BEHALP OF HIS PROPOSAL TO
ELIMINATE "TAX-DODGE" PARMING -- Before the Senate Finance Committee

22 September 1969

I appreoiate the opportunity to testify for legislation that
would remove inequities between legitimate farm operators and tax-
dodge farmers -- people who engage in farming for the purpose of creat-
ing artificial losses which can be used to offset substantial amounts
of their nonfarm income. ‘

In the first session of the 90th Congress, I introduced S. 2613,
to amend the Internal Revenue Code of 1954 to provide that farming
losses incurred by persons who are not bona fide farmers may not te
used to offset nonfarm income. When I ultimately decided the
loss limitation approach as the best way to get at this proglem, one .
of the sources of information I considered was an article written by
Hendrik S. Houthakker, now a member of the Council of Rconomic
Advisors. At the time that he wrote the article, Mr. Houthakker was
engaged as a professor of Bconomics at Harvard. He concluded his
article, which appeared in the January-February 1967 issue of Challenge,
with the observation that "if this sacred cow is to be finally eliminated,
the Internal Revenue Service may need some help from the Congress.” A

I found Mr. Houthakker's discussion of possible methods to get
at this problem particularly stimulating. He stated as follows:

"If the tax laws are to be effective in this
aresa, a more sophisticated definition of farmers .
18 needed, or, alternatively, the offsetting of farm
losses against other income should be restricted. But
this restriction has to be introduced with due regard
to the interests of genuine farmers. =

"The best possibility would be tolimit the farm loss
deduction to, say, $10,000 in any one year, with provisions
to carry larger losses backward or forward to be offset
agairet earlier or later farm profits, but not against
nonfarm income. Ir. 1962 the taxpayers who claimed over
$10,000 in farm losses had an average nonfarm income of .
about $50,000. e

"Another possibility would be to treat as farmers only
those who have derived a specified fraction of their in-
come from farming during the past five years. .

"St111 another (similar to the Treasury proposal of
1963 which was rejected by Congress) would be to allow
capital gains treatment only for the amount by which sales
exceed deductions for farm losses in prior years. This
proposal, however, would not deter those who do not take
capital gains at all.” . .
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The 1963 Treasury proposal referred to by Mr. Houthakker 1s
basically the sane proposal as that suggeated Administraticn

‘officials in their testimony before the House Ways and Means (om-
‘mittee on 22 April of this year and restated again but with higher

dollar figures before this Committee on 4 September. This proposal
which has come to be imown as the Excess Deductions Account approach
1is n::tcontained in the tax reform bill under review by this
Committee. - : ' .

© In July of last year, toth the Departments of Treasury and Agri-
culture issued highly favorable “eports on S, 2613, the predecessor to
my bill, S. 500, which I reintroduced with substantial bipartisan sup-
port in January of this year. Both of those reports endorsed the
principle of my original b1ll but at the same time suggested construc-

‘tive modifications which I incorporated in the bill which was 1ntro-"

duced last Fall for discussion purposes and then reintroduced
early thiq session. , :

In order for the record to be complete on this matter here are

‘the constructive suggestions made by the Treasury Department in its

report of 11 July 1908:

"As an alternative, we suggest placing a ceiling on the amount of
nonfarm income which could be offset by farm losses in any one year. If
there were excess farm losses, they could be carried backward and for-
ward to offset farm income, but no other income, Of other years. If
part of a taxpayer's income for a year consists of capital gains, his
carryover of excess farm deductions arising from the special farm
acocounting rules would not be permitted to offset it. On the other
hand, the ordinary farmer incurring a loss would be protected under
this approach in two ways: First, by allowing a limited deduction

- for farm losses, an ordinary farmer who must take part-time or
seasonal employment to supplement his income in a poor year in his

farm operations would not be deprived of his farm loss deduciions.
Second, the carryover and carryback provisions would be available to
absord large one-time losses. In other words, the provision would,
in operation, only affect taxpayers with relatively large amounts of -
nonfarm income, that is, individuals wlio do not have to depend on
their farm income for their livelihood. ce -

"It 1s suggested that ... corporations could be covered in the
same manner as individual farmers and farms run by a partnership.”

The Treasury Department concluded by suggesting that some kinds
of farm expenses should be excepted from the disallowance provisions.
Here is the reason for that suggestion: o -

"One category of farm expenses tould include taxes and interest
which are generally deductible whather or not they are attributadble
to an income producing activity. A second category would include
casualty and abandonment losses and expenses and losses arising from
drought. These events are generally rot in the taxpayer's control
and disallowance of the loss or expense could create an undue hard-
ship to the taxpayer gince they may be catastrophic. These same ex-
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penses and losses are now excluded from the operation of section 270
which excludes losses in connection with a hobby operation."

One additional suggestion made in the report was to provide
“for an adjustment that would limit the measure of allowable farm
deductions to the taxable one-half of capital gains." :The reason for
this suggestion was to prevent the taxpayer from receiving a double
deduction against his capital gain farm income. .

The suggestions contained in last year's Treasury and Agriculture
reports together with those contained in Mr. Houthakker's article
made a great deal of sense. For example, it was clear that all con- -
cerned agreed the most equitable and effective way to get at this
problem is to limit the amount of farm losses that can be used as an
offset against nonfarm income in any one year. :

The problem which now exists is that liberal tax accounting
rules designed for the benefit of the ordinary farmer ave being
manipulated by nonfarmers. These nonfarmers engage in farming for
the purpose of creating artificial losses that they can use to
reduce the taxes they would otherwise have to pay on high-dracket
nonfarm income. The tax losses which these tax-dodge farmers show
are not true economic losses. These so-called "tax losses” arise
from deductions taken because of capital costs or inventory costs
and thus usually represent an investment in farm assets rather
than amounts actually lost. - Usually, the investment is ultimately
sold and taxed only at lower capital gains rates.

The deductions are set off againat ordinary income, while the
sale price of the resulting assets represents capital gain. The
gain 1s then usually the entire sales price since the full cost of
creating the asset has previously been deducted againast ordinary
income. In reporting on my original bill, S. 2613, in July of 1968,
the Treasury reviewed the two principal methods of accounting used in
reporting business income for tax purposes. Generally speaking,
those businesses which do not involve the production or sale of mer-
chandise may use the cash method. Under that method, income is re-
ported when received in cash or its equivalent, and expenses are
deducted when paid in cash or its equivalent. .

However, in businesses where the production or sale of mer-

~chandise 1s a significant factor, income can be properly reflected

only by deducting the costs of merchandise in the accounting period
in which the income from its sale is realized.  This means that
costs are recorded when incurred and sales when made, and costs
attributable to unsold goods on hand at year's end are included in
inventory. Under this method of accounting, the deduction of costs
included in inventory must be deferred until the goods to which they
relate are sold rather than being deducted when the costs are
incurred. Thus, under this second method of accounting, income from
sales of inventory and the costs of producing or purchasing such
inventory are matched in the same accounting period. The end result
in this type of business 1s a proper reflection of income. ‘
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The Treasury Department has historically permitted farmers to
deviate from general accounting practices to spare the ordinary
farmer the bookkeeping chores associated with inventories and
accrual accounting. In addition the Treasury has in the case of
some capital outlays permitted farmers to write them off as if they
were current expenses. :

On 5 February of this year, the House Ways and Means Committee
blished a study of needed areas for tax reform conducted by the
easury Department during the last two years of the Johnson Admin-

{stration. 1In discussing the effect that tax-dodge farmers have on
the farm economy the study points out that "when a taxpayer purchases
and operates a farm for its tax benefits, the transaction leads to

a distortion of the farm economy. The tax benefits allow an indivi-
dual to operate a farm at an economic breakeven or even a 1088 and
still realize an overall profit. For example, for a top-bracket tax-
payer, where a deduction is associated with eventual capital gains
income, each dollar of deduction means an immediate tax savings of
seventy cents" -- or seventy-seven cents with the surtax -- "to be
offset 1n the future by only twenty-five cents of tax. This cannot
help but result in a distortion of the farm economy, and.is harmful
to the ordinary farmer who depends on his farm to produce the income
needed to support him and his family. ' « .

"This distortion may be evidenced in a variety of ways: Por
one, the attractive tax benefits available to wealthy persons have
caused them to bild up the price of farmland beyond the price which
would prevail in a normal farm economy, and is harmful to the
ordinary farmer who must compete in the marketplace with these
wealthy farm owners who may consider a farm profit -- in the economic
senge -- unnecessary for their purposes.”

My bill would eliminate these distortions by limiting to $15,000
or to the amount of the "special deductiona" 1isted in the bill, which-
ever is higher, the amount by which a "farm loss" may offset a tax-
payer's nonfarm income. The $15,00 figure is reinforced by the follow-
ing observation contained in Treasury's two-year study, and I quote:
"If a taxpayer has more than $15,000 of nonfarm income, his primary
source of livelihood 1s not likely to be his farming efforts, and,
thus, he 1s not the type of farmer for whom the special ascounting
rules were devised." Generally, a farm loss would be the amount by
which farm deductions exceeded farm income in any given year. For
this purpose, as the 1968 Treasury report suggested, the untaxed
one-half of long-term capital gains attributable to farm property
would not be included in farm income. Farm deductions include all
deductions that are attributable to the business of farming. If the
taxpayer's nonfarm income 18 in excess of $15,000 in any given year,
the 1imit on his deductible loss in that year would be reduced by one .
dollar for each dollar of such excess. However, economic losses are
protected by providing that the $15,000 loss limitation will be
raised to the amount of the taxpayer's special deductions if that
amount 1s higher than $15,000.

When Assistant Secretary of the Treasury Edwin S. Cohen testified
before this Committee on 5 September he referred to the fact my dill
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is now pending before this Committee. He was then asked by Senator
Hertke and I quote: "What 1s wrong with that b111%?" Answer by Mr.
Cohen. "Well, suppose as Senator Gore said, a short while ago, there
were an actual economic loss of $50,000, suppose there is an actual
economic loas from tornado, floods, low prices, drought, any number of
factors, why should we disallow a true economic loss to the farmer or
where should we disallow it in any event at strictly $15,000 a year,

There are two observations I must make with respect to that
answer. First, if there were an actual economic loss of $50,000 from
tornado, floods, low prices, drought or any other factor beyond the con-
trol of the taxpayer under the provisions of my bill the entire amount
of that economic loss could be used to offset nonfarm income. Assistant
Secretary Cohen'’s answer simply demonstrated that he had never read my
b111. My b1ll specifically takes into account the nature of the deduc-
tions that generate a loss in a given year. It provides that if the
sum total of deductions paid or incurred in the business of farming and
which are attributable to taxes, interest, the abandonment or theft of.
farm property, or losses of farm property arising from fire, storm, or
other casualty, losses and expenses directly attributable to drought,
and recognized losses from sales, exchanges and involuntary conversions
of farm property -- if any one or all of those deductions adds up to
a figure that 1s higher than $15,000 then the taxpayer is allowed to
use the higher figure as an offset against nonfarm income. An excep-
tion is made in my bill for such deductions since they are in general
deductions which would be allowed to anyone holding farm property with-
out regard to whether it was being used in farming or because it is the
type of deduction that is clearly beyond the control of the taxpayer.

My second observation is that assuming an actual economic loss
of $50,000 caused by any of the economic factors listed by Assistant
Secretary Cohen, and assume one additional fact . . . that the tax-
payer has an sdjusted gross nonfarm income in excess of $25,000 in
that same year, it 1s the Administration's proposal that would
penalize the taxpaysr for an economic loss. Although the loss could
be used as an offset against nonfarm income the entire amount of that
loss would have to be included in the Administration's excess deduc-
tions account. To the extent of the balance in that account, what
would otherwise be a long-term capital gain from farming in a subsequent
year would be converted into ordinary income. The House-passed bill
would also attempt to recapture an economic loss by the same method
but to a lesser degree because 1t only applies to that portion of a
farm loss above $25,000 and then only if nonfarm adjusted gross income
1s above $50,000. When Assistant Secretary Cohen testified he observed
that the dollar exclusions contained in the House-passed bill render the
b1ll ineffective. '

Getting back to the loss limitation approach, my bill adopts a
cuggeation made in both the 1968 Agriculture and Treasury reports as
well as in Mr. Houthakker's article. If the farm loss in any glven year
1s greater than the allowable amount, it would be carried backward
three years and forward five years to offset farm income of those years.
This safeguard is in the bill to protect new farmers who are sincerely
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interested in farming but who understandably might be unable to turn
an economic profit in those years. . S o

My bill also provides that a taxpayer may treat a nonfarm
business as a part of his farming operation if it is related to and ~ .
on an integrated basis with the farm business. Some recent inquiries
about this provision indicate that there are those who would attempt
to use it to offset some artificial farm losses arising from the farm
tax accounting rules against ineome earned in another business.

This provision is not intended to allow a business to be considered

as related and conducted on an integrated basis with the farming
operation unless it consists of the processing of a product raised in
the farming operation., Furthermore, it is only equitable that to
qualify to elect this provision, the sale of such processed product
should produce a substantial portion of the total receipts of the
over-all operation. Moreover, this provision is intended only for
purposes . of measuring the size of the "farm loss" to ascertain. ,
whether certain deductions are allowable., This provision is not meant
to allow the nonfarm business to be treated as a farm operation for the
purpose of adopting accounting methods, the filing of estimated tax .
returns, or the filing of final retwrns, and the like.

The House-passed bill and the Administration's proposal both
adopt the proposal contained in S. 500 which would exclude from the
application of any limitation, the taxpayer who 1s willing to follow
with respect to his farming income, accounting rules which.apply
generally to other tdxpayers; that 1s if he uses inventories in deter-,
mining taxable income and treats as capital items -- but subject to .
depreciation in cases where other taxpayers would take depreciation
-- all expenditures which are properly treated as capital items rather
than treating them as expenses ly deductible in the ocurrent year.

My b1ll has gained substantial bipartisan support in both the
House and the Senate. Twenty-six other Senators, including three
members of this Committee (Senators Hartke, MoCarthy and Harris) are
cosponsors of S. 500, At last count, the loss limitation approach
contained in the bd11l had been specifically endorsed by members of at
least thirty different Congressional delegations. ~ ‘ ,

Aside from C essional support the method of approach taken
in S. 500 has the.full support of all those who are sincerely in-
terested in the working farmers of our Nation. FPor example, the
National Farmers Union, the American Farm Bureau Federation, the.
National Grange, the National Farmers Organization, the National Council
of Farmer Cooperatives, the National Associztion of Wheat Orowers, the’
Cooperative League of the U.S.A., the National Association of Parmer
Elected Committeemen, the Parmland Industries Cooperative, the Mid-
Continent Parmers Association -- formerly imown as the Missourl Parmers
Association, the Farmers Orain Dealers Assoclation, the AFL-CIO, .the
Industrial Union Department of the AFL-CIO, the United Steelworkers,
the South Texas Cotton and Grain Assoclation, Inc., and the Amalgamated
Meat Cutters and Butcher Workmen, have all called for a limit to be
placed on the amount of artificial farm losses that can be used as an
offset against nonfarm income. ' '
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Contrast this type of support with the testimony of the National
Livestock Tax Committee before the House Ways and Means Committee some
. 8ix years ago. This 1s what the National -Livestock Tax Committee had
to say agout -the excess deductions account ajproach in'1963 and I - .
quote: "We cannot say whether it would work or would not, but it is. .
the most modest approach that has come to our attention.” ‘

. Well, that sort of grudging praise coming from an organization
that has been fighting tax reform in this area every step of the way
made me take a hard look at the EDA approach when I first considered . -
ways to get at this problem without hurting the legitimate farmer.

- The basic problem with the EDA approach is that it allows the
tax-dodge farmer to defer any recognized capital gains until he chooses
to sell and at the same time, allows him to continue along his merry
vway each year using artificial farm losses as an offset against non-
farm income. With proper tax planning the balance in the excess
deductions account can be milked dry by the time the taxpayer decides
he 1s ready to recognize long-term capital gains. Such a proposal
vwill not remove any of tiae incentive from existing clients of cattle .- .
management firms such as Oppenheimer Industries. Instead of catching
the tax-dodge farmer with his hand in the cookie jar by limiting pre~ .. .
mature deductions each year, the EDA approach lets the tax-dodge - -
farmer put us in the position of having to refill an empty Jjar.

Farm operations carried on by corporations usually are not sep-
arately reported on the corporation tax return. Consequently, data
concerning the number of corporations and revenue effect with respect
to corporations could not be determined with respect to either the
EDA approach or the loss limitation approach. R

However, I do have revenue figures that provide some insight into
the comparative effectiveness of the House bill, the Administration's
proposal, and 8. 500. At my request the Chief of Staff of the Joint
Committee on Internal Revenue Taxation, Laurence N. Woodworth, has .
provided me with the following statistlcs. o :

My b111 would affect in the neighborhood of 14,000 1nd1vidga1 :
tax returns. It is estimated that 1t would raise an additional $205
million a year from these individuals. The number of returns affected
by the "Bxcess Deductions Account” provision of H.R, 13270 1s estimated
to be in the neighborhood of 3,000, By 1979 the estimated increase .in
tax liability under the ferm provisions of the House bill are as -
follows: excess deductions account, $10 million; depreciation re-
capture, $5 million; holding period of livestock, $5 million; hobby
losses, negligible; for a total of $20 million by 1979. It 1s estimated
that sometime after 1979 the increase in tax liabllity ascribed to the
excess deductions account provision would increase an additional $5
million. So we are talking in terms of increased revenue under the .
House-passed bill of $25 million a year as opposed to $205 million
under S. 500. These revenue estimates do not include comparative
figures for corporations. We can only leave to the imagination the
Mﬂ; by which the gap between the two bills would widen even

er. :

1
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The Administration estimated on 4 September that 1ts modified
EDA rule "would apply to only 9,300 individuals" and that the long-
!?B;l%e revenue effect of its farm loss provisions would be $50 million,

t111 a far ory from the amount of revenue that could be raised by
;quitably and effectively dealing with this problem, - - - :

Elimination of the exception for livestock from the deprecia-
tion recapture rules was analyzed in detall several years ago by the
President of Oppenheimer Industries, General Harold L. Oppenheimer. .
(eneral Oppenheimer has been described by Time magazine as the
"Bonaparte of Beef". He has authored three books for the cattle

dustry, Cowboy Arithmetic, Cowboy Economics and Cowboy Litigation.

1n
1 have been informed by his Washington representative that a fourth

book, Cowboy Politics 1s now in preparation. Here 1s what the :
General had to say in 1966 in his .ook, Cowboy Economics, about the
epreciation recapture provision that has since been adopted in the
ouse-passed bill: . . . :

"Members of Congress and officials of both the old and the '
new administrations have suggested that where accelerated deprecia-
tion 1s taken, on any subsequent sale, the portion of the capital
gain which represents the recovery of previously taken depreciation
should be treated as ordinary income. This 1s essentially the
dystem now used in Canada. :

X "Evaluation. This plece of legislation is undoubtedly going
to get passed within the next year or so, alth 1t was deleted
by the House Ways and Means Committee from the 1964 Tax Bill. - .
However, as far as btreeding herds are concerned, this is a matter
of relatively little significance. Duwring the first two years of
a purchased breeding herd, the culls sold from the herd on a
dapital gain basis are very unlikely to exceed the depreciated
value by more than a few dollars. During the third and fourth
years, this could be a matter of some importance in the sale of
culls but without an appreciable percentage effect on the overall
ploture. During the fifth year, most of the animals with an
original capital base will have been sold and the herd will consist
almost entirely of animals born to it at no cost basis, so the
effect this legislation would achieve would then be zero."

General Oppenheimer's book, Cowboy Litigation, contains an
nteresting chapter , "Tax Play in Race Horses." Here are some of
he observations contained in that chapter. o

. "The tax aspects of the horse business are unique,'tm't in
most instances, parallel the cattle business . . .

"Stud fees paid by the owner of a mare are currently deductible
or they can be capitalized and depreciated over the life of the
foal. Unless the breeder 1s in a loss position and concerned about
a so-called hobby loss, it would be better to expense the fee. . .

61 "Depreciation can produce considerable tax benefits as with
cattle. . .

"Animals held for breeding are treated the same as other live-
stock such as cattle. . . )

2
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"Continued losses are a problem and always subject to scrutiny.
« o o Breeding, racing, and the showing of horses have always been
suspect, particularly when conducted by a high-bracket taxpayer that
endeavors to write the losses off ag:imt other income . . « As
with cattle, the decision turns on the subjective motives and
profit potential of the owner. . . Country estates and small opera-
tions are in the face suspect. The more attention paid to the
business and the professional manner in which the business 1s

operated are all plus factors.” «

I shall turn now to some of the more common allegations made
by those who oppose my bill. For example, there are some who say
that the bd111 would force farmers to use the accrual system of
accounting; that the bill would prevent the successful farmer or
rancher from engaging in nonfarm operations with outside income
for fear of losing his right to deduct farm losses; that the bill
would discourage the flow of outside money into ranching and
farming operatiorsand so on.

I have repeatedly denied these allegations. Statistics
reveal that there are a comparatively few taxpayers who enter into
farming as a tax-dodge device. The 32-pags report, "Statistics

of Income -- 1967, Preliminary, Individual Income Tax e ror
blished on 14 Jan of this year reveals that ere
fuAble  were approx ely usand| individual income returns filed

that reported a net loss from farming. My bill would affect in

the neighborhood of 14 thousand or slightly less than 2 per cent of
those returns. This is statistical evidence that my bill will only
affect the tax-dodge farmers who are currently distorting the farm
economy.

In discussing statistical evidence of this problem, the
Treasury's two-year study, published on 5 February of this year,
points out that a growing body of investment advisors is currently
advertising that they will arrange farm investments for high-
bracket taxpayers to enjoy deductions on dollars that are really
spent to acquire capital assets. It is because of that kind of
advertising that people are being drawn to farm "tax-loss”

. 8situations.

Just last year I saw an ad in a magazine called the Airline
Pilot that read in part -- "Own a citrus grove using tax dollars
as your total investment, . . ." The ad was headed "Tax Shelters
for 1968." You can pick up the Wall Street Journal on any given
day and find ads of this type. For example, the other day I came
across one that read in part: "Pistachio Nuts, The Green Nut with
the Golden Future . . . Outatanding opportunity for land invest-
ment and Pistachio nut tree planting program. . . Most of growing
costs deductible."”

As T evaluated each of the proposals pending before this Com-
mittee, I must admit that I have become even more convinced that the
fairest and most effective way to get at this problem is to adopt
the loss limitation approach contained in S. 500. Here is a unique .
opportunity to scale down the long run revenue loss that results .
from the sum total of all the provisions of the 368-page House bill
while at the same time we increase substantially the equity of our

tax laws through a healthier farm economy. o o4 s
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SUMMARY OF THE STATEMENT OF THEvAMERICAN HORSE COUNCIL, INC.

1. The American Horse Council, Inc., an organization of some
200,000 members, consisting of most of the major horse
associations in the United States is unalterably opposed

. to the farm tax provisions contained in Sections 211, 212
and 213 of H. R. 13270,

2. These provisions, if enacted into law would constitute
a serious threat to much of the $12 billion horse industry
in America. .

3. At stake in that industry are (a) the interxests of the
187,000 young boys and girls in 4-H horse projects (b) the
well being of thousands of horse breeders-farmers who
have no special federal subsidies (c) the investment of
capital in rural communities which has created many
thousands of jobs for the people of these areas making
it possible for them to stay out of our overcrowded cities

(d8) the horse racing industry which returned $427 million
to the 30 states where parimutuel betting was in operation
in 1968 and (e) the school.scholarship programy hospitals,
police and fire protection, new parks and play grounds
that these millions make possible. ‘

4. Congress has always championed incentives for the farmer.
Since 1915 it has fought for the right of farmers to use
the simplified cash method of keeping books. As recently
as 1962, Congress specifically exempted livestock from
Section 1245 - the depreciation recapture rule applicable
to personal property.

5. The problem arises today because much publicity has been
focused upon what is said to be a great “loophole" in the
“law. Yet the proposed remedy contained in the farm pro-
visions of H.R. 13270 would raise only $5 million in 1970,

This constitutes only 3/1000 of 1% of the $154 billion in

taxes collected by the Federal Government last year. Further-

more for the past 3 years the number of returns showi;;
farm losses declined at the rate of 25,000 each year.

The pr problem is thus insignificant compared to the overall
problem of collecting billions in taxes and closing giant
loopholes.

6. We believe the answer lies not in new legislation but in
more strongly enforcing the present law such as Section
165 which prohibits the deduction of all farm losses
unless a farm is being operated *for profit."

(4
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Thruston B. Morton, President, and George A. Smathers, .
"General Counsel, submit the following statement on behalf
'Of the AMERICAN HORSE COUNCIL, INC.. . ' |

I. INTRODUCTION

The American Horse Council is an organization of some 200,000
people who have joined together in the common goal of pro-
moting the intereats of the butgeoninq horse industry of
‘our nation. It was formed to define and implement programs .
to meet the immediate and long-range needs of the industry
particularly those concerned with medical research; studies }
in regard to its economic impact and contribution; and
familiarizing the government and the general yubuc with

the industry.

The cohesive factor in the membership of our organization

is horse ownership and a direct 1nteres; in the horse indus-
try; our ranks cut a wide swath across our country's economic
scale, both individual and businesses. Among the associations
that have joined in forming the Council are the American
Andalusian Association; the American Hackney Horse Society;
American Horse Shows Association, Inc.: American Quarter

Horse Association; American Saddle Horse Breeders Association;
Appaloosa Horse Club, Inc.; Arabian Horse Club Registry of
America, Inc., Morgan Horse Club, Inc.; National Association

of State Racing Commissioners; The Jockey Club; The Pinto’ :
Hoxse Association of America, Inc.; The United States Trotting .
Association; Thoroughbred Breeders of Kentucky, Inc.; and
Thoroughbred Owners and Breeders Association.

A. The Horse Industry

It is estimated that there are approximately seven million horses’
in america., The industry has lived through a virtual revolution
in the past 25 years. It has now become a major factor in our
economy. According to the Department of Agriculture, horse
owners spend $5 billion a year just for items sucii=as
feed, drugs and equipment. . b" ‘
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Added to that are the moneys generated by breeding farms, payrolls
for allied industries such as the manufacturecs of saddles, horse-
shoes, trailers, boots, hats, etc. Additional millions are spent
in travel costs to attend horss shows, racing, rodeos and other
horse events. The Department of Agriculture has estimated the size
of the total horse industry at $12 billion.

B. Contributions of the Horse Breeder

At the heart of this great industry is the breeder of horses. With-
out him, we would not have witnessed a five million head increase

in the horse population in the last quarter century. And without
his continuing operations in the future, the industry would slip
back into the deteriorated condition ‘it found itself in during the
early 1940's,

Horse breeders are often glamorously portrayed as men of great wealth
-~ owners of luxurious stables and million dollar studs.

On the contrary, the average kreeder of horses -~ race horses,
pleasure horses, quarter horses, trotting horses, children's ponies
-~ this average breeder more closely fits the mold of the average
farmer, '

For in fact, the horse breeder is a farmer. The product of his work
-- like farmers who till the soil and those who breed livestoc

is subject to all the vagaries of weather, market fluctuations and,
perhaps most importantly, the unpredictability of his crop. One
wrong decision during a four year interval can spell disaster for
him, just as it can for other breeders of livestock. There's no
sure way of knowing in advance which of his foals are going to fall
victim to disease or injury or some late developing physical dis-
ability. 1In good times and bad, he has to continue to buy feed,
fence posts and fertilizer. .

The farmer who breeds horses doesn't enjoy price supports from the
Federal Government; he doesn't share in incentive payments such as
those afforded to the sheep industry; unlike the dairy and beef
industries he has no protection from excessive foreign imports.

The horse breeder has asked for no subsidies from the Federal Govern-
ment. And he has none. Yet, along with other farmers, he feels the
pinch of the skyrocketing costs of farm production.
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The citizen who devotes his life and money to breeding horses is
making a contribution to the well-being of rural America. He is
providing jobs, purchasing power and healthy recreation for our
people. He is supporting the 187,000 young boys and girls in 4-H
horse projects. He has helped to transform dying rural areas into
vibrant places to live and work and raise a family.

In the last several weeks, we have heard the term "outside capital®
in farming maligned. It has been used interchangeably with *tax
gimmickry". We need to remember what capital invested in horse
breeding, pure bred livestock operations, and crop improvement has
meant to communities where it has been invested.

Henry Matthiesson remembers. He and his father have been cattle
farmers in the Blue Ridge Mountains for the past 43 years. He has
seen new capital come on the land and make it better -- better for
farming and better for the people who live and work in the valley
they call home. Here is the way the former president of the American
Hereford Association described it to the Ways and Means Committee:

"I look back on the origins oi the farming
community in which I have lived. There are
perhaps a half dozen large farms in the small
valley today:; this, in place of perhaps 20 or
25 farms forty years ago. Most of that land
was in the hands of banks in those days, and
lying unfarmed. Today, there are perhaps an
average of four to six farm families working
on each of those farms, making a regular,

. secure living, and these farms are responsible
for much of the prosperity of business in the
neighboring cows.nities. Much of that valley was
an overgrown w'.lderness, 'farmed out,' when we
came there, wicth none of the modern machinery
and know-how that is available to it today.
Someone put money in it forty years ago, or it
would still be marginal support, That application
of capital did not wreck that farming community
or drive people out of it, it preserved the
community and the people and made it better."
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C. th rse Racing Indus

The owners and breeders of race horses are making a unique contri-
bution to our economy. Like all other horsemen, they enjoy no
federal subsidies. On the contrary, they are subsidizing substan-
tial tax revenues in the 31 states where a parimutuel betting system
is in operation.

In Illinoig, for example, horse racing returned $40 million to the
State treasury in 1968. 1In New Jersey the figure was §$34.4 uillion;
California $57.3 million; and New York $155.7 million.

These moneys support schools, scholarship programs, hospitals, police
and fire protection, new parks and playgrounds. They help make the
community a better place to live.

Take those millions out of a state's treasury and one of three things
must happen: Either state ad valorem taxes will have to go ups or
the Federal Government will have to increase state aid programs; or
the quality of life will suffer.

This state tax revenue is always substantially greater than the total
purse winnings of horse owners and the income to race tracks com-
bined. 1In thoroughbred racing last year, total tax revenue exceeded
total purse distributions by $160 million.

The cost of maintaining all thoroughbreds in 1968 was greater than
all purse distributions by approximately $193 million.

It is apparent then that the horse racing industry is largely subsi-
dized by the owners. Because of their willingness to invest in such
a high risk venture, state and local governments can do more for their
people.

II. THE CONGRESS HAS ALWAYS SUPPORTED FARM INCENTIVES

Historically, the Congress of the United States has always recognized
these values that farming and ranching contribute to the betterment
of our society.

congress has also long'been,aware that our oldest and largest industry
has not yet found its place in the sun -- that farming has not shared
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in the prosperity of oui.' economy generally. Congress has, therefore,
deliberately written into the law cextain provisions which it folt
were essential for the farming and ranching industries. .

For example, after capital gains provisions were added to the Code
in 1942, the Treasury Department, concerned as always only with the
amount of revenue returned to the government, tried for nine years
to exclude breeding livestock from property that would qualify for
capital gains treatment.

Restrictive Rulings were issued by Treasury in 1944 and again in 1945.
Notwithstanding a 1949 Court of Appeals decision to the contrary,
Treasury persisted. However, the Conference Cowmittee of the House
and the Senate meeting on the Revenue Act of 1950 directed that the
Treasury follow the Court's ruling.

The following year, in 1951, the Congress, after deliberation, speci-
fically applied capital gains treatment to livestock held for 12 wonths
or wore for draft, dairy or breeding purposes.

When the Congress amended the so-called hobby law in 1954, it recog-
nized that the provisions written into the original amendment ten
years earlier could “penalize bona fide business and enterprises.®
The Congress excluded, therefore, certain costs from computing the
basic $50,000 loss figure, among which were those costs that farmers
have traditionally been permitted to expense or capitalize.

In 1960, Congress added soil and water consarvation, and in 1962,
land clearing, to those costs which a farmer can expense or capitalize.

Also in 1962, when Section 1245 was added to the Code, Congress
deliberately provided that livestock would not be subject to the
recovery of depreciation rules.

A. Cash Accounting

Perhaps in no other tax area has Congress demonstrated greater concern
for the farmer than in its insistence down through the years that the
farmer may use a cash wmethod of accounting.

Congress has always recognized that the accrual accounting method
would impose new and complex difficulties and significantly greater



-6 -

costs on the farmer who is already besieged with an almost untenable
burden of ever higher production costs, and low prices for his
product.

Congress has, therefore, always fought for the cash method for farmers
to help him avoid the necessity of keeping elaborate books and records
and the almost impossible burdens of maintaining inventories and
properly allocating costs.

Farmers have historically managed their farm operations on a cash
basis. The Congress has long recognized this practice as a fact,

and 54 years ago, two years after adopting the Sixteenth Amendment

to the Constitution, which authorized the personal income tax, approved
the Treasury regulations authorizing the right of farmers to operate
their farms on a cash basis.

In fact, up until 1958 the Treasury required farmers to use cash
accounting, if they did not keep complete and precise records.
Treasury Regulations further say that the farmer is among those tax-
payers who are not expected to keep detailed books of account.

The Treasury Department recognizes the difficulties that an accrual
system poses for the farmer. It has, for example, set out in th
RCjulations how gross profits of a farmer are o be ascertained.

It has permitted an exception to the general rule and allowed the
farmer to inventory his animals held for draft, dairy and breeding
purposes along with those heid for sale.?2 It has provided special
inventory valuation methods for farmers.3 ‘

Por the past eighteen years, the Congress has steadfastly resisted
numerous attempts by Treasury Department officials to require farmers
to give up the cash method.

When Congress acted in 1951 to assure that breeding livestock could
qualify for capital gains, the following language of the Ways and

1 gec. 1.61-4
2 gec. 1.61-4 (b) (7)

3 Sec. 1.471~6. (A farmer on the cash method may not inventory:
one on the accrual method must. (See 1.61-4(b) )
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Means Committee Reporé was emphatic in its insistence that Treasury
not force the farmer to give up tne cash method:

“"Your Committee believes that the term 'livestock’
should be given a broad, rather than a narrow

interpretation; and that the gains from sale of
livestock should be computed in accordance with
the method of livestock accounting used by the

taxpayer and presently recognized by the Bureau
of Internal Revenue." .

The Senate Finance Committee was also unequivocal in laying down:
guidelines it expected Treasury to follow:

“Your Committee believes that the gains from sales

of livestock should be computed in accordance with
the method of livestock accounting used by the tax-
payer and presently recognized by the Bureau of -
Internal Revenue.®

Pollowing this action by the Congress, the Secretary of the Treasury
sent a letter to the then Chairman of the Senate Finance Committee,
Senator Walter George of Georgia, requesting that the Congress approve -
legislation giving the Department the authority to require farmers

to adopt the accrual method. Senator George and the Committee refused
to accede to the Treasury request and.took no action. '

In the President's Tax Message to Congress in 1963, the matter was
again brought up. The Treasury Department, in its appearance before
the Ways and Means Committee that year, urged that farmers who made
over $15,000 in non-farm income be required to establish an "Excess
Deductions Account," made up of farm losses less gains. Gain from
the sale of capital assets would be treated as ordinary income to the
extent of the amount in the account. The effect of this proposal
would have been most onerous to the small cash method farmers.

The Treasury was once again notably unsuccessful in changing the

long-held position of the Congress about this matter. The Ways and
Means Committee refused to act.
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III. THE PROBLEM TODAY

Today we f£ind these farm tax provisions once again under attack.
It is said that some people are abusing the law -- that they are
putting money into farming as a "tax gimmick" -~ scavenging, so ‘o
speak, on the cash accounting method and other provlsions congre s8
has authorized to help the farmer. .

i

It is heing said that this conétitutel a qreat "loophole" in the

tax laws; that this so-called "loophole* should be closed not by
attacking the "tax gimmick operator," but by changing the whole
system of farm accounting which COngress has consistently fought to .
preserve.

At the outset, we should ask ourselves how big 'is this problem that
some say requires extreme remedies in order to cure? The Federal
Government collected a total of $154 billion in taxes last year,

The largest estimate of revenue loss that this particular problem
involves -~ $145 million -- was made by Mr. Surrey. If we accept .
his estimate, it amounts to less than 1/10 of 1% of the total revenue
collected. The spokesmen for the new Secretary of the Treasury
estimate that his proposal to solve this problem would raise $10 million
in 1970. This comes to less than 1/100 of 1% of the total revenue
collected. The proposal passed by the House of Representatives would
increase revenues by $5 million in 1970. This represents 3/1000's

of 1% of the total revenue collected.

Furthermore, in the last three years the number of returns ahowing
a farm loss declined at the rate of almost 25,000 each year.

We submit, therefore, that this is really an insignificant problem
when compared with the overall problem of collecting billions in

taxes and in closing giant loopholes. The Surrey proposal pointed to
only 2,600 tax returns of wealthy people as the maximum that could be
involved. We say could be, because no one has ever claimed that all
of those are "tax gimmick" operators, rather than honest, hard-working
farmers and ranchers who suffer losses in the legitimate pursuit of
improving horse breeds or cattle breeds or crops. :

A. What is the Answer?

But even if, out of three million farmers, these 2,600 were all
violating the law -~ the question arises as to what we are going to
do to stop it. Do we change the laws which Congress has insisted
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upon for the benefit of the farmer for 54 years? Do we thus jeopar-
dize the already precarious position of agriculture? Has farming
reached such a level of prosperity that we should take away any:
advantages it may presumably have? We don't think so. We believe
that this Congress should and will think as have the other Congresses
of the past; that is to say that this is a minor problem that the
Treasury presents; that the farmer should not be pilloried and

- abuged; that the law should renain as the Congresses of the past
intended it to be.

We recognize that every law the Congress writes -- and particularly
tax laws ~- are in time circumvented and abused by a few of the astute
and ill-intentioned operators. But we don't think, to quote the
‘ancient aphorism, "we should burn down the barn to catch a few rats.”
We believe that the answer lies in enforcing the laws already on the
books. .

We believe that these people who allegedly engage‘in,farming to
scavenger on the traditional and essential farm provisions are not
covered by the provisions of the law under which they operate. Most

of them would fail the "intent tests" spelled out in Sections 1231(b) (3)
and 165.% There is no doubt that the Treasury Department can move
effectively against questionable farm losses. In fact, such losses

are now being questioned by the Internal Revenue Service in 47 cases
presently pending in the Tax and District Courts under Section 165.

Some of these “tax gimmick" operations are also subject to regulation

as investment contracts by the Securities and Exchange Commission.

The SEC has already asserted its authority in similar venturea involving
beaver, mink and fox.

Therefore we believe it would be a far wiser course for the government
to move vigorously under present law against violators of those laws.
To change these laws, as proposed, would be to punish all three million
farmers in America for the wrongdoing of a few.

4 Under 1231 (b) (3) livestock must be held for one year for draft,
dairy or breeding purposes. If they are not held for one of those
purposes they do not qualify for capital gains,. Under Section
165 a farm must be operated " for profit" in order for losses to
be deductible.
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V. A TIVE REMEDIES ADVANCED 70 OB
Let us examine what is propoaed as tenediol for this ptoblem:

A. The Surrey proposal would limit to $15,000 per year the
amount of farm losses that could be offset against non-farm income
by any farmer who did not adopt the accrual method and capitalize
all costs which can now be expenaed or capitalized at the taxpayer's
option.

B. The Metcalf Bill (S. 500) also applies to any farmer who
does not adopt the accrual method and capitalize all costs which can
now be expensed or capitalized at the taxpayer's option. Farmers
who do not comply with these conditions would lose their right to
offset farm losses against non-farm income on a dollar-for-dollar
basis to the extent that non-farm income exceeded $15,000. Thus, a
farmer having a $30,000 non-farm income, could deduct no fatm losses
against his non-farm income.

C. The Miller Bill (S. 1560) simply disallows all farm losses,
{except those attributed to a casualty or research) to any farmer
who does not derive at least 2/3 of his total net income from farming.
It applies irrespective of whether the farmer is on the cash or accrual
method.

D. The Treasury Tax Reform Proposals of April 22, 1969, would:

(1) Make the accrual method and capitalization of expen-
ditures such as for soil and water conservation,
fertilizer, and land clearing costs (which can now
be expensed or capitalized) the standard for deter-
mining farm losses which must be included in the )
computation of “preferences" under the "Limit on Tax
Preferences" proposal. Cash method farmers would
have to recompute their losses on the accrual method
and the difference would constitute "preferences."
Farm capital gains could not offset farm losses in
the determination of “preferences.” (Under the *Limit
on Tax Preferences" proposal, a taxpayer can claim
certain exclusions and deductions now allowed in full,
only to the extent that such "preferences" do not
exceed 50% of his total income. In other words, such
preferences would be taxable to the extent that they
exceeded his income subject to tax from all other
sources.)
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(3)
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(5)

(6)
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Livestock was excluded from the depreciation recovery:
provisions of Section 1245 when the law was enacted
in 1962. This exception would be removed, meaning
that gain on the sale of livestock to the extent of
prior depreciation taken would be tteated as ordinaty
income. .

The holding period for livestock other than race horses
would be extended from the present one year to the -
shorter of two years or 2/3 of the expected useful
life before sales could qualify for capital. gains.

Race horses would qualify for capital gains only if
(a) "in the hands of a breeder* they had actually been
bred or (b) they were used “in the racing businese“
for two or more years.

Farmers on the cash method would have to establish an
Excess Deductions Account (BDA). All losses in excess
of $5,000 would go into the account. The account

would be reduced by net ordinary farm income in subse- -
quent years. The pzoceeds of the sale of capital assets
would bhe treated as ordinary income to the extent of
the amount in the account in the year in which the sale
is made; for example, a taxpayer loses $100,000 in 1969.
$95,000 goes into his EDA. In 1970 he sells off live-
stock which would ordinarily give him a capital gain

of $200,000. $95,000 is treated as ordinary income

and the $105,000 is capital gains,

Under the Hobby Law (Section 270), certain deductions
are disallowed when a taxpayer incurs net losses in
excess of $50,000 for five consecutive years. Treasury
recommended that the time period be changed to “any
three of five consecutive years."
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E. .Hous ~passed bill, sections 11 21 and 13 of

;3;70, wogld grovide gs £ol;ow

(1) A new hobby loss ptoviuion (Section 270) would disallow
the deduction of all legitimate expenses from any business activity
carried on "without a xeasonable expectation of proﬁ.t."l

Heretofore. the law has’ always been based upon the |
"intent“ of the taxpayer to make a profit. Under this new provision,
the IRS will be permitted to decide whether the taxpayer's intention
was reasonable. This would be a dramatic¢ departure in the law and
one that would cause undue hardships, uncex:tainty. and neceuitate
costly and time-consuming litiqation. ! :

(2) An Excess Deductionn Account . (BDA) wnl be required
to be established which will cause taxpayers to report as ordinary
income what would othexwise be classified as capital gain. This
change in the tax rate could be the difference between a 25% and a
70% bracket. All taxpayers who make in excess of $50,000 in non-
farm income and whose farm losses exceed $25,000 will be required
to establish an Excegs Deductions Account. -Losses in excess of
.$25,000 would be entered in the BDA., To the extent of the amount
in the BEDA, capital gains from the sale of farm assets would be
treated as ordinary income. In effect, this could increase a horse-
man's taxes by almost 200% under thc present law.

( (3) Depreciation claimed for livestock would be “recaptured"
when the animal is sold. ' Thus, gain on the sale of livestock would
be treated as ordinary income, . rather than capital gain, to the
extent of dapteciation deductionl prevloualy claimad.

(4) Livestock would not qualify for capital gains treat-
ment until it was held at least one year after the animal normally
would have first been used for draft, dairy, breeding or sporting
(such as horse racing) purposes.
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F. The Treasury Department proposed to the Senate
Finance Committee on September 4, 1969 that the
- farm provisions of H. R. 13270 be amended as follows:
(1) That the Excess Deductions Account-rules apply
to any farmer whose non-farm income exceeds $25,000 and whose
farm losses exceed $15,000, In such a case, all farm losses
should be included.in the E.D.A.

(2) The term “profit" in the proposed new hobby
loss provision should "be specifically defined to include °
not only immediate economic profit but also any reasonably
anticipated long~term increase in the value of property.”

V. THE PEQPOSBb ggugg;zs WILL HURT. TQEVAVBRAGE FARMER
All of these. proponals fall .into the following categories:

(a) threat to the cash method of accountingy

-(b) limitations on the option to axpenae or
capitalize certain costs;

(¢) restrictions on Section 270, the hobby law;

(d) limitations on non-farm income _ . :

i

Let us look briefly at each of these categories.‘

(a) oOur response to the attack upon the cash method farmer
.. is that the issue for the past 20 years has been
- between the technicians down in the Treasury Department
who obviously want to increase tax revenues, and the
Congress of the United States which looks at the broad
spectrum of what is best and, indeed, what is eauential
for America's three million farmors.». .

congress has always put the welfare of the average

farmer first in its deliberations. Ve don't believe

the sordid story of a handful of tax dodgers is going

to persuade the Congress that attacks upon the famm
community and farm traditions are an appropriate response.

{b) The Surrey and Metcalf propoaéls provide that, in

addition to giving up the cash method, farmers may not
‘offset farm losses against non-farm income unless
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they also capitalize all costs which the Congress

has heretofore permitted the farmer the option of
either capitalizing or currently deducting. These
include costs of soil and water conservation, fertilizer
and land clearing.

The Treasury proposal calls these expenses "tax preferences"
upon which it would place a 50% limitation,

Congress just added the soil and water conservation
provision to the Code in 1954. The provision on ferti-
lizer was added in 1960 and that with respect to land
clearing in 1962. Have conditions for the farmer im-
proved so much in the past seven years that these
provisions are no longer needed by the farm community?
It is impossible for us to believe that the Congresses
of vecent years who wrote these provisions into the law
for the benefit of farmers were 80 ill-informed or short
sighted.

The present hobby law provides that if losses in a trade

or business exceed $50,000 for five consecutive years,

the individual's tax is re-computed for each of those -
years and limitations are placed on the amount of loss ‘
that can be deducted. In computing the $50,000 loss figure, .
certain deductions are exempted by law. For example, in
1954, Congress excluded from hobby loss computations those
expenditures which may, at the taxpayer‘s option, either

be capitalized or deducted when incurred.

The Surrey proposal called Section 270 "1neffectﬁa1.“
However, a few years ago, while teaching at Hatvagd,
Mr. Surrey posed this question about Section 270:

"...how can it be withdrawn without affecting
the genuine business activities of an
individual with his finger in many pies, or
those genuine activities carried on by
individuals which generally show red

figures for the initial years because

of the nature of the business, such as

horse breeding, fruit raising, mining or

S»pederal Income Taxation, Cases and Materials, " Stanley S.
Surrey and William C. Warren, The Foundation Press, Inc., 1955
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hotel operation or may suddenly show
losses for several years due to adverse

conditions...

Thus Mr. Surrey pointed a finger at the heart of this problem.
It takes 6 to 7 years before new citrus trees begin to bear
fruit. The cycle in purebred livestock operations is 5
years. There is a three year lapse from breeding until a
race horse is even eligible to enter a purse race. All of
these investments take time before they, hopefully. begin to
show a profitable return.

After 25 years experience with Section 270, 1nc1uding at
least one relaxation of its potentially penal characteristics,
we believe that the Congress will finally decide against
tightening its restrictions. If the law were changed, as has
been proposed, it is a certainty that many taxpayers, who

are making great contributions to our people as a result of
their research investments into the rural communities of
America, will be driven out of these areas.

(d) The proposals that limit the right to deduct farm losses
~against non-farm income seriously damage and restrict
the operations of the long-time genuine farmer.

In'tbday's farm economy, the farmer is increasingly
turning to off-the-farm supplementary income. In so
doing, he is simply following the recommendation of the

Farmers Home Administration, which, through its predecessor

agency, began urging the farmer to diversify his famm
operations when the agency first opened in 1933. For the
past decade, the admonition has been to diversify not
his farm but his source of income.

The gsuccess of these efforts is reflected in a recent
address by Dr. M. L. Upchurch, Adminjstrator of the
‘ Economic Research Service, U.S.D.A.:

"0ff-farm income has become an o
increasing factor in the life of farm

families. In 1967, the farm population

6 .
Before the Annual Agriculture Outloock Conference, February 18,
1969.
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got $13 billion net from farmirng and
$10.7 billion from non-farm sources.
On_the average, each farm operator family
received $4,526 net from farming, and

$4,452 from non-farm sources. Non-farm
income per farm family more than doubled

between 1960 and 1967.°

If this rate of increase continues in the future, and

it will probably accelerate if tax incentives are granted
for industry locating in rural areas, the non-farm income
of the average farmer will exceed $15,000 in 13 years.

If the Metcalf or Surrey proposals were adopted, the
average of all three million farmers in America would
then be forced to relinquish the cash accounting method
they have been able to operate under since 1915 or be
denied the right to off.set farm losses against their
non-farm income.

The strangé anmly of these proposals is that if the
farmer proved to be more successful at farming than he

was in his other business investments, he could continue
‘to deduct all his business losses against his income from
the farm. We believe that fairness and equity require that
the principle should work equally in either direction.

Vi. THS QUESTION OF LAND VALUES

The Surrey proposal states that "the price of farmland (is)

. beyond that which would prevail in a normal farm economy.*

In effect, it says the price of farmland is too high. Senator
Metcalf acknowledged that his proposal would bring farmland
prices down “in some areas." ‘

¥We don't believe there is any citigzen, either on or off the
farm, who wants the land he presently owns to decline in value,
With lower land value, the farmer who desires to expand into
contiguous acreage, will have less collateral to offer. Banks
will be reluctant to loan money. The percentage of the selling
price the farmer can get on a purchase money mortgage will
decline., He will need more cash for a down payment. If he
hasn't got it, and there's equity in his existing holdings,
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he can put up the land he already owns as collateral. But
with declining values, it may not be enough, particularly
if, like the average American, he already has that howestead
under mortgage. He'll find the same problem wvhen he wants
a loan for new equipment, or operating capital.

The many farmers who have been able to sell out to land
developers, pocket an amount of money they could never have
realized from farming, and move further out into the country
where they can and do buy more acreage at a fraction of the price
they sold for, have not been heard to complain of increased

land values. They can do a lot of things for their wives

and children they otherwise could not have done.’ They can
upgrade their total standard of living. They can be sure that
their children get the best education. '

One of the arguments used by the sponsors of these proposed
changes is that outsiders with money come in and buy up land
so that locals can't buy it. Surely there is little logic

to this. The farmer who covets his neighbor's land does not
want the value of his land to diminish. Surely he should
realize that as all our people grow more affluent, have

more leisure time, they will normally move back to the

farms or ranches as a second home, and of course this increuses
the price of the land -~ his neighbor's and his own. This
movement upward of land values, we submit, is desirable over-
all -- surely it's better than a downward movement. To allege
as some do that “outsiders," “tax avoiders" drive up the price
of land and hurt the legitimate farmer, is to ignore the facts
of our growing population, our growing wealth, our growing
leigure time, our growing opportunities to enjoy the longe-sought
"country life."

VII.THE FARM COMMUNITY NEEDS OUrSIDE CAPITAL

Implicit in these proposed changes is the belief that outside
capital which is good and duirablo for all industries ’l some~-
how harmful to farming. '

Completely overlooked are all the benefits that investment
capital have meant to the farmer, the rural community and .to
the American people in general.
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Outside capital built American agriculture. It made nev
technology possible, It has helped to produce the fineat
beef and the finest citrus of the world. It seems incompre-
hensible to suggest that we should, all of a sudden, stop
our improvements in the fnod and nourishment we eat «~ any
more than we should stop the investment of capital in the
production of championship race horses which attracted

over 65 million people to watch organigzed racing last year
resulting in $427 million in state tax revenues to 30 states.

You can't breed an animal and raise a mature offspring ready
for the track or the market overnight, anymore than you can
plant a seedling and expect a crop the next day. All this
takes time -~ and money. Farm research, like research in
every other industry in America, is considered part of the
overhead. It is not expected that research will immediately
return a profit. But it is essential for the continued growth
and development of the farm industry. Take the research
dollars out of the space industry and we'll never put an
American on the surface of the moon. Take research out of
agriculture and the results will have a far more direct

and immediate effect upon the pocketbooks and the dinner
tables of all Amerxicans. Take dollars away from rural
communities and our rural citizens will be forced to move,

in greater numbers, into our already overcrowded urban areas.

The Congress won't do that. As a matter of fact, it has
numerous bills pending before it today to sweeten tax incentives
for industry that move into rural areas. One of these is the
Rural Job Development Act (8.15) introduced by Senator Pearson
and co-sponsored by 35 senators. We don't think Congress
really wants to increase incentives for all other rural
industry and simultaneously decrease incentives for farming.

We applaud the purposes of 8.15, but does it make sense to
ask the Congress to establish new incentives for industries
that move into rural communities and provide jobs, while, at
the same time drive other businesses and individuals who are
now supplying jobs out of our xural communities?

Our reading of Senator Pearson's bill leads us to believe
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that the incentives it calls for would be available to
farm investors as well as investors in other rural industry.
This is as it should be.

The Congress has already created a fimzll Business Investment
Company industry, to stimulate outside capital into small
business. This industxy has generous tax advantages which
include the authority to write off certain capital losses
against ordinary income. Perhaps a Small Farm Investment Act,
with equally generous tax advantages, would portend an era of
general prosperity for the farmer, aspecially the family
farmer, that has somehow eluded all prior efforts.

VIII. CONCLUSIONS

The farming community today is beset with many problems.
With production costs at an all-time record high and parity
at only 73%, the farmer is getting far less of a return for
his efforts than he deserves for having produced the best
beef and pork and vegetables and citrus for the American
family dinner table.

The farmer needs help. His industry needs stimulation. It
needs innovation. It needs research, it needs capital ==
it needs money. Surely this is no time to he taking money
out of the farm community.

Somehow, we need to extract the finest principles of other
industries that have made this country the. free anterprise
model of the world, and apply them to a new revolution in
agriculture that would truly benefit all the three million
big and little farmers in America, .

What the farmer doesn't need is further restrictions and encum-
brances that would inevitably diminish his opportunities to
achieve success in his chosen field -~ what he needs is a
greater opportunity to achieve a parity with the rest of our
prosperous economy.

We don't believe that the farmer who happens to lose money
should be identified with or bear the blame or suffer the
consequences of a handful of people who are "tax gimmick
operators.,"
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It is they -- and not the farmer -~ against whom action
should be taken. There are laws on the books today to put
the “tax dodger” out of business. Section 165 of the
Internal Revenue Code prohibits the deduction of any losses.
from a farm that is not being operated for profit. 1if

laws such as these were vigorously enforced, as they should
be, we would not have to be considering ways to diminish the
fev incentives that the farmer, thanks to an understanding
Congress, enjoys today.



BUMMARY

Statement by Louie B, Nunn, Governor, Commonwealth of Kentucky,
before the U. 8, Senate Finance Committes, Mondiy, September 22, 1969,

\ Ptopoud legislation before tlu Congress would have a dotrhmnul
effect on the national horse industry and thus would materially and adverse-
1y affect the economy of Kentucky as well as several other states, Governor
Louie B. Nunn told the Senate Finance Committee. -

Armed with :roport from Spindletop Research, Inc., of Lexington,
Kentucky, the Governor strongly implied that the impact of the many con-
tributions. of the horse industry would be -lgnmecntly louonod should pro-
posed loghhtian be approved, ,

He cited the following supportive evidence:

~====More than half of Kentucky's tourist industry, which last year
contributed $43 million in tax revenue to the state, results directly or in-
directly from the horse industry.

wnne --hbor utilised !or commercial horses alone in the categories
of breeding, training, racing and showing amounts to more than 125, 000
full-time jobs.:

. ==s-a-Botween 25, 000 and 33, 000 full-time jobs are created umong
the supportive services and supply industries for horses.

eees=-Known total annual wages for hox:_n Muutry labor and related
urvlco and mpply vendors amount to $1 billion,

e=<-<-Total capital hwutmont in the commercial horse industry is

_ $2, 34 billion, A .

. ceaac=],9 million ;crn of land valued at $1, 26 billion is devoted to_
commercial horse uses.

s==e=sThe horse industry in 1968 generated $426.9 million directly
to the states in revenue from pari-mutuel wagering and $18.9 million in
other taxes paid by race tracks, . .

-e=«a=Recreation, conservation of aesthetic values and education
are other facets of the horse industry important to any consideration of
detrimental legislation,
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Summary

Louie B. Nunn, Governor
Commonwealth of Kentucky
9-22-69

"The horse industry provides jobs at a time when we are seeking
solutions to unemployment. It generates substantial revenue directly
to the states at a time when you are being asked to provide federal
revenue to the states,'' Governor Nunn said,

.143 . : -
"Let me make it abundantly clear to you that I am not here today
to ask for special favors for Kentucky or for special treatment for the
-Kentucky horse industry, ' he added.

"At the same time, however, I would urge you to take care that
you do not 'throw out the baby with the washwater', "' Governor Nunn said,
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STATEMENT OF LOVIE B, NUNN, GOVERNOR OF THE COMMONWEALTH
OF KENTUCKY, BEFORE THE SENATE FINANCB COMMITTEE, -MONDAY,
SEPTEMBER 22, 1969.

* 1 am Loule B, Nunn, Governor of the Commonwealth of Kentucky. My
purpose for appearing before this duung‘uiuhed Commltta; h. to present
facts and statistics on prol;ou& legislation which would' _muterully and
adversely affect the oéononhy o.l my own state nné that of twenty -six (26)
additional states that are involved in horse racing or breeding.

* In addition to the 27 states to which I refer, others who will make

e i

L~

pregentations to this Committee no doubt will give l;xrthor information as
to how this proposed legislation would affect them,
. ' .
Realizing the importance and the significance of the proposed legislation
and the limited time resulting from the tremendous workload of this Committee,

my remarks shall be brief and to the point.
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lovie B, Nunn, Governor
Commonwealth of Kentucky
9-22-69 ' . ’

Kentucky has achieved a position of worldwide preeminence in
Thoroughbred, Standardbred, saddlebred and quarter-horse breeding and

ré
racing.

Whﬂ’ these endeavors are most drastically affected by the legislation
that you must now ccl;lldei-. they are not the only areas tbou't which we have
the greatest concern.

Other te-'umony no doubt will dwell on the dotr.lmox;«tal effect that

H. R. 13,270 will have on the cattle industry ané other phases of the suffer-

" ing farm economy, but in passing, I would only reirte that my state ranks

10th in tl;a mti:on in th; production of cattle and dairy products,

Thex'ol_‘oré; my int;ro,‘t is not directed towird a single purpose. In-
deed',. even though I shall mnk'e frequent rgforenco to my own state, th.u
legislation is of such wide geographical and economic;: conco;n that I‘am

sure any number, of Governors could appear before you and many of them

stand 'rudy to do so if your time permits. .
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Louie B, Nunn, Governor

Commonwealth of Kentucky

9-22-69 ‘

.

Let me make it abundantly clear to you that I am not here togday to

ask lc;r special favors for Kentucky or for special treatment for the Kentucky

.

horgo induatiy. ' o * ‘

My purpose is to outline the importance of the horse industry in the
United States and to help the l;nimbor- of thie Committee to weigh carefully
the consequence o! the various hx ehange; that have been proposed.

My statement is not mor'e conjecture or v;rbtgo. It is based on
mmgc. dévo;.opod by Spindllotop‘ ?.‘eunch., l;xc?.tpontcd. [ Y not-{qnv--’pro’m.‘
'tndo.pondcnt research institute ont.tﬁunhcd to stimulate _tiu economic and
industrial development of Kentucky aud its region. |

Spindletop has engaged in many projects that relate to Knntucky'; mqlé

' .

important industries, as well as having done work for the federal government

and many private enterprises.
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Louie B. Nunn, Governor
Comménwealth of Kentucky
9-22-69 ' ’

The study o;\tmcd "Economic Importance of the Horse Industry in
the Uni.ted .smu" was porformo;l as & special public service in hope ét
?hgltying. some o the questions and mloconcebtions surrounding the horse
‘h.:d.\utry. Attached to this statement and to be' filed herewith is the complete
text of the Splndletop Research report.

When viewing the horse industry from a national -ﬁndpoint. itis
noc;uury to consider nqt only ite economic importance, but also it,
recrut!o')nu'l a;xd gd§cntioml ligni!léance. -

. Directly affected are those who engage in the commercial activity o
of the i:o'uo industry. Thhvincludu breeding, tnin!.n?. racing, and lhowf
ing, since people in these a;:tlvitlol make their living directly from working

L . :
on or with horses. In other words, horses are the tools of their trade,
~ Indirect commercial activities are conducted by the manufacturers

and suppliers who furnish produc‘tl and by professional people who furnish

services for either commorch“l or recreational horses.
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Louie B, Nurn, Governor
Commonwealth of Kentucky
9-22-69 = ' '

Therefore, the total horse population can be considered applicable

to l'udi.uct commercial activity,

Furthermore, in some aru; of the country, o‘n‘pecu‘u'y in Kentucky,
the tourist industry is considerably strengthened by substantial numbe?l
of visitors to our famous horl'o hrmﬁ.

Last year alone, the tourist industry resulted in $43 million dollars
in direct u;ce;.belng paid into our state's economy., The horse industry
wu responsible, either directly or indirectly, ioruattu::ting more’ than 4
fifty (50) per cent of this amount. '

The;most difficult factor to measure in terms of the recreational |

1

aspects of horses is the tourist potonthi tbr horse 'lnml, horse shows,

.

racing and rodeos, .
w.

There are certainly many secondary factors that merit consideration,

such as the extra time that families spend in an area because of these .
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lovie B, Nunn, Governor

Commonweslth of Kentucky ‘ '
9-22-69 ‘ ‘ i

attractions, the extra distance traveled to view or participats in these

activities, and the promotional value of the imuc‘ created by the horse .

b
L]

recreation activities.

r“.

COMMERCE

In 1968, the total horse population of the United States was estimated

.

to be in excess of six (6) million, Of this'total, 1.2 million horses were
known to be registered. Of the ieghtcnd hox;nu. 832 thousand were

listed as recreational and over 428 thousand were listed for commercial

purposes,
g

The labor utilized for commercial horses aléﬁo in the category of

breeding, training. racing and showing amounts to more than 125 thousand

.-
- ]
full-time jobs. A
In addition, there are between 25 thousand and 33 thousand full-time

Jobs in the supportive services and supply industries for all hoiul. bringing -  K

" the total employment to more than 150 thousand full-time jobs, with many '
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Louie B, Nunn, Governor
Commonwealth of Kentucky
9-22-69 ) '

more persons employed throughout the year on s part-time basis, Much’
of this ;mphymmt is in the agricultural sector,
rd~ . :
The known total annual wages for this labor amounted to more than
$727 million dollars,
Wages paid by service vendors and suppliers were approximately .

$250 miliion dollars. Thus, this proposed leguhuqn would adversely

affect total annual wages of $1 billion dollars.

| ,
. l’

‘Total capital investment in breeding facilities and equipment iz

$543 million dollars. An additional $79 million is invested in training,
L] . | '

$602 million is invested in race tracks. The value of the commezrcisl
horse is $1.12 billion dollars, : . SR ot

This adds up to & total capital investment of $é. 34 billjon dollars,

Although substantial, this figure must be considered only a very conservative

estimate, in as much as there are many items of equipment such as horse

" traflers which could not be estimated with any degree of precision, '
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Louie B, Nunn, Governor -
Commonwealth of Kentucky
9-22-69 !
LAND USE AND VALUES
Land devoted to commercial horse uses in 1968 amounted to more

than 1,9 mmion.lcr-,o'bving a total value of $1. 26 billion dollars., I
wo;ld remind you that these values apply only.to those portion;n of farms
that are devoted to eommerch:l horses,

The statistics make it a.bundantly clear that this extensive industry
employs a large numer o? workers in agricultural type jobs and turth,r. E
that the cn;ih.llinvntment in hc.ﬂiﬂu. dqulpm.ont and land represents
major ggnentorl of economic activities. ,-—'.'

Gentlemen, these ‘auultlcn are particularly significant when those
qt us chayged with puﬁué responlibﬁity face the multitude of contemporary

. s .
probl;mc with which we are expected to deal,
'lfhe horse induotry‘providel jobs at a time when we “aro seeking solutions

to unemployment,

o
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Louie B, Nunn, Governor

Commonwealth of Kentucky

9'22 '69 ' . v

STATE REW.IENUE

i The horse industry gener;tes substantial revenue directly to the
nt&_tes a‘t' a time 'whgg' you are being asked to provide federal revenue to
the states,

- Last week at the So‘uthern Governors' Conferem?e. 1 said that the
states must commence to solve their own problems rather than look to the
Congress, The states cannot solve; their problems without revenue any
more than the. federal gover;lmeﬁt can solve the problems for the states
wlt‘hout revenue. In 1968, the total ?ari-mutuel fggenue to all states
amounted to $426.9 million. This combined with .the $18. 9 million in
other tcx'el paid by race tracks brings the total ui from tracks and

13
pari-mutuel betting to $445, 8 million,
Proponents of this legislation migh; argue tha_t ?ou are ind'irogt‘ly

subsidizing this sector of the farm economy, I that argumenf be true,

1 would only; say in response that subsidizing employment, encouraging
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Louw’ .'B. Nunn, Governor
.Commonwealth of Kentucky
9-22-69 .

industry and supporting a viable revenue-producing source certainly is
!n'- x;:or? preferable than subsidizing unempl_oyment and nonproductivity,
Iwould nllo'a"d& that mlgraﬁon from t(h.e rural to the u:bgn areas
is considered a major problem in this country. This proposed legislation
conceivably co'mpoundc the problem,
RECREATION AND ggnsgm. TION OF Aggm ' TIC VALUES
In this éeriod of urban lpr'awl and urban blight, it is gratifying to
not'e that a. substantial amount of land.....much of it within easy ct;mmuting
distance of our cities.....has been lut aside for’l;rne industry activities,
I;nd uu.ed for horses is generally well cared for, wi th good cover
aad a uuﬁimum of erosion, In some parts of the comry; such land
rep'renent; the only open space and "green belts" in what would otherwise

be an endless sea of houses.

-
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Louie B, Nunn, Governor

Commonwealth of Kentucky
. 9-22-69 ‘ '

Itis clur'to me, coming as I do from a state having an unparalleled

rich\peu in scenic attractions, that the conservation and aesthetic upaétu

of the horse industry have great intangible value.
It is my sincere hope that changes in the tax structure will not result

in fragmenting these farms, ér in drastically altering existing land-use

e

patterns.
Many federal dollars are being invested in recreation. It is therefore

highly significant that the number of horses used in recreational has increas-

ed considerably in the last decade. .

-

' Horseback riding is a major outdoor recreation activity and even
without being federally subsidized has contributed to the health and
[ ]

’

vitality of our citizens. . . . ,

Furthermore, Future Farmers of America, 4-H Clubs and other :
farm-oriented youth organizations are becoming increuingl); engaged:

in horse projects. Thus, it is clear that the success of many of these -
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Louie B. Nunn, Governor
Commonwealth of Kentucky

¢

projects dependi strongly o.n_ the availability of horses at fu_sonable prices,

To further demonstrate the recreational aspects of this industry, in

.

1967 the attendance at horse racing events alone exceeded the attendance
at all other professional or amateur spectator sports.

.‘There were 63.4 million spectators at horse Taces in America while

only 43. 4 million attended professional and college football games and

""24.2 million attended all major league baseball games,

In uun{ma.ry. Iurge you to carefully reflect on the dimensions of

this important industry that I have 6ut1ined briefly today. 1 respectfully
el .

. ask that you also consider the many other factors which either have not

been measured or are by nature intangible.

(]
]

Still, these factors, too, substantially increase the economic irppact
and other contributions of the horse industry to America.
I salite each of you for your diligent efforts to find equitable means '

.

for sharing the burden of taxation,
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Louie B, Nunn, Governor

© Commonwealth of Kentucky
9-22-69

At the same time, howerr. 1 would urge you to take care that you

do not ""throw out the baby with the washwater, "

re. *
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P.O.BOX 4216 LEXINGTQN. KENTUCKY 40504

. '. Sep;tonlyer 22, 1969

TESTIMONY_ BY MR, HARRY .J. PARNHAM, Chalrman of the Nebraska State
Racing Commissioners, and submitted as Pyeu;d,ént of the ﬁntionnl Aﬁociai!on -
of State Ractt;g Commigsioners, an association founded fn 1934 and comprised
of all racing con.uslénetn, from all 30 states in which p.aﬁ-mtuel racing 10 .
regulated and supervised by state officials. - . ‘

The position of the National Association of State Racing Coni‘uioncn A
is one of unalterable oppoution to the“fan—lou"fedenl tax provialons as
proposed by Senator Jack Mlllcr in Senate Bill 1560. pmpond by

L 4 Semtor Lee Metcalf in Senate uu 500. and as ptoposcd by llouu Bi1l 13270
. and designated therein as Scctions 211. 212, and 213..

The concluslon reached by the Nattoml Aosociation of Sut'c Racing
Cosmissioners after longthy dollbcution is that. the aforenid"fcn-lou"pm— .
posals vill dtscounge 1nventmt in the hone hrcedmg induatry usultinu in
an ottrtuon of good horses and a uharp reduction in nuabcr of all horses bred
by small breedera, that uductton in the breeding of horsu will ntulnly
aftect the size and nusber of nctng prograns md thoreby nrioucly endanger
the rccing :lnduury vhich lut year producod in direct state revenue & sum ex~ -
ceeding 426 uiluon dounn; that iu addition to the diroct sute revenue
dcuvcd fro- racing, collection of !cdenl, untc and local taxes puuntly
geneutod by the horse indmtry vhich employs more thu\ 158 thouuud pcraou E

with a payroll excudtng one bil).ion‘ dolhrl also wul be curga!.lcd.
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SUMMARY, ‘TBSTIIONX BY MR. HARRY .J. FARNHAM

Page 2
Soptembher 22, 1969

I

It is urged that SGctio.nulZl.l.‘ 212, and 213, of H.R. 13270 be deleted . -

on the basis that fulfillment of the federal government's need for additional

revenue should not jeopardize the equine industry's source of funds for

ouz ntates' pieuing needs.
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"HARRY J, FARNHAM ‘ . i : © 4, NEWTON BREWE R, JK.

Prosident e L Fiest Vice Pravident
L 8, WALKER . FRED P. DAVIS . a . T NG, A, M

Second Ve President - Third Vice President . |ty fadont | inmes

WL SN0 o E[]MMISS!HNERS.

P. O 80X 42!6 LEXINGTON. KENTUCKY 40504

| September 22', 1969
The Honorable Russell B. Long - -
Chairman, Committee on Finance
United States Senate
2227 New Senate Office Bullding :
Washington, D.C. 20515
‘Dear Mr. Chairman: :
My appearance before the distinguished members of this Committee
i8 on behalf of the Nnuonal Anoclation of State luclug ‘Conmissioners
of which T am President. - L
I am Chairman gf the Nebraska State"lucing Commission, an admini- =~
strative agency charged wich th; sntutory regsponsibility of regulating - |
and supervising horee racing at thc iix tracks 1n Nebraskn. I vas appoln—'v
ted by Gov.rnor Norbert T, ‘l'tennn. .
. The National Association of State Racing Commissioners was formed

" .in 19% and ‘its qc'-b_ei'ship comprises all racing govq:‘l‘ssiou‘_ra‘f:bl- the 30 - '
s:ates in which pari-mutuel racing t.a conducted, naﬁly; Aﬁzonc, Arkmuaa. -
“ Delaware, Idaho, nnnou. l.ouiuana. Nebuska. New Hexlco, Caufomia. -

' Colorado, Florlda, Kentucky. Haim. Harylmd, !muchusetu, Hichtgm. )
Montana, chada, Nev Hampshire, New J_otuy. New Yor!z. Ohio, Orc_gon.
Peansylvania, Rhode Island, South ‘m:., Versont, u;shingcou. West Virginta,
and Hyoning. Other Auochtion o!ﬂcnls nppearing vith me are: |
‘\\lr. J. Newton Bmer, Chairnn of the lhryhnd Stnte Racina Coninion, md
Mr. John A, Bell, Kentucky Snte Racing Co-hn!oner. Mr. qur il i

o pras_ently First v1ce-l'usident of the Auocution and will succeed me as . ]
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the majority of uctng co-uuioneu oem withoul: pay. . m ucm co-!.n-.\
otomn serve at. the pleasure of the variou State Governors nd ltc chupd
.. with, thc ruponaibuity of ro;uhu.ng and’ nuporvhin: uctn; lo as to - -
' uintain public conﬁdcnco in the lport. .

_ 'l‘hc nonoubla ‘Russall a. Long o

Page 2 -
&pteﬂwr zz. 1960

Prestdent naxt yesr. e, Bell 16 Chatraan of our Public Relations Comittes, :

md one of his rupon-tbiutlu u working on‘ a co-pnbmiw plan for a ST '

.utiml sconomic ltmly of uciun. .

We have bun directed to oubli.t tot your consideration the pouttou of

‘the National Assoc. atm 08 Snco Racing co.luionon as to the clmpl tn

ot

farm tax accounting proponla together with the faeu and’ nuono !tol vhicb

this conclusion i drem.  Our poution 1is puuuted todcy afm lmgthy

‘dolibcution and -tudy. _

The position of our Auocheion 18 one of uulunblo oppocttton to .
the farm tex cccomtiag prov:luonl u propoud by Senator Jack m.lhr in
Senate Bill 1560, as propond by scnntor Las Hutcalt in Smutc un 500, - :
and as proposed by Bouu B111 13270 and dulputod thorun o Sacttou 211. . ‘
w2, w23 . e o L e
'ﬁulc our oppoutﬁm té thcsi p:opouis uy be niﬁlc.t to othon pre- o :
untcd to this Conittoe. 1t difhn in one ttgnifiunt vay. -The pon!.tim ..

of the state racing cMssimu 1s not. a pcnml oue. ‘ It vas not dctcr-

sined by ult-inuuu. nor by concern for s uclng conlulmr'c ulary. Do

Sahrie- in those states which providc for rnmoution an mdm mdx ;

Bcch ucin; eo-tuion ut

b

report annually to the loguhtun giving a datalod -ccomt of ontc

tu revenue gained from pari-mtncl ncing. This 18 s me i.lportant; part - .

of thl comissioner's ulponub:luty. U

All racing officulu nre urtoualy conccrnod with thc poulblc side
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Ceffents of uu proposcd farm tax dmnuuu, conuequen-un peﬂmps not. envluiom-clv

by proponents of thesn changes. but which ve a8 melng ofﬂclnla fenr will
prove extremely detrimental to uging md phich can reduce’ signlﬁc_antly
state tax revenus derived from racing. . * ~ o o e

As a part of our statement, we would like to include Statistical npg‘;: te

. on Hoxse Racing in the United States for the Year 1968". md as reflected in

l:hnt document, Table No. 1. the direct ctato tax tevenue dorived fto- racing
last ynr amounted to more. thln 426 millfon dollara. As :hotm on Table No. 5.
the dircct -tatc tax revenui derived from racing increases eacl\ year'as
nctng increases and we expect the direct ntatu tax tevenut of more than
426 nulion dollars in 1968 to approaeh 500 aillion dolhn chts year, '

These are whole tax dollars, as- dhunguuhcd troh those tax dolhrc

which require 45 cel_xu to collect. This racing revenue costo the atates

nothing to collect. The taciné co-itiions ‘collact tha uconu fiu wvhile

" the race crackd collect the tax revenue from aduuim nnd pari-uutunl lwndlc

in such amounts as shown on 'rqblc No. 2 in’ th; reports, nqd this sum s pud C s

vy .t

over directly to the states, ' ° GRS
This Vsnt,o,revcnue comas from a gelf-imposed tax, and a state tax

which E.mno; be deducted by the taxpayer against any f_eder;i taxes. This is

. an {mportant source of state tax revenue which provtdu nore then 155 willon

dollsrs for schools in New York, more than 57 aillion dollars for roads in - .

California, and more than 40 uluon donars for county projccto 1n nunots.
These are .mmm: budgetory accounts for hportant urv!cu provtded
by tax revenue from racing. Lo O R R PR A

At this vety mmnt. states, comtlu. and cum are deucndlnu mru

'tedcul tunds to u\m critical local neado. ‘Iou uell know that vhutovet
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- 'Page 6 .
' September 22, 1969

the states lose in decmuod tax nvenun will ultinatcly have to be ude
5. w in fedorq funda. How much fodcnl tax revenue is expected to be
: gsined from these new !.r-_ tax sccounting vmvhiom? - The House. Ways and
Means Committes report, on page 71, tﬁ;llcat. that the "farm-loss’ provisions
will produce an estimated five million dollars n 1971. If state tax revenve
drops only 20 percent, the states would loss 100 million dollars. |
Mention has been made hu?c‘only of thp dirqct state ,uﬁ revenue derived
from racing, s sum expected to approach 500 atllion dollaﬁ‘,tb;o year,
This {s the x;ud:ll.y aceo\ncabio ux. revanus from racing which ve report
each year as tumed over directly to state ::&uurin from race track opera-
tion., Yet this is only a small y'ottlou of the federal, state, and loéal, .
tax nvvcnuo' generated by the racing industry. The Nétiognlt Association
" of State Racing Commissioners this year adopted a coq’rehmilvo. plaﬁ for
a national economic study of racing. This phﬁ‘ is 'belng implemerited under
. (;!w dirvection of Mr. Bell' Committee, and the economic analysis of the data -
“ now being collecﬁed is expected to be completed i\oxt year.
Surveys puiiuhw to this comprehensive study indicate that the
horse iﬁutq in the United States provide’ employment foi},-oro than
158 thousand pexsons with a payroll exceeding one billion doliara. ‘ This
18 an industry vith fixed assets of one billon 261 million dollars tn land,
one billion 115 million dollnrc in horses, 621 dllion dolhrl iu oquipmt.
and 602 million dollars 1n race track propctcy. e
This 10 n mdutry whicb we as racing eoulutonors !ur vul be
critically effecnd by the pmond clungu in tn'- tu aecomtin;. Pro=-

ponents of these measures uurt thnt che EDA, recapturcd depucution.
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longer holding period to receive. 60;’1:;1 ;un. * and the $25,000 loss in’
‘thr« of five years, are designed t}o. j.!n five million dollars in federal
taxes from ioo'mh people. ‘rbnd'prov‘ulom,.hoh'éw.r. vill affect not‘ '
just 100 rich people, but the incomss of 158 thousand grooms, hcmu.c’
~ drivers, ranch hands, insurance men, Western clo,thini‘muf‘dctunn, black~
suiths, hay grdunu, mutuel clerks, harness makers and parking lot atten-"’
dants. - ‘

Racing and direct state tax revenus from racing depend to a large - e
extent on the good horse, People come out to see the cur’l.‘_ ‘ The good
horse s s rarity. Statistice compiled by The Blood Horse ﬁiuhu luit v‘
ﬁur shoved that 43,715 Thoroughbreds raced and only 729 ‘of these von a
: ota’ku'uco. That is one good hofu out of 60. . Statistics compiled by
the American Petroleum Institute show that only one out of nine drilled
vells produces oil and it 1s generally conceded that a taxhlnmtive 1s
essential for a.m to challenge nit;o to one odds. K ﬁhntowr ux. incen;:iyc
there may be for a horse breeder to challenge 60 to one odés‘ il removed
" by thdu proposed changes in farm tax a_céomnuz. |

The proposals will discourage the .cx_trmly lnucpuiful bminuugn
and preclude the moderately successful bmincio’m from investing riek ~
capital in the horse breeding 1n;!_mtfy. Breeding the good hguo today -
‘requires a substantial 1nvutgtnté‘iu breeding stock and far more than five
years of possible losses befou'a pioftt cen be reslized 1n' that one good’
horse out of 60. However, the vait njouty of horses are not produc_q& ‘
i;y the large breeding operations, but by small breedexs with four or fivn
bro,odnrn‘. . Stgt{stinc compiled by Trisngle Publications show that the
53,115 Thoroughbreds which raced last year were bred by 16,‘369 different A
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peraons, an average of three horses pey bu.c'dogr. e R i
 Removal of tax tnccuttwo from tho horse breeding industry will. din- o '

oouup investment by tha bu bnoar, and thonby can urtouoly curtail .

’thc production of good horuo. These !nr-lou proposals, morsover, cun )

prcclud- investment by. thouuud- ot small brudor-, aud thcnby cdticdly

i N o nducc the overall mﬂct of horses needed to f111 our race programs,. .
‘The National Anocution o! State Racing Co-i,niomu. tluuforo. '

,' duim to express its oppositj.pn tg,t_qu, propoudo,,tp‘thc‘ -tropm;, e

po_nibh manner.. "upilo‘ the proposals qr‘ d‘utncd‘to' g‘d.n‘ five million

dol;ari, from 100 vich men, they serve as a deterrent to the wore than ‘

14 thousand other Sncibri“m produce the h;nu‘ for an’ hdu‘try that...

employs. more than 158 thouund pcnm with a payroll cuudiug ore . T won

C ~ billion Qollars. an industry cbnt last yur produced in di.mcc atate tax:
B revenue -ou thlu 420 uum dolhn. .

- .Our Assoctation md all ractng officials, on behalf of the ndustry,
_strongly urye this Coua:tu to d-lou sections 211, 212, end 213. o!
H.R. 13270, that are so dauun. to An_ industry making c\u;h a o&sunt;ql

contribution to state revenuss — vhich in the case of 1969-70 are already
co-:l.ttid.i, Although we are éopinnt of and syspathetic vith the fodcnl R

mnm-,cnt-'n md for add!tioul‘:«n»m'n‘. it is our conlidafgd Judgment . o L,‘.»‘ﬂ
and strong fealing that the fulfilling of this requirement should mot ~ .. '}
‘ Jeopardize the equine industry's 1worm:. source of funds for our - '

states' many pressing needs. S S

" 8incerely yours, St

S 197 feegr -

Ny

T P N T
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STATEMENT OF HERBERT A. FOGEL, GENERAL COUNSEL POR THE
PENNSYLVANIA HARNESS RACING éomi;ssxou, REPRESENTING - THE
~ COMMONWEALTH OF PENNSYLVANIA . ‘
IN CONNECTION WITH THE COMMOBWEALTH POSITION ON HR13270 AND

THE PROPOSED AMENDMENT TO SECTION 270 OF THE IRC OF 19_5_4

My name is Herbert A, Fogel and 1 am General Counsel for the Penn-

sylvania Harness Racing Commission. I have been authorized by the Gov-
ernox to appear before the Sanate Finance Committee on bct,alt of the
COmonw‘nalth‘of Pennsylvania at these hearings.

May 1 say, in the first instance, that the Governor and the 6thor
administration officials of the comnmalth of Penn-ylvania are most
grateful to the Committee for affording me this opportunity to appear

because of the grave economic consequences that would follow if the

changes proposed by H.R. 13270 as an amndmnt to §270 were adoptod in

their present form.

The changes proposed by H.R. 13270 as an amendment to §270 wherein .

“Items attributable to an activity shall be allowed only to the extent
of the gross income from such activity unl,oq- such activity is carried

on with a reasonable oxpcctation of realizing a profit“ could rapidly

. result in drastic cuztailmont of Standardbred and 'rhoroughbred horse

raeing in the Commonwealth of Pcnnoylvania. with a ruulunt lou of
state revenuer, as won as mployment to many thousands m the comon-

wealth whose economic uvolihood depends on Standardbred and 'l'hotough-

bred racing and its rolaud industries.

In 1968, the comonmalth o! Pennsylvania :eeeivcd in direct taxn
tron pari-mituel harneu racing alone a sum in excess bf seven miluon
four hundred thousand dollars. Pari-mutuel thoroughbred racing in Penn-

sylvania commenced for the first time in 1969. It ii conservatively es-
-]!_




timated that harness racing will yield in excess of eight million dollars
in revenue in 1969, and thoroughbred racing another tiQe million, making
a total of thirteen million doilarsbas direct taxes from this source.

In addition, the City of Philadqlphia has a dire need for taxes for
education, a need that plagues so many‘other hajor cities in the country.
Philadelphia received almost two million dollars in direct taxes from
pari-mutuel wagering for its public schools in 1968, In 1969, it is es-
timated that this figuie, through the combined revenues of harness and

" thoroughbred racing, will approximate three and one~half million dollars.

In areas of the State other than Philadelphia in which harness racing
tracks are located, approximately a million dollars in taxes were raised
in 1968 for smaller communities needing funds to improve their sewage
and water dispo.al‘planta. These sums will also be substantially in-
creased in 1969. |

The figures cited do not take into account other substantial revenues
which the Commonwealth derives from sales taxes on food and‘pther items
sold both on and off the tracktin connection with the conduct of the
pari-mutuel racing industries.

Pennsylvania, in this connection, is but representative of the
thirty states that have pari-mutuel racing. For the year 1968 alone,

‘the tax revenues from racing to these states were in excess of $426,800,000.
The proposed changes will aeriousiy affect, if not destroy this source of
revenue,at a time when this Committee is well aware of the monumental pro=-
blems confronting the states in their efforts to raise the 'necela“ar‘y tax

revenues in order to continue tp furnish necessary services,

Quite apart from the loss of tax revenues, however, the impact upon
_ the economy of the Commonwealth would be even more devastating,

. ' ‘ .
In Pennsylvania alone there 18 a capital investment in racing plants

-2
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of approximately fifty million dollars. All facets of the horse 1ndu:try
in pennsylvania, including the land in use for raising and breeding -
horsea,‘repteaent an investment that is well in excess of one hundred
million dollars. The payroll at the tracks alone for grooms, triinerl.
waiters, mainteﬂance men and others who find gainful and useful employ-
ment through the operation of pari-mutuel racing in Pennsylvania

is in excess of ten million dollars annually. The ailariea'of all others
who are employed in all facets of the horse induatry, 1nc1udin§ the feed
and breeding industries, brings the annual payroll to w&ll in excess of
fifty million dollars, These figures projected for the thirty states
would indeed demonstrate the very substantial contribution to the over-
all economy made by horse racing and related andustries.

Thé administration in Pennsylvania 18 mindful of the purposes behind
the Tax Reform Act of 1969 and, indeed, the Commonwealth not only realizes,
but supports the need for tax reform in many areas.

. The concern, however, 18 that in attempting to bring about needed
reforms in certain areas, the wording of §270 is such that it could re-
sult in bringing about.a result which we know 1s not the intent of the
drafters of this legislation: namely, the virtual destruction of the
horse racing industry.

§213 of H.R. 13270, "1n particular, which sets forth the §eneral
rule without reference to dollar limits could be interpreted to elimin-
ate the thousands of persons who own horses on an extremely modest scale
and whose gross income from this activity in the years in which they do
not have good winning'hbrses often does not exceed three t6 fouf thous-
and doilara pér year, while their expensel‘are‘in excess of that amount.

Accérding’to the thoroughbred record on dxutfibﬁtion of earnings for
all 1967 horses that started in races, there were 28,743 thoroughbreds
with winnings of $i.000.00 or less, and the average winnings of th;a

. -3-
*(§213 contains the amendments proposed to §270 of the IRC of 1954)
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group yaro‘seoz.oo for each winning horse. This includes over -70% of .
the ho;l.l starting and does not include the number of hozses trained on
which expenditures were made that were not even able to enter races due

to lameness or sickness. , '

‘ In harness racing., 20,473 hofsa- earned less than 53.006.0Q pex
horse, with thc‘averagé earnings of this.group tptallihg only $863.00
per horse. Aéain. this pumbor represents 75% of gho horses thap actually »
ltatt;d. and doe; not include horses which were trained and for reasons
cited were unable to enter races, ‘

Horse racing, by its very nature, is a hazardous undertaking due to
sickness, lameness and other hazards which are unp;cdictablo. §213 of
H.R. 13570. as written, could drive the bulk of theowners out of tho:

-business since the bulk of the owners are, indeed, the small owners.

The probabl e result would be that there would not be enough ﬁorgu to
£111 tho races, thus depriving iho Comronwealth of this source 6: revenus
collected in 1968 as the result of the activity of 1,750,000 patrons who
wagorad a total in excess of 126 mlllion dollara. Indcoq, the effect
would be the same upon all thirty states, in which 65,460,000 patrons in
1968 wagered in excess of'§5,226.000,000.00.‘go ﬁring about the tax yield
of almoli onc-half billxon dollaro.

Although the small owners 1ncut losses frequently until thay are
fortunate enough to develop a horne or horses that can recoup tholc
losses, tha over-all picture. includinq the‘tevenqcl ob}gincdvby thq
states, 1: not one of a 'lolc” 1ndustry.d In addiﬁion fo the'afprokimato-
1y one-half billion dollata 1n state taxes, about one~thitd of a billion
dollaxs in purlen will be paid to the owneru of competing hozlcl 1n 1969..

Aosxstant Secretary COhen. ‘on ‘page 29 of his otatemnnt bcfotl thit

Committee, states:




“The Administration urges the adoption of this proposal as an

effective means of dealing with cases where the tax loss

are being uud to subsidize the hobbies of wealthy taxpaycrl.

We believe tho ob Jacewc can be attamd without dnttoying the en- -
tin mductry with the ::oncomtant 112 Mfccts on thousands of small tax-
payers and thousands of other pcuona whose ivelihood dopcmdl on the bus-
of ho:u racing. ‘ ‘

Bpecifxcally. we belireve that there ars uvckafapproacﬁu vllhi.éh‘vvn
~ would rupcctfully submit for connderauon by the Comittee that can -

achieve the desired mnu't of cl unmating the abuuo and at thc same tinc
not deatroy the horm rating 1nd.mtty ‘iteelt, ’ RPN v
- Piret, the ptopouz that the holding period fot“houn be
at least 365 days after such animal normally would have first been used
for 1ts intended purpose bafo;'e capital gains treaﬁcnt will be afforded
is ccrtainly onc that we heartny endorse. We believe that thlrl would go‘
far toward eumnating the abuses of some who are not interested in the -
sport or the 41ndult.ry. ‘but merély interested in a tax shelter.

Second; we submit that depreciation rules akin to thoé..qot ;_t‘brthlin‘_"‘-"v' -
§1245 of tho. Internal Revenus Code be adbptod. as propoud in h.a. 13270,
with rupockt tol the sale of horses and other livestock. ‘wo bc“u.ove ﬁat
it would be equitable for those in tha horse buu.mu to havc the horul
treated in the same manner a businessman has personal proporty. .uch as
machlnory. treated upon tho sale of that properf.y.. specifically. to the
extent that dcprociatlon would be taken (whcthcr ntraight lim or accel-
erated), upon the sale of the animal. the tax tteatmunt would bo as !01-' -
J.owl: if thc pnce ‘is in excess of the adjuoud basis ot the lhmlo
the amount in excess of the adjustad buu which is toalized that is oqual

. to dcprccuuon taken should be taxed as ordinary ir.com vtth capital '
gains treatment being rest;acted to the bal'onco xaeelivcd. 'rho enacmnt

" of the changes to §1245 of the Internal Revenue (ode which 1nc1udu live-

5
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' -ﬁw& would be sufficient to curb any abuiol prc-ont;y in the industry.
As such, §211 of gho House Reform Bill relating to the dohiai_of cl‘pital ‘

' gains when there ;xist- a cutpl(u in an .excess dcprochtion account, . . -
should be deleted. 1In short, we fell that there is no need to place a
heavier bu;don on the horse industry than is presently placed oxi other
businessmen.

Third, we submit. that the proposed changes to §270 of the Internal
Revenue Code be ontix.;oly deleted.. ' A

We boliochthat such legislative changes, rather than the changes
proposed to §270, would achieve the result of correcting the abuloi and,
at the same time would permit the thousands of legitimate and bona fide
persons who own and breed hotuq to remain in this industry,

In enacting these changes, th§ States would not be losing a vital
source of revenus and the thousands of persons employed in this industry
would ﬁontinuc to earn their livelihood in this manner,

Again, may I thank the Committee for the opportuniq.( that was af-

forded me oh’b.chalf of thov qmnwoaith to submit these views.

Respectfully submitted,

HERBERT [A. EL{_Gene Counsel
Pennsilyania Harness Racing Commission
Department of Agriculture ‘
Harrisburg, Pennsylvania
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The National Livestock Thx”Commiitee feels that certain
provicicns of H. R. 13270,lnamely those dealing with an Excess
. luctions Account (EDA), a Hobby Loss Presumption, a Limit on
Tax Preferences (LTP) and an Allocation ofvnoductions,iarel
unnecessary and are contrary to the basic objectives of a sound
and equitable tax system. These unneeded provisibns of H. R.
13270 unfairly discriminate betwoen‘farmers and ranchers based
upon accounting systems used and the size of losses‘ﬁuqtaided;
impose restriciiona on capital gains claimed by persons only in
agriculture and classify only certain losseé ffom farming, but
not from any other business, as "tax preferences"; and make '
compl;ance witﬁ and onfofcement of these ﬁnnqéded provisions

| unworknble and in some inétances piactically 1mpossible; :
The Tax COmmittee is of the opinion that rair and

'equitable tax treatment of ranch and farm businesses can be

, I

(LIST OF SPONSORS ON REVERSE SIDR)
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achieved: by adoption at the yropolalu u.do by the. Thx Cbnnittee
‘which were includod in the House bill (1n sonovhat noditicd torn).
These nroposala will eliminate the rvlutively small unount of tnx .
'protitooring and will not suhctnntlnlly harm the induatry 1n that, o
they are simple and easy to apply and wtll not roqulre conplicated'
coat accounting tochniquea. rurthor-ore, theno proposal: of the
Tbx Connittee wlll not have the offect of' diocouraging :urnera
and ranchera fron diveraitying 1nto non-tar- buninelsol und ‘ ’
1nvo-tnentl, inolatinc agriculturo tron tho rest or tho nttion 5
economy; impeding needed ngriculturnl procrans. stemning the :;
flow of needed new blood und cupitul 1nto the industry, and c;uting
meat price 1ncrea-es, a8 would undoubtedly be the case if tho '

unneeded farm loss provisions of H. Rt 13270 werq enacted,

y
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STATEMENT BY CLAUDE M. MAER, JR.
’ ON BLHALF OF THE
NATIONAL LIVESTOCK TAX COMMITTEE
WITH RESPECT TO TAX REFORM PROPOSALS
AFFECTING LIVESTOCK TAXATION

September 22, 1969

I. INTRODUCTION

My name is Claude M. Maer, Jr. I am a’partnef of‘the
law firm of Holland & Hart, Denver, Colorado, which is and has
been counsel for the National Livestock Tax Committee for many
years., The National Livestock Tax Comm;ttee is a nonprofit corpora-
tion organized and operating for the pérposé of maintaining and
assuring equity and equality in the field of feqeral income, gift
and estate taxation for the entiie lyvesfock industry, not only
beef cattle, but also sheep, horse and dairy interpsts. The Tax
Committee was first formed in 1942 and has been active continuously
since then. The Committee is sponsored by 6 national, 1l breed
and 45 state associations repregenting roughly 300,000 individual
farmers and ranchers throughout the fifty states. The following
is a list of the Tax Committee's sponsors:

NATIONAL AND BREED SPONSORING ORGANIZATIONS

American Angus Association

American Brahman Breeders Association
American Guernsey Cattle Club ,
American Hereford Association

American International Charolais Association
American Jersey Cattle Club

‘American National Cattlemen's Association
American Polled Hereford Association
American Quarter Horse Association

Awmerican Shorthorn Association
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Holstein-Friesian Association of America
lnternational Brangus Breeders Association
National Society of Live Stock Records Association
National Wool Growers' Association

-Pony of the Americas Club, Inc.

Santa Gertrudis Breeders Intornational
Thoroughbred Owners and Breeders Association

' STATE SPONSORING ORGANIZATIONS

;o *  Alabama Cattlenen 8 Association
' Arizona Cattle Feeders' Association
Arizona Cattle Growers' Association
Arizona Wool Growers' Association .
Arkansas Cattlemen's Association
California Cattle Feeders' Association’
California Cattlemen's Association ‘
California Wool Growers' Association
Colorado Cattlemen's Association
Colorado Wool Growers' Association
Florida Cattlemen's Association
Georgia Livestock Association
Hawaii Cattlemen's Council
Idaho Cattlemen's Association
* Idaho Wool Growers' Association
Kansas Livestock Association
Louisiana Cattlemen's Association .
Maryland Beef Cattle Producers,  Inc.
Mississippi Cattlemen's Association
Missouri Cattlemen's Association
Montana Stockgrowers' Association .
Montana Wool Growers' Association
Nebraska Stock Growers' Association
Nevada State Cattle Association
Nevada Wool Growsrs' Association
New Mexico Cattla Growers' Association
New Mexico Wool Growers' Association .
New York Beef Cattlemen's Association
North Carolina Cattlemen's Association
North Dakota Stockmen's Association
Oklahoma Cattlemen's Association
Oregon Cattlcemen's Association
Oregon Sheep Growers' Association
South Dakota Stock Growers' Association
Tennessce Livestock Association’
Texas and Southwestern Cattle Raisers Association
Texas Sheep and Goat Raisers' Association
Utah Cattlemen's Association’
Utah.Wool Growers' Association
Virginia Beef Cattlemen's Association ~

-2
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Washington Cattlemon's Association’ . )
Washington Wool Growors®' Association '
Western South Dakota Shcop Growers' Association
Wyoming Stock Growers' Association

Wyoming Wool Growers' Association

II. PROPOSALS OF NATIONAL LIVESTOCK TAX COMMITTEE

Earller'éﬂis year when hearingé'pnjvﬁrgous tax rejérh‘ “:
’proposals were held byvihe Hbuse Ways qndslénns COmmitiee, the‘
. National Livestock Tax Commitfﬁe presented'i statement’anditeat1~-
iony on the subject of prqposad chahges in the :ederal 1qcome'tax
laws affecting livestqck anq other agriculturaL.bperations, At
the reqﬁest of members:bf the House Ways ﬁnd‘ﬂeaﬁs Committee, the
National Livestock Thi'?ommittee agreed to'york with the staff of
"the Ways and Means COmmtfteeyin pr&posing‘aeyqrai'chinges in the -
{ivestock tax laws which would eliminate < ; profiteering in the
. industry which is caused by .a few peréons who enter‘the buainesé
on an 1n-and-out basis with the only intention being‘or_naklng a
tax profit as opposed to an economic profit. - g

After an in-depth study of this situation, the National .
Livestock Tax Committee submitted certain proposals which would -
help eliminate tax profit schemes in agricultural operations
. while at the same time provide. fair and equitable tax treatment .
for the whole agricultural 1ndustry. " These proposals were:
(1) apply the depreciation rocapture rules of sectlon 1245 of . o
the Internal Revenue Code to purchased livestock used for drnft,

breeding, dairy or raclng purposes, (2) extcnd the holding period
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of cattle and horscs froﬁ 12 months to 24 months in order to
qualify for capital gains treatment pnder scction 1231 of the
Internal Revenue Code;* 3) ‘clnrify.that male calveé or steers
cannot be traded tax-free for femalo calves or cows; (4) require
a taxpayer to prove the purpose for ﬁhicﬂ he held #1vestock in
addition to pfoving the length of‘time the ii;é;toék ﬁefe“held’fo
qualify for capital gdins;'qnd (5) . establish a sliding scale
recapture of land 1mprbvem§nt expenses when farm or ranch land
is sold within ten years after its acquisition, ) ‘ L
"IXI. CERTAIN PROVISIONS OF H, R, 13270
(TAX REFORM ACT OF 1969) PERTAINING
TO FARM LOSSES ARE NOT NECESSARY AND

ARE CONTRARY TO OBJECTIVES OF AN’
EQUITABLE AND SOUND TAX SYSTEM

Following hearings on prbposed tax reform,’the House
ihys and Means Committee reported to the House of Representatives
its recommendatloné on tax reform, which recommendations were
subsequently passed by the House as H. R. 13270. This bill con-
tained a number of the suggested proposals of the National
Livestoqk Tax Committee, although some of these proposals had
been modified. 'However, H. R; 13270 1ncludedtsev?ra1 additional
provisions pertaining to livestock taxation which went considerably

further than the proposals offered by the National Livestock Tax

* Exempted from this increased holding period requirement
would be animals subject to involuntary conversion due to
drought or discase, since the premature disposition of such
animals results from circumstances beyond the taxpayer's

control. .
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Y5 Committee. Thqse'additioﬁnl’prpvisions, all of which relate to

. farm losses,:iﬁcludo;an Excess Deductions Account (EDA), n‘nobby -
- . Loss Presumption, a Limit on Tax Prefercnces (LTP), and an

Allocation of Deductions, Th§ Tnx‘Cummgttqo fcels that these
additional provisions (hereinafter sometimes referred to as '

«ﬁ_, /"unneeded provisions*) go much too far, are not necessary’to,
prevent tax profiteering, and ére‘contrdry,to the basicitenets
and objectives of an equitable and gopnd'taquysyem.f

A. Objectional Provisions Unnecessary

These unneeded provisions of H, R. 13270 arc not
necessary for purposes of preventing tax-profiteering, result in
an "overkill" approach, would create complexity and confusion
throughout the industry, and would cause changes in the overall
pconoﬁies of the livestoék industry, all of which would cause
serious harm to the entire livestock industry. Unlike,thé pro-
posals of the Natiohal Livestock Tax Committee which single out . .
and clamp down solely on the few persons engaged,initax profiteexing
in the industry and which provide fair and cquitable tax treatment

. ‘for the whole industry, these unneeded provisions of H. R. 13270
would apply on a broad scale to all livestock operators. In short,
these unneeded provisions would "burn down the barn to catch a
few rats.”

B. Reason these Provisions Objectionable

It is the position of the National Livestock Tax

Committec that the essential and basic objectives of an '

5=
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~equitable and sound tax iysten aiéi,i(i) tb ktls& rhvonue;~(2)'}f“':
~ to treat all taxpayerl engaged in the sa-e busineas ‘fair and o
A equitnbly, (3) to treat nll taxpayers in ‘the entiro business
co-nunity fair and equitdbly, and (4) to provide for ofticient
and workable compliance and- enforcouent. The Tax' Cb-uitteo reela
that these unneeded provistona of H. a. 13870 are contrary to all:
of these essential rules. - - L '

“ 1. Not !ntended to anise Revenue -

In the so-calldd "farm loss proviniohs" ‘ot H. R. 13370,

which encompass EDA, nobby Loss Fresuuption, depreclation recapture :

for livestock and 1ncreaaed holding poriod requirenontn for live-

stock, the uouse Ways and loans Connittea Raport estimates that
all of these provisions would increase revenue by the relatively
1nsigniticant sum of $5 million in 1971.

Back in 1963, when the Treasury nepartnent first pro- -
posed 3nA, it was esti-ated.that EDA alone would,yigld only $5 .
million ﬁer year in tax revenue. Bug'it is npv‘ostiuuted,'qine -
ygura.latér, that all of these "farm loss provisiopsﬁ‘would
increase revenues by just $5 million, This statement by 1fself~j‘,
refutes the claim of increasing tax prqfitperinx~thut allegedly.

has caused a great loss of tax revenue and. evidences the'desire.

to extend these "farm loss provisions" across the board to all . ..

farmers and ranchers and not restrict tax retor- to eliuinating .
tax profiteering as do tho p:opoaalsAotfthe Nuglongl L;vcstock

Tax Committee. Yet, the announced inteption of these "farm loss ..’
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(2) !nposttion of Burdensome Record
Keeping Requirements’ .

'{!u;thepnore, farmers and ranchers who remained oﬁxthe
cash baaigldb used presently acceptable acérual methods would be’
rquired.to'compute losses each year and maintain a separaté BhA.
To all of thesévqperators, this would be very tgqublesone and in
many cases virtually impoasible because of the cdmplexities involved.
Even to those legitimate operators who have ﬂgcesp to reliable out-

side record keeping and tax assistance and can afford to pay for

‘such se;vices, this would 1mpose‘an additiénal coat'ahd turtheé

reduce their alieady small margin of pﬁofit.

- In 1952, the Secretary of the Treasury presented.to the:
Congress a proposal* to nod;ty the cash ﬁasis so.as to require
capitaiization‘ot all costs of raising bréeding herd livestock.
At that time, the Tax Committee pointed out the practical
necessity for simple.accounting‘methods and Congress'agreed by
faiiing to act on the Treasury's contention. There has been noft
substantial changé in conditions which would éequire or warrant
8 different dpproach today. 4

' (3) Capital Gains Denied

In addition to discrimination based upon what form ot

accounting system was employed and in what form the livestock

* Special letter from the Secretary of Treasury to the ’
Chairman of the Senate Finance Committee dated June 27, 1952,
98 Cong. Rec. Pt 6, p. 8207. 1952 CCH Fed. Tax Rep. ¥ 6239.

8-
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business was operated, BDA would also categorize 1nd£v1dual
farmers or ranchers as being “undesirable" by linitlng cepital
gains on the sale of their farm property it they vere in a
Heertain non-taru income brncket and sustained faru ‘losses over
$25,000. Bingling out such farmers and ranchers for this type
of treatment even thoqqp ‘they are.legitimate operators eeems
most unfair. | b )

(4) Full Deiuctibility of Interest
and Property ‘iaxes Denied

EDA would further and unjustly 1njure those taxpayers
who have borrowed money to obtain working capitul for the opera-
tion or purchase of farms or ranchee, since tho interest paid on
these loans would increase farn losses. Thxpayers in debt would -
be discriminated against and persone would be dlscouraged from’

. entering the industry on a legitimate basis by acquiring farms -
or ranches subject to a aortgage. Moreover, higher apd higher,
‘property taxes would also swell the EDA and thus reduce their
full deductibility by reason of the rquired offset of EDA
against capital gains, ‘

(6) 8ales of Farm and-Ranch Property
Hit - Conservation Discouraged

In adgitien to restrictihz capitai gaine on the sale
ot livestock'nnd other farm assets, EDA would tax gain realized
on the sale or exchange of fare end rancﬁ land at OEdinery }n-
come rates, 1neteadioant edpital gains‘;ates as under present

law,‘fo the extent of ‘land clearing and soil and vatee'conservation
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* exponsos deducted during the ourront taxnblo year plus tho tour .
_previous texable years, - As with othor proVisions oi BDA. thie ‘
" would only apply to inrners and ranchers using the cash baeis or .
prescntly ncceptable accrunl methods oi accounting. This pro-‘wé'*
vision not only ropresente bnd economics and bad ngriculturnl -

policy, but it also would discourage needed and continuing con- 7

servation projects which are so vital to the industry. . The e T

adverse reporcussions such provision could have on the reduction -
or termination of needed conservation projects would also be :

ielt by other businesses connected with the promotion and opera-

H

tion of such projects and by the consuning public dependent on, L

agricultural products.
b, Hobby Loss. Presunption

(l) Yould Disallow All Farm Losses
to Certain ?hruers and Ranchere

‘If farm losses exceeded $25,000. ior any three of five
consecutive years, even a legitimate farmer or,rancher who has,id"
been in the business all his life would'be presumed to be.a -f:;‘
l'"hobby farmer" and all hib losses could be disallowed under the
Hobby Loss Presumption provision ot H. R. 13270. This provision o
would apply to all taxpayers, whether doing business as
individuals or in corporate torm. ’ '

The cyclical nature ot 1armins and ranching, the ad-
. verse effect ot climate and weather, sporadic end unstable

‘market pricos, and continually rising production costs could

‘=]l
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easlly ‘rosult’ ln farm’ losscs incurred by many lcgitlmato oporator
oxocodlng $25,000 for uny thxcc of fivo yoars. "No exooptlons or"
excluslons would be mndc Iur dcnth or cnsualty losses or certnln .
fixod oxponscs such as- taxcs and 1ntcrest. ,

‘ Thus, a fnrmox or rnnchor who sustnlnod losses ln excess _
of $25 000 for any threo of rivc ycars because of dlought, blizzards,
talllng livestock pricos, and 1ncreusing operational costs could
have all his losses dlsnllowed whllo his nolghbor who sold hls llve~ .

vstock at a different time or escaped the tull blow of adverse
woathor conditions and had losses ‘of 324 999 tor thls period would
not be subJect to the disullowonce of such losses under thle ‘
proylsioq. ' ; B

(2) COuld Cause Lumplng of Income Tax

Fhrmors and ranchers whose farm lcsses were disallowed
. undor this Hobby loss Presumptlon could tind thelr income taxes A
- greatly 1ncreased in one year as a result of dlsallowance ot farm '
losses in prior years. As prevloualy explained, thls could apply
to and cause a terrific hardship to a farmer or rancher who be- -
cause of factors beyond his control, such as adverse weather . R
‘condltlons, lncreaslpg‘costs or low(qopket prlces, had loesos‘ln: -:'
eicess of $25,000,‘wh1le his neighbor‘wlth $54,999 of losses would
~not'oe subject‘to such dlsallowance.: Under these olrcumetances,‘ ‘
l the farmer or rancher with the disallowed lossos could dlscover
that the increased 1ncome tnxes resultlng rrom the dlsallowance

. ot such losses in- prlor years greatly lncreused his taxes in one

lle
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particular year. Securing the necessary funds to pny these addi-
'tional taxos could prescnt a very serious prob)om to such farmcr
or rnncher.

(3) To. Rebut Presumption vould be .
Time-Consuming and Expensive

To try to rebut the presumption that the farm or ranch
was not operated with a profit motive would be both time-consuming
and expensive and could even be a recurring event.iprurthermore,

- the uncerteinty caused by this provieion whereby a‘fermcr or .
rancher may be treated as a "hobby operator" one yenr and all his
‘farm losses denied, and as a "legitimate" operator the next year,
would be very disruptive and create great uncertainty throughout
the whole industry. Because of changing and variable conditions
.previously notcd, a farmer or rancherwmight be presumed to be
a "hoboy operator" and all his losses disallowed necessitating
iengthy and costly protests or litigation, whereas his neighbor‘te
whoee losses were 3ust a few dollars less would escape this '
presumption and not have to go to the added expense of contesting
the presumption. S :

¢. -LTP and Allocation of Deductions -

(1) Would Classify Farm Lossos of Some
- . Taxpayers as "Tax Prererences"

!hrmers and ranchers (individuals, trusts and estates)
on the'cash basis or using presently acceptable accrual methods
" of accounting® would generaily be subject to additionai tax

liability and/or to a reduction oi pexsonal iteniacd dcductions _A

* See discussion'beginninn on p..16.
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- 1f certain of theix fnrm iossos cxcccdcd $10, 000 undor thc LTP

and Allocation of Deductions provisions.. In such cases, farm

losses would be termed "tax proforcnccs" This vould result in

‘ different tax troatment tor farmers and ranchors based upon the

system of accounting they used. In addition, there would be
further: discrimination between farmers and ranchers on the cash
basis or using presontiy acceptable accrual methcds who had

certain farm lossea under $10,000 and those who had farm losses

- exceeding this amount,

2) Yould Adversoly Affect Some Farmers
and Ranchers but not Others

Farmers and ranchers would be caught.in an ignominious
vise under these provisions in'that capital gains realized.on the - :
sale of farm assets would not be ccnsidered in determining farm
loss ''tax preferences" although the deductible portion of such‘
capital gain would be treated as another "tax: preference" re-
éultiné in increased income taxes and restricting itemized
personal deductions. Also, death and casualty losses and fixed

operational expenses such as interest and taxes wouid ‘not be

deleted from the formula in computing farm losscs. “In applica-,

tion this would mean that, as under EDA and the Hobby Loss

Presumpt ion provisions, farmers and ranchers who'fcli on hard

_times or sold their livestock when prices were low would be

penalized while neighboring farmers and ranchers who were lucky

and escaped these catastrophies would not be subject to addi-

tional tax or to a reduction oi their itemized personal decductions.

~13-
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3. . S8ingles Out Farmers and Rnnchers for
More Adverse Troaimont than Thxpnyer
in Other Businossos
“a. EEAV{" P ‘ _ ,
(1) Would Restrict Capital Gains ...
~ on Livestock and Fhrm Property

The principle and provisions of BnA - restricting '
cspital guins trentmcnt o! livestock and other farm property ;“
are harmful to most farning and ranching operations, large and.'
small, and would be a most scrious blow to the whole livestock
industry. This EDA provision constltutes discrimination against
farming and rnnching. No other businesses ure singled out in
like manner for such trentment. Yet, livestock are still solling
at below parity prices. = " )

(2) - Would Recapture Certain Conservation

Expenses at Ordinary Income Rates
¥hen Farm or Ranch land Sold:

Under EDA, gain realized on the sale of farm or ranch
land would be subject to taxation at ordinary income rates,
instead of at capital gains rates as undor present law, to the
extent of land . clearing and‘soil and yater eonservation expenses .
" deducted in the 5 years brior‘to the sale. Yet;'nvother business
is subject to such restrictions on the sale of its land used in
bnsinoss operations. loroovor, the COngressional policy of pro-
viding farmers or ranchers under present law with the right to .
deduct these exponses 1n order to foster and oncourage conserva- '

tion projects would be abrogated. . .-

wlf-
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b. Hobby Loss Presumption

Would Appcar to put "Hobby" Label
on Agricultural Operations

Including thg Hobby Loss Presumption sectiqn uﬁdor the
“farm loss provisions" of H. R. 13270 appears to be an attempi to
place the tgg of "hobby" on the agricuitnral industryAand subject
it to unréasonable\and deloterious tax proQisions. Yat,‘agriculture
today is big business and remains near the top 1h size o? all
businesses in the country.* More importantly, 1£vié one of the
most vital of our nation's industries, for a éountry vithout
adequate supplies pf food and fiber would soon cease to exist.
In this regard, it should also be recognized that agricultural
operations require vast amounts of capital and are not oﬁtered into
by the great majority of taxpayers just to lose money, as this
provision'ot H. R. 13270 erroneously implies.

' c. LTP ana Allocation of Deductions

Would Unjustly S8ingle out Farm
Losses as "Tax Preferences"

The Limit on Tax Preferences (LTP) and Allocation of
Deductions provisions of H, R, 13270 unfairly label certain farm
losses as '"tax preferences'. Yet, losses from no other business
are termed or treated as "tax preferences" under these provisions

of H. R. 13270.

* See Food Costs - Farm Prices, Committee on Agriculture
Houso o1 Representatives (9Uth Congress, lst Session
" July, 1967) at 15, '
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Farming and rgnqhingvare one of the highest risk busi-
nesses in the country. The vagaries of weathor, an unstable and
sometimes non-existent labor force, and unéteady market prices
make the farming and ranching business subject to clements beyond
its control not experienéed by any other 1hdustry.' Under these
conditions, and considering the absolute dependency of the
nation's health on an adequate supply of food and fiber, it is not
only dangerous'tax policy but also precipitous agricultural and
econonic policy to term farm losses.ps "tax preferences" when all
put a very few persons in the country are legitimate operators.

d. PFarming and Ranching Subject to
S8pecific and General Provisions

Farming and ranching, with possibly only one or two
exceptions, is the only business that is singled out for both
special and general tax treatment under H. R. 13270. The so-called
“"farm loss" provisions of H. R. 13270 apply specifically to all
agricultural operations, Yet, certain f#rm losses are also treated
as "tax preferences" under LTP and Allocation of Deductions. The
singling out of agricultufe for this sort of dual treatment appears

to be an unreasonable discrimination against farming and rhnching.

4., Compliance and Enforcement will
be Neither Efficient nor Workable

a. New and Difficult Accounting System
Prescribed for Livestock Industry

(1) Livestock Operators Discouraged to Use
Cash Basis and Preseatly Acceptable
Accrual Accounting Systoms

Under EDA, it is provided that farmers and ranchers

-6~
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who uku a "proper” acerual method of accounting (i.c. "by usiug
inventories and by charging to capital account all expenditures
chargeable to capital accqunt" which can under present law be

cither deducted currently or capitalized) would in general not he
subject Lo the provisions of waintaining an oxcess deductions account
under EDA, This could have the tendency of forcing many farmers and
ranchers on to this impossibly complex "proper" accerual system. In
any event, this would pose a lubson's choice to farmers and ranchers
who would have to decide between maintaining a complex accounting of
" farm losses by establishing an excoss dcduqtions account and Being
subject to the restrictions spelled out under EDA or cmploying the
even more complex "proper" acerual system and not being permitted to
deduct certain expenscs as under present law, Similarly, under the
LTP and Allocation of Deductiong proviéions.oflﬂ. R.‘13270, all far-
mers andAranchers operating in other than corporste form and who in
genoral incur farm losses in excess of $10,000 would be forced to use
a "propor" accrual system, since if they do not use such accrual system
they would be required to keep two sets of accounting records - one
on their present method and one on the “proper" accrual method,

Under this "proper" accrual system, it would appear that
farmers and ranchers would have to use inventory methods bascd upon
actual costs of raising farm livestock and produce instcad of on .
amounts "which reasonably account for thc normal costs incurred in
producing the animals" under the unit livestock price method of. the
present Trensufy Regulations. This would mecan that costs of raising
crops and livestock would have to be separately computed and

would not be deductible until such crops or livestock were sold.

«l7-
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Furthormore, the effect of such system qonld'bo to abolish .in ono.
foll swoop and arbitrarily to deny to farmors and ranchers iho
Amportant and heratofqro Congressionall} recognized provisions‘bf
the Internal Revenue Codo dealing with the deductibility of soil
and water conservation oxpenditures (section 175), fertilizer -
costs (Bcction‘180),.anq l#ndyglearing expongés‘(soction 182). .
Most alarming of nil is the fact that for the first time
in the history of federal taxation of agriculture, Congress has
attacked the cash basis mgthod’of accounting and also apparently
the use of present1y>acceptnb1e unitAl;vestqck price inventory
methods, by the suggestion in the Houso Ways and Means Committee
Roport that these are not fproper accounting rqlqsﬁ. " This
represents a marked‘and‘radicaL‘daparture as Congress has con-
siatently recognized #nd sahcfioned,the use of the cash bagis
accounting method since inception of the federal income taxes
in 1913. Furfhermorg; tﬁe unit livestock price ﬁethod of valuing,
livestock using values based upon reasonable estimates of normai
costs of producing animals has ﬁeon sanctioned by.the Tréasury
Department since 1944 as being required by the problemsnof
valuing livestock inventories. It séems bé;h unJust.and without
merit to deny tﬁe time-honored and workable cash basis and the
presently-used unit livestock price methods of accounting tq .
legitimate farmers and ranchers, simply for the purpose of
elininating the relatively few tax profiteers, particularly whcn'
" they can be eliminated by the proposals of théiﬂgtiqna;.pivegtock'

Tax Committee.
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(2) "Proper" Accrual Method of Accounting
by Livestock Opcrators is Virtually
- Impossible to Achicve -

Due to tho naturc qf<and conditibhs surroundiﬁg livo~ -
stock operations, the Tax Committee is of tho opinion that simpli-
fied record kceping and accounting methods, such as the cash baéié,
afe absqlutely essential. The great majority of farmers and

ranchers use the cash basis system of accounting because of its

.simplicity.' Even the cash basis method of accounting'is not

easy for some farmers and ranchexs to maintain. Tb force cash -

basis farmors and ranchers on to a "propex" nccnual system would

be imposing an impossible roquirement on most and a burdenbome and

unnecessary requirement on all.

This “proper" accrual system would be a virtual im- -
possibility even_fo} the most sophisticated accountgnté. This is
due to the fact that it would be impossible for the farmer or his '
accountant to differentiate between and properly segregate the
costs of raising his breeding livestock from the costs‘of raising
animals held for sale, which would bp nost esscn(;ul since gain
on the sale of breeding animals held ;or'thc rcquisife holding
period is taxed at capital gains rates. " In many'instances, the
farmer or rancher is unable to determinc“tor a significgnt period,‘~
of timo whether to place an animalrwith his salqs herd or to yvetain
it as a member of the breeding herd. Ai(cmptihgito allocate costs
in theso circunstances would test tho ingcnuity of even the most

complex accounting cquipment. Similar and greater ‘problems would

-19-
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~ develop where, as is commonly the case, tho farming or ranching
oporation includes the raising of livestock as yoll as the

growing ahd‘hnréesting of‘crops and other agricultural activities.

To allocate in a propor manner the costs of the overall agricultural
business to the multifaceted operations involved would bo a nightmare
and oxercise in futility, Inlthe final analysis, it would be an
impossibility.

(a) Accurate Inventories Impossible

Unlike other businesses whore the production and sale of
merchandise is a significant factor and the "proper" accrual method
of accounting is requiréd f&r income tax purposes, ranching and
farming is not the type of business where accurate inQentoriés can
be made at periodic intervais and meaningful cost.accounting methoas
employed. On many ranches covering thopsands of acres, livestock
cannot he convenlently located and inventoried on December 31 of
each year or ;t any other such specific date for accounting purposes. .
The same would seem to apply equally to other agricultural activities.

A number éf the most prominent livestock tax accountants
in the country have confirmed to the Tax Committee that it would
be a virtual impossibility for the livestock operntob to conforﬁ
'to the "proper" accrual method of accounting.  Furthermore, these
accountants stated that the multiple accounting problems involved
in attempting to comply with such a "proper" accrual method would

be practically insuperable.
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- . (b) " Propoy' Accrual Accounting
Very Bxponeive

Bven ii tho "propor" acerual nothod of nccounting wore
feasible and could be complied \vith, this would Bubstantinlly in-
crease the oporational costs of the farmer and ranchor which are

already at a rocord level. With such additionnl costs to cope with,

“and viewing the already existing thin ovorall profit margin of live- .

stock operations, it is conceivable that the edded burden of in-

creasing the complexity of thei: record keeping and attendant costs

" would :cause many farmers and ranchérs to cease operation;

-(e) . Expert Accounting Assistance
Not Available

Furthermore, in a large number of rural areas ‘there are

bt

no accountants, or an insufticient number ot accountants, to por~
torm the complex bookkeeping chore‘thnt would result trom imposition
ot the "proper" accrual method of accounting on iarmers und ranchere.
!br instance, available statietice published by various accounting E
eocieties show approximnteiy less than 20% of the total number or
certified pubiic accountants in the continentnl United States o
practice in the twenty-ono states west of the Hississippi (ex-
cluding California), yet those twenty-one stntes compriso about
67% of the iand area or the continentnl United States. It is in

these samo states that approxiwately 64% of the na:ion's cattle ' .‘"u,g

'population is iocated according to u. S. Departmcnt of Agricultur

P

'statietics, yet it is obvious that competent accounting assistnnce :

necessary ior accurate accruai repoxting would bo hard to come by

PRI %
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«essential elesents or a 1egit1mate operation.‘ A statutory presump~ :

“tion, such as that created by this new provisten, would sppear “to

vdisellew all losses, regardless ot the opetator s sctual good

‘at least in tho: westorn stutes. !in 1! tne servicee of quellfied

cost accountants oould be obtuinod. the addltional ‘time und X

pense whioh would be spent 1n trying to Juetity to the Intornel

Revonuo Service or to a court the nethod of eost alloaation used, " SRR

H

which would ebviously be subject to very close serutiny, could be '
most substantial. . . e |

',;b{ Present an has Built-in Presumption - R
No Statutory Presumption Needed R

: neplacing present seetion 270 of the. Internel Revenue

Code with this new uobby Loss Presuuption prevision would’ not add .

© any extra arsenal for entoroenent ot nresent tax law. This is bo-

Y

cause under pwesent tax law disellowence ot sny business loss by a
rsvonue sgent ie already Eresumed to be oorreet until rebutted by
the taxpayer. The faet that tne Internel Revenue Servloe has not

isred too vell in the faru end rsnch'"hobby loss" sres ot lltigstion ‘

"‘lif.‘ﬂ

R
s

is prebebly due to the untenillsrity of revenue ugents vith the " '}5;

AL ST

LG [N I ¥ -:g-,h

add nothing constructive to present law. It uould nerely provide

ON I

a convenient and speedy neans by vhich an exnsinlng agent would A o
U § QL e

Y,

vfaith end length of tiue 1n the business, and 1t vould substuntially

RN

'1ncrense the time spent by tsxpayers aud the Internal Revenue ' ‘l  “?

"v‘ }‘ .‘..“’"
Service 1n extensive tax protests snd litigetion ot such cnses. “o

’

C. COBt of Euforcement

In the Hobby Loss Presuuption provlsion, no re!orence ’

'75-22;

L
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losses will Bo coﬁputod as under- prosent section 270 6f the -

18 mado a8 ‘to ﬁoﬁrlori'lossoaidvo to bo“doioutod. 'hothor such

Zitornal Rovonié ¢odo, ‘whetlicr capital gains vill be’ oxcludod

or included and vhothor farm incomo will 1ncludo income: from farm: ‘,

- land use is not 1nd1catod., This 1ack of ‘direction in thia proviuion ::

will’ certainly invoke considorable protests and ltttgattqn.
Furthermoro, protests and litigatioo robuttinu the preauuption,-

ﬁcreuted by this provision will probubly be-: nuuorous, ‘necessitating.

a larger staff. aud additional’ Iunda tor the Intornal novonuo Service.
"In addttion, protests and. litigation rosulting rto-

-'atteupts to rebut the prcaunptibn created by: the Hobby. Lo!t
Y'Q‘Fro uuption and from. utteupts to: police and. audit the use of .

Lo "propar" accxual accounting systen,the excess doduotioas account;r'

and the carryforward ahd basis adjustments of LTP will probably be

' numerous, requirtnz ‘ddditional: porsbnnol and largor adl;ntltrativc

" fundé for the Internsl’ Rovenue Service. S T Ag.f,'az

- A8 & u;tter of conjecture, the Tax Committoe 'ondorl‘&:n

i vhothar this cost’ ot entorcement will not excecd the snall addi~

' tional revonue vhich these’ provisions my raise.- j;?»”pi“ﬁﬂﬁ’J;

C. General Objections to Unneeded : "~ ' ..+ - 1., i
'Provisions of H. R. 13270 :

. e 1 W e AT el
l. Ibuld Create Extrene Comploxity and .- IR
’ COntusion to ‘Livestock: Operators ﬂ,qé‘:gm

Unraveling. cohproﬁending and applying these unneeded e

* provisions of H. R. 13270 would aven be a ma jor- undertuking for‘}n;\fr L
‘ & pro!essionnl tax adviser. xt would be a.virtual: impossibility;J

tor nost farmers and ranchers.

1




. " ‘The extreme comploxities. of and the virtual 1upossibility
of farmers and ranchers conplytng wtth the "propor“ acorual systiom,
of accoupting under the BDA, LTP and Allocntion of nguctiond pro-
visions of H. R.,13270,Aprevlous;y discugsod, would only_aqrvefto .
add to ;Qo‘oonfuston-of‘attonﬁting tovconply‘wiih these provisions.

.. Furthor, tha right of such farmers. and ranchers undor LTP
to 1ncro;sp the basis o! ‘their farm aasets 1n computing gain or .
loss by'the.amount ot dxaallowed !nrn loss . "tax preferencos“ “but
limited to the basls of such farm assets computed on a "proper" :

:raccrual syaten or daterntnqd by use of roaagnable,estimates of .

unit'coéfé, would result in unending confusion. Also, the five- - :

year carryforward provisions, of LTP with respect to any remaining
disallowed farm:loss "tax praferences" would create similar :
problems, The unreasonable requirement of kegping;two sets of .
aeparatoAapcounting recordsfwould‘also,peoneceaséfy;1nzo;dor.to
determine the “proper basis" adjustmenf,xor ;heséJfox-gqssots in
conputing—gains‘or }osses. ) B S P
Hl;ntaﬁning an1accu:ateoxnﬁ<by g;;vgaymofs and ranchors
not on a "proper" accrual nothod of acoouhtiﬁg would entaillfurther‘
and additional record keeping. dutles and expenses, which a large :
. number of stocknen would be unable to perform or pay for. .
Prepﬁring incoue tax returns, nucb less keoping the type records
-required undor these provisions, vould be a uonunental task. In
short, nost farmers nnd ranchers. wyuld just not be able to

. grasp,’ undorstand or comply,with these ndditional gnd complox

~24-
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7',-01 the facets of:livestock operations and accountine whig

cenplications impoged by these provietone of Hi R,: 13270. .
Becuuee‘ot thle conplexity and tho 1-poseib111ty of
maintaining accurnte recorda and proporly allocatlng coete onl
"proper“ accrual eyeteu, {farmers and ranchers- would be left .
to - the morcy and whims o! 1nd1v1dua1 revenue agents. If past

events are any indicator, these. agente ere ueually unintqnpndﬁx

portends further contuaion end expense Lor- etockmen should

'theee provisions be enncted. ‘f”.il ,~'p" ',fz NN .V!“i~‘y

A8 one. Treaenry Oxticial has: stated, perhaps annoxp ;g‘l~~'

13270 should be entitled,the,"Lawyera,and Acceuntants«ka}&g{,x

~end Pension Act", L <;¢f-' : ;\,‘,ff \,.;,} ;g%.%
Attached heteto as an exhibit.is a, etatement by lr.,.:, .
- N, B, ’l‘anplin, a partner with the accounting urm of Ernst & .

!rnst, briefly explaining ‘the conplexities and confusion vhich
these unneeded provisions of H, R. 13270 would cause. . -

3. Would Discourage Diversification by Farmers
and Ranchers 1nto Non-farm Buslnnsses :

a. Farnere and Ranchers !ust Diversify

For the past eeveral years, becauee of depressod
livestock and crop prices and rleing production costs, nnny

farners and ranchers have had to seck off-farm employment in

order to eupplenent their farn income.

“The farmer. more frequently is mqonlighting. - Theéff' o

farm housewife more frequontly is participating - ,;;;3“:,“

" in the nonfarm labor force. Better roade and easier,, Pt

i =28= : ' R
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access to toin. incrensin¢~d¢unnd for. nonfarm labbr IR
in many aroas, increasing noed for income by farmorg
theMsolves, ‘all play-a vital rolo s this trend, . =" i .
::::e:: ::g"givorsityiug. but off tho furu, rather
. This indicates that’ oft-furﬁ 1nco~e ‘his bccomo an incveeslngly
1uportnnt tactor in-’ the 11v65 ot :urn ftnllios. Pbr exanple,A in’
1967, farmérs‘received $10.7 btllton £rom nonsfdin’ sources. - ' Between
1960 and 1987. non~rarl ificome per 'farm fanily more ‘than- doubled.

¢ Diﬁcruliication by letitinate»tsruera 1nto non-faru
acttvitien has become alnost a necessity becauso ot the fnct that .
parity 18 only about 4% Additionnlly,’tt !e becoming 1ncreuaingly
apparont that it nakee good econenie hustness sonso: uoc to have "all’
your eggs 1n one basket“ : - Buch diveraificution by lon¢~t1ue _
legitiuate tafmera and ranchors ‘in non-fern bueinessee, ot courso,
‘neans xurger off-!arn 1ncon..,;WJ.,'why‘T;,y,hqn‘7jﬂ . - ;

f!hose !1¢ures and the -ove towerd dtvereiticetion shov L

_not only the 1mportunt role non-tarn ‘{ntome 18 presently’ playing

in the farming and ranching oconouy, but nleo portend that non-

- farm income will, na 1t 1ncreasee 1n the future, play even a uore

fﬂ'ﬁ‘*,. S

vital part in agricultural econouic stubiltty., ’

by BDA Could Dlscourago Diverstficntion

Corporutions, trusts And estntes encaged in tarming or N }i

' ranching and eubject to the provisions of EDA vould be discoulaged :

RS T : 3 ok

* . H.*L. Upchurch, Ad-iniétratar of: Econoutc Rosoarch Service,»
' 'V.8.D.A., Address to ‘Annual Agricultural‘Outlook Conference i
on tebruary 18, 1969“"“‘ S - -“’v"’: > o

R Upchurcn, Ibid.
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"to divarsiry sinco the otisotting ot __1 iarn ioasoa against L Q-i“{

P t-ount in nna Non-farn incoue couid includo incone tron land

Y‘~:'and nore of such legitiuate faruing and rnnching operations.

Y bad year ‘comes along.~ Otten this investu@nt of ptofits is in.a .f'

operations it credit aourcos dried up.

incouo fron any non-taru zOurco wouid rosuit in incrousing the |

e I,

'rontals, royalties, dividcnds, intorest On GaVinga and other7ﬁ“'7

L

uiuilar sourcos, yhich aro becouing incroasingiy conmon to more,

RETINIE

c. EDA Couid Discourago Thritt and the !nvesting“
‘ -0f Non-farm. Income in Livestock Operations

When such & typicai fqru or rnnch ertorprise has a

proritabie;year‘résuiting perhaps irbm gooé nuisturufund higher .
_ seiiing‘prices; the prudent”opexator,iill want . tb iuvést some of -

the profits 80 that there: wiii be sonething to: faii back on vhen

nou-farn business bacause ot the deuire to divorsify. The BnA

Drovisiona wouid tens to discourage such investnonts, since the PR

inco-e irou such non-farl invest-ents wouid svoii the nuount in -

EDA to the extent used to ofiset farn losses. nit ek 'f"’}':u'“
) ‘- !urtherlore, non—taru incoue ia often plowed back into”

the iiveatock operation to nake it nore erfoctivc. By dis- e

couraging diversitication, such non-taru incOmo would not be

avaiiabie tor incrensing the eiiectivoness or productivity ot the

t\w e
el

‘oporation, and with increasing interost rates, nany ot such

i

_!;". O

icgitiunte farlers and runchers Iight have to teruinato thoir : f'i"

2

" These aro Just further indicutioha oi'tho oconomic ‘i'*v

unsouudnoss of this particular provision ot n. R. 13270.

.
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- d.  Existing Government. Programs Could .
be Impeired by EDA

By the snmo tokon, these BDA provisions fly directiy ln !
l‘tho face of oxisting government programs, such as those sponsored T
‘by the Fnrmer's Home Administration, which are designed to en~ -
courage farmers to incrense thoir non—farm income. The objects

of such programs are to establish non-farm trndes and businosses
such as recreational uses and- thus provide rural communities with
services previously unavailabloe, while increasing non-farm income,
As previously explained, the EDA provisions affecting corporations,
trusts and estates engaged in iarminn and ranching would mean that.

such - tnxpayers would ‘be ‘discouraged to receive any non-tarn incomef,

"~ no matter what the source,

3. Would Isolate’ Agrieulture From
Rest of Nation' 5 Bconomy

/ These unneeded provisions of H. R. 13270 would hava the
eifect of isolating the livestock industry, and agriculture in g
igenerai, trom the mainstream of our countiy s economy by dis-

couraging needed outside capital from entering the industry and

by hindering ‘many existing legitimate faxming and ranching opera->
tions to remain economically sound by diversifying into non-farm o
businesses and investments.v This would result in a situation e
which would be very damaging to this industry which constnntly
‘ needs new blood and new capitai and which has heretofore not -
been discouraged to(diversity into nonffnrm businesses or -,

investments.

. .28-
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Instead of saving agriculture from outside forcos
which supposcdly digtort farm and ranch cconomics, those unnccch
provisions of H. R. 13270 would inflict damage on.the }egitimnto 
operator wha is trying to expand his business and remain on tﬁe
farm, by reducing his supply of available capital and placing
restrictions ‘in one form or another on the deductibility of
farm losses. It would, in fact, appecar t6 inflict the most -
severe damage on the small and medium-sized livestock operations
which, unlike the large operations, could not afford to pomplx
with or pay the price exacted by these provisions in the form of
additional record keeping andvprofessional tax assis@ance.A

4. V¥Yould Impede Vital Agricultural Programs

. Many research programs.in the fields of agéicﬁ;turalx
" production on farms and ranches are in large part'suppqrted by
funds from non-farm sources.* These'unneéded provisions of

H, R. 13270 would seriously impair these programs which are
beneficial to the entire economy, farmers and consumers alike,
by discouraging investment and participation in rescarch, The
reason these progrhms reflect losses is for the simple reason
that they are not designed to show immediate prqfitable returns
in cash, but are profitable in long-term breed and biologic

improvements for the whole 1ndustry,

* See Logan, Bvaluating Financial Support of Rescurch
Programs, Journal of Farm Economics (Feb,, 19Gd).

=29

165



Closely rolatod to these rosonrch progrums is the
vital role played in the ltvostock industry by purebrod opurations.
These operations, which are analogous to enginecring uhd resexrch ‘
departments in certain industrial busincsses, ‘are ‘the foundation
of the entire livestock industry since they provide the seod
livestock for all livestock operations, Becauge ‘of the extensive
research and experimentation involved in these Bperatioys,~;h$f"“
profit reflected is often very small and in many instances thére
are sustained losses for a number of years until an inproved seed '
stock animal is developed and'reéognizod“by\the industry.  To e
restrict or deny the full deducfibiiifj:of the'leSQS‘inéﬁrrod in*’
these operations in any“nandor,3ihéthei"b§ reducing ¢ap£ta1‘gains
on the cale of livestock under an, by a hobby loss presumption,.
by increasing taxable 1ncome under LTP, or’ reatrlcting the - R
deductibillty of certain itemized porsOnal expenses under
Allocation of Deductions, woiild be unfortunate; it would dis- '
courage, and possibly eliminate, the noeded flow of capital .
from non-farm sources into. theae research’ programs, and it would
have the resultant and adverse effect of restraining the produc-‘
tion and developmont,of needed ‘seed stock., Already there seems
to be developing a trend away . from cow-calf operations’to steer .
operations because of lower.épehatidﬁal costs associated with
raising steers. This forecasts a far noné serious deveiopment,;
since there has to be{sonc'entiingrlgg9¥p P‘°§“¢i??,5°°§4’t°¢5~ ’

for the livestock industry.
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- 8. lbuld Dry Up Noodod Sources of Outside Capital
. and Rostrict nltry ot Now Blood lnto Indnstry

Enactnont of thoso unncedod provisions of 11, R. 13270
would almost cortatnly place a rostriction on the avnilabilit/ of
capitnl for farming purposos from outsido sourcos. This could be
isoveroly damaging to agriculture vhich has beon lnrgoly depondent

_upon the avallnbility of outside capital. )

a. ge Amounts of Outside Capital Necessary

Livestock operations need large amounts ot capital to
begin and continue operations, and very often this capitul is
not available from the farmer 8 or ranchor s ovn resourcos or
borrowings. Thus, attrection o! outside capital alvays has boen
important‘fo the livestock industry. Any~lay, auch a8 thesc )
unneeded provisions of H. R. 13270, which would discourage new |
- capital investment,: could prove catastrophic to the whole
industry. Productivity could decrease, operation costs would
increase, husbandry and agricultural practices would deteriorate,
- and local communities and other businesses would dlgnppoarf The
entry of new cupital into the livestock businecss, particularly
" in the western states, has a long histoficnl background.*
American agriculture was built lnrgely’by'outside capital. It is
this capital which makes efficiencies resulting in the United

8tates being the most productive agriculpurnl nation in the world.:

* See Gray, Ranch Economics (1968).
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Furthor, it should be- rocognivod that the smll and
medium-sized family farm or ranch is8 having 1ts hnrdcst financial
time in history. The increased cost of machinery, supplies, feod,
and éuch othor necosénry products and equipment is such fhat a |
small operation cannot justify it. For this reasbn, many such 6perg~
tion§ are nmaigamatiké,with the gssisinncd of outside éhpital ana
thereby developing efficient hnd largei units over which thﬁ coéts
of operation can be more economically spread. To effect this,
such farmers and ranchers need and are entitled to opczate under
the tax laws without ‘these detrimental provisions. O

‘ b. Bssantial Flow of New Blood into
Industry Would be Stifled

B The average age of a farmer.toda§ is about 55, With
expanding and lucrative opportunities 1n’¢ther,businasses;{
agriculture has not kept pace with encouraging new pcople to eqtqr'
the industry on a legitimate basis. With an averagce rate of return
on capital investment of betwoen 1% and 3% (and in certain arecas
of the country the rate of return is below 1%),** there neod to be
incentives not barriers placed in the way for such ncw pcople to
come into agriculture, Inétead of creating such essential

incentives, these unneeded provisions of H. R. 13270 orect barriers.

* See generally Food Costs - Farm Prices, Committcc on Agriculture

House of Representatives (JULh Congress, lst Scb=ion, July, 1967).

" ** Based upon compilation of studies conducted by U. 8. Department
of Agriculture, national livestock associationb, and colleges
and universities.,

-32-




Start-up costs for any legifimntollivostock opqrution.could,and
usually do result in losscs for the 1ni§inl yoars of operation,n
subjecting the operations to some if not all of those unwurrahtod’ :
and dotrimontal provisions of H, R. 13270, -
In addition, these unnecded provisggné of u..n. 13270,

in combination or in single application, would make it virtually
impossible for a person to borrow sufficiont capital to purcﬁasé,,

a farm or ranch or to acquire a farm or ranch subject to a mortgage.
This is bccause the interest on the mortgagg and the higher and
highor property taxes being levied agéinst agricultural property
'would 1ncrease farm losses. Under an, this could result in
reduction of the full deductibility of such expcnses by reason
’ of the required offset of EDA agagnst,capitallgain. Under thq
Hobby Loss Presumption, it could result in all farm losses being
disallowed if they excceded $25,000 for any three of five
congsecutive years, as they well might in the initial years of
operation., Under LTP, these losses could rosult in increasiqg
the taxable income of tha farmer or rancher. Undop Allocation ot
Deductions, thesoe losses could cause the reduction of the '
farmer's 6: rancher's itemized personal dedgctiqnq.

6. Could Result in Substantial Moat
Price Increases to Consuming Public -

a. Livestock Currently Produced at Low Pricos
Imbrovemcnt of 11vestoék brqe&é through dedicated '
recearch programs, as previously noted, has producéd overall meat

prices at lower prices to the consuming public than practically
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anywhore olse in the world'.' lkwovor, ‘the. iivostoék businoss ro-
coivos no govornnontal subaldy for ruising meat. Thé liventock*

' produccr operatea us an individual with no bnrgaining power': and 18
unable to sot tho prico at vhtch he buys or ‘solly his tivostock.- As
.8 matter of fact, livestocek producers who are still oporuting at L
pelow pgr;ty prices subsid;ze tho cqnaumors. 8till,” tho livestock

businéss,Jbecausé of its high cépltal investment reqnixemontg and -

slin profit margins cuuééd‘ﬁy‘lncreasingloberational costs and

fairly-static livestock prices, receives'one of the lorest returns -

on 1ts investment of any business.“ A } R

4

" b. Food. Costs Presontly a Ba gain

vnder the present 1ncoue tax ayaten, and notwithstanding

~ the distrossed economie condition of the 1ndustry, Americau agri-

- culture has done an outstanding Job in fulfilling .the nation's food -

and fibor needs. In fact, ?ood‘hnd fiber have been supplidd by the -

industry to the consuming public at bargain prices.’ This is evi- '
denced by the fact that according’ to the American’ Meat Institute = '

Bulletin of May 20, 1969, the working man today spends 17% of his ' -

income for food, whereas 20 years ago he spent 26% of his income -

for food. In contrast, ihe average familj‘in Italy spends about 38%
‘of its disposable 1ncome for tood, and Peruvian and nussian familiea

.

spend about 56% of their income tor rood.n
Even 1n light of tbese bnrgain food prices for tho

American public, operators are still receiving prices below parity

-

for their livestock. . Until the slight upsurga 1n livostock prices .

a few months ago, livestock pxices were about tho same as 20 yoars
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_ ago ‘although production costs hnvu incrensod by about 105%.f? Aa .
'a matter of fnct, since 1950 livostoek pricos rocoivod by oporotors
vere on -the avornge below tho totnl coste of production for nost

of theso years.' ‘ o

. ¢. Provisions of Act Could Incroaso Moat Prices

Enactnent ot thoso unnceded provisions ‘of 11, R. 13270 could

well result in a substantiul increase in moat prices to the conquning

pubiic. By discournging the ontry of needed outside capitnl and»new '> i_,1,
blood into the industry and by driving many small and medium-sizod ;f '

operators out of the business, it is. very iikoly that ae a resqit of
these provieions, livestock numbers vill be substantially decrenscd,
- causing a corresponding rise in meat prices. }7aV¢v1 wf*; »"ﬂfi”‘a,_
IV{ SOME SECTIONS OF n. R." 13270 ARE SIIILAR 0" '
PROPOSALS OF NATIONAL LIVESTOCK TAX COMMITTEE "
AND WOULD PREVENT TAX' PROFITEERING WHILE NOT
HARMNING LIVBSTOCK INDUSTRY

Included in u. R. 13270 are two specitic provisions extonding

deprecintion recapture ruies to liveetock and increasing the l:olding

period for livestock to quaiity !or cupital gnins treatment. The pro- L

vieion on depreciation recapture is the sane as one of the propoaals
of!ered by the National Livestock Tnx COmmittee, while the provision
relating to an incrensed holding period for iivestock has beon i

- -modified slightly rrom that proposod by the Thx Committee.‘

' A. A Depreciation Recnpture Ruios Appiied to Livestook

Depreciation ailowed or allowabie on purchnsed livestock

L,

* See Fbod Costs-Fhrm Prices, COmmittee on Agriculture. House of
Representatives (Sbth‘cong-oes lst Session July, 1967). . =

’ _ %% Bee: Agriculturnl Statistics, U. 8. Deparimont of ALricultur

Table 695 (1967), Thblo 684 (1968)
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used for dairy, breeding or racing purposos would, undor the pro-

visions of Il. R. 13270, ‘be subjoet to the depreciation recapture::
rules of prosent law, as are all other similar busincss assots. . This

would mecan that gain realized on the sale of sucn livestock would be

_ taxed at ordinary income gotes to the extent of dopreciation clnimod

or allowable on such animals,. and tho remainder of the gain; if nny,

' would be taxed as capital gains, .if holding period nequirements hnd~‘~*“:

- been satisfied., -

- The Tax COmmitteoerels that this proposal is fair and- .

. equitabie in that it oqualizos the tax hurdon among livastock opern-

tions and other businessos and sinoe it wili discourage tho entry

- of tax profiteers into the livestock industry.

B. Increase in’ Holding Poriod for Livestock

H. R, 13270 provides that, in order to qua).ify for capital
gains treatment, the holding pcriod required for iivostock held for -
draft, breeding and sporting or’ dairy purposes wiil be at least 365

days after such animal normally would have been usod for any o!

such purposes.

The Tax Committee reels that, although some modifications

are called for, this proposal in the main is fair and oquitablo

R

*° and will help prevent tax profiteering.

Such modifications would include a clarifying provision that

‘the use of animals for breeding, dairy or racing purposes from which .

the 365~day holding period is moasured, shall be basod on the time in
each tnxpaycz s own oporation thnt such use n01mally commences. This
will assure equitablo trentment of all farmexs and xnnchers, since the

first usc of animals for such purposos normally vnxics from rogion ’

- to region and from farm to falm within a givon rcgion.
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" tions). Such prosumption would assist in determinlng the. auo of..

Tho sacond modtfication which would bo’ 1nclud0d is that

,'thore bo a prosunption o! Firat In, First Out, as undor the’ pxoscnt

unit livostock price method of-inventorytng livustock iz thc unimals

are not individunlly 1dent1f1nblo (as 1n nost conmercial range oporn-

raised livostock, since such age is difficult to: determino by weight
,‘(nothod commonly used) after an animal excecda two years of age.
Inclusioﬂ of such a provision would also nako administration of this ‘
;“proviszon easier and more eftective, 1nc1uding vorification ‘of ?:~f.‘
dreturns by revenue agents. - , T .fﬁ$7sf

h A third noditication would be to exempt !rou this 1nc1easod
_holding period requironent, a8 does the proposal of the Nationul
Livestock Tax COnnittee, animals subject  to 1nvoluntary conversion
due to drought or disease.. The reason for this exemption 18 that -
premature disposition of such antuals results from circumstances
beyond the taxpayer's control, « fo. .

‘ c; Proof of Intention for HoldingﬁLivestockfkv‘

One of the proposals suggested by the Thx Committee was
'that to claim capital gains on the disposition of livestock, a. tax-
payer be required to prove the purpose tor which he. held the. '
livestock in additionto showing. the length of time. they were held.
In adopting this proposal, the House Ways and Means Commltteo Repoxt
. refers to the fact that ".‘.g. the mere satisfaction of the holding _
period requirement 1n the case of livostock,shogld.(not) i v be
considored*to conclusivoly demonstrate tﬁnt-the;animals.were held
fbr breeding?pp;poscs (or ihy'of the other'specificd'purpqseé).'. . ;

This determination should be made on the basis of all the faété,
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. 'and clrcruustancoe; vh__ich may .mdieoto‘ the p_ur‘pose.foxf which _‘tAho

animal was hold.” .- = S e

D.’* -:-»lfree Excha go ot leeetoeh il -':n'».i Bl

Another. px'oposnl offered by : the: Tax Comittoo wos that

o present lavp be clarified to: show- that i.t 15 not proper to exchanso

mle calves ;or. steers tax-tree for temlo calvee or: cove. .,'l‘his
propoanl wns also adopted by the Houso \Vays and llonns Couuittoo nnd ‘ , &3
' appears in. 118 Roport on_H. n. 13270, \vhere it 18 eteted that. G

"'.‘ N Congrese did not. mtend thte typn of exchenge to be con-

eidered a like-kind exchange." e '_; S

: 2.“7' 'l'reetnent of Lend Improvenent Bxpenees

Under xm\. gein realized .on the sale. of farn or ranch landl .
would be recaptured and taxed at. ordinary mcome tax retes to the
extent of land clearring, and soil end,mter_ conservation ,,expe,nsesx,u.
deducted in the rive years previous to the sgle. smce such ex-
penses are Irequently mcurred and deducted on a continuing yearly
basis, this woul.d reeult 1n the gain reauzed on the snle of nuch
farm or rench land, vhich is presently taxed at cgpi.tal gains | '
ates, being taxed at the higher ordinary 1ncome retes, thereby
reducing the overan profit. Such a provision could onuse con-
V eiderable harn to e larse nunber ot farners and ranchers who only ‘ .
Teap a eubsuntiu profit \vhen their land 18 eold. e R ‘j
) ' Adoption of the National. Livestock Tax Comtttee 8 y G B
s proposul. 1or rocaptur:lng these lund clearing and soil and nter e
consorvatiom expenditurae on’ a grndueted baeis u fax-u or, ranch
. -land 13 sold thhin 10; years nfter ocquisition vould be more . ..

1
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equitnb;d“nna would not causo harm to tho logitimate long-term

tnreer and rancher, since guch proposnl“ts'bneéi'en~theﬂlonglnk @ +

of time the farm o ranch land was held nndlndt;vhen.tneae,exa"“

penses wore sustained. ‘Infnddftlon,ithc National Livostock Tax -

cou:ngxng the 1nprovemcnt o! farm end rnnch land by. pernnnent
“operators, yet discouraging the purchase ot tnrn aid rnnch lend
. b: tax profttoers on a shortutern ﬁaeis.v~,.

" Inconme Averaging Provision WOnld jgp\ff,
be Beneficial xndustrx,' ' ‘_ .

fp e

The Thx Conmittee eupports tne sectione o! n. R. 132707 _—

,\, S O

inproving and stmplifying the income everaging provieione of thel -

')tﬂx)-a'- . “ -A.1‘v“1' N
. N R T SErY L

V. TAX pnonmxnmc NOT WIDESPREAD AND 1§ DECREASING .~

s, .
. v ,
ot N

A, ‘Basis for "Fhrm Lose" Provisions 1s Incomplete

RIS E Gl g

The baeis and reason !or enactnent ot the "farn loss

provisions" of H. R. 13270 ie found 1n the statenent tn the

<|v, DA

House Ihys und lenns COnmittee Roport that according to Treasury' ‘ '

: Depnrtnent dntn tor the years 1964 to 1966,‘"as the taxpayer s

‘ '_ndjusted gross incoue level increnses,.the size ot the nvernge ',w

. farm loss also. consistantly 1ncreesee.f‘[; e

. Thie statenunt 13 incouplete and Iails to recognize
‘the entire economic picture. !br the years 1963-66, the ’
1966 Stntistics of Incomo, lndividunl Income Tnx Returns conpiled

‘ and feported by the Troasury nepartment, nnnlyzing individual

-39-
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“income tax returns filed and, sourcos ofatncono,‘roVea;e‘thgt rcg.;

<turne_£;ted‘by.indtbidugge sﬁoying,oef teru,tpsscs apounted_to

. only about one~third pr -the total.raturns filed showi,kg_fm'm

. income and losses. This 1966 Report #qrthor 1ndiouteslthet‘tho,A
number of returns reporting net_tarn ioqses'hes decreased tron .
1,086,000 in-1963 to 1,012, 000 in 1966, Also significant is the
fact that these returns re!lect a allght decrease from $1 902 000, 000
in farm losses in 1963 to $1, 853,000 000 in such losses in 1965. ‘
1t as alleged, a largo nuuber of high-income~tax bracket individuale ,v'
- ]re being attracted into tarming for. tax write-off purposes, 1t

vould appear that the nunber of returns showing farmtng loesee would

have’ increased substantially since 1963 1nasmuch as ‘the total number L

of tax returns filed in 1966 by all classes of taxpnyers increased

9.7% over 1963. ‘ ] . R
From the all inclusive apblication of‘tkesekaarm loss
prov;sions" of H. R. 13270 to farmera and ranchers, 1f might be
concluded that tax profiteering operntions were widespxeud. This
18 not true as the 1966 Beport shows that, except for the $600 and '
under adjuated gross income bracket, where the aggregate amount ‘of

net farm losses exceeded net farm profits, only 1in thc $100, 000 and

o above bracket did net farm losses exceed net farm profits. Furtkor

significant is the fact that only 3,598 returns (. 001% of totel

farm returns) were filed showing net farm losses in the sloo 000

" and above tnx bracket.
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B.  Farm Losses not. Bignificantly Difforent
from othor Busincss Losses :

. Also relevant is. tho fact that the 1966 Report revenls
that more. lossos were roporfod by 1nd1v1dnnls ‘in the $100, 000 nnd
above adJusted gross’ 1ncome brucket with rcspcct to other

~.bu81nessOb and professions than by individuals in the samqyihcgme‘ﬂ

brﬁéket who reported net férming losses, - ihis is revealea'iﬁ.QQe
‘following excerpt from the 1968 Report.;u o . y-f .
. .") ' L .
' ,*" ‘ : . Businoss or o S T

Adjusted Groas I * . Profession . Farm
Income Classes S - (Net Loss) . - (Net Loss)
$ 100,000 under $ - 200,000 - - ' . $43,473,000 - $38,375,000
200,000 under 500,000 82,047,000 . 25,605,000 -
. 500,000 under 1,000,000 = 10,304,000 9,207,000
1,000,000 or more 16,045,000 3,729,000 .

Hove#éx;‘no other businessés are singled ou£ toi discriminatory
tax treatment by subjecting ‘them to an EDA of by including their
business losscs as "tﬁx“prégerences" undet}thé'LTP and Alioca{igg
of Deductions provisionsof H. R. 13270, ‘ :
If the basis for onactment ot those "farm loss provisions“
‘of u. R. 13270 is predicated on the statement that the size of the
average farm loss 1ncreases consistently ‘a8 adjusted gxoss 1ncome

risc’ , then closer scrutiny of such,Treaeury Department data is

required. ‘This is because this same Treasury Department data .

set forth in the following table reveals that the size of thé

average ‘loss from non-farm businesses and profGSSIOns also 1n-

creases consibtently as adjusted gross income 1ises.
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- Lol lea8
B " r

" o ‘ Net Business '
AGI Classos = Number of ' Loss Average
"(thousands) . Returns *~ '(thousands) = . _loss =~ -
en, e tmm omn
= $10-$186 99,319 - 'ﬂ"114'ass;t:. 1,156,837
°$15-$20 . _ 28,692 o 49,787 - 1,738,227
fue, o owa o e
" $50-$100 . 3 1 L )
: ':10633500 . 2,728"" "€3)118° ¢ - '23'136.00
' $500-$1,000 - ;49:=" 8,470 56,852.35 . -
$1,000 & over * 97T - 14,501 150 422,68
N 186
S LU Net Bustnews .
"AGI Classos . Number of ‘ Loss " Average
-~ {(thousands) Returns (thousands) : Loss
$0-$5 C T '420,150° 81,117,336 ' $ 2,603.59
$5-$10 . 308,737 328,222 1,070.04 .
$10-$15 118,863 - ° : 40 2939 - 1,216.42
15-$20 . .,38,380 64,368 . 1'e78.17
" §50-4100 haes. lapie 7 s
$100-$500 3,128° 75,520 ' 24'143.22
. $500-$1,000 . "'180. 10,304 . 57'244.44
. ) 000 & over A | N ”18.045 - ) 162 070 70

R 5 _.:
- E .

‘Ynt, these non-farn businesses and protesslons are not subjected
to an or are those non-farm lossea clnssed as "tax preforencos"'
undor the LTP or Allocation of neductions provisions of 'H, R.,.W

13270.

¢ .
P : - oonl R

C. .Average Farm Profit also Incroasas Consistently
' a8 Adjusted Gross Income Levels Rise

An examination of thia sane Treasury Departmcnt datn

turther shows that the size of the averago farm profit also

-42-
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generally increases as adjusted gross income riscs. This is

reflected in the following table.

AGI ﬁ Evses
(thaylilids )
$0-3$5
$5-310
$10-315
$15-$20
$20-3$50
$50-$100
$100~-$500
$500-$1,000
$1,000 & over

AGI Classos
(thousands)

$0-$5
$5-$10
$10-8$15
$15-$20
$20-$50
$50-$100
$100-$500
$500-$1,000

$1,000 & over

N

1965
~ Farm Net
Number of Profit’
Returns (thousands)
1,243,666 - = $1,767,545
- 532,485 1,760,012
135,458 - 754,027
42,776 352,551
39,003 474,633
4,984 83,027
1,045 23,521
32 518
17 1,671
1966
Farm Net
Number of., .  Profit
Returns _ Ethousands)
1,100,435 $1,618,827
596,475 - 2,058,458
186,213 1,055,339
- 87,004 504,127
49,889 630,545
5,642 92,852
1,201 25,191
27 620
15

172

Average

- Profit:

$ 1,421.23
3,305.27
5,566.50

" ¢ 8,241.79

12,169.14
16,658.71

. 22.508.13

‘16, 187.50

98,294.12 -

Average
Profit

'$ 1,471.07

3,451.03

5,667.37
| 8,843.71
12,638.95
16,457.28
20,975.02
22,962.96
11,466.66

-From the foregoing statistics showing the relative

size of net fa;m profits and losses, it would appear that ih‘

general the larger the operation the greater are the size of

both profits and losscs. This is because a business such as

farming and ranching which is subject to so many elements
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beyond its control can eithor have a profit or a loss in any
given yecar, and the amount of tho profit 6r loss of a particulhr‘g
operation can be and is frequently in dircct proportion to its
size. Under these conditions, and based on the foregoing
statistics, singling oht the entire livestock industry for dis-
criminatory t&x treatment under t‘hese unriceded provisions o@
H. R. 13270 is not warranted or justified.

D. Drawing Farm Loéa Demarcation Line at
$15,000 or $25,000 not Justified

H. R. 13270, under its Hobby Loss Presumption and EDA
provisions,‘ﬁodld treat even legitimate farmers and ranchars'who
incur farm losses in excess of $25,000 for one yeér or a period of
years as "hobby operators" and restrict the amount of capital gains
they could claim on the sale of their livestock or other farm
property.

Id similar maﬁner, the official position of the Treasury
Department as stated by Mr. Edwin-S. Cohen beforé this Committeéu -
oi September 4, 1969 is té treat even legitimate farmers and
ranchors as non-bona fide operators if farm losses exceed $15,600'
under EDA and to include all losses in EDAvif such farmer's or
rancher's non-farm adjusted gross income is also in excess of
$25,000. As an appnrént basis for this conclusion, Mr, then
stated that: l

", . . large farm losses generally represent capital
expenditurcs which have been deducted under the

liberal cash method of accounting. The cash method
has becn allowed to farmers primarily to help small

»
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farmors, but taxpayers with large farm lossée are
gencrally not in this class bHut are woalthy
investors who obtain a tax shelter." [Bmphasis

‘ addod.] ‘

This statemont is too gencral. For instunce, thoxo are no
statistics cited by Mr, Cohen or of which the Tax Committee is
aware that show that large fnrm losses gonerally represent capital
expenditures which huve been deducted under the cash basis, Further,
the cash basis is under present law allowed to all farmers and
ranchers, regardless of their size, and is necessary because of tde
nature of livestock operations. To restrict or deny farm loss
deductions or usc of the cash basis by legitimate farmers and
ranchers who because of the size of their operation incur large
losses (or profits) in a certain year or_period‘of years is not
justified.. Many legitiﬁate and lifetime farmers ana ranchafs
have farm losses in excess pf $15,000 or even $25,090. One bad
storm alone can cause fhis much of a loss in one year.. 4

To classify legitimate lifetime farmers and ranchers -
as "wealthy investors" seeking a tax shelter Jus£ because their
farm losses exceed 315,600 or $25,000, besides being unsdbf
stantiated, is not warranted. The amount of farm losses (or even

ltho amount of non-farm income) a farmer or ranchex sustnins is ‘
no indication, nor should it be, of whether he is in the business'
on a legitimate basis. |

Mr. Cohen stated that dnder the Treasury-mudified EDA o
only 9,300 individuals, with farm losses aggregating $418 ﬁillion;

would be affebtcd. This statement implies that this is an
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insignificant numbor of tnrmors nnd rnnchors and only a rolntively
iew wealthy taxpayors will be nftected.. Yet, accoxding to Trossury

Departncnt data for 1966, thero are 9 states where thsre wero about’

:9 300 or less returns tiled by inrmors and rnnchcxs. These statos

aro: Alizonn (6 784), COnnocticut (5 299), Dolnware (5 010),
Hawaii (4, 002), Maine (9 153), Iassachusotts (5,u83), Nevndn

1, 941), New Hampshire (2 766) and Vermont (5, 918) Furthor, this

'sane Treasury Depertnent dsta reveals that a 5418 million tsrm loss

would be npproximately 22% ot all farn losses in 1966 and would
represent about 7% of the total net farm profit reported tor that
year. '

VI. . TAX COMMITTEE ALSO OPPOSED TO

PROVISIONS AND PRINCIPLES .
IN METCALF AND MILLER BILLS

In addition to the unneeded provisions of H. R. 13270,
the Tax Committee is also opposed to the provisions and principles
embodied in S8.500, introduced and sponsored by Senator Lee Ietcalr A
of Montana and 8. 1560. introduced and sponsored by Senntor Jsck ‘
Miller of lowa, vhich would restrict or totally deny the deduction
of farm losses. Althougn these bills are obviously intended in
good fsith to help the livestock industry, the Tsx Committee teels
that these bills would seriously harm the whole indnstry and '

‘perhaps cause the groatest dsmago to the small and medium-sized

tauily farms and ranches.
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‘Under Sona tor letudlf‘hfﬁill{'fdru”loss déductions -
would bo restricted or totally donicd to farmors’ or ranchors ﬁhd”'f
wore not on a "propei' accruul method of accounting and who had °
non-farm incomo in oxcess of $l5,000;"Logitimh&é‘faxmers or

_ranchers who carncd '$30,000 of non-farm incomo would have all
farm lossos disallowed.  Troasury data for 1966 ‘roveals that this =
bili”véuld’adverécl&‘hfféét ht'lodst“ig;aes rétuins (reflccting

~ adjusted gross income above $15,000) ‘and possibly more;" a nunbier
‘equal to approximately the t&tni‘returns;feflaétthz”fdrh ‘fncoms’

. or loss filed by all’ persons in the Statec of Oklahoma, -~ *

Legitimate farmers and ranchors who are elected to
political office and who receive nogd'thhn,$l$,000;@bu1d.rind‘”
their farm loss deduéfibns rostrigtod'nﬁd in mome cases com-
pletely disallowed. “The ramifications of this could'¢iscbu§dga .
qualified legitimate farmers and ‘ranchers from entering public
1te, ISP TR B ot et T

" In boceniqungressiéhdl'Héarings‘on‘tedoﬁhl krazin%”‘“é“”“
fee increases, Senator CliffordiHanscn of Wyoming, noting that"
profits in the livestock business hévo beon ‘low, stated that:
"I've had to find outside employment ‘to keep my livestock' ' 'c i
business going." This sfatement is uoncrallyféppticdbie SRR

% Since losses from husinoss operations, fncluding farming and
ranchiag, are deducted from gross income in arriving at
adjusted gross income, ‘it 18 ‘possiblo that. the numbor of’
farming operations affected by this propusal could be well
in excess of 79,263. - : ; ot '
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throughout tho li?ostock 1ndustry_hnﬁ ié_quppqrtedmby,atqtistics
. which reveal that in rocent yoars, non-farm 1nc6m§lrocoived by -
each :nrm opegator fami;y almost equ&lé total'net fnrm income.f

The previouglyldiscusséd adverse and defrimentgl‘
effects of the unneeded érovis;?ns of H, R. 13270 are also generally
applicable to Sehutor Metcalt'a bili. They would include forcing )
. many tarmors and runchers on the impossible "propox" accrual system,
reatricting the flow of needed new blood and legitimate outside , ‘
capital into agriculture; discouraging diversiticntion and 1nvest-
ment in non-farm businesses by farmers and ranchers; impairing
- existing and proposed Government programs; impedinyg vital agri-
cultural research programs; isolating anriéulturc from the rest
of the nation' 8 economy; and Jeopardlzing the credit base of
agricultural lands.,n‘,‘_: .: -

- SBenator Miller's bill would in general prevent the
deduction of garm losses if farm income did not equal or exceed
two-thirds of total net income. Although this bill would not |
have the effect of forcing farmers and ranchers on to a "proper"
accrual method of accounting, it follows basically the same
underlying and objectionable principle of Senator Netcalf's bill
lin that it would base disallowance of farm losscs on the.amount .

of non-farm income earned by a legitimate farmer or rancher.

* M. L. Upchurch, Administrator of Bconomic Rescarch Service,
U. 8. Department of Agriculture, Address to Annuml
Agricultural Outlook Conference on February 18, 1969.
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VII. SENATOR GORE'S BILL (8.2645) A EARTIAL SOLUTXON.'

8.2645 . introducod by 80nntor Aibort Gore of Tennossec 1
contained a specific provision (80ction 13) pertaining to
suggested changes. in the livoetock tax laws. :Sonator. Gore 8
bill would: (1) provide that the Sccretary ot the Treasury couid
not prescribe in his regulations for the useiul life of iivoetock
held for breeding purposes to he iess than 10 years; and (2) extend
the holding period for livestock from 12 months to 24 months in |
order to quaiifp for capitai.gains treatment. |

Because of its aimpiicity and ease of application. and
the fact that 1t wouid be at least a partiai soiution to eliminating
tax profiteering in the iivestock industry, the Nationai Livestock
Tax Committee fecls there is considerable merit in the provisions
and approach taken by Senator Gore's bill.’

However, the Tnx Committee is of the opinion that in
order to meet the obJectivea of an equitable and sound tax
A system, the depreciation recapture rules of present law which
nppiy to all depreciable personal property, other(than livestock,
should also be extended to livestock. In this sense, including
. livestock unden the depreciation recapture provision of presont
law would make the restriction on useful life provision in Senator

Gore's bill unnecessary.
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© VIIL, CONCLUSION = ' FERREIr ey
X . W B

PROPOSALS OF NATIONAL LIVESTOCK TAX CO“H]TTEB
" WOULD ELIMINATE TAX PROFITEERING WHILE NOT .
SUBSTANTIALLY HARMING INDUSTRY i

R PRE TR PR

"Sinee“the‘Natienal Livestock~Tix»COnnitteeﬁisﬁcon01nced'.f“
that this Committee is 1ntont on mnintaining an gquitable .and - |
sound tax system and not 1n211cting harm en the ontire 1ndustry. |
it 18 tho urgent: request ot the Tax Committee that this. COnmitteo,\
‘awmend H. R. 13270 to include just thoso proposals oxtered by the
Tax COnuittoe, with the suggested modificationa previously noted,,
tbat are contalned in this bill and referred to in the .House whys,
and Heans COmmittee Report. These proposals would preserve for. . 'l ‘fﬂ
the serious permanent farmer and rancher the tine-honored and !;}‘ -
essential cash basis and presently usedAuqit livestock pwiee»;‘ E
methods of accounting,'retain_capital ge;es.tor livestock, and -
* permit all farmers and renéhereftho.rtght:to,deduct currently
‘the costs of soil and water conservaiiee, tertilizing and.iand;;A,
clearing under sections 175, 180 and 182 of .the Ipternnlineveuue;
Code. At the same time, these proposals would putuanﬁendyio tax .
- profiteering by a few whose only motive is to_ehﬁer,tho livestock -
and farming business on a sherieterr beeIS'toiunke a,tu;'profitrf‘.
The National Livestock Thx.Co-nittee strongly_teela .
that the enaetnen§ of the unneeded proﬁislens of H. R. 13270
would be contrary to an equitable and seund tar‘eysten, yeuld.
constitute an ﬁoverkill", would adq corplexity and confusion te :
the tax law, would ra&;cnlly changelthe\nccounting and economics
of the 1ndus£ry, and could result in higher meat,prrces t°~ﬁh°

_consuming public.
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Senate !?inancc COmittu
2227 New Senate Office Buildtng

N wnhington, D. C.

Gentlemen: '

EXH

HIBIT"

ERNST & ERNST

ﬂRaY NATIONAL BANK BUILDING

DENVER COLORADO 50202
‘Septembor 13, 1969 °

The proposed income tax lav now be!ng conaider ed by you ‘createc

unrealistic complexities of computation in the agriculiural erea.

Not only

- does the taxpayer engeged in agriculture have to cope with the inordinate
complexities of the entire reform proposal, be alore has the problem of

| - maintaining en excess deduction account with its carry-over ptovillonl and ‘

. limitations and special rules on farm land.. This coupled with a limited °

tax preference, with carry-over provisions, and allocation of deduction -
rules that apparently forces an individual taxpayer to cospute & loss on
profit on agricultural operations on a strict accrual method secms to in-
-volve more computation and record keeping than seems practical, or aven

' possible, in the normal agricultural- operation.

The interplay and frter-

relation of these complex provieions, which will not be understoud or even
interpreted for years, couplcd with the already complex and little under-
stood rules on operating loss and capital loss (this being changed also)
carryforwards will obvlously ‘vesult in lack of compliance md difficulty

in enforcement. .

| create lupouible conplexiuu such as :hin. o

; NET/Wa - -

Vcty ttuly youu. - "

v

e Z
‘N, B. Tamplin
Pnr;ne}'
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Tax veform does not iwply aiuplictty, but. 1t uhould noc
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" STATEMENT OF JOHN B. CONNALLY & -~ %
 HOUSTON, TEXAS s o .

. ON BEHALF OF 'rm: 1
vazsrocx Pnonuczns com:ms_ o

,,6!)-‘-,

WITH RESPECT TO H. R. 13270 '

I. . Introduction

My name is John B. Connally of Houston, TQxaa; ﬁheré"
1 practice léw.‘ I am appearing here on behalf of the Live-
stock Producers Committee, a grdupbar approximgtolﬁ 50
rarﬁers and ranchers‘in the Southwestern United States. '
I should add, however, that since I was raised on'a farm
and have‘own&d"férm; and “ranches 1n‘306thiéht‘Téxa§ tince
1951, I am aluo appearing on my own behalf.
II. ' Current Eoonomic Situation in Parming and Ranchigg

Many of you aro familiar with the deplorable &co-~
- nemice situation of the rarmer and rancher in the United -
iitates. Nevertheless that eqonomic situation should be -
sutlined and 1llustrated as a béokdrpp to an examination
here of somb.of the provisions of "The Tax Reform Act o
of 1969" with respect to agriculturo. _

One of the witnesses before th; Ways and Means Com-

mittee in the hearings on this bill referred to the "tragilc
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' oost-price squeeze" on thoso ongaged 1n Amerioan agri- o

'; culture. I could not agree more, we huve a criais

ariaing from the. oosta of thc farmar»rlnoher rising
faster than ‘the proceeds from hia produotion. Por
all of this oentury thoae 1n tho agricultural busi—
ness have bought 1n a seller s nnrkat and nold 1n a
‘buyer's market. i o

This "squéegé" 15'1i1ustp&§§d grabhiqally by . 
. Chart 1. You will ndt::é that since 1950, the m-nest;
year shown, the‘major‘§ogts gglprqquqiﬁg iiyesgock'have
risen atqagily.but_gpéxretgilvbrichpg ;1vost§gg; par-
tioularly bee;._nas_riseﬁ only sligntly. Now only 463
ot'tho conaummf's dispﬁsablé 1noome, tnd lowest percent

in modern history, is apent on rood, which 13 ‘the great-

o

est bargain 1n the American marketplace.“

A rancher haa been ablo to abaorb these lpiraling
production costs without oomparable meat price,increases
' only by cutting his profit nargin to ‘the vaniahing point.
For example, to obtain an economic prorit or 33,100 in.
the cattle business. today, & recent Texas AEN University:

study concluded that an investment of 91;2.000 was needed,

-2-
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Can roturn of. leas than 3’ Bven that roturn is intlatcd

becauso it doeg not 1nc1ude ggx g; for the rnnohgr's
labor or overhead. - If the. rancher pnid himaolt Just: the

minimum wase, his prorit” from this t112 ooo investment .

- would vanish, to be rcplnced by a 1ons. 1‘%3 S
In spite. of;this bleak aconomic picturo. obviouslygku
the livestock industry has, snnyivod, and‘continually -
"doveloped better quality products, without roceiving
:‘any of -the spproximately 3. billion dollara in. direct -
. annual: paymenta that the Unitcd States 00vo§nmcnt has

made under the crop prioe support- programs..

This renarkable result has beon achioved partly

. through the dedioneion to: a.way or 11:. of those living

on rarma and ranches.dononstratcd as a heritsage ot§thoir
torebearers. but parhaps more 1nportant1y. 4t has come
A rrom a continual infusion or non capital from the othar
aqgments of tha American econqny. -That ncw-oapital is
evidenced by the increasing an@untuor nonferm income .
that 1s earned by farmers and ranchers. Sémc.bt that
moheyfcomes from. the gaininga of those Qho havo lived

on a farm or ranch all ot their livea, but more of it

il e P
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‘at the present'tihe comes rroﬁ those who 1ive part time’
in urban communities Bﬁt’deaire to return or begin to
spend time and money in the fural_community. These are
the people who are'experiménting with the new types of
livestock that give moré eatable pger per animal than -
ever hefore, uho broduc¢ more.éaivesfpﬁrﬂmothcr cow
than ever before and who ﬁring that calf to market at a
greater weight;: these are the people who are developipg
the new grasses and weed killera; these are the«pebple ¢
who have speht the enormous sums necessary for soil con-
sefvation and to restore the waterilevel;

The Need for Outside Capital >‘,

" As much as we would like to thinkdﬁ“aériculture
as being a selffgupporting,‘aolf-pérpetuﬁeing industry, -
the data demonstrates that capital outside of agri-"’
culture is a necessity for its survival.; Agriculture,
in faet, requires great quantitips of new capital,
usually far beyond the quantity cdmmonly‘availqble to
the typical farm or ranch producer. This is particularly

: tpue when we look at the capital‘requirementa to build

up cattle breeding her&s and pimilar'livestock'ventuges.

Not only do the'animalg themselves require a tremendous

ale
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maintenance cost, but for the first year or two and
maybe even three, they must be maintained with no basic
return to the herd. Some individuals, of oourse, pur-
chased mature breeding stock but most herds are started
with young heifers or even ocalves born on the place.
Regardless of the acquisition age the gngidontt bf none
fertility, disease problems, and wrong types of animals
often requires heavy oculling during the first few years
of a breeding herd development. Revenues during this
period are extremely low and the results frequently
lead to unprofitable operations for several years.

“In a recent publiocation from Purdue University
the aﬁchor made the following statements regarding

, 2 ,

sapital availability:

Pinancing and capital avilability has

played an important part in the develop-

ment of the beef industry. The quantity

&nd availability of capital has influenced

the development and production of feeder

cattle, cattle feeding, processing,

and the distribution of beef to varying

degrees almost since the establishment

of the industry. ©

This willingness and ability of outside

financing to invest in the various as-
pects of producing cattle and feeding
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them had undoudbtedly been s faotor gon-

tributing to the ocontinued expansion of

the industry during recent years, . . .

Cattle feeding certainly eould not have

progressed to the point i¢ has in terms

of sise and scale of operation without

the availadbility of large amounts of

ocapital. . . . Investments totaling

.several millions of dollars in both .

fixed and operating oapital are not

uncommon for. these operations,

Outside capital flowing into agriculture has resulted
in improved land, developed newv breeding stook, refined
technological developments, and has paid for pudblic and
private agricultural research.

Beyond this, as General Rudder will discuss more
fully, 4t has also been responsidble for thousands of
demonstration farms at the looal county level. The
entire concept of demonstrations,*which are usually
handled by the looal oounty agricultural agents, de-
pend upon the ability of the agricultural p}oduonr
to withstand thq‘tqditiongi goiti 1nvo1vodiin‘adjupt-
ing his production, maintaining additionsl records,

and encompassing additional cost expenditures, to
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demonstrate a new teohnologioal development or new
technique to his neighbors. '

It must be recognised that much of the land
olearing, brush rtlovtl. ntook pond butldinc tnd
improved pasture development whioch hul osourred tn)
the United States in the 1ivestook production Arnnl

has, in fact, been acoomplished by the larger produoor. .

The real issue nt ot.ko is uh.thor or not this andivid-
ual will oont:nuc to 1nprovo tho ogrioulturnl produo-
tivity of the Naeion'l rurmlnndl. if he 1l diloourlgod
by the Podoral tlz lcws. . ‘

The blttlo cslinot brulh 1- . ooneinuzng ono.
and it s one in whioch, even rov all -the noniol whtoh
have been cxpondod. we IOOI to be loling. Haolivo
vater dovolopncnt plnno tor the Southwestern pave of
the United BtltOO oan, in raot. tranntor- tholo arrid
regions into virtual productivo surdona.. In tho mean-
time, however, such .areas pt the country lupt depend
upon the privuto’nnd personal sector of the ncéﬁony -
to provide stook ponds for livestock and privately

,‘tin.nood irrigation projects in order to nnintain the
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. produotivity of the area. All this can be placed in
Jeopardy and good sound range management congervation
measures abandoned if the present tax laws are changed
(except for the provisions suggested herein),

Thi tremendous investment involved in land im-

provemsnts is onph;oilod in the Journsl of Ferm Eoonomioy
by Philip N. Raup. o ,

- In acoounting for reoent land-value increases

it 1s also appropriate to examine recent in-
- vestments made in land and consequent improve-

ments in the quality of the land input, One
of the most prominent investments in quality
improvements has been soil conservation,
inoluding struotures, land=-protective
measures, and tillage praotices. Another
prominent investment in land has resulted
from rural eleotrification, improved water
supply, and water distribution and storage -
systems.

Between 1932 and 1959 a total of 7 billlon

dollars was spent for conservation purposes . -

in the U, S. Some part of this, and perhaps

the major part, has had long-run effeots on

the quality of the land factor, and shoyld

be reflected in higher values.

Prequcnt;y. it is these rarnnpn and ranchers with
substantial outside ocapital who have been the major
supporters of agricultural research at the Experiment

Station in land grant universities through private
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ressarch fund donations. - A atudy performed in California

and reported in tho lgggn.;_g};lggg_]ggngg;g[ indicates

that not only has the rtnnnoial support of 'uoh groups

and individuals been quite substantial but that tho time
lag between the initial proJict 1nlt1¢ation and the actual
 accomplishment of tho technological tdvanoolont hll been
shortened oonlidornbly through tho use of tho-o Addition&l
funds.

Probably no one statement has best oxprouoid‘tho
. real needs for inoreased capital in agriculture than that
made by Mr. Gene L. Swaokhamer with the Pederal Reserve

Bank of Kansas City.
The change in agrioulture that we now perceive
is not a sudden development--only our attention
has made it seom so. Small-unit agriculture -
was the dominant feature of our agrarian past.
The family farm was oherished and protected
because it represented the very best that
our demooratic society could offer to man.

The farmer was laborer; manager, and, gen~
erally, land-and-capital: owner all in one.

At his best, he was an ontropronour in tho
truest aonao. ;

¢ + o Yot, almost trom the duy the tirat
fence went up in the prairie, ngriou1turt
wae undorgoing ohango.

« + + Land, labor, nnd capital are still
agrioculture's principal resources, and
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the farmer 1s still the entrepreneur
nasterminding their productive comdbina~
“tiony Yeb, the mix of resources is ever
changing and the entreprensural role of
“the farmer is much changed from the
nearly lolr-outtioiont status or psoncor

© farmers.

e ST

o s IR addttion to ohanges in farm sise,
the land tenure pattern of farming has
moved toward part ownership. :As reported
by M. L. Upohurch, Administrator of the
USDA's Eoonomio Research Serviocs, only

7 per cent of full owners had farms with
sales of $20,000 or more in 1964, oompared
with 24 per oont of the part owners und

16 per cent of tenants.- :

¢+ + o+ Capital has boooao‘tgrioulturl'o '
fastest growing productive resource.
This, too, oan be seen in Chart 1. The
use of purchases nonfarm resources such .
&8 machinery, equipment and production
items has inoreased the need for agri-
ocultural oredit. The use of oredit in
agriculture haa been expanded rapidly
since 1950, while the total farm economy
has been growing at a more modest rate.
Cash receipts from farm marketings have
inoreased at a 2.5 per cent average
annual rate, compared with nonreal-
sstate farm Gebt whioch has inoreased .
at an average annual rate of 8.6 per
cent, The average annual inorease in
realiged net farm income sinoe 1950,
however, has been only about .8 per
cent-=reflecting inoreasing input -

prices relative.to -product prices, add
the use of a higher proportion of pure
chased inputs. Clearly, acoumulating
sufficient capital for effioient farming

=10- |
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10 a problem=~implying shat the need for .
farm oredit will continue to be o:tonlivo.

Anoehor aspeot 1nornooin¢ tho oapttal roquié;nonti
for maintaining & large banr brooding hord is the ¢rov1n¢
sixe of tho market. Today the Unitod Btueo. has booolo
[} uajor o:portor or boor broodinz ootelo. Durzng tho )
yoar 1968, oxport' of boot brooding outtlo rttohod ln
" all tiuc high of llightly ovor 20 000 houd. Thiu ropro-
sented an inorease of 11! over tho 1967 10vw1. Hooc of
this inorease wal duo to 1norotlod oxportl eo chilo and
canadn. although noxioo oontinuol to bo tho lcadinc oz-
port ouelot for U. 8. boor bvoodins otook. Voncluolu
ranks as the second most 1nportunt market nith cunlda
third, and Chile fourth. o

" Other oountriou which purohaoo lubstantial nunbor.
of U. 8. beef breeding cattle are Guatemals, com nm.
Bouador, Brasil. Panama, Ropublio of south Afrioa lnd _
the Phillipino Islands. o .

"The Hereford breed led iiiwgfhori ﬁuﬁori&iililin M
1968, but the Brahman breed ranked oiobndiin:iiiore‘ﬁdo.»‘
It 1s interesting to note that high on the 1ist of breeds

of cows exported are the American developed breeds of

-
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Santa aortrudiu lnruum'. lﬂnluu. Olurbm ml Brasford

as well as various other OFOII‘br'dI that were not identi-
rinblo as to breed. ,
' ’ Tho Oxportationl ot boof broodinc cactlo rcquiroa ‘
trnnnndoul onpitnl. This olpittl 1. utilisod 1n ndvor-
tilin;. ocontracting, litigttlon. ror01(n tripl and numerous -
morohandilins coohniquou roquirod to oonoludo luoh |tlol.
8uch fornign lll.l ounnot bo undortnkon by 1ndividu|1|/
with limited oapicll. Thc boot broodor who dooiros to
ontor this toroign markot mult have tho finanoial re-
sources to wich.eand 111 the nornnl mark.t development
costs 1nvolvod. .

The 1oad1ns State 1n the Unitcd se.t.- for tho X~

portation of beef broodins outtlo is Tcxal. Not only
~ does Texas uooount for woll over ono-third of all the
beef breeding onttlo oxportcd riQm tho Unitod atatos §
but 1t. togothor wieh rlorida. uooount- ror almo-t 608
of the totnl or such oxportl. Two-thirdo or 011 tho o0X=
- porte or boor broodinz onttlo in the United Statoa aro
from the Stltoa ot Toxul. Florid.. Arigona, Nou noxioo

and Calsfornis.
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The Ports of Houston and Galveston are the major
points of dobsrk&fioh‘tor the United States exportation
for besf breeding cattle, partioularly those destined |

for Latin American countries. N

' , (PR
I ’

The exportation of beef breeding cattle represents
s rare event to the a;f;qu}purq; g10;q;hif(;y one of the
fow livestock commodities that s p‘;pgr,‘;tja'q "frpn the ;rnitqa
States, and one or'tho'oﬁqn‘morp'iaro 66mmod1t;§§f§pqt 1§

~ exported for cash, und not undob,a government subsidized

progran. Such exportations, thiio:gro. accomplish numer-
ous ¢o§1|s (1) they gain rbroign exchange tbq the United
States; (2) they provide higher quality animals to roioign
countries whioh,i;n‘turn. oah,b’ utiliged to upgrqu their
ovn domestic herds, and (3) thoijtror‘tp’ seed of a new |
oommodity - beef = wh;op‘ggn bq Rl.d to rnino the. standard
of living in tho.o,anorqivglopod’obunggio;.

Tho magnitude of agriculture's economic 1mptqt
upon the lupplyinslindqbtriqp is tremendous, and oan

be best 1llustrated by the following passage which is ..
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taken from the 1ntro¢uctton in vné xg.ggggx_g:_gggignl,‘

ture, 1968:5 |

In the m1d-1960's, farmers were spending
annually about 3.4 biliton dollars for
new farm tractors and other movor
vehicles, machinery, and equipment « o
providanz Jobs for 120,000 c-ployoot. g

' They annuslly. yﬁrohqﬁcd productl contaihe

. Ang about 5 million tons of steel and

'320 million pound¥ of rubber - enough
to, put tires on nearly 6 nill;on auto=
mobiles. . A

) Thoy use more petroleum ‘than ‘any othdr

single industry - and more electriocity
than all the people in industries in
Chicago, Detroit, Boston, Baltimore,
Houston, and Washington, D,C. ocombined.

" It has been rioted by the U.8.D.A. that'the
innovators of the agricultural community are also the '~
principal purchaoori of farm real hltato&_'ﬁo'too”ard’
choso larcor noro prosrollivo pﬁoducovo. the big users
of the latest tochnalozy. th"nouclt oquxpmont. the
larger quantiyinl of rdrt;lzzqr. and a}so ‘the experi-‘
menters of hew breeds, techniques and’production
methodology. = °° ‘ ‘

As the price of labor inoreases because of higher

wage rates, agriocultural prodpooro are moving toward
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we

more labor-saving devices. The result is an inoressed
" reliance upon noio capital expenditures for ogoh'oqutp-
ment. This oonoept of inoreasing oapitsl requirements
88 labor requirements decrease on the rurnvtn,oxaixnid

by ln‘ggrigulturll economist .in the Journal of Jars

-, ;,' RV .

T ‘ Is 1t possible that withdrawal of labor
has forced the producer's attention to
labor-saving techniques and to equipment
that can be used effectively only with
relatively large acreages? As labor
becomes scarce and increases in value,
operators shift to capital substitutes
that oan enjoy edonomies of soale over
lower ranges of input. The traotor, - -
for example, permits substantial econo-
nies of soale up to a given leval of -
rate of use per year. To put it to
work requires more. land. . Greater.ef-
fioienoy can be achieved by adding
more acres, and part of this economic
advantage can be bid into the price
of land needed to bring unit -cost .
down. This can lead to an aotive
demand for land, associated with
withdrawal of labor., It is possible
to oonclude that a withdrawal of labor
contributes to an inorease in the price
of land or oreates offsetting .forces
that keep the value of land from falle
‘ing velative to labor, ‘

. A great man once wrote!
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No man 1s an island, entire of itself}

every man is s piece of the oontinont.

.8 part of the matnj . ... .0 |

I most respectfully say to you that u;rloulturo
is not an "leland” unto itself that oan or should be
blocked off from the infusions of ocapital 80 heceasary '
to 4it; it is a "part of the mnin"_otroam of prosr'llivo‘
America. | ~’;

Let us be honest ﬁith‘ou§|01vol. A .mnll ranch
can no longer uupport a rnmily. No roturn or 10.0
than 3% or a IOII ‘is going to attraot new cupieal 0
desperately noodtd. Tho farmers And ranchers . ncod
& continuation of mout of . thc‘prolont provilion; of
the Internal Rovonuo“0060 in the mannor I shall
indicate. ‘ - e ..
III. The Farm Loss P égg;gm |

1 do not auy that the proviuionl of the Internal
Revenue Code with respect to tarmins and ranohiog lhould
be left as they aro. As 10 so orton tho cato, over the
years practices devolon tnat are in essence nbuool of
the spirit of the Internal Rovonﬁe Code and the regula~
tions thereunder. This is true in every area of tax

law.

.16. '



Now in the last few years it has become apparent
that some people have gone into the livestook industyy
solely, or primarily, for the tax advantage. Neither
the Livestook Producers Committee, nor any other person

"that knows the agrioultural indultry‘dotondl‘tb0|c g
"abuses."” So far as I.can tell there is no person
sppearing before this Committes ‘that defends that
taxpayer who has been oalled "a Wall Street cowboy."

Today I speak only for the farmers and ranchers .
who are engaged in the azrioultur‘l bunino;a for an-
eoconomic profit. ﬁ.turally there is a problem in

&‘. distinguishing the legitimate rlrmcr-ranohor from

: those who seek.-only a "tax profit." As indiocated
above with respect to o.pital ﬁoodo. the fact of none.
farm work or income is not an appropriate test. ‘Lotv-
ing aside capital t§qu1romontl; practicality requires
& recognition of the faot that, according to the latest
census figures, 46% of all farmers and ranchers in the
United States reported some days of work otr thoif farms
and 328 reported such work amounted to 100 days or more.

The importance of non-farm-work oan be judged from the

fact that last year it provided well over half of the

.

e
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total incoms of those farmers with lcss than $10,000 in
farm sales, Even the farmer whose farm sales exoecded.
$40,000 derdved 178 of .his indome as the result of non-
farm work. | |

Theas figures demonstrate that whether you are.
large or small the rancher or farmer has "outside"
income in an inoreauing amount. |

In addition, legitimate farmers and reanchers cannot
be separated from thol"tax profit" investor by tﬁo amount
of non-farm inoome test as proposed in essence in
H.R. 13270 or by other bills before this Committee. In
Justifioation of suoh test the Ways and Means Committee
Report stated that as a taxpayer's uddulfod gross inoome
inoressed, the.average size of his loss also inoreased.
This 1s only to be expected in & normal business opera-
tion. All other thinges being equal, if there is to be
a lcua.‘u large business probably in a risk operation
willvloao more actual dollars than its smaller -
counterpart,

Yet it 1s important. to note that the same statistios
show that the 10--6. represented a smaller percentage .
of adjusted gross income .as the sisze of the enterprise

increased. I have here a chart whioh 11lustrates this

wlBe



(Chart No. 2). Por example, farmers and ranchers with
adjusted gross incomes of less than $15 thousand had

an average net farm loss of over 2:§ of their adjusted
gross incomes, Parmers and ranchers whose Hdjusted gross
incomes were in exdess of $100 thousand had net farm
losses amounting to about 6% of their adJuéted gross :
incomes. ' o

Iv. Statutory Changes Congress Should Adopt

There are certain conorete steps that can be taken
by Congress to prevent the "tax pfotit 1nvest§r" from
utilizing the present law (or at least one interpretation
thoioor). The Livestock Producers Committee urges your'y'
approval of four provisions of H.R. 13270. Thone‘ﬁré:

1. Extension of the recapture of depreciation
proviaioha to breeding animals.

2 An inorease in the holding period for which
breeding animals must be held in order to obtain capital
gains treatment oh their sale. ,

3. Clarification of the non-applicability of{the‘"
tax-free exchange provisions of the Internal Revenue

Codo_to exchanges of male and remaie calves.

-19-
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.4h.' Recapture on disposition of land 1mp;ovcment )
costs, which were déduqted,qurygntly. in the same manner
that deprociatiop_;s recgptéqu‘qn deprepigble realty,

In my_Judgmqnf théae ohgngos“yxll‘ppt a reasdnf
able stop to schemes yhich derivg tho;r_prot;t from
offsetting ordinary income deductions with oipital
gains in those cases where there 1s no real objeotive
of an ooonémio profit, In,o@per“yopda these steps
will eleminate the "tax profit';nveator."

v. The "Overkill! Provisions

Nevertheless, the Treasury and the Ways and Means
Committee havé not stopped with these changes, but have
gone on to far‘mora radioql provia;qnu that will gub;‘
stantially destroy the eqqqntial qualit;ep o:,American
agriculture that I outlined above. ‘

Pesticides, toé_oxample, a;#hoqgh onoelhailed as -
the salvation qf asriohltural industry, apeinow pgiqg .
severely restricted for possibly causing detrimental
arfects on human Seinga through the animals and foods

we consume, In our quest to eliminate certain harmful

......

insects, we have gone too far apd t@e benefits proviously}

-20-




praised have now boomeranged and bombarded us with
disaster. o

80 too will be the effect of provisions designed
to make farminc and ranching undesirable to thi‘ao~
~ oalled "tax farﬂpr" but also ungttractivofto those who
have capital from non-farm sources that could be placed
into agricultural enterprises. Oare must ﬁo'takon, not
only to protect the small farm and ranch operations, but
also the larger ventures that have provided an abundance
of food and fiber for the Amerlcan citigen. We cannot
afford to jeopardige the American consumer by artifically
‘and suddenly revolutionizing the egonomic base of the
agricultural industry. As any economist would admit,
the institutional influences upon the agricultural
economy of the United States are profound. Any drastic
changes, therefore, in the institutional porimefors,"
must be carefully analyzed so that their economi¢ im-
pacts are thoroughly underﬁtood and that they would be
in the long-run beﬁeflcial to the general welfare.

H.R. 13270 imposes pniquo restrictions on the

agrioultural industry. The House Bill: (1) creates

21
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" The Exceao,Dcductionbvhbqount.cgnsdpt.n(Z):Singlcéqutb

;; '; | tarm 1osae§ ror tradtmentraafa tii.preteriﬁdc 1teﬁ‘
i‘ | ’7under both. the Limitacion on Taa ?rororencoa gnd
??H , lu 4,"‘ tho Allocation or Doduot;ong, anc (3) creatoab
“ﬂ‘ ‘ ﬁ ‘preaumption thnt Q ranch 13 a hobby 1f itgn;auao. ‘ﬂ}iy‘;;,xf ':i ﬁgé;
f‘ 'excoed $25,000 1n any 3 out or 5 yoarsu7f;{5'€@;,f“' o :
J - Aside from the diaaatrous rejection. of, noodcd.'
5%f' capital by these proviaions of the Bill, these - ' i
| vextremely complex conoepbq have ‘8 fuvther basic ';f. PR :', o ;;
dirriculty. (The proviaions 8180, oontlin A numbor . - .
of apparent technioal dericioncies which are disouasod
In Exhibit "A" hereto,) . . PRI |
VI. The Obvio Ditf oultt o"tha Ao ountn Probieﬁ.:
A rundamental difrioulty or tho "overk&ll" proviqions 3
' tfg A | arisea from the uae of what cha Treauury deacribed as S ::
) " "deviations from good. accounting practices.:. Aa an example, 4 o
" the Treaaury ntatod that normally 1n bulinesoes whcre tho L
'production or aalo of merchandiso 13 LY sign;ticant tuctor, : rfTi
f;ﬁ; f‘ ~ 1income can be. properly rerlecced only ir tho opsto o(cthp o ’ ?
gg;ﬂ | o merchandiae are deducted 1n tho accounting period 1n which }
;11' "5.“ © the income from the sale of. that merchandiuo is roa}ized, '

1, e., the accrual method or aecounting. Aa a policy or

long atanding, farmera and ranchors have boen permitced

e
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to use the cash acoounting method in which such expenses

'that these agricultural provisions "were permitted for

. the bookkeeping chores associated with 1nventories and

are deducted in full vhbn incurred. Thé Treagury added
farm operations in ordor to. cpqre the ordinary rarmor

accrual aocountins. Appanently the, Trclaury nould arzuo -
that those farmers and ranqhora who htvo‘outaido'incpmq‘
of any substance should be roqpr;étqd in the use of the
cash aocouncing‘rules because some of that non-farm
income might be offset by the farm losses, ’

This kind‘or reasoning will not stand nxhninotion.

COngrosa' paat approval of tho ranohor'a use of the ca;h

method of accounting does not ltem aolely from ‘a doaire

to spare him accountins pvoblema. _The most 1mportant
reason for ueing the cash. muthod 13 thnt under tho
peculiar nutuge,orﬁthe ;griﬂultpral business, the
acerual method of accounting does not yield more acour-
ate'roaulta. liho 6ybiogi{rlncper\ruﬁgid{lévoatéoklbbph

for sale and for adding to his breeding herd. If 1t

23
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were possible to always know which animals were destined -

‘for which purpose, then it might be possible to make -
allocations of ranching expenses between ghimnlu“hoiq o
for sale and breeding stoock so that the acerual method
of accounting would give a more accurate picture of income.
Unfortunately, the rancher does not know this until many -
months after the animal’ is born.
Moréover. many agricultural operators engage in
both farming and ranching opoiatiqno. The difficulty
~ 1n accurately allocating expenses in such situations
has been sucsinctly summarized by the Attorney General
of the United States 1n & brief recontly prosented to
tho United States Supreme Court:
(T)he nature of farming and ‘ranching opera=
"tions makes an effective acorual method of
accountlng difricule to ‘operate. Each em-
ployee almost 1nvar1ab1y worked on numerous
phases of the farm's profit-making ondeavors,~
such as planting and harvesting orops,
raising livestock, repairing fences and '
_barns, etec. Thus, it was excoodingly aif-
‘ficult to allocate salaries and the other 9.
expenditgrqq among t@pno farming qperacions.
Prequently ;hora is no way in surveying a farm
loss that a farmer or ranchof can tell how or in what

’ percontagé his lbas arose.’ !ot the penalty provisions

-2
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provisions apply. Por example, suppose the loss *
can be allocdted to & maize opsration;: the ‘farmers

rancher loses his capital gain 'in culling his-

- bresdiné;herd in an equal amount:"lt‘is'dir--ﬁ

fioult to see any loglc whatsoever in such result:

"'In summary, the provisions of H. R. 13270

require that overy‘substsntisl‘farmsr'or rancher .

ksep his books of hccoune on the striot accrual

basis or face ths possibilities that a part ot

_ his usudl ‘deductions will.bé disallowed and -

that part of any capital gains he might have in

" future profitable years wililbs converted into

ordinary income. Yet even if the expert account-

ing help 1s available to-'the‘farmer or rancher,

‘the Attorney General of the Unised: States has::

admitted before the v s. Suprems Court thst

an "effective aecrual msthéd or'accounting" 18

"excesdgnglyfditficult:”to operate." . i



"the opposite of tho actual lituation. .

VII. Bise d Prices . . ..

'y muJor eonplaint rained bctqro the uayo lnd

‘Heans Committee, as to this.Bill. as ntll aq by oehor

bills penuing betoro this counxttce,in rolatqd to
higher land priqea tor tho smull rarmor.h‘«'h:, .

This oomplaine can .be considorod only if an;uurnq
are provided for- the threq baoto questions: L i
1. Are "tax~pxot1t" farmers rnally puohing

up the prige of ;antJ“h P _
2. Do high lané priq;o'vork ror,bp against.

;.thc‘bona fide farmerz . = . . F_ |

3. Do higher rarnland'vgluoq benefit the .. -

general. publio?
If we eatnino thcso quostionn lpparntoly nnd 1n

‘dctail. tho results. w111 douonntrato that thy onnplnane,

is not. only. tn r.or unfoundod, but nay be pran&nod onﬁ :

b

"Paxe t"

: o8 d
An unalynia conpletod 1n 1967 at Toxao AN
Univcraity donlt uith the Texan farm and ranch land l,v A

‘market. The authorc 1n,chq1r publicationu state:

: .35#'«:
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. abnity of ondit. ;ntnnt utn, ycecunn, mq e
board activity md hnc upo. N

* probably more 1wortmt nceoﬂ whioh thow

25 T it e

' "Pactors oonudtnd rqlovant to o amu; tnalnia

of Texas lmd wkoe act.tvity u*o pér ucm priu, -

| voluu of 1md inn. oin. an1 .omm. uml-‘

Although tl;o routroh madv dovotn conudonblo

time and dqtu;l to uch or chou urioul mnuencn

npon land’ priou m ututhe;cauy qmtu'y gono ot
thedr umitudgn, tmy no ‘whére' mnp:on tno m:w '

profit" umr A8 8. ractor., 1t m ract. thc "thx~

. profit® rtmr does oxort an ccononio :lnnuanco upon

land pricu. :lt n\mt mx 1nto a lons :lilt of other

eoononutq hlvo ruduy 1dmt1ricd. 'l‘bo gtudy t@dl: «

_ "Per Acre Pri.co e Pm 19&11-19 to 1965. S
_ the ulatiomhip botmgn average per acre land , BRI,
price and volume of land sales. was: that of an : Co
inverse correlgtion, und pricu havo oone
: sutontu inoruud nhnp tho volm ot‘ ulu ‘
hn dccnnad. L W e,

'mu .. Aa a nsult or hru tracts ot A
land being. dividod end s0ld in smaller uni.tn. -
_the median size 1and sale in many areas of
_the. state has decreased since 1954, .. '
i Auicultu;u use, of the smaller trtots ot
land is. priurﬁy that of enlargement. of..
exiatmg farme and ranches.’ The. lplnw
tracts are also. being used for M-tm
farms, rural homesites,.status,. invutmnt.
specuution, and recnation. l’n ehil ‘

e . . -
T . . o PRV : v C RN
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~'pates tend to encourago mortgago'lo&ns :

type of land market , small tracts uith s
vuricty of possible uses‘usually receive.
a hishor per. lore price than larse unitu. o

. "Minoral Activity PR Minorll rishes ,
"' 4rifluence ldhd prices and land market- . i

activity in some areas of the state as

evidended by the fact that sellers retained

some or all of the mineral rights in 58 ,

, peroent or the 1965 lqnd ‘trahsadtions., ‘%‘* T

"Sales Involving' Credlt it The' tvailability
of oredit is closely associated with the - ¢
‘volume of ‘sales. “Easy oredit 'endourages s

.. sales while a ti eening of oredit usually

results in 'a decrease in'sales volumei ~ °
For example, in 1960, 50 percent of the

total land transactions were mortgaged. "
In 1963, 73 percent of the total land
"transactions were mortgaged; and volume of
sales increased approximately 27 percent

" ‘over the: 1960 level. ' Then 4in 1965, mort=

' gaged sales accounted for only 60 percent ‘
;of total sales, and volume of sales R
decreased approximately uo porcent.,

:"Intorout Rates . . . A change in mortsago‘
© iftérest rates could alter the demand for - -~

loans and be reflected in land market
activity. ‘Decreasing or low interest’ s
and increasé land market activity.
Inoreasing or high interest rites’'tend -
“to discourage mortgage loanu and reltriot
land market aotivity. ot

."v«toranl Land Board . 81nc0 1ts beginning,

the Veterans' Land Board’ haa beén responsible . ' ' ﬂ

. for 34,500 lanhd tranlters invélving 2 million .

.acres of land. .". . In-the ranching area
of Texas,’ characterized by large land hold-
ings, the Veterans Land Board is 1nactive.

" In other areas of diversified land use, -
“ charaéterized by small land holdings, the

Veterans' Land Boat& etrangthent the domand ~ LA
for land.- : ‘ ’ , ’

-?8- . "
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"Land Use . , . A change in land use from

. traditional agr;cu;ture to multiple use .
orto a higher and better use is usually
accompanied by an increase in, land valus. ..
For example, nearly 28 million acres of land
_used for agricultural production are also .
‘leased for wild ‘game hunting. Multiple use’

.. of these acres produces ingome from both.

" sources, and these lands should command a'

. higher price than comparable. land deriving
"incomé from only one source.
"Many land markets have felt the impaoct
of. the urban demand for land.. . This impact
oht ‘land market aotivlty has been rorlected
through increasss in lana prices. In some,
counties located near large metropolitan
areas, up.to 65 percent of the 1965 land
transrbrs 1nvolvud out=of-gcounty buyers."

L

‘The implioation in thc oonoept that "tax—prorit" :

farmers and’ ranchera are rorcing 1and to exeremoly
"high levels 1s based upon the idea that s0-called

"bona fide" rarmoraﬁin&'QBncﬁéi mist bi&hhighot;thanf

ecoﬁomically séhhd pri¢3b'for 1t”05fﬁfe n6£ buiing o ‘1;
at all, 1t 1s true that the rate of incruaa i o
land prices has been due to aetive tarmor nnd non=
farmer domands. _.The. Econom;a Rgsoarch Service of
the U. 8. .Department ot Agriculture released a apocial

study ontitled Fggg Rgal,Eatagg Market nggloggggts -

in December 1968, ,Th;é}iﬁbiiéuiibnfpdﬁﬁ§§&fout that

,,-29‘



rarmnro roprosene nosrly 2 out or ovcry 3 buyor.
the enlarcouont of’thazr opnrution.“ Thiy have. 1n
goneral, tondad to be tho moﬁc procrcas1vb operatqra

1n their aroa. In contrlse tho nonfarnorsnwhioh

hava purchasgd land have bdcn " the maljc%ffor

investment and other reasons. - . o

' return or 8 81 por yoar‘upon sale. Tho report, in

. S
~ AN . PR o ! ' : M L .
. oo S w30e L . :,
P g o P . .
L N . N & M .'» N ‘ " - L
i o . L . R

g;elds gg w;gh oogggn aggcg. Land vn;ucl hlvc |

uppreoiaced unnually at, 5. 35. rcuulting 1n s total

1ta summary, conoludou nzth this stntement*

L "Although ‘Jocal qonrarn douand will -
-+ -infiuence future land values in many “v' o
areas, farm real estate price trends
“will generally bear close resemblance
to the economia health of connercial '
grioulture L& S e ﬂ;

" ‘The: rollobihc quotationa appoar 1h tno annc
articlo'  W;.u_%‘ _ .

£y Yo e . pa— AR
- ‘,/.— Lot B A Y

. "Parm operatora. who make nearly 2. out' R
. of dvery"3 puréhases of fariland, ‘.7
oo gonorally ‘are’ bu¥1n3 for farm enlarge~ L
‘j'ment. etuao the oont-pricp iquoelo,, E

. K "'l‘l N
g L g e M




R S )

‘1land values still depend . heayily on ey

increased output is one means ot

- maintaining or increasing future. 1ncowo..‘;:]i
“Acreage expansion can increase produc- . .

tion efficiency, particularly in the
short run when adequate. machinery. nud
family labor are already avalilable. And
as long as these fixed costs remain
fairly constant with additional acreage,

.the .farm enlargement buyer may economi-

cally justify biddins up prices for an
add-on unit.»‘, e

el

“lnlarsomont buyers . tond to be the. more
progressive and efficient turn ODOPltOF!

in their community. .. o
"Despite the complexity of market forces, .
the farmland market, in general, remains
sensitive to expected gconomic returns.

* "Although yearly increases in and valuoc.>,

need bear no relation to annual returns

in the short run, price trends do resemble .
movements in annual returns over time. '
For 195862, residual returns to land .
averaged around 3.5 percent of market ‘
value, Returns in the 1963-67 period were .
closer to 4.0 percent. .Increases in .
land values showed a simjilar annual =
pattern - 4.4 percent in 1958-62 and

6.6 percent in 1963-68.

"Perhaps .the most aubstnntial evidoncp that
agricultural returns ‘s priaontod e
regional data. Variattonl in rltos or
return among regions. in 1966 and 1967 tandod
to parallel the regional pattern of land e
price movements, The Delta region, which
has had the Lake. States region. second, only
to Mountain States for the smallest. 1noreaso
in land. values for the laqt 5 years, ahowcd

. one of the;loyeat averace roturns to real

estato during 1966 and 1967. o e b

-31-
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"If past rltos of annual 3pproc1ation in
land prices are considered along with net
returns from farm production, the total -
returns would sufficiently explain the
active tqrmland market of recent yoara.‘
This change in value or rlrmland an 1t rolatos
more to the produoeiviey or tho 1and 10 dramatically
illustrated by the fact that thc major 1noroagos in

dollar value of farm land have ocourred durihsrthd

last decade in the Delta and the Southeastern States

of the United States, the Southern Plains and the
Appalachian aresa. ' In ooﬁtia-t.'oomo of the smallest
gains have byon goqdrgod ;n thn'bake Statca,‘thu
Mountain Stutou‘gnd‘iﬁ tﬁofcornlnolc. |
Probably no46no statement bnn‘bottor summarize

the future of the rlrmltnd market than the rollowing

. paragraph vwhich 1: takon from’ tho same articlo.

"Urban influence will increasingly affect
rural land markets. Numerous ‘mini-
booms' will erupt whenever and wherever
rapid nrbanisation odours, - However, even '
though industrial and population centers
are expanding dramatically, an enormous
expanse of farmland will remain untouched -
by urbanization. Consequently, future
value trends for land remaining in
agricultural use will probably bear oloso
resemblance to the economic health of
commercial agriculture, and will continue
to be incluenced by nltional, agriculturll.
and economic polioy. o :

-32- .
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. The prop?rt;on of yolunté:y sales to‘tocgl farm
real estate transfers has increased quite substan-
tially. 1In 1955, for example, voluntary sales
docounged for 708 of all total farm real estate
transfers. By 1960, this figure had increased to
over ‘80§ and in 1968 waswregor¢qd‘gﬁ'about 858, ‘ﬁ\
I& cqnbrgat{ gstgte settlements and foreclosures
have moved to much less significant 1ev;1d,

Farmers and ranﬁhora are phud reaping tho angfiya”
of the high;r land values and are probably, 
oaratully'considering this land price apprecihtion
in their total income expectations.

In a more recent issue of the "Farm Real
Esfate Market Developmenﬁ." (March 1969), under
a heading entitled Farmers Dominate the Market, it
emphasizéd that farmers made 59% of the purchases
in the farmland market durihg the yeﬁr ending
March 1, 1968, This article stated:

«33-
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",... In terms of acreage, active farmers
buy 3 acras for every two acres they sell,
and therefore are 1ncreaoing their land
holdings.

"Deepibe dramatic increases in average
farm size during the past 2 decades,
-" farmland continues to be bought and sold
"in relatively. Bsmall ‘acreages. : More than

7 out Of 10 transfers in the ysar- endins: ﬂ%éf;ﬁ“xt N

March 1, 1968. were less than 180 aores. -

"Porces on the demand side of the markce‘
also enoouragod transfer of relatively
small tracts == the most important of
these. being farm enlargement, Purchases
for.tarm enlargement accounted for 5
percent of sales ocourring durin¢ thc
year ending March 1, 1968. N

Do _High gggd Prices Work for op Against the Bona
Fide Parmer? -

Land is rqcogqizg# as the princ;ygl asset of th.‘
American rarmer and rgﬁchqr. ‘Acqbrding to USDA.

figures farm real estate represented on March 1, 1966,

almost 81% of the. total farm assets. Rising farmland

values have, of course, forced land into this unique

"stot poaltion; although it has been the major asset

' for numerous years. The total value of farm real

estate has increased from ‘130,611110n in 1960 to
$194 billfon in 1968.

-34-
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Thia USDA publication émphasizea the extent .

of bigneas already 1n the 1ndustry, that ' expansion
can ocour as oaai}y through land rental as purchalo.
and that the hisher land priceo provide rarmgrs{moro
credit since land 15 his prinoipal naaot.

The ability of land to serve as a larser crodit

'1lbase which oan beiusad to rinanoa additional 1and

J‘ n

purohases 18 also brought outxby Profoasor Raup - 1n
1 .

",

his artiole.

. 8t111 other concepts of farmland value gains

-ave tied to technologioal advancement in the society.

The following statements are indicative of these ..

ideas:

"... The evidbnce; both theoretical and ' . ' °
empiriocal, indicates that the expectation

of rising income from technologioal advance '

in conjunction with supported farm prices
(and from increasing urban demands as well)
has been important in contributing to the
rise in farmland prices.” Expected income
increases, because technolosioal advance
lowers unit costs and 1ncr¢asos 1ndividua1
farm incomes with supported prices, thus.
providing an incentive to expand farm sige,
which in turn puts an upward pressure on
land prices. Parmland prices rise as
many farmers bid for land to capture the
gains of technological advance on individual
farms thus vanish as the competitive process
of acquiring land forces up land prices

and absorbs the gains rrom teohnological
advance. .
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' "But someone gains. The retiring rarmer
or landowner who sells farmland at an
inflated price reaps the benefits of the
" technologicel advance. And this process
will continue to push up farmland prices
as long as farm prices are relatively
stable and the march of technologioal
advance continues,"12
If as some witneaaps bérore,the Ways and Means
Committee said, the effeot of H.R. 13270 will result
in lowering farmland prices, the reault,uou;d'be
diaaateroua. As indicated above, many farmers and
-ranchers have borrowed funds and pledsed their
lands as- collacoral.x'A rqduotion in farm land pricesl
would almost certainly mnan that many outatanding
loans based on increased lanq value would be in
" Jeopardy and could be,oa110¢ under the terms of
most‘loaq agreements because of inadcquati security,
In turn; this gould:havo the adverse compounding
effect of causing businesses in local communities
dependent upon farming and ranching to close their
doors. The‘triéklevor unemployed from rural to

urban communities would increase éubsianpih11y5
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The Ad Valorem Tgx gg L]

The property tax paynonte eo 1mportant ror

local and county government programn.‘lnc;udins eueh _

essential items as schools and roede.laleo‘wouid be
in great danger if, some contend. there would (and |
should) be a deorease in farmland value as a result
of enactment of the House 8111. It 1s inconceivable
'that the present local governmental rqncc;one eoﬁle
continue with a meaningful reduction in tﬁe price of
land, .
Der;ng the paet 25lyeara taxes on farm real

estate have 1poreaeed almost rive‘roldﬁ those taxes

_have gone primarily to support rural achoole. whioh

expenditure doea not subatantially benetit the non-rarm

resident. Hence, it 13 important to note that the

farmer residing on the farm benefits as to the cost’ of

education of his children (as well as other benerite)
from the infusion of outside capital into property

purchases. .

VIII. The Competition Allegation .

Another complaint before the Ways and Means

Committee comes from the assertion that the’eutaide

«3T=
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capital creates unfair ooupotition tor the "ranily"

‘ ranqh. The 1dea qpparontly 1s that the tarmovnor

yiéh noq-rarm 1ncomq in high 1noome bruokcts does

not have to a;béndﬂéﬁ farm operations for a’ livelihood;

the high 1nodﬁo'ﬁrdékét Garpuyor'oan dciahd'ioul for
his producta than the regular rarncr, who nooda to mlke |
a prorit to be able. to stay 1n buoiness. \

This aaaortion oannot stand nnalylia. lzgggg_ig:

no set of "farm ;gsg" giroumstances uggégngign'gg'“

eoconomic loss prod T vor. t esul
than an economic profit. The greater the réoarmio
proribifromﬁi‘farmgéthé.srrater overall economic
benetit(to'ﬁhqirérmer or ranohgr; If the economic .
prrrit of the'égricultural enﬁerprise can be 1noreéhad,
the farmer or rancher 18 rinanoially bettur off, deayito ‘
the 1mpoaition of 1ncome taxes on the rarm profit, simply
becauee the increased economic protit is never going to .
be taxed at 100%. o |
The fallacy of such assertion comes rrom ‘the
premiae ‘that a farmer or rancher w111 nell hia product tor '
less than its market value. There is no ovidence to

support such 1110310;1, unreaaonable courso or aotion.

At

- -38-
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On the contrary, the liveetook 1nduetrs treditionally
is one 1n which the eeller 3ete ell he can 1n e buyer e

" market.

IX.  Summary '
| In conclueion. there are certain chengee I
believe ehould be. made in the Internll Revenne code to
eliminate what I call the "tax-profit" operetion. “:
Houever, the other propoeale in the Houee 8111
(Exceee Deduotion Aocount. ravm 1oeeee 1n the, Liuitetion
on Tax Preferences and the A;;ocetion of Deductione and
the so-called hobby 1oeeidhaﬁse) would eeuee‘et least
two‘dieautreue,eqonomie,chnngee to the substantial
farmer or rancher. These are: (1) the dryinkiuﬁ;?
of new capital so badly needed‘inee;riculture;_end h
(2) chaos rromven‘impoeeible accounting E;tﬁptteng
" As to the farmland price “muats.on and the alleged
1mproper compe-i tion, the facts demonetrate thet ergumente
based thereon tor thie Bill1, or othere. cannot, in my
opinion. be supported. / '  » . ‘
Gentlemen, while T am grateful for your attention to

my remarke, I appreoiete'even more your eoneideretieh of

the problems of the American tarner and raneher in iisht or: -

federal tax laws end the propoeale ror ohangee therein.A B
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: -  EXHIBIT "A"
TECHNIOAL DEFIOIENCIBB IN H. R. 13270
1, It is not oloar,nhothor"tho Exdoss nnduotions
Acoount undor tho proposod 800tion 1251 oan ovor ‘have & '
nogutivt bulanco. Aooording eo nub-ootion (b)(3):‘”
g there 1 any amount in the: oxoons de- )
.duoctions acoount at.the ¢lose ot any tax-‘& L
 able year (determined before any amount
1s subtracted under this paragraph for
such year) there shall be subtracted from
the account - (A) an amount equal to the
farm net 1ncomo for such yoar . e ."
Thus it would soom thut a ntgativo balanoo 10 pormittod
since the year's farm net income could oagily.gxcood the
amount in the dcoount.

, If a nogativo balanoo 1n tho Exools Deduotions
Aooount is 1ntondod. the proposed SQotion 1251 4003 not ‘
nppoav to allow credit (1.Q., ‘subtractions) for protit- .
able years prior.to the rirat yoar or a rarm not losa;

The proposed SQotion 1251(0) statos that 1t "ahall apply
with renpoot to any taxablo year onxy 1r - (1) thoro ia
a farn net loss tor tho taxablo _year or (2) thoro is a.
‘balanco 1n tho Exooas Doduotions Aooounb as or tho closo
of the taxable your artorﬂapp;yinz uubaootipn (b)(3)(A).F .

. oS X s
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no farm net 10ll nor 1! ehoro any balanoo in .the Excoll

Doduot&ons Aocount at tho olono of any or thoso taxablo ‘

years, There is no balanoo in the acoount booluu. uddi-:':
‘ tlons to the aooount are mnd. for farm net losses (which

- did not lrino) cnd lubtruotionl ‘are made only At there

is an amount alroady in tho Exooll Doduotionc Aooount..l
2, Proposed Sedtion 1251(0)(2) doranoo "farm net

loss" as including those special deductions allqwqblo

fin respect to 1ah§ under Sections 175 (relating to soil

and water conservation expenditures) and 182 (relsting

tb oxponditurol bv farners ror olcarinc land), VWhen
the nqt rarm los- is addcd to the Excess Doduotionn

“Account, it has the. cfroot of aﬂdins a portion or

thonggpooiql land expense dgduptiqqgiwithququot
to the account. " The balance in the Excolé Deduotions.
Acoount will affect the chlraotor of gain on allc or

exohange of 1and ‘only tq tho extent or tho land'l l

- pqtqnﬁ;ql ggin.l Prppopgqhscgtion'lzsl(g)ﬂa)(c).,;<

If no deductions under Sections 175 6531§g;havg pogn,:u'r‘”

o

© taken with respect tqmgho;iénq“yithip 5 years, the




"potential ¢a1n4 in the land is gero (Proposed siotion f
| 1251(@5(5)) and thus any gain attr;ﬁutabld’td those éx-
penses will never be rooapturid.”urqt such oonservation
and clearing deductions will remain in the Excess De- -
duotions Account and will convert the ocapital gain on
the sale of some other asset which is totally uﬁﬁq;atod
to the land, such as breeding stook, 1nt§ ordinary income.,

3. Proposed Seotion 1251(b)(5)(B) provides that’
upon the gire of farm recapture property 6h0 donor's
Excess Deductions Acoount is transferred to the donee
if the potential gain on the farm recapture property
given in any one yeaé\peribd excesds 80% of the potential
gain gﬁ'farm recapture pgoporﬁy'hold by fho donor 1@4> ‘
mediately prior ;6.tho"rirst or'auéh'girda.‘ This rule
appears fg lead to unintinded hardships for tﬁo uniniti-
ated and to boior‘littli effectiveness for.tho qarerul
planner. ’ |

If, for example, a ranch‘§ should give half of
his ranch (and ﬁrGSumgbly orie-half of the farm rooiptﬁfn
property and 6hi¥hait of the potential gain thereon) to -

one son, the donee would not be vequired to take any of
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- his father's ExqeaaADoduqt;ong Account. .If more than
12 months later, the rancher gave a second son the re-
mainder of the panqp, that donee wbulq be yoqgiroé,to
take hii father's entire Excess Deduotions Account.
_ With careful plgnn;ht; hoﬁovor,,tho syriqtqrip seem
oanily‘avoidgq.ﬁvvor’ogqmp}o. glrargov_qod;d give his
‘ sénvan undivided Boi‘igtorolt,in the rﬁrp wichodt
'OQusinn a transfer of his Excess Diduct;ona.Aqoount;
qu;vo montyi apd a day latoi. no,opuld ziyq the son
another undivided 16§ (being 80F of the remaining 20§
of the original farm), At this point he will have
transferred approximately 96% of the original farm
without a trqnarorléf the_sxqus Dodupg;oés Aooqun;.z:
H By waiting anéthor 12 months ahd [} dqy.‘cyg,:cma;p;psu
4% of the original farm oould be given t6 n,ohar;tublo
organization who would thqﬁ auoooodvﬁqithQ ontigo Excess
4 Doduotiona_Aoconn#. Tho’(armog goulq Qhoh,agt;q take,‘
up farming with no balance in his Exoess Degqotiéﬁfl-'vf_
2 Account and the son would have riéoivgd 96% of the ' 1
original farm with no transfer of the account.

4, The proposed Seotion 1251(d)(6) provides



that in certain transfers.of farm rioapfdiivbriporty"
to oorporaéiéns, the "stook received by a transferor
1n'thoroxéhango shall be farm rootpturo irdporty." |
's.ouritiol received in the laohanso tro not so treated.
This permits the’ uvoidanoo of tho Exooll Doduotiona "
Aocount rules by curorul plannins. The rarm rooaptuvo
property can be tranltcrrod to a obrpoﬁntion for a11
of 1ts stook and bonds equal to almost all of the
value of the transferred property. Such in exohange
generally will be tax free under Section 351 of the
Internal Revenue Code. The bonds (1.e., "securities")
can then be sold and none of the gain thereon would
be affected by'thd balahho‘in'tho:ﬁxdiii~bodd6t16n§"'
Account because the bonds are not farm recapture -
_property. R '
s, Thiwdopfoéiation which contributed to a
taxpayer's farm ‘net loss will be 1n01udod 1n addi-
“tion to the Excoss Dcduotions Aooount. When that "
doprooiablo proporty is sold, tho gain oqual to thtt '
doprcciation w111 ‘be roogpturld and treated as ordi- .

_nary income under the provisions of Seotion 1245 of



tho Internal Revenue COdQ. Since the tax benefits

arising froﬁ.tho depreciation dcduoé}cn w111 have

been ﬁbtally eliminated by the aaio, there appears

to be no reason to leave any of that depreciation ‘4

deduction in the Excess Deductions Account where
1t will reduce the amount of oapita; gains on the
sale of some other asset. The doﬁrcc;ation de-

duction ought not to be recaptured twice.
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- Prices PAID aND PRICES RECEIVED BY FARMERS
' - A, U. S, ,
(Inoex Jhweers 1957-59=100)

Prices Paid 1/

--Prices Received

Tt

1/ Prices paid by farmers for commodities, interest, taxes, and wage rates

0’T~ [H I | | [ B | 1 ] | 1 | T

1950 1955 1960 : 1965
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NET FARM LOSS AS A PERCENTAGE

'OF AGICLASS(THOUSANDS)
(1964-196 6 AVERAGE)
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STATEHENT 0? GENERAL EARL RUDDRR
COLLEGB STATION, TEXAS AR

.+ ¢ -WITH RESPECT TO H. R.°13270 " - i.:’

Introdustion

: x)'rq- [ "“v

Gontloman. nhilo I |m tho Prolidcnt or tho Toxaa
ARM Univereiey Syatom. I nu nlao a oattloaan, l nativo
of the 80uth;ost. and an 1ndividua1 quitc ruuiliar
with the problonl currontly boins oxporionocd by
azrioultura} producers 9: thia arqa of bho Nation.
Although 1t would be 8iff1cult for me to refrain
from thd'indiusioﬁ‘6f'nomhiacadomid materisl per-
tinent to the situation, this testimony 1s offered
to yéu'primarily;rrom ghd'vioﬁppint‘qr ehoni idt€;r'

. et

positions.  ° q BER
I have been conaerned about ‘those individuals

" who have ranches or fdruisbut'iQpQrontly“ihtand only

to hnvo.aomo type of "tax piot%t;" 'CQrttinly no one |

can defend such individuals as a matter of equity
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bacaule it 1s readily recognized that they would.

in fact, have some dineorting affect upon the

'ngricultural sconomy. I am here to try to put’ °
the problomAinto 1ts propor porapoctf&o. Cer-

‘tainly some congressional action 1s warranted,

but we should not have the severe economic up-
heaval due to ”ovor-kill".provinioﬁs.

Care must bo takon. not only to protoot'tho ‘
small farm and ranoh operutionn. but olao tho
largor oporationa that. huvo providad ooonomionl

food for tho Amorioan oitison.

Let us first cxaminq thqkuakctnp of the modern
American farmer and rancher,. the plight he is
currently facing, and th@_bonofite which have
accrued to.ﬁhq American consumer under the current
framework of agriculturo which has gcvolopod.~

The Modern Fgggg and Rggchor
In ordor to bottor undoretand the typo of .
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agrioultural onvironmnnt in which we are currontIy-'
operlting, lot's briorly look at the farmor and
ranohor of thc 1960'3. Today 8 avorage tarmov or
rancher is 51 3 yoars of ngo. has an avoraso
household uinc of 3.6 poraons and hgu livbd.on his '
farm for ovor‘is years. ‘He has odmpleted 5\yoars :
of high school, operates a 351.6 acre farm which
has a value of cloaevto $51 thousand, and woiks'
about 79 days off the farm each year.l '

* governor Cornally has mentioned the "outside"
work and income of the farmer or rancher. I
would 1ike to develop this topio further. This
work outside of the farm is. quite intevesting, in
that 1t has become a.ﬁay of 1ife for most farm

families. For example, aocordink to the latest

conhua, 46% of all farm operators in the United States

reported some days of work off their farms and 32§
reported such work amounted to 100 days or more. ,

There is a significant regional difference in this )

.




_ proportipn too.r Almost onc-hulf of tho rnrm oporators

" in the western resion of the country rOportod some

off-farm vork ‘while ehis proportion was 49% 1n tho% vvvvv
South and 43% in. tho North.» of a11 farn oporatorq'_}
working off cheir farna, 691 reportcd working 100 f'_
days or more, and Sﬁg‘roququ '°§§}93 2oq'¢ays‘or;~;ﬂ
more. vIn the West, §2I ofhthefoéeratéru’pepoptigs
work orritarmq,’wqued gqb days or qbpg, qhoreig.;

in the North only 528 reported 200 days or @oro;

As might be expected, the proportion of farm -

' operators work;ng gft thoqur@ agd_thg number gt

days that they worked ivqfied.ggpgédins to the age

of the operators. 81;§yf§§geeip§rcgnt'of4£he;;c; ;;‘_
operafors undgr.35 yeags of égq'yepogted‘xorking?ofr
their farms, while 5% of the 6poragorp in,tho 45 to

54 age bracket showed orr-the-rarm work. In essence,

. this. data meraly emphasizes the ract that the modern :
,' day farm operator spends a conaiderably larger
>proportion of his time working orr-theotarm than

-most people realize. .

uuo '




Mot ‘only -u'm;f.w Vork important ina

time nspect - 1t reprosontt an 1mportant lourco of

‘ '1ncome to such tarmaro (Figura 1), "In the latott

issue of: the ggg ;ncome 81tgagio roloasod by tbo

.U, s. Department of Agriculture, somn rather intor—

esting intormation 10 orferod rogardins net 1néom|

_realized on’ rarms versus orr-tirm 1ncomo. The

whioh had less: than ‘2.500 farm sales reported, :

sige claosificationa of farma. those with less thnn

~ $10, 000 farm snlea durins the. year, relied somewhle

. less upon otr-rarm 1nooma, actually 538 ot thoir

total 1ncomo., Moving to the ‘largest oatogory or.:371

‘ rarms, those with tﬂo 000 eales or more, orr-rarn
lincome contributod only 17! to thc total farm
operator 8 ramily 1ncome.‘ (8ee accompanying

Tables 1, 2-and.3)

. FO AR
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'report shows‘ for- oxample. that 1n 1968. operations ;

851. of the total income of th°~f‘”ﬂ‘°P0r;top o

fo .. family caﬁé‘trom off-the-farm déuiées;j-Theﬁldfgéi‘*j
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farmers and ranchers. with regard to outsidé inoomc

is in direct oppoaition to tho U. 8. Department -

In addition to off-farm part-time ewploymant,
supplemental rg;urné_fﬁom,;andeb;§§d,§ctivitiog-;uqh ’
in hunting,ﬁrinhins. ihd 6i1 leases oontributol‘ -
sisniricantly to tho bona fide. farmer or ranchor's‘
total ramily income.,‘f“ R

. Such aotivitiea, to molt rural reaidenti.

are considered aa a part of farm inoome. althoush

'there 1s a distinction .among them for ta: purposoa.‘

Strangely enough, limi;acions,plqp-4~upon_the‘

or Agriculture 30&13 ‘and expenditures aimod at ;" f~“ o 731
stimulating auch aupplemental income., e ‘ o f} }
In the Yoarbook of Asriculturo ror 1968, Science
for Better Living, Secretary Freeman made this etato- :
ment with regard to non-farm. 1ncome: -
"Working cloaplyvnith,rarmqrs and other
rural people, the U. S. Department. of
Agriculture is helping to atimulate a
rural renaiasance. ’ )
 "Ppivate enterprise 1s being attracted .
‘%o the countryside. Rural people,: both . . o A
farm and nonfarm, are taking advantage’ S

of government supported opportunities to
establish part-time businesses or trades.

__6. .




"On thousands of farms, picnic and camp S : S
-.sites, riding stables, game and fishing TR RS
preserves, winter and water sports T

. faoilities have become supplementary
and even primary sources of income."’

Since agrleﬁltﬁ:é 18 a highii Vdgiablq;inqome

source, fluctusting with economic conditions ih‘tho'f'
. nation as well as climaeio‘bhangesgfit‘ii also a

_business enterprise which has tremendous variations -

i S in profitability. Net 1ncom§ oan sometimes occur, .  i¥f
g%;{’ ‘ _ but net defioits are as equally likely. ﬂhenéver | %
é : | farm losses do occur, it 18 oBQiqualy to ého‘bonefie L?
QQ’ of the .farmer 6riraﬁcher to use such lgsa to otraetr

E5‘“ any non-farm inéomo; indesd 1tﬂ£s imperative in ‘?%Q
fi: | many cases. e o R | ‘; | ‘,“’“
Beef Consumption and Retail Prices . . .

Because of increased proQuction, the development
of the commercial cattle feeding industry, and

increased efficiency théoughoup'ehe production and -




roeding levelp ot the catnc 1ndustry, beef produc-"", S
A‘tion in the Unitcd Stam 1ncr0n¢d from approximtoly el
13 12 billion poundo in 1955° o, almost 21 bunon ‘
poundl in 1968. Consunr dommda also 1ncrnned
<substantuny duping thio poriod po that por caxsita '
consumption nu ablo to 1ncroue rrom 82 pounds per "
person in 1955 to 109 pounds por pcrson 1n 1968 vithéut
- . P
v ; '
" (the remainder of thia page wu
intentionally og;ttcd.) o
' ‘ ' shen
-8~




any major changd 1n prico lovcls. Some or this

1nereased demand exhibited by tho conaumer waa a

reault or 1ncreaaod diqposable 1neome, although a
substantial proportion ot 1t nas due to the
drastically reduoed oonsumption or othor rod moatu.,

In ract, during this entire poriod when bect v

consumption per pevuon 1noreaaed 27 pounda, yho N
‘f?; o 'retail price level for beef ahoued an 1ncrease N
: of only 20 conta por pound. (Piguro 2) v
'%{' o ; . Deapite this substantial 1ncroase in quantity, .

a riso in beef quality, and almost constancly
'g‘increaoing costs of produotion, the Amprican oonlumer

has beon bleased uith an averago retail price only

slightly highorithan‘that.wh;ch exiated 1n the i
nld-1950's. Even a large ii-apo’x#i;ib;i' of this small -
{ ; " inoreass can béxtrieed'to thé‘fhcieasei'&emanda for
consumer servicos at the retail lovel 1n the torm
of packaging. cloaer trimming. boning. etc. i
P f‘ Although today s eonsumors are appailod by the ‘{
| relatively high prices of beor 1n the rotail counter.

much of the oriticiem is really rocuaod at tho lovola

o7




for the eo-ca}led'"high-priee beef cuts." Unfortunately,

all of a beef carcass 1s not composed of high-price

cuts and many "lovgprice cuts" are often 1gnered by .

.the consumer picketers. He muet’remember that'oniy

about a quarter or the total beef carcass. yielde

\.

eteeke. another quarter roasta, third quarter miecel-

- laneous cute euch as hamburger, etew meat, etc. and

the final quarter of the carcaee is lcst through -
shr&nkege. cutting loee. and trimmed fat and bonee.
Let'e spend a minute examining theee retail

beef prices that have excited some housewives. The

" United States Departmenf'et Agrieulture bases its

average retail price ror beer on prices ¢ olleoted by
the Bureau_or Labor.Statiet;ee. ‘These are basically
gathered for use 1h preearihg'fhe consumer prioe
index. The Bureau 8 purpose is to measure ehangee
in food pricee, rather than their absolute levels.
Even though the ‘Bureau goee to considerable lengthe
to obtain a good eample or citiee and types of
stores in whieh to ga@her these prices, the data -

really offers severe problema for the Department of

248




Agriculture in that it does not take price specials
properly into account.

For example, the advertised price specials that
are usually offered on Thursday, Friday and Saturday
represent the majority of the retail food sales.

Red meat and poultry are the most frequently used
items on such sales since they attract people into
the store. When the retaller pufs a certain cut of
beef or broilers on sale during the weekend, the
volume of the products sold at these reduced prices
is often several times the volume sold at regular
prices. Unfortunately, the Bureau of Labor Statistics
collects retail food prices on Tuesday, Wednesday
and Thursday of the enumeration week, and does noti
weligh the prices of food according to the specials
to reflect this increased volume sold. The average
prices reported by the Bureau, therefore, overstate
the true average prices of foods. The National
Commission on Food Marketing emphasized this error
and worked with the Department of Agriculture in an

attempt to revise retail prices for red meats and



poultry 1h‘reoogn;t16n'or thia problem. In the
year 1964, for example, the retail value of Choice
beef was reduced 7 cents pgx}pqund.'for‘cho;co .
lamb 3.6 cents per pqqnd;_;or pork 4.1 cents, and
for veal 3.8 cents per'péund,, No data are available ’
with which to compqtehreviaed‘retgil prices'bgck -
into the 1950';,:bu£ it can be assuned thqtithcre
1s an overstatemcnt of retail prices ocourring back:
as far as 10"or 15 years. Apparently, however, the
use of pr;qe specials in eupermgrketa has 1ncgeaaed
in the‘more recent years, so it seems likely that
the ovorgtatement_iq probably greater in the 1960's .
than 1t was in the p;d-;950'§53

Even when this oQorstateuont of the retail
prices is ignored, the retail price for beef has
shown very little rise during the last 10 to 15
years. (PFigure 3) Beef, of courﬁe, means cattle,
and the pricesior high qua;ity fed cattle have
reflected about,the:saqe‘basig,type}of_price,pattgrn '
as the retall beef putalb The typical rancher,

hdwever. does not ppoqch:beef, but'rathep, feeder
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calves, that today move into a high;y'morchaﬁdizéd
and apécializeé‘cittié feeding industry. This cow-
calf producer's output is calves, and they are his
only major source of income. Prices received by
farmers and ranchers for calves, however, during
the last 20 year period have been hardly'engéuraging.

Texas cattlemen, for exeﬁblé; received in average
of $26.27 per hundrcdﬁeighf for live dalves in 1968.
This represented the highest return from calves,
with the exception of the record established in
1951, when prices reached over $30 p@g hundredﬁeight.
(Pigure 4) Price levels for calves in Texas have
remained within a relatively narboﬁ‘range ever since
the latter‘1950's; even though as we have indicated
esrlier, the costs involved in producing such »
calves has increased at about the same rate as
inflation. a

The quesﬁion, of coufbe, is how éan'cattle"
produd;rs pay more for thé‘inputa to produce beef,
yet still sell the commodity af'relatifely the same

or even lower levels. The answer to %his, of coursé.

~13-
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is that they cannot, at least not wi;hbﬁt losing
money. A recent Texqs AtM Univoroity,atudy 1nd;9ated,
for example, that in order to attain a 03,000 a year
return to labor and mangement, it would roquire an
average annual investment of about’th.900 in hog
production, about $21,000 for broilers, $48,000 in
dairy, and a healthy $112,000 investment to get a
$3,100 income from the éattlc buaineca.3

Similarly low returns were found through a
research study of costs of western livestock ranches
by the U. S. Department of Agriculture.“ This analysis
deals with actual commercial cow-calf ranches in the
Northern Plains, Northern Rocky Mountains, and
Southwestern areas of the country, during 1967
and 1968. Returns for the Southwestern ranches
were consistently lower and yielded about a $6,000
to 37.009 total return to operator labor, management
and capital with a $212,000 to $220,000 total ranch
investment. Certainly, the investment attractiveness
of such a cow-calf en%erprise would be quite dubious

to a businessman considering this field of endeavor.

=lla
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According to the 1964 Census of Agriculture,
there were about 2.3 miilion farms and ranches in
the United States that reported having.cattle and
calves. Of that total, however, about i.3 million
reported maintaining beéef cows while another
1 million were farms that had no cows other than
milk cows or.dairy type. Let's now examine these
1.3 million farms and ranches. It is assumed that,
since these operations maintain beef cows, they
are in the busiﬁosa of raising beef calves. The
Census shows us, however, that of these 1.3 million
cattle operations, 69% had less than 30 head and
there were, in fact, only 3,645 farms in the entire
‘ United States that had 500 head of beef cows or
more. Of this total a mere 1,010 farms in the whole

country had 1,000 head of beef cows or more. (Table #)

=15«
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Table k- Numbers of Cattle and Calf Parms and Ranches

1964 Cenpus o " Number: of F!;gé '
Farms with c;ttlo(aéd Calves , 2,283,8&11i
Farms with no cows other than milk cows 959,969
| Parms with beef cows - .. : 1,323,912

Of the 1.3 million farms with beef cows .. .
«69% had less than 30 head
-only 3,645 farms had 500 head or more

«Just 1,010 farms had 1,000 head or more

Expectations for Profit
At this point one should examine the concept of

expectations of profits on the assumption all legitimate
farmers and ranchers have this attitude. o

In the recent Ways and Means Committee report on
this Bi1l, there was a reference to data which indicated
that there was a strong trend toward losses increasing
as the taxpayers adjusted gross income increases.

Actually, how profitable is the cattle business?
Should one really expect huge profits or lubltgntial

losaea?' According to data collected by tgricu;tural

-16-
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economists at Texas AM Uﬁivoraity! §€lqosts‘an
average ér about $90.50 to raise a ealr, or koep a
cow for a yenr 1n Texas, 1f all coato are contidored.
This compoaito average costs 10 obtained by
totalins thc various expenses 1nvolvod in aaintaininz

a cow for one year.s (Table 5)

Table 5 = Costs of Keeping A Cow For One Year

Land Charge® . | $ 28,70
Depreciation } | -5.60
Interest-herd ?apitql" 10.70
Replacement coat 5.55
Oporatins costs _ _;32;22

Total $ 90.50

8Land ocost based upon rairvleaae or rental value.

'500neiders cow cosg qnd a portion of the bull(

Noté: No cha;ép for labqr or management is
included. '

Let's now look at the roturnn Tbxas ranchors

probably rocoived during the Report's test yenr - 1966.

17~
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In'that’ycur; the Texas calf crop'iveraged 8&1,

the average price received for calves was $21.60
per hundredwelight and the estimated ﬁeanink weight‘
for calves ranged between 350 and 400 poundn;
Assuming that‘ouv typical cattleman in Texas during
1966 froduced a 400 pound calf, sbid 1t for $24,60
per hundredweight, and had an 84% calf crop. Under
these conditions, the return per cow uoulq’be |
$82.66. Since our cost estimates, however, were
$90.50 per cow, this left the rancher with a net
loss of $7.84 per cow during the year.

- It 1s‘eaqy to.see nitﬁ these figures that the
larger the herd sige, theilarger the loss would be
on any particular operation.‘ Although ther§ may be
some economics of scale involved, they are not. |
sufficient enough to change these basic cost rigurﬁs
very substantially. The loas recorded, therefore,
of $7.84 per cow during 1966 would mean a $78.40
loss for a 10 cow operation, a $7,840 loss for a
100 cow Operétion,'and a ‘78,&00 loss for a 1,000

cow operation. Thus, our analysis of grobable costs

~18-



and reburﬁ’ﬂpr Texas ganchops in 1966 yieldu ex§ct1y
the same type of averag;t}oas—siie og;rqtiop yela—
tionship ﬁp the chéré‘tigures. A‘oimilar ;;mputation
of the 1967 statistics indicates tﬁaé the Q&erage
Texas rancher roalizod a net loss of only Oh 50 per con
during that year, a aubstantially better roturn
situation, but still recording a loss.

These loss situations are more common to the
. cattle businesses.of-thQZSouthnoatorn part of the
United States. A rocént U, S. Department of |
Agriculture rep;:t shows that cattle ranches which
operated in the Southwestern pﬁrt or the Unit;d |
States during the period 1963 to 1967 had consid-
erably higher operating expenses per unit of produe-
tion than did similar types of ranches in the Northern
Plains and the Northern Rocky Mountain region.
These operating_?xpenoes averased 25% higher in
the Southwest, ;o éhat it 1s more likely for
difficulties to arise in mainfﬁining profitable
operations in that section of the éountry ;han in

the other. ' Also s&dins to this less ;avorable

«19~
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cost situatidh"ll s ¢pncruily lower liéootﬂlk‘piido’

level 1n tho SOuth, und connoquontly sngllor roturno.

Bxpoctntion, according to Hebstor, 10 the
prospeet or,the future. Untbrtunatoly, catt;cncn ;
are ot noted for their ability ss fortuns tellers.
Even tho‘toadiné of pqttlo‘lo ﬁighiy apdculuttvn’ B
and very unpredictable. It 1;‘no§'qncémnoh to

R I [ . o
experience severe losses for one, two, or even five

years in a row and then do much Sottcr_fo;jthS'néxé o

five. Most of ihele'unprofitcbie pcrapdl‘lre
usually felt when thc'éarsih‘botwoon the price patd
for feeders and the prico rocoivod tor tiniahed
oattle, falls bclon zoro. (Fisure 5)

Agricultur', and particularly ‘1ivestock produc- '
tion, 13 a hishly rioky and variable 1nconn gcncrator.
Not only is the tar-or and rancher subject to the
elements of nature, but he 1s also trou‘ndounly
affected by national situations, eoononic orises,
government prograni;‘dhd the whims of the AnnricanA.
c&nlunor lﬁd hor dehQnda.u No ofher segment of the .
economy 1nvo;ioa auﬁh ' wido irily of«risi aqd.uhcer-
tainty, yet at the same tiup, offers both a ahbft;

as well as hazy, planning horison.
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Govomor c«)nmng hn rotomd to tm of tho unom

~ for the necessity of outudc clpitu. ‘I vant to toush on

lome upeou ot tho uu or capitul 1n mioulturo .
i { has not bcon more thm about lgo yuu ainco mi-
oultml producoro or thc United 8tatu ntrmhd with
prinitivo tools bohind 8 mlo to loratoh thc ourtaoo or
the cax-th. The aciontiric and tcohnologion promu or
our micultm hu b«n 80 rapid that tow of ul ncomn_‘
that back in 1937. it required one pouon uployod in
agriculture to yrov:l.do onough food md um- for 10 por-
sons 1n tho Nution. !ct. by 1967. Just 30 yom lutor,

one ramr or ranohor producod lbundnntly for -oro thm

- 4o ponom.

No micultunl oomdtty hu lhovn non promu
than that ot‘ livntock. pmiculu'ly cattlo production. ‘

, 'rhc ﬂ.rlt Houtord bull hportod 1n 1817 by tho dh- :

uu;uohod Anouoan -mmun. nonry Clay, bom ntuo
nnmblmcc to tm lodcm br«d ot Horotord cattlo 80

. prevalent in our country todny smlu-ly. tho nut
'shox-tnom cattle hportcd in 1783, the oruinal Brlhun

Sk
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stock in 1853, and tha 1n1eia1 Angus 1uportatlonl in
1873, held the bauo uods of new brud dovolopmnts :
in the United Statoa. Hany or thoae orisinal cattle
are hard to idontiry when roviouing cho ourrontly
acooptod standards of' thece broods. Throushout the
years since thoir 1nportation. they havo boon breéd,
orossed, and recrossed and now yiold uuporior tnina;l'

designed to reproduce effectively, gain weight ef-

* ficiently, and yield carcasses with a high proportion

of trimmed retail ocuts.
It has been through the efforts of the Agrioul;

tural Experiment 8cationn at land grant 1nlt1tutions

such as Texas A & M Univoraity, and the U. 8. Depart-

mcnt of Agriculture that the basic rtloaroh lnd o;tpn-.

sion work was porfornod. But more than that, 1t was
the brave and industrious oattlonnn of yesterday usins
appliod renearch 1n their onn hords nho huvo developed
Iivcstook to tho point whorc it now yields more nott.
at a :cduced cost, nith ltso land, unn less manpower
than ever in hiitofy. ‘ o

Agricultural research contributions have been .

-22-
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troiandous; particularly whoh you consider the small
amounts of funds devoted to 1t in relation tq‘oehor
research investments. .Dgiinz 1966. rog:oxanplo, the
- total agricultural research expenditures by thg‘v. 8.
'Department of 4¢r10ﬁ1£uro anh9tho State Acéidultural
Experiment Stations was $331 million. Industry con-
tributions to agriocultural research in that same year
were §h73 million. Of course, we are talking here
about total agricultural research spending, not quléu
rohoarqh forllivostock or oattlo.“'SQni idot of the
uﬁul; aﬁouﬁt of expenditures devoted exclusively to,
pay.‘bogt cattle research can be obtained from these
comparisons. In 1966, the total budget outlay for
the U. S. Department of Agriculture was $5.9 billion,
of which only $167 alllion was spoﬁf for research.
Beef cattle and,rolatod research uork, inoluding such
things as conaumﬂr'accopelnco, control of insect pests,
- and qgonom;o effioclency in ﬁirkctink represented only
$10.3 millionAot this total. Another $18.1 million
were spéne by'qli the State Agricultural Experiment

Stations on beef cattle research, bringing the national

-23-
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total t6 only $28.5 million.6

At first glance, this figure looks high, but compare
1t with the ressarch and development expenditures of 1968
for some major corporations: IBM - $410 million; Texas
Instruments - $130 million; Xerox - $76.8 uiliion; anh
Merck - $55.4 million.’ o

Such public research spending 1s frequently, however,
not all that is required. For example, the sorewworm
infestation of the Southwest vas attacked directly by
1ivestock producers who contributed a total of #% ntiiton
to help research efforts to erradicate this economically
important pest. Récéinizini the concern of the producers
and encouraged by their financial backing of the project,
the government came to the aid of the program with addi-
tional funds and assistance. As an administrator at Texas
ARM University, I éan llluio you that contributions to our

research efforts are troduontlr made by prodhoora and

‘often represent the final financial push required for

success. Such research contributions by private indi-

I

viduals are usually from the more affluent farmers and

ranchers, the ones that can afford such generosity.



An economic study performed in Ca;itqrn§34ind1¢atoq
that not only has such financial support of agricultgrqlw
research by private groups and individuals been substan-
tial, but that the timé lag b?tuean thg 1n1t1a1 phaaog »
of the project and the actual accompliqhmeﬁt of the
technological advancement, has been shortened cons;d—
erably through the use of these addiﬁiﬁnul funda:e

Much of the work performed in agricultural
- experiment stations is subsidized by either
industry or government. Research on minor

crops may well lag behind other research
programs unless someé minumum industry sup-
port is received to enable purchase of
needed equipment, materials and labor in-
puts. : ‘

It would appear logical that given agricul-
tural experiment station research with the
minimum backing, then mechanization will

be developed sooner or later regardless

of industry financial support. At this
point, the industry interest is then one

of assuring the "sooner" development

rather than the "later." Additional
financial support would be directed at
compressing the probability function to

the left, or increasing the probability
that the research success would be achieved
in a certain number of years or less.

It would be easy for me to claim; at this point,
that all the spectacular advancements made in agricul-

tural productivity have been solely due to the university

..2.5_
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- and government achievements, but this would not recog-
nize the major stumbling block to technological ﬁrogross -
adoption of new technology. Scientists at tﬁo institu~
tions and in the research laboratories can experiment |
and evolve new concepts, techniques and improved yarie-
ties. Our extension services then must take this?non
information out into the field to the producer and show
him how to use it. But it requires the cooporation;,tho,
field testing, the sacrificing in tiﬁo and money of the
farmer and rancher that produces results and finally '
develops the new dreeds and the modern types. During
last year, for example, the Texas Agricultural Exten-
sion Service had the cooperative efforts of producers
on 4,486 different field demonstrations, of which 1,283

dealt directly with livestock, breeding or feeding.

Agriculture Needs Outside Capital for Development and
Expansion

Agriculture 18 not a self-supporting industry.
It requires huge quantities of capital, particularly
when we consider the amounts needed to build up a

breeding herd or to develop an improved erossbreed.

-26- -
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Fortunately, for us, the tremendous sums of capital re-

‘quired to experiment with new breeds and types has been

available in the United States. In many foreign coun-

~ tries, for example, the government is rplekntod this

chore bicauqe of the expense and the pﬁqr returns on~;
investment. Our 11§csf§ck ﬁrodgcern hav; bepﬁ{blossod.‘
with a realistic Congress which, many years ago, providqd
some measure of':qlicr tor“auoh 1nd1v1dug1: through
somewhat lqssvotrins;ﬁt accounting procoQuroa. The
result haﬁ been § livestock d;volopnopt in this Nation
that far exceads any other country i; tho vorld;

This reguiroment fog high quantities of capital
in cattle bread development is emphasized 16 the Year-
book of Agriculture 1968, issued by the U. S. Department
of Agriculturc. In a discuasion of hybrid Qigor and
how this was used by corn breeders and latoé chicken
and Qwine breeders, the author states:

+ + + But cattlemen did not follow their
lead immediately.

One good reason for this lag was that

cattle breeding stock represents a high
investment because much time passes he-
fore a new generation reaches breeding

27-



aie. 80; 1é 1s qﬁiﬁc expensive to

experiment with new. c‘ttlo brcgding

systems. ‘ ‘

Yet, this did not di:oourasp 1ivtltock producnra :
~ and today United States beef caeglo ;ro anonc the A';f
world's most desired ;yﬁ‘i} This expended sise of ©
the market for'bcorAﬁroidxns herds has added a new
dinoﬁsion to'fho capital problon: As QOvornop$'
Connally has iiia, the United Staten 18 now a qij5r~'v
exporter of bocf.brooding cattie. This exportation
of beef broodins cattlc ortors an extremely favorable
situation for the Unitod States, in that 1t ropruaents
a commodity that is exported for cash, and does not
have to be subsidized under any direct govornuanﬁ
program. . At the aimo“tino, the good will ostablilhedl‘
with these developing countries seems to be far more
lasting than that produced with any other agricultural
export.'probably because such animals really roéébsont
years of research and development. Secretary of Agri-
cqlture, Orville L. Freeman wrote in The Yoarpoqk of

Agriculture 1968:

U a28-




But American agriculture is also the world's

biggest "storehouse" and research "faotory”"

for agricultural knowledge. Exporting this

knowledge to improve farm production in food-

short countries can contribute immensely to

world stability and peace - and to the even- .

tual entry of the entire troe world 1nto thQ

age of abundsnce. ’

Governor Connally mentioned that the innovators of
the agricultural community are the utiligzers of the latouf
technological developments, the experimenters of new breeds,
and the land developers. Lgnd oloarihc, stock pond estab-
11shnent brush control and similar methods of increasing .
the efficient use of the land are sound management prac-
tices for the progressive manager.

The serious consideration here is the diametrically
opposed positions which scon to be evolving in the dif-
ferent branches of the governmant. During 1967 alono, A
for example, $7 mlllion was spone by the UBDA 1n cout-
sharing brush control ‘work with rarnerc and ranchors
~of this country. In that same year, olightly ovcr tlh
million were expended on cogt-aharins atock pond and
agricultural reservoir construction. For another %ranch

of the government to now contest,in effect, the legitimacy

-29-



of these expenditures as a. deduction, seems quite incon-
sistent. curtni&l},‘suﬁh improvements add to the pro-
ductivity of the land and probably to its net worth,:
but unfortunately in some 1soiaced‘c§u;u the value is
actually decreased since the recreational value is low-
ered. Likewise land which is left unattended or over-
grazed, can easily be lost to brush and erosion, thus

lowering its productive value.

The Budget of the United States Government
Fiscal Year 1969 eloquently states the purpose of

these cost-sharing programs in this passage:

This program is designed to encourage con-
servation by sharing with farmers, ranchers,
and woodland owners the cost of carrying
out approved soil-building and soil-and
water-conserving practices. These are
practices which farmers generally would
not perform to the needed extent with
their own resources. The rate of coste
sharing averages about 50% of the cost.
Cost-sharing may be in the form of con-
servation materials and services or a
payment after completion of the practice.

Conservation measures offered include
those primarily designed to establish
permanent protective cover, improve
and protect established vegetative
cover, conserve and dispose of water,
establish temporary vegetative cover,

~30- .



temporarily proteoct soil from wind

and water erosion, and provide wild-

life and beautirication benefits, :

These programs are designed to give technioal
assistance and aid the conservation operations of the
Soil Conservation Service. During the fiscal year
1969, budget rooonnnndutiono for these uorviooa were
$203 million. 'mrou;houc tho federal budgot rooo-on-
dations it 1| rtpoutodly onphauilcd that snoh oout-
sharing ttsistanoc is necessary to continue the long
term practices that prevent irreparable damage to land
resources and that would not be applied if it were not
for federal assistance.

If any doubt still exists that a:rioultuvc requires
outside capital, it can bc dllpnllcd by the recognition
that even the government hnoutound i’ noconaary to pro-
vide funds to agriculture through several major rural
programs:?

The Administration conducts two capital

investment programs: (&) the rural

electrification program to provide

electric service to farms and other

rural establishments; and (b) the

rural telsphone program to furnish
and improve the telephone service in

-3)-
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rural areas. Punds for making iopayablo
loans are borrowod trou tho Surotm ots L
the Treasury.: R el

‘1. Rural electri 10ation.—~This capittl
investment program is. %1nanccd through -

loans which bear 2% interest and must be

. ‘repald within a period not to exceed 35

years., Loans are also made for shorter
periods at 2% interest to eleotrification:
borrowers to be reloaned to their con- . .

- sumers for the purpose of financing the: .

wiring of premises and the acquisition

--and ‘installation 6f electrical and plumb-
" ing cpplianccs and oquipnont. 1nolud1n¢ .

o

" machinery. v *‘pj‘ Do f e

»°2. -Rural telephone.~=This capital 1nvost-

ment program is financed through loans
which are made for the purpose of financ-
ing the improvement, expansion, construc-
tion, acquisition, and operation:of the. - .
telephone lines and facilities or systems
to furnish and improve telephone service
in rural areas. The loans bear 2f inter-
est and nust be repaid within a potiod

not to exceed 35 years. ,

Finanoing faratng end rursl housing.--

. Loans of the Parm Credit Administration

through the Federal intermediate oradit
banks for cooperatives are primarily to
help finance agricultural produotion

- and marketing.

ment

These nxtronoly low ratos of 1ntorost, and long pay~
periods providod by - govornlont londing oaphtoizod that
capital ror auch asricultural dovtlopnont 1: not rcally

available even rrom outaido sources.
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Acriculbuzc. 1n thn Unitod States todny. 13 dynnnio

and ¢row1ng. In ng own Stato, Tbxas. nzrioulcuri pro-'

‘vided the nnrkot with llnolt $3 billion north of products, ‘;-

during the pant-yoar. Excopt tor ctudo 011 and zac.‘

agriculturo bring. to the stato its ltrgost ‘Bourcs’ or f‘;‘v

1noono. a SR ‘H'y“\

) This acriculturcl ¢ronth, howcvnr. hao not Just
hlpponod. "It wan a roaéléﬁot s nunbor or nlgnirioant
faotoru - dovolopnont of nov tochnology, oducatiom und

pronotion, tho action progrann or both the Fodortl and

" State Domtmnts of Agrioulture, ammuny of re-

sources, and raruoru and rtnohors willing to adopt new
practices. If agrioulturc 18 to ronain scrong. honevor,
it must be ¢uidod thronsh new trnauheroua oross ourrents -
those of crowinz citios. shrinkinc resources, the con-
~tinued prico-cost lquccxe. and soneral ‘indifference
from the urban-oriontod society which 1t sorvicoa. )

Tho prclininary Texas water plan. for example, ‘
1ndioateu that by 1980, 4 1/2 miilion acres of crop-f'

‘ lnnd, about 3 million acroa of whioh 18 hi;hly rortilo,

L -33- .

271




wnl be uuovod trou produotm use.

~ Most of thil un -
be lmd duumd to bocou utor rcurvoin to nr!nco
the nuda or tho upidly mwing population contou u
won u miculturo and the umnins niuion md Y
half toros w111 bo roquirnd ror urban dovelopnont.
" highways, airporto, otc‘ Our principal roaouroo roi
agrioultural produoeion - l.md, 1a becommg soarce. "  ‘ )
Onr Texas Agriou:ltuul Bxpormne 8tation oporitu )
throughout tho Stato. By virtuo of ita alnignod roapon-‘.
sibilitioa. 1t rogrooonts tho tocal point or coordinltion 4
for all agricultural roaoaroh 1n the entire State. It
is 1mportant that this knowlodzo base bo maintained in
order to stimulate furthor a;rioultural development.
Such efforta, however, mu|t>bo aupported by a mpssivo.
continuous rououroh, cduoatioﬁ nnd'oxtonsion prozrnﬁ -
a program combining all the divoraitied and 1ntordopon- )
dent strengths of the loiontitio toln oxportiso thut
we oan muster.
But, the Bxporimont Station, thc thonnion Service
and the entire Univorsity cannot luccood uithout the *

efforts and assistance of the dedicated individuals -

. -3!‘- .
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with the will and desire to try "a new idea." These .
innovators slready realise that it may not lead to
glory, nor richoi. nor. even maybe compensation - only
self satisfaction that they hivo'cbntributod. '

Texas ALM University stands ready through its

“ busic'tenp‘tq help meet fhis tornidablo and challeng-

ing task. Qentlemen, we ask not for your praise, but

~only for your cooperation in this erbrt;‘ .
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Table 1 - Off-fara Income Exceeds Farm Product Value

Pexcent of farms with -
other income exceeding

Tenure Of ooerator value of farm products
' sold.

U N U1}

Total commercial ferm "16:7 12,5
Full owners : 24.4 16.9
Part owners AR 109 10.1
Managers : 4,5 12,6
All temants : 9.3 7.2
Cash ’ 16.4 13.%
Share~cash 4,2 LS|

- Livestock=share ' 446 8.6
Other . - 20,7 } 10,9

4

Table 2 ~ Proportion of farm—operator houssholds having
e (008, £300 of f=fazm SOURCOS

K

Percent of farms having income
from off~the~farm sources exceeding -
emeXlue Of _farm products sold

L PUTRND - N U ¥
~ United Stetes 38,7 35.8 29.8
. North . ' 3001 28.1 23,1
South 47.4 43,2 34,6
West . L. ’ 4l.4 ' 39.5 v 3505
* Alaska and Hawaii not included n

L ]
. .
’.

Tible 3 - Fazn opazated houssholds having off-fara incose

Velue of ferm Percent of farms with other income

DL~ N - U g U

Total 3’07 35.6. 29.8 . 29.1
Under 32.500 76.0 62.5 46.6 43,0
‘2,”0 to “3”9 33,0 27.2 12.6 10,2
$5,000 to 39,999 9.6 126 64 9.3
$10,000 or more 1 65 48 A3

* Alasks and Hawail not included



SUMMARY OF
STATEMENT OF THE AMERICAN FAXM BURRAU FEDERATION
BEFORE THE SEWATE COMMITTER ON PINANCE
VITH REGARD TO TAX REFORMS (H.R. 13270)

.44

antod by
Marvin L. Mclain, Legislative Director

September 22, 1969,
Fars Buresu has long included the broad subject of taxation and tax
reform on its list of major concerns, At the time this legislation was. .. ..
under final consideration in the House, our organization made this concamn !
clear publicly and expressed fletermination to seek changes in the bill when::
it is considered in the Senate. b .

Rising rates of taxation at nearly all levels of government and the
progressive nature of the federal income tax have created both a tremendous
pressure for so-called tax shelters and s critical resction to such.shelters.
These factors are responsible for the current drive for various tex refoims.

The most pressing tax reform needed is a general reduction in federal
taxation, FPor this to be possible, more effort will have to be made to bring
spending under control, Likewise, it is also urgent that the tex lsws be
simplified, . - e T

H. R, 13270 would introduce many new complications into an already'tosiplex
tax structure. For this reason, if for no other, we urge this Committed t& act
slovly and deliberately to make sure proposed tax reforms represent trus reform
and not new complications end frustrations for the average taxpayer. If -
necessary to allow time for adequate study, the features of H.R. 13270 which
face time deadlines, such as the excise and surtax extensions, should be removed
from the bill and given ssparate consideration. . ‘ et

Tax Treatment of Farm ug;u‘

Farn Bureau has proposed that the tax loss problem be dealt with by
placing & simple limitation of $15,000 on the amount of farm losses that can be
used as an offset to non-farm in:ome, ° [

H, R, 13270 would (1) extend the holding periocd required for livestock to
be eligible for capital gains treatment, and (2) ropeal the livestock exemption
from the depreciation recapture provisions of current law. Nowhere in the report
of the house Ways and Means Committee or in the debate on the floor of the House
1is there any evidence of excessive "tax dodging" or other sbuses resulting from
these provisions of present lsw. We oppose both provisions,

. Farm Bureau doss not oppose the proposed creation nf an Excess Deductions
Account for taxpayers with farming losses provided the exemption from this re-

quirement 1s not reduced below the $15,000-level, Ve have no objection to the
proposed tightening of .the so-called "hobby" loss provision of the current law.

Treatpent of Cooperative Patronage Refunds
In 1962 we actively supported changes in the law which clearly defined
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tho tax stgtus of cooperative .llouttou to -bcr pctm. The provisions of
H.R. 13270 would unnacessarily incresse the federal government's role in the
nanagement of goopsrative fiscal affairs. The 15-year pay-out requirement for
reteined patronage allocations would force cooperatives to treat these
allocations -as debt rather than equity, and thouby reduce their botroﬂn;
eqnctty. |

l.com m tht eoopcunm are md and controllcd by u-boz-patrm.
ve balieve such matters should bo laft to the dochiou of the -dnn t!ulnlm.

We ére opposed to the propossd extension of the uptul gains holding
period to 12 months because it would discourage the investment that is needed ‘to
muumu.ronh Ve are also opposed to the proposed elimination of ‘the
slternative tex rate on capitsl gains, While thé alternative rate is normally’
of 1ittle concern to farmers, & great many farwers bmut tm it M they
sell a !cu or 1quidate thut tauin. qnnttou N

We aze oppoud to the section of H,R. 13270 Ihteh deals with tln tax treat-
ment _of iaccp from presently tax-exempt state and municipsl bonds, We view
this proposed federal subsidy of such bonds as being nothing more thena ~
"gimmick® which would result in still further involvement of the federal govern-
nnt tn the nml affairs o! state uul local untu of :mtnunt '

-

i lh alu ‘ask tbo Committes to exempt incoms from state and mmicipal bouda
from_the pypvisions of H.R. 13270 which would establish a limit on tax prefer-
ences and require the allocation of deductions, If local governments sre forced
to psy higher interest rates to borrow money a part.of the coot will fall on
overburdened proporty owners mludi.n. fu'uu. i

Conclusion

Again, we urge that the Committes move forwsrd cautiously in order to avoid
sctions that might disrupt fsportant segments of our economy and to insure that
the utim finally taken sre bnud on mmd pu-uu ut!m- tlua uotion.

I L
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STATEMENT OF THE AMERICAM FARM BUREAU FEDERATION
BEFORE THE SENATE COMMITTEE ON FINANCE
WITH REGARD TO TAX REFORMS (H.R. 13270)

anuq by
Marvin L, Mclain, Legislative Director
September 22, 1969

Farm Bureau has long included the brosd subject of takation nd tax reform
on its list of msjor concerns., EKarlier t;hto year, vhen the Houss Ways nd Means
Committes conducted hearings on this entire subject, Farm Buresu pﬁmtod
testimony on saveral occasions.

Several aspects of thc tax reform propossl now before you sre of con-
siderable concern to Yarm Bureau members throughout the country. At the time
this legislstfion was under final considerstion in the Bouse, our organisation
made this concern clear publicly and exprussed determination to seek changes in
the b1ll when it is considered in the Semste.

Most taxpayers view taxation as a means of raising the revenus necessary
to carry out the essential functions of govermment, The growing use of taxation
as & means of regulating the economy has rvesulted in a great deal of confusion
and misunderstanding -ou taxpayers, At the same time sharply rtlh.r‘ rates
of taxation at nearly all levels of government and the progressive mature of
the federal income tax have crested both s tremendous pressure for so-called
tex shelters and & critical reaction to such shelters. These factors are re-
sponsible for the current drive for various tax reforms,.

In our view, and we believe it is & viev held by most citisens, the most
pressing tax reform needed is s general reduction in federal taxation, Por
this to be possible, more effort will have to be mads to bring spending
under control. This Committes, whatever its final conclusion may be, should
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make every effort to factlitate and encourage future general reductions both {n
the proportion of national income that is presmpted by the federal government
and in the progressivity of our tax cyu-tc-.

uh\d.u; 1t 1s also urgent that the tax laws be simplified. it is a
poor tax system which results in overtaxation of millions liniy because they
do not understand tax lews and cemnot afford to hire someons who doss. The
complexity of the tax laws 1s dtiqctly related to the high level of current
taxes and the progressive nature of the rate structure. H.R. 13270 would
introduce meny new complications into sn already complex tax structure, For
this reason, if for no other, we urge this Committes to act slowly and éoltl;or-
ately to make sure proposed tax nfoiu represent true reform and not new
complications and frustrations for the mrm taxpayer. If necessary to -
allow time for adequate study, the features of H,R, 13270 vhich face time
desdlines, such as the excise snd surtsx utmloﬁn. should be removed from
the bul'nd given o@rceo consideration, ) -

Underlying Pars Buresu's basic attitude towards taxation is & statement
in the "Monstary, Spending, and Tax Policies" section of the Parm Bureau
Policies for 1969 which reads in part as follows: ' '

" A stable domestic economy must be ulnutiml in the interests of

s high level of employment snd a proper rate of econvmic growth as

well as the protection of the velus of the dollar, ‘

‘ "Inflation 'u a u;im threat to continued ecomomic stability.

To bring inflation under control and halt ths declina in the valus

of the dollar, we must follow wise tax, budget, and monetary

policies.” , .

It is with this brosd economic goal in mind that Farm Buresu sets forth

its specific recommendations relative to H.R. 13270,




L e

Original susgestions for dealing with the matter of tax loss faraing
‘included elimination of both cash #icounting for farmers and ranchers -ulﬂ
capital gatns trestmsnt for livastock used for bresding. Since Fara Buress
menbers believe the slimtnation of thess features of pressat tex lav wuld
be extremely harnful to a large segment of agriculture, Farm Buresu pro-
posed that the tes loss problem be deslt with by placing @ simple limitation
of $15,000 on the amount of farm losses that can be used as an offset to
nonfarm incows. This epprosch was fntroduced by seversl membérs of the

Subsequently, the House included in H.R. 13270 two provisions which,
while alleged to be methods of dealing with the sbuse of ferming losses by
taxpayers with non-farm incoms, actually would work to the detriment of
thousands of full-time farmers. Ve refer spacifically to the provisions
which would (1) extend the holding period required for livestock to be sligible
for capital gains treatment, and (2) repesl the livestock exewption from the
depreciation recapture provisions of current law. Nowhere in the report of
mmw}oummzmozumumnm‘nmofm>m
is there any evidence of excessive "tax dodging™ or other sbuses resulting
from these provisions of present lew,

While the proposed extension of the holding period for capital gaina
smight not work & serious hardship om the producers of cattle and horeses, it
would work an extrems hardship oo farmers sngeged in the breeding end pro-
duction of livestock with a shorter life span (n_ly. hogs and fur-besring
antaals),
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It also should be noted that the bill as drafted by the House does mot
specifically state whether the ons-ysar holding period would begin at the
begimning or end of normal gestation. This in itesslf has caused some con- |
fusion. If the holding period is to begin st the end of gestation, capital
gains treatment would largely be eliminated for most of the smaller species
of livestock. For 3qlc. wost hog breeders meintain female stock for only
ons or two farrowings.

The proposed extension of the depreciation recapturs provisions of the
current law to livestock fails to vecognize that livestock is different from

" other personal property, {.s., that maintensnce of livestock is s fairly high

risk business for which adequate insirance {s not available. Even though
soms may view this matter differently, farmers faced with a disastrous cost-
price squesse during the current inflationary period view this change as ons
which would only increase their costs without contributing s great deal to
the sconomy as a wvhole or the goal of tax refomm.

Farm Bureau does not oppose the proposed creation of sn Excess Deductions
Account for tsxpayers with farming losses provided the exsmption from this re-
quirement is not reduced below the $15,000-level which has besn suggested by
the Treasury Department and which is the level previously proposed by Farm
Buresu as & ceiling on the deduction of farm losses from non-farm income,

We have no objection to the proposed tightening of the so-called "hobby”
loss provision of the current law.
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T t of at e Refunds
This matter was not included in the House hearings on tax reform, There-
- fore, when these changes wers proposed in the Ways and Means Committes, Farm
Bureau asked that action be delsyed until interssted parties could be heard.
Now that this Committee is giving the matter a hearing, our position is as
follows:
Over the ysars Farm Bureau has taken an active part in improving
and strengthening farmer cooperatives. In 1962 we actively supported
changes in the law which clesrly defined the tax status of comt;ttn *

allocations to member patroms,

We believe changes made at that time were sound snd that current law
with respect to cooperative activities is adequate,

The provieions of H.R., 13270 would unnecessarily increase the federal
government's role in the management of cooperative fiscal affairs.
The purposs clearly is to restrict cooperative activities rather
than to improve the equity of the tex system.

Mong other things, the provisions of H.R, 13270 seek to force
cooperatives to ldoyt a 15-year pay-out requirement for retained
patronage allocstions. This, in effect, would force cooperatives to
treat these allocations as debt rather than equity, and thereby reduce
their borrowing capacity. A mandatory psy-out requirement for all
patronage allocations also would make it difficult for cooperstives

to give priority to the redemption of sllocations hald by retiring
members and the estates of deceased mswbers. . Recognising that coopera-
tives are 'md sud controilod by member-patrons, we believe
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yatronage sllocations also would wmake it d1fficult for cooperatives

~ to give priority to the ndqttml of allocations h;ld by retiring
members nd the estates 6! decreased -nb,n. Recognising thet
cooperatives are owned and controlle.d by member-patrons, we believe
such matters should be left to the decision of the members themsalves.

Capital Cains
We have alrsady »ddressed ourselves to the matter of cepital gains trest-

ment of livestock., Official Farw Buresu policy includes a statement on the
general subject of "capital gains” ss follows:

“Ihe tex treatment of capital gains should encourage investment without
creating tax Ioopholes or discouraging the sale of property.

"The present law results in the taxation of 'gains' which reflect
in part a dacline in the value of the dollar. In pericds of rising
prices this penalizes property owners and discourages the sale of

property. ‘

“As s partial snswer to this inequity we recommend that the rate of

tax on capital gains be reduced as the length of the holding period

fncreases. We favor retention of the present minimm holding period.

‘here farmland is acquired for public use by eminent domsin or

private treaty, the ownexr should be permitted s period longer than

one year to reinvest in farming or another business with the same

tax treatment. We support tha present law with respect to capital

gains treatment for sales of bresding livestock.”

We are opposad to the proposed extension of the capital gains bolding
psriod to 12 months because it would discourage the investment that is needed
to sustein economic growth, The fact that capital gains can be tekem st the
end of 6 months mskes investors more willing to supply risk cepital to new
ventures, ¢7en though they msy have no intention of turniag over their

investments at such a rapid rate.



We axe also opposed to the proposed. elimination of the alternative tax
rate on capital gains, While the alternative rate is normally of little
concern to farmers, & .tui many farmers benefit from it when they sell a
farm or liquidate their farming operations, The capitll gains realised by
farsers in the ssle of & farm or & herd of livestock often represent a
11fetime of work which ends up being taxed all at once. In such instances
ve believe the slternative rate is not only bmi!lcicl, but fair to both the
tMro and the govon'-ant.. This s purttcularli true in times luéh as
the present when much of what the law defines as "capital gains" is the
result of i.ntueloﬁ. Excessive taxation of inflation-crested gains represents
destruction of capital and should be avoided,

Iax Ixeatment of Tex-Exespt Bouds

We are opposed to the section of H,R. 13270 which deals with the tax
treatment of income from presently tax-exempt state and municipal bonds, We
viev this proposed federal subsidy of such bonds as being nothing more than a .
"gimmick" which would result in still further involvement of the federal
government ‘ln the fiscal affairs of state and local units of government,

We also ask the Committes to exempt income from state and msunicipal bonds
from the provieions of H,R., 13270 which would establish a limit on tax pre-
ferences and require the allocation of doductioﬁl. These pmhtm are clearly
s back-handed effort to impair the tax-sxempt etatus of state and municipal
bonds. We believe that these bonds should remain tex exempt, and that their
status should not be {mpaired by indirection. If local governments are forced
to psy higher interest rates to borrow monsy a part of the cost will fall on

overburdened property owmers including farmers.
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The uncertainty created by Houss actions affecting tax-exempt bonds has
nade it difficult for state and local governments to sell new bonde, We
urge the cﬁum to take prompt action to remove the cloud on the future
treatment of the income from such bonds,

Conclusion,

Many have argued that tex reform has been too long in the making and
that we must have action now, But, with our own economy and that of the
entire Western World in a rather dgl!.cm balmo. hasty action could prove
disastrous. Again, we urge that the Committee move forward cautiously in
order to avoid actions that might disrupt important segments of our economy
and to insure that the actions finally taken are based on sound premises rather
than emotion.

We thank you for this opportunity to express our views,
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Statement of
Harry L. Graham °
Legislative Representative
National Farmers Organization
Senate Finance Committee
September 22, 1969

The National Parmers Organization is an association
of farmers vhich is engaged in collective. bargaining
in an et'fort. to improve farm income,

We accomplish our marketing objectives by blocking to-
gether enough production in any commodity to enable
us to have some influence on the market. R

The policy of the organization is to support the
family-size eimer-operator farms both because they
represent the greatest economic efficiency and the
maximum social and political stability which is essential
for the welfare of our nation.

We therefore support legislation which will accomplish
our qconomic. social and pout_ical‘ goals, and we oppose those
acts which contribute to the weakening of our desirable
and essential objectival.‘ '

With this background, this distinguished committee
will not be oup;iud that the N. F. 0. opposes any tax
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3aw or its implementation vhich will give an economic
advantage to the farme and their owners vho do not depend
upon the farming operation for their prefits and especially
those vhich enable those who have large losses in their
farming operations to deduct these losses from their other
economic losses from thier other economic operaticns,

The use of short-term capital gains as a means of
creating a paper loss or to avold taxes which would be
colleited if this income was treated an corpbnti«m income is
particularly objectionable to us as it should be to the
Congress. '

The preferential tax treatment extended to farmers
by the Congress wvas a justified attempt to help alleviate
the lock of economic equality vith the rest of the ®onomy
which has been the 10t of farmers except during wartime for
over tifty years. - '

It seems to the N.F.O. that the Congress should do two
thingsifirst, it should limit the farms losses whif:h
may be charged off against non-farm income; second, it
should tighten up the privileges boln{; extended to reduce
taxes by the application of capital gains to relatively
short term 1nwatnone;. ‘

If an animal is linplj fed out for the market, there
probably is no justification for treating the profit from
this operation as capital giinl._i If an animal is held
to maturity and used for bnﬁlm purposes, the profits which



R ”3,

vhich sccrue to the operation should be treated as capital
gains, ‘

There is an problem in this area which troubles us,

The two year minimum is certainly justified in the case

of cattle. Maybe it could even be increased. However, in
the case of svine, the time which it taXes for the animal to
mature, be bred, and repgoduce is less than two years. Good
gilts can be bred at about four months and prodice

‘a 1itter in nine or ten months, Thus, in about a year, the
gilt has become a sov and is at m‘uxim size to sell
vithout taking a substantial 10es due to a size for which
there is not much demand,

We would therefore recosmend that the minimum time
requirements to make svine eligible for gapi.tal gains be
reduced to one year. |

We also vould like to make reccommendations on two other .
matters which are before this committee. ‘

Pirst, we urge that the investment tax credit be
continued for agriculture until such time when the income
for the factors of production - risk, labor, investment and
management reaches a reasonable equality with the return
of thess factors vhen they are committed to the other segments
of our economy. ‘ . ' *%

Second, we would point out that the N.F.0, is not

295



Ea

¢ page 4

affected by tax lavs as thej apply to cooperatives,
However, we believe that cooperatives usually use their
earnings in a vay vhich contributes to the welfare

of their n-bouhilp. We therefore believe that the tax
proposals in Sec. 531 are such as to cause hardship and damage
to the cooperatives and we urge that this section be eliminated
and the present lsw, vhich wvas only recently enacted by the
Congress, be retained.

We commend the committee for 'its efforts to improve the

.tax laws, We have great confidence in the abiiity,

integrity and wisdom of this Committee, We hope that you
will agree vwith the positions which we commend to you as

also being reasonable and fair.
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, Btatament and Summary of
Angus McDonald, Director of Research
Mational Parmers Union

PERTAINING TO THE PROVISIONS IM THB TAX RBPORM ACT OF 1969 WHICH
REIATE TO PARM COOPERATIVES, AMD IN SUPPORT OF 8, 3500 WHICH
WOULD LINIT THE AMOUNT OF DEDUCTIONS UMDER OUR TAX LAWS
ATTRIBUTABLE TO FARMING USED TO OFFSET MON-FARM INCOME

Presented to the
Senate Finance Committee
Septenber 22, 1969

NATIONAL FARMERS UNION o SUITE 12001012 1tk STREET, N.W., WASHINGTON, D.C. 20005 o PHONE 628-9774
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1.

3.

4.

5.

6.

7.

National Farmers Union is unequivocably opposed to the
punitive, non-xevenue producing cooperative provisions
of the Tax Reform Act of 1969. These provisions were
inserted in the bill without warning and with no oppor-
tunity for affected groups to present their views.

The National Parmers Union supports 8, 500, sponsored by
Senator Metcalf and 22 other Senators. This legislation
would stop one gigantic loophole in our tax laws which
permits wealthy individuals to avoid payment of their
fair share of taxes. The so-called "tax farmers" engage
in activities adverse to working farmers. They inflate
the price of land and enter into competition with farmers
who have no off~farm income.

The enactment of the cooperative provisions of the tax
bill would reverse and repudiate the 50-year policy of
Congress in regard to cooperatives. They would work such
a hardship on cooperatives that many would bo forced out
of existence.

The cooperative provision which would ultimately require
50 percent of the patronage refund to be paid in cash is
an unwarranted intrusion into a business. It would penal-

" ize cooperatives regardless of the wishes of a majority

of their members and would entail additional bookkeeping.

The provision requiring all redemption of paper within
15 years would affect adversely the capital nood- and

credit of cooporaeivol.

The suggestions made 1n regard to farm-loss abuses axe
unsatisfactory and cannot be accepted by the Farmers
Union. The Excess Deductions Account provision in the
House bill would affect very few tax dodgers and bring
in little additional revenue.

The Mstcalf bill would, on the contrary, bring in addi-
tional revenue and would effectiveiy close the loophole
during the year when tax-dodging was resorted to., It
would not foreclose taxpayers using the accrual method
vhich is required of other businesses. It would, con-
trary to the House and Administration recommendations,
protect the farmer in regard to losses incurred bacause

of drouth, flood and in regard to certain other deductions.
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. Statement of
Angus McDonald, Director of Research
National Farmers Union
PERTAINING TO THE PROVISIONS IN THE TAX REFORM ACT OP 1969 WHICH
RELATE TO PARM COOPERATIVES, AND IN SUPPORT OF 8. 500 WHICH
WOULD LIMIT THE AMOUNT OF DEDUCTIONS UNDER OUR TAX LAWS .
ATTRIBUTABLE TO FARMING USED TO OFPSET HONOPARM INCOME
Presented to the
Senate Finance Committee
.- September 22, 1969 .

Mr. Chairman and Members of thi Committees

I will comment briefly on two subjects before this Commit~
tee. One relates to farm cooperative provisions in the tax reform
bill and the other to 8. 500, introduced by Senator Lee Mstcalf
and sponsored by twenty other Senators. Our comments on all legis-
lation reflect our concern over the decline of farm income dus to
inflation, to lack of bargaining power, to discrimination against
cooperatives and against farmers.

Hlltorically the farmer has always been a nocond Class
citizen. His income has consistently been much lower than those
of pexsons in other industries. Senator Proxmire characterized
this situation some years ago as being the shame of America. The
farmer has not shared in our so-called "affluent society." Presi-
dent Harry 8. Truman, it was reported, had a sign on his desk as
follows: “The buck stops here." The American farmer should post
such a sign on his mailbox. He has no one to pass his costs on to.
He has little to say about what he is paid in the marketplace. He
is caught in an economic vise.

In the marketplace he faces oligopoly. How can he dictate
the price of his eggs or his cattle or his grain when he faces a
group of corporations who tacitly or otherwise have agreed on the
price they will pay him. How can he bargain over the price of a
truck or a tractor when the price is administered by a small,
tight group of manufacturers who control 50 to 90 percent of
production?
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The farmer may resort to two courses of action-~-he may
petition Congress to enact laws which introduce some kind of
rationale into the marketing of his commodities. He may ask that
certain devices be instituted which will shors up prices which
often fall below cost of production. The other action available
to the farmer is to pool his bargaining power by means of coopera-
tives. The history of the farmer's effort to build a countervaile
ing power to offset the gigantic power of corporxations is long ‘
and tortuous. He has been persecuted; he has been discriminated
against, and he has even baen charged with criminal activities
when he and his noighbors pooled their oconomic ro-ourcn. ‘

Conqton has :ocoqn!.ud the farmer's right to orquniu
cooperatives. Beginning with the year 1898 Congress has passed
laws which attempted to clarify and support the farmer's inalien~
able right to join with his neighbor in his economic activities.
These laws attempted to clarify the farmer's constitutional right
to baxgain, but they also attempted to clarify the relationship of
cooperatives to the antitrust laws. Here is a partial list of laws
which set forth the policy of the Congress. They cepeatedly stated
that coopsratives vere good, were legal, and should be oncounqodo
fostered and preserved by our (bvormontl

(3) War Revenue Act of 1898 (30 Stat. 448, 461)
(2) Corporation Tax Statute of 1909 (36 Stat. 11, 113)
(3) war rlnmco COrponcion Act of 1916 (42 Stat, 181. 182)

(4) hdonl Routvo Act Amendment 1923 (42 Stat. 1479, 1480,
12 U.8.C.A, 351)

(S) Pederal Intermediate Credit Banks Act of 1923 (42 stat. 1454,
12 U.8.C.A. 1021)

(6) Agricultural Marketing Act of 1929 (46 Stat. 11, 12 U.8.C.A,
1141)

(7) Farm Credit Act of 1933 (48 Stat. 257. 261. 12 U.8.C.A. 1134.
1134!)
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Here 18 vhat cm:ou said tn the Agricultural Commodity
Aot of 1929

"It is hexeby declared to bhe the polisy of Congress to
p:onoto the effective n:clundaunq of agricultural commodi-
t ..O (X ] 0 L] .

“(3) By encouraging the orqminuon of producon into
effective associations or corporations under their own con-
trol for greater unity of effort in marketing and by pro-
moting the establishment and financing of a farm merketing
system of producer-owned and producer-controlled coopouttvo
u-ocuttom md other ugonctu.

Congress not only ststed very clon-ly its policy in regard
to cooperatives, but set up institutions for the specific purpose
of assisting cooperatives. In the Federal Parm Board Act and in
the Farm Credit Act of 1933, it set up organisations for the
specific purpose of helping cooperatives. Among these were the
12 regional banks for cooperatives and the Central Bank for
Cooperatives. Mindful of the fact that abuses might arise, the
Parm Credit Act set forth certain rigid rules in regard to coopera-
tivu as touwu

*As used in this act, the term ‘cooperative association’
means any association in which farmers act together in process-
ing, preparing for market, handling, and/or marketing the farm
products of persons so engaged, and alsc means any association
in which farmers act together in purchasing, testing, grading,
processing, distributing, and/or furnishing farm supplies
and/or farm business services: PROVIDED, HOWEVER, That such
associations are opexated for the mutual benefit of the members
thereof as such producers or purchasers and conform to one or
both of the following roqutwuntn

"Fixst. That no unbcr of the association is allowed more
than one vote because of the amount of stock or membership
capital he may own therein; and

“Second. That the association does not pay dividends on
stock or membership capital in excess of 8 percentum per annum.

“And in .ny case to thc !ouow.tnqu
“Third. That the association shall not deal in farm .
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products, farm supplies, and farm business services with

or for nonmembers in an amount greater in value than the total
amount of such business transacted by it with or for members.
All business transacted by any cooperative association for or
on behalf of the United States or any agency or instrumentality
thereof shall be disregarded in determining the volume of
menber and nonmember business transscted by such association.”

In order that the often meager savings which resulted from
buying and selling in large quantities might not be subject to
corporation taxes, certain rules were set up by the Congress and
by the Treasury. In 1962 the tax law relating to cooperatives
was changed to require that 20 percent of patronage refunds be
paid in cash and that the consent of the member in regard to
investment of patronage refunds in the cooperative be authorized
in writing by the individual member or by a provision in the
by~laws which must be agreed to by a majority of the members.
Farmers Union opposed this provision, believing that it was an
unwarranted interference in the private affairs of the businass.

It should be made clear that all patronage refunds under
our tax laws, in whatever form, must be reported to the Treasury
#s income. The only excuse for requiring a patronage refund to be
paid in cash is that the cooperative unlawfully withholds payment
from the member or that the member does not report his patronage
refund to the Treasury when it is not paid in cash. We strongly
believe that the American farmer is as honest, even more honest,
than other taxpayers and that the inference that he is dishonest
is unwarrantead.

Now, like a bolt out of the blue comes the recommendation
of the House of Representatives. No opportunity was given for
cooperatives and other interested groups to present their views
in regard to the punitive, non-revenue producing provi-ion-
inserted almost at the last minute in the House Tax Reform Act of
1969. Protests to the Committee and to the House of Representa-
tives were unavailing.

Yet, we 4o not think that the importance of these damaging
racommendations can be exaggerated. One requirement says that
three percent a year beginning with 1970 is to be added until 50
percent of the refund is paid in cash to the patron. This provi-
sion ignores the fact that a majority of the members may have
indicated that they wanted all of their patronage refunds, oxr at

Y T
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least a larger part, reinvested in the business. One can imagine
the bookkeeping entailed in obtaining funds represented by checks
from individual members for reinvestment in the cooperative. Red
tape and inefficiency would inevitably result from such procedure. -

The other provision which says that investment in the
cooperatives must be repaid in cash within 15 years is even more
damaging. It changes on the books of the cooperative an asget to
a liability. It would make difficult, we are told by experts,
the obtaining of loans from banks. It would involve the raising
of cash from time to time which might not be available, particu-
larly when large investments have been made in necessary equipment.
In these days of rapidly developing technology a large capital
investment is absolutely necessary if a business is to grow and
compete.

If the Congress enacts this provision it is saying, in
effect, "We repudiate all past policies in regard to cooperatives.
We disagree with many laws on the books which encourage and assist
voluntary cooperation among farmers. We are, in effect, opposed
to the Parm Credit Administration and the Rural Electrification
Adininistration, which are agencies established to fulfill that
governmental policy." .

These provisions in the House bill strike at the backbone of
hundreds of rural communities and forestall the possibility of
organizing new cooperatives to furnish farm supplies and market
and process farm products.

During the last few years there has been a great deal of
publicity in regard to the gigantic loopholes in our tax laws.
One of the most notorious is that loophole which allows wealthy
individuals to invest in farming activities for the purpose of
tax avoidance. The Farmers Union has been studying various pro-
posals which have been made in regard to this loophole which
affects directly and adversely the welfare of farmers. Our atten-
tion was called to certain statistics published by the .Treasury
Department which indicate that wealthy individuals were purposesly
losing money in the farming business. These tables, attached
hereto as Exhibits A and B, substantiate this belief.

Attached also as Exhibit C, is a table published in the
Congressional Record of October 4, 1968, which proves that an
economic net income of $10,000 can be converted into a $10,000
net loss for tax purposes. . '

5=
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The Treasury Department has published much statistical.
information to illustrate this point. One exampleé is given: :
Assuming that the experises of raising a herd of cattle are $200,000,
it is obvious that the taxpayer in the top tax bracket will incux
a tax saving of $140,000. On the sale of the herd, however, the
entire sales price, including the $200,000 representing the recovery
of these expenses, will be taxable only at the 25 percent capital
gains rate. The capital gains tax on $200,000 is $50,000, or less
than half the tax savings realized in the earlier years. Thus, -
the taxpayer in this situation would realize a $90,000 tax profit
from a transaction which economi.cnny il merely a break-even.

8. 500 would go far in ellminatinq abuses engaged in by
wealthy individuals and corporations. It would limit the losses
of a farm entrepreneur to $15,000 plus taxes, interest and losses
resulting from natural disasters. It would not, as its opponents
say, require that all farmers resort to the accrual method. Under
this legislation taxpayers would still have the option of selecting
the method they prefer. However, if they did not restrict themselves
to the restrictions under the $15,000 rule they would be required
to report their inventory as do other businesses.

The suggested alternatives in regard to farm losses are not
acceptable to my organization. The Excess lLoss Deductions Account
would allow the taxpayer to deduct his losses during the current
tax year, no matter how huge, As we understand the House-passed
- measure, only those losses above $25,000 would be set aside in the
deduction account. 'Furthermore, only those individuals whose out-
side income was in excess of $50,000 a year would be required to
set up the account. Thus, all other taxpayers would escape even
the Excess Deduction Account method which postpones the time when

' the taxpayer would be required to report capital gains as regular

* income up to the amount of the Bxceu Deductions Account.

The recomondat:lon- of the Administrution in regard to _the
EDA treatment are somewhat of an improvement over the House version.
Recently Secretary Kennedy recommended that the EDA rules apply to
any taxpayer with non-farm adjusted gross income in excess of '~
$25,000 losses which exceaded $15,000. Originally the Treasury's
suggestion was that this latest ﬂgure be $5,000. It appears that
the alternative to 8. 500 in some respacts has gone from bad to
worse.

) -6n
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Anoehor provision in the House bill is also objectionable.
It requires that capital gains treatment can only apply to live-
stock after it has been held one year after reaching breeding age.
This provision would no doubt work a hardship on many small
operators,

It should be emphasized that the Metcalf bill takes into
account certain hazards which are unique to farming operations.
It would not, for tax purposes, include in the $15,000 ceiling
deductions attributable to taxes, interest, the abandonment or
theft of farm property, losses of farm prope:ty arising from fire,

‘storm or other casualties, losses or expenses attributable to -

drought, and losses from sales, exchanges and involuntary convcr-,.
sions of farm property. ‘

-7-
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EXHIBIT "A"

The following statistics lead us to believe that wealthy
individuals have been using farm investments to escape payment of
taxess

ALL 1965 INCOME TAX RETURNS OF INDIVIDUALS
RELATING TO FARMING BY ADJUSTED GROSS INCOME CLASSES

Net Profit o 88 .
Amount Amount
Number of (Thousand  Number of  (Thousand
e Returns  Dollars) Returns Dollars)
Taxable Returns, Totals 1,151,882 $3,951,260 661,860 $1,001,106
Under 31.000.'...-.... 605“ $ 40338 - 3 -
$1,000 under $2,000... 65,519 69,113 16,603 . 13,739

$2,000 under $3,000... 107,019 168,442 35,891 32,770
-$3,000 under $4,000,.. 139,737 259,685 64,020 63,354
$4,000 under $5,000... 140,030 314,961 80,522 92,672
$5,000 under $6,000... 132,512 345,937 83,450 84,166
$6,000 under $7,000... 114,602 334,594 80,887 85,396
$7,000 under $8,000... 96,434 293,086 - 68,302 64,550
$8,000 under $9,000... 72,525 267,080 47,547 50,125
$9,000 under $10,000.. 57,875 242,904 39,555 50,706
$10,000 under $15,000.. 132,109 724,204 79,564 123,177
$15,000 under $20,000.. 42,160 347,490 23,843 60,292
$20,000 under $50,000.., 38,752 471,138 30,380 133,187

$50,000 under 100,000.. 4,974 82,700 7,424 76,852
$100,000 under 500,000.. 1,040 23,464 2,874 54,872
$500,000 under 1,000,000 32 518 170 6,625
$1,000,000 or more _ 16 1,606 103 7,630

SOURCE: Statistics of Income, 1965, Individual Income Tax Returns,
U. S. Treasury Department, Internal Revenue Service.

ACTIVE CORPORATION INCOME TAX RETURNS
July 1965 - June 1966

No. of Returns with and without net income.....ccceesseee. 18,526
With Net INCOMB.cccescrcrrssscsacsssssccssssccccsscsveccs 10;387
Without Net INCOMe.ccecsecsssssssvcsosssvossccsscscscncsse 8.139
Pom 1120"8-.o'ooooo.cot.oooon.uc'oo..ooo-o."""""" 40862

Without Net II‘ICOM (Pom 1120'3)-..on..n.o.‘....'. L] 2 330

" SOURCE: Book of Statistics of Income, U, 8. Trea-ury Department,
Internal Revenue Servico

j .
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EXHIBIT "B"

ALL 1966 INCOMB TAX RETURNS REIATING TC FARMING
BY ADJUSTED GROSS INCOME CLASSES

e Not_Profit ' ot _Loss
S “Amount T . Amount

Number of (Thousand Number of (Thousand
Returns  Dollars) Returns  Dollars) .
Taxable returns, total: 1,280,274 $4,816,041 674,220 $1,023,640

Under $1,000...c000000. 7,357 8§ 5,368 - -
$1,000 under $2,000... 62,996 63,922 13,846 . 8,800
$2,000 under $3,000... 101,077 156,069 32,625 36,417
$3,000 under $4,000... 142,674 265,644 54,468 46,642
$4,000 under $5,000... 140,953 324,578 69;685 74,080
. §5,000 under $6,000... 128,965 340,690 78,951 73,197
$6,000 under §7,000... 124,300 362,437 76,057 81,706
$7,000 under §6,000... 110,725 356,421 70.246 - 78,998
$8,000 under $9,000... . 88,926 338,673 - 57,179 ' 65,461
$9,000 under 10,000... 78,989 353,168 v 42.099 _ © 50,269
$10,000 under 15,000... 180,645 1,007,111 100,209 137,525
$15,000 under 20,000... 56,150 . 495,227 - 30,520 : 73,530
$20,000 under 50,000... 49,658 626,647 35,621 150,365
$50,000 under 100,000.. 5,622 92,412 8,580 73,457
$100,000 under 200,000.. 986 19,833 T 2,357 - 36,663
$200,000 under 500,000.. 209 5,049 895 24,507
$500,000 under 1,000,000.. 27 620 201 7.816
$1.000.000 O MOX@essoovesee 15 L 172 » 88 3‘563

SOURCE: Book of Statistics of Incoms, U. 8. Treasury, Department of
————Jnternal Revenue Sexvice .

e et e e e e e e e e e e
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B o Bcononie Situations

Gain from sale of broedinq cows cluuﬂ.od .
as section 1231 property.....c.seseesses - §° 40,000
Ordinary 1ncom from sale of feed and gain
£from sale of calves and steers....cecce. 70,000
Gto” ’rotit..".....’......O.'..l‘.‘. “llllo.ooo

Len: otdinuy ‘expenses including ‘ ‘
d.p:eci‘tign.......Q.IQ....Q..Q..C..'.." ’ ‘-. 100’000' .

EcOnomic Net INCOM® «evecevssscscssses  § 10,000

®

Tax Situatioﬂs

Ordinary income from sale of feed and gain ,
from sale of calves and steers.......... $ 70,000

Loss: Ordinary expenses including o o
d‘pr.ci‘tm'..'.."‘.CC.O.'..'...'...0. ’, loo.oooy .

otdin‘w hll............u.n......... ’ (301000) “

Section 1231 q.m-onqoooc00000000-~-oolaoo - 405000‘ ’

- Less: Long-term capital gain deduction... . 20,000 .

Taxable portion of capital qai.n......... - 20.‘(‘!00:'

Net IO.‘ fot T‘x mpo'..oo.ooo'ncootocvoo ' (100000’

*Source: Pronti.c»ﬁal.l.' Inc., "Tax Xdeas® - July 3, 1968

310




i

" STATEMENT BY ROSERT M. FREDERICK, LEGISLATIVE nsmsnmuvn
OF THE NATIONAL GRANGE, BEFORE THE COMMITTEE ON
ptmcnbuumn STATES snumtsa tember 'zz 1969

Re: H.R. 13 “Tax Rofo;g t .o 6 gn

SUMMARY suna'r A

1. Tax-loss Far-ing"‘ ,
- H.R. 13270 undertakes to correct a situction An which some high-

“income taxpayers, not primarily engaged in farming, have used farm -

losses to obtain a deduction in their high-bracket nonﬂfarq ipcouu.
To do this, H.R. 13270 requires the taxpayor to maintain an excess
deductions account to record his farm losses.. In the case of .individual

farm losses would be added to the excess dedyctiohs account pnl&rif’-.f

" the taxpayer had income from nonfarm soufces of norékthan.tso,ooo for -

the year, and only to the extent that the farm loss for the year . ;ir-v;°

' exceeded $25,000, o o E :

 In our judgment, the E.D.A,‘acéount app:oach does not strike at - 'j

the heart of the "tax-loss" farming loophole. It only postpones the

" issue and strikes at all farmers, big and small, bona fide as well as

,’: the investor who is investing in agriculture for a profit.. In doing . ° L

so, it includes,the»"tax-lossﬂ.tax-dodging farmer,  In,?qferting to ;he '- 337

latter, we use the word “"farmer" rather 1oosely. ‘ . ' '
It is our firm belief that the provisions of the Amendment No.

139 introduced by Senator uetcalf on August 13 1969 will corrcct the .

abuge of the liberal tax rules provided in the Iptg;nalARavenue Code - -

- for the use of bona fide fnr-eis, ;Therefore; wh‘regpeeifully urge

- that Amendment No. 139 be inserted in H.R. 13270-in place of part of . -
- Subtitle B-Farm Lois; etc., statting‘;t=line 10, page 139 6£ the bill = o

and striking all that follows through line 6 on pago 152,
' In our. judgment, this method will:be more 1n linc with true - = .. ‘
tax reforns in providing nore revenue for the Federal Troasury, b, :ﬂ'.‘xl’ﬂhp
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Summary Sheet :2- -

- shifting of the tax burden and expediting the closing of tax loop-
holes that allow revenue losses.

It is our understanding that. the B D.A. and other farm tax
< proposals of the House bill will only apply to an additiona! 3000
persons and bring into the Pederal Treasury an additional $25 mi;lion

. by the year 1979, such increase to come from correction in the tax-

loss farming,depreciation recapture, holding period for livestock . .
and- a negligible amount from hobby-farm losses. - B

' The amendment proposed by Senator Metcalf, Amendment No. 139 .
would apply to 14,000 taxpayers, thereby shifting ‘the tax burden, and
would Bring in an additional $205 million per year as soon‘ai the .
bill became effeciive. In our opiniqn, this is true tax reform, .
because it increases Federal revenue,ﬁt the saﬁo time it shifts the;”
4tax burden and the effect is immediate, and as we pointed out earlier
in our testimony, it hits at the "jugular vein" of the tax-dodge
farming. | ' ,

This corrective amendment Qill affect only non-farmers with
large amounts of nonfarm income who invest #n farming to oﬁtain tax
losses. .

Senator Mctcalf has explained that he cgpsiderqd‘the E.D.A. -

" approach when he first began to 190kAiﬁto ways to correct the tax-
dodging farm probleq. Iﬁ_remarks before the Senate August 13, ﬁe sgid:

"After a great deal 6f technical discuSsion with experts,

I was convinced that the most effective way to get at this problenm
* without hurting the legitimato farmer would be to take the loss
limjtation approach. Under this method, a dollar limit ngld be
:'plach on the amount of artificially created farm losses that could

be used as an offset against nonfarm income in any given year.": -
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Summary Sheet  -3-

The family farm structure in American agriculture must be
given an even bresk with others engaged in agriculture for profit.
It is our opinion that Anendment No. 139 will give us equality of

~income tax treatment and preserve for agriculture the liberal

provisions of the Internal’ Revenue Code that were meant for farmers
who farm for a 1ivelihood. ' '

It is the opinion of the National Grange that the provisions
of Amendment No. 139 meet the needs of the American farmer far '
better than the first part of Subtitle B of'ﬂ‘R.‘lSZ?b thereby

"making any further changes in the Internal Revenue Code pertaining

to agriculture unnecessary,

This corrective amendment will affect only non-farmers with
large amounts of non-farm income who invest in farming in order
to obtain tax losses which may be set off against their non-farm -
income. - ”

II. Hobbz Losses

We believe that if the Metcalf amendment is adopted by this |
Committee there will be no need to make further provisions in the
law for the so- called "hobby farmers",

As stated by Senator Metcalf before the Senate on August 13,
1969 when he introduced his amendment, ".«.The loss linitation
approach would include the hobby loss farmer and would linit the
current deduction of his farm losses."

_ There exists the mistaken impression that H.R. 13270 would

 discourage hobby farming to a greater extent than the amendeent

introduced by Senator Metcelf. ‘In the opinion of the author and the

Gienge, this is not the‘ceee.
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III ogding Period fo; Livestock , A
- In H.R, 13270, livestock for deiry, dreft oy breeding purposes S

A

are discriminated egeinst in only this ene major provision.v It
requires that such enilels be held for at least 365 dezs after such av
animals would have first been used for such purpose. Tnexelis‘no(ﬁi
similar provision for other personel property, such as neébinery.'
Basically the requirement is that the item not be held for customers
in the ordinary course of business. . .

e do not believe that the tex rules should be made more strin-
gent against the farm inQuetry at a time when it is undergoing severe V
economic problems. We therefore believe that the same rules regard-
ing holding period for capital gains snenld apply toblivestock,::

' This:cen be ecconpiished_by striking the fellowing inilines'7 ’
and 8 on oege 153 "for et least 365 days", Lines 7 and 8, psge 153; .
would then read “but only if held by hin after such aninel nosnelly
would have first been used for any of such purposes."'_ ‘

) We realize that one of the problems of our proposel would be one L
of intent.t However. we believe our, proposal fully meets the necessnry
requirements in this respect. In_essence. under{our proposel ~until
an animal became a draft, dairy or. breeding‘aninai,ﬂitizgglg 225“ ’
qualify for long-tern cepital geins treetnent.‘ Once it hed'resched‘
~ such status (draft, deiry or breeding) it would clearly shew that ‘

‘ this was the intent of its owner and that he was not primerily holding ‘
it for sele to customers in the ordinary course of business. '
IV. Cooperative Tax Revisions = L L
. The Netionel Grange was shocked to learn of the proposed chenges
in co-op tax treetnent conteined in H R. 13270 88 pessed by the |

‘. s. House of Representatives and now pending in the tax reforn
‘ legisletion,before this Committee. Quite frankly, ve do not see thet '
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Summerz Sheet sl' ' . _
¥ co-op tax treatnent has  any - connection whatsoever ‘€0 "tex«refOtiv'
;i the announced reason for holding theee very hearings.
M In our opinion ‘tax reform" should ueet the fellouing te:ts:
(1) increase revenue to the Federel 1?eeeury, 2). expedite the \ ,:vp:v,f o
) i collection of’ the tax- and (3) shift the ‘tax burden to thoee who are :
'not cerrying their share of the tax burden from thoee who are present- -
1y peying eere ‘than their proportionete shire. The eooperative -tax
treatment in H,R. 13270 meets: none of these- tests, - -
We followed each press releaee of the Hopse Nays enq Heene‘ SR

s " Committee regarding tax measures to be heard by the Committee and’
o not once did we find‘the'eubject of eo-op tax treatment listed .51
‘a subject for discussion. Therefere. ueither we .nor eny'other
farm orgsnization was permitted the privilege of open debete on
such an’ teportunt ‘matter to- egriculture as. the tax.treatment: of

'feru co- ope. thet was eccorded the anticco-op lobbyiste who were

petnitted to heve the subJect 1ntroduced during - the closing deys of
the executive hearings of the House Nays and’ Means cOl-ittee. _
. Our last ditch efforts. in the Ways and Means Co-nittee uere 7
’ v.successful only in extending the time in which enell co-ope will be L

peruitted to live and serve egriculture and rural America. Such

heety ection on a eubject of vital concern to the lifeblood ef ell - O
) ,e-ell co- ops can have a devasteting effect end conpletely uipe out . ]f ‘_é
| neny such co-op nerketing orgenizetions.~ In ettecking the "giente" S
n he“nevide"will eleo be slain, quite contrery to the Biblical story. .
We would all egree it is deeireble that the ferner receive as .
' big a cash refund ‘as poesible, as quickly as it can be- pe&da This
-elreedy 1e being done. Farmers,. threugh an elected board ef directors. ‘.5
| decide each yeer what auounte they can ‘take in. cesh end whet enounte ‘
‘ they nust defer in order to provide cepi;el for the cooperetive.- 1'
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" put a "due date" on the farmer's investment in the co-ops and change

Summary Sheet «6-

But the proposed new regulations would take that decisien awa&

. from the farmer and instead write a 15-year limit into law.. This‘would

=

the nature of that investment from "equity"lto "debt eapitsl". . This -
could completely disrupt the cepitsi structure of the coopeiative and .
inpair its ability to borrow money.. . .

The 15-year payout provision is one of the least-understood yet ‘
potentiaily the most denaging of the new rules being proposed for
cooperatives.

Secretary of Agriculture Clifford Herdin, An, addressing the
annual meeting of the American Institute of Cooperation, .in Utbene,
Illinois on August 4, 1969, stated: | . o '

"Cooperatives are a positive and: dynamic force‘in Tural
development. .They have proved thenselvee sn effective . instrunent
in helping ferm families make uore effective use of their
agricultural-respurces.:‘Meny cooperatives are also providing

the original imnetus for new community enterprises. ‘ln sone

coununities,the‘eooperstivegis the area's biggest industry.‘_ .

| "But cooperatives can, and must, do more, not onlyjto increas:
'job‘oppottunities'and income, but to be a positive foree,in helpin;
local communities initiate and carry.out neyfdevelopnent projects.’

We suggest to this Committee that cooperetives cannet aid farners,z

“or rural Anerica if they are "bled" to death by such messures as

contained in Sec. 531 of H.R, 13270.'; e : . ‘__‘ : ,-‘fﬁ"'
Officisl figures buttress our cese. They show,‘for exempie e ‘,ij
" Thet ‘the income of ‘farm, families is about 123 percent as |
" much as’that of nonfarm families. O : S
. That prices paid by far-ers increased 28 percent from 1957- .

59 to mid-1969, compared with al7 percent rise in the overall .o
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. consumer: price index and a
prices.

. That food pfices'hav
those of all other consumer

.

24 percent increase.in retail food

e risen only two-thirds as much as

goods in the past 10 years,

. Agricultural output per man-hour increased 82 percent

between 1957-59 and 1968,
« One farm worker in 1
compared with 23 in 1957-59,
. Parmers in recent ye

5.3 percent, a rate twice t

967 supplied the needs of 43 people

ars have increased their productivity b

hat of industry.

To date we, as produceri of this abundance of food and fiber, -

have not shared in the benefits

of our labors. Farm cooperatives are

“one way and perhaps the best way that farmers can increase their

"economic position in relationshi
and now this avenue of economic

" so-called "Co-op Tax reforms".

p to other sogments'of our society --
improvement is being threatened by

The destruction of cooperatives

appears to be the only purpose of the measure as it would deny

cooperatives the same‘right to use their earnings for legitimate

‘business purposes that corporations have had from the beginning of

t, : corporate history,

"It's too bad that we must once again be asking busy Senators to

devote time to a matter which seemingly was settled in 1962 after

.é lengthy hearings and debate.. Here you are confronted with what has

" been called'the most sweeping tax reform measure in history. And

of farmer. cooperatives.

$3-758 O-69—No. 8—21

- among the many sections is a measure which has hothlng to do with tax.
reforu- which would not yield any additional tax revenue nor any

' additional tax benefit; but which could greatly restrict the growth
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We see no justification for new laws governing cooperntive; 3

financing or taxation. We will urge -- in the strongest possible . -

. appeal -- that the entire section on cooperatives be deleted from
. the Tax Reform Act. of 1969, . . . IR
V. Federal Estate Tax ' |

We are cognizant of the fact that the Committee report”of'the
Ways and Means Committee of the House of Representatives states the

following:

"Other income tax problems have had to be postponed for further '

analysis and study. Moreover, your committee found that the time
available did not permit the inclusion of reform measures relating
“to revision of the estate and gift tax laws or the related‘problcn
of the tax treatment of propetty passing at death. Estate and gift
‘taxes are an area of the tax laws your committee will undertake to : -
study as soon as possible,:uith the expectation of reporting out a
bill on this subject in this Congress." ‘

" However, we fail to understand how the most revolutionary tax .

tefor- lcgislation since the enactment of the Federal Income tax law

can ignore and fail tovdeal with the problem of Federal Estate tax;

especially as it affects the family-owned farming operation ef’ef

clovely-held business.

As we indicated earlier, long- overdue legislation hes been woho

introduced .in both Houses to. correct thie tax inequity, in the House.-
by Congressman Price and in the Senate by Senator Dole.
The present inheritance tax laws were enacted in.the emotion-

laden depression years when men were selling apples in the streets

" at a time when a feu'heirs and heiresses came into their. inheritances .. -

LN

 which they proceeded to flaunt with worldwide publicity. -Thus, the .- .. .

:legislation was to prevent this from happening’ in’ ‘the future.< o

I8
Tt
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71,‘j§ulnarz Shoot 9'L‘~V“?f; : :‘fv,[§, f “5¥\§7*< G e
T But tho rosult has boon that tho oxtronoly vellthy hlvo dovoiopod

. means of escaping the fuli inpact of tho lav while tho closoly-heid
’ ,businoss end the family fnrn. the backpone of. tho niddlo-clnss. bears
" the brunt. ‘.:;., . e T 5 " o
) ~ There is.a diqtinct syea, of discrininution in tho valuation of o
?ﬁi an estate that is. conprisod of a buainoss or a farm and one that 18 _.AA 1 ;;;
| .- comprised of publicly tradod stock: and socuritios. tho Toxas Con- " o B
. gressman naintainu. Whilo in an estate consisting of stocks. the A:A
~ earning power of tho sharos are_the. basi; for valuation, on buoinoos o
'ff;'ontorprisos or £arns the value, is. placod on the prosunod -arkot vnluo :Hu' f,éig
:': of the proporty with no. attention givon to whothor or not speculation X
’:‘; has substantially and unroalistically inflntod the going prico. o
We therefore rospoctfully request that this Connitteo inciudo
‘in the Tax Reform Act of 1969, the provisions of Congressman Price |  ‘ . _’.g{
y'and‘Sonator ﬁoio{‘ The American fanily-hold famm noodt.this tax ‘ L
.roliof if we aro to naintain the family farm structuro in Aaorican ..
“f[Agriculturo and aid. not obstruct, young faruers continuing 1n
11 agriculture, ' o

: VI Conclusions and Recommendations B ! -' . N

o The tax structure should be so constitutod as to fall as equnlly
',‘ as posoibio on 311 individuais and a11 sognonts of the oconomy nccord- ‘
.:ljiug to the iucono and resources of each. Accordingly, no individuul ~;”t“c‘ {ﬁi

',:Tor induitry should onjoy unduly fovorablo or. unreasonablo advontagos

’gf‘fnor ohould any industry or individual bo ponaiized by unfair tax
lovios or rogulations. ',,‘A" i \.=u_g,gmwu,‘ AN
' It is goneraily rocognizod that doficit financing is a prino -

“4cnuso of . inflation at tho Fodoral lovol snd jooparidzos tho nbility

3.10,\«

”of state and locni govornnonto to ueot tho neods of thoir aroas in
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the future. We, therefore, resfflrm‘ounvposition favoring a balanced
Fedé¥al budget at the earliest possible time. |

Ne urge the Congress to revlew'the budget with the pnrpose of
reducing the budget deflcit by eliminating or modifying programs not
absolutely essential to the economy end immediate welfare of the
nation. If budget reduetiens thus effected are not' sufficient to
relieve the infletionary‘presaures noe threatening the welfare of
"the nation and its citizens;‘then,we favor a surtax levy to decrease
the pressures that are resulting in high interest rates and serious
and damaging inflation. These steps are necessary to evoid wage and
price controls which are not consistent with oéf free enterprise.
system and a growing and expanding economy.

The Grange believes there¢ definitely is merit and justification
for mineral depletion allowances. However, it is our opinion that
present legislation and regulation in this regard should be carefully .
reviewed.

Remove the tax-exempt status for industrial development bonds
issued by state and local governments. ' |

No favored property tax treatment for religious, edncational,
fraternal or eleemosynary 1nstientions on their property held for
enterprises conducted primarily for profit in competition with tax-

' paying private enterprises. ‘

As it becomes apparent that reductions in revenues received from

Federal income taxes nay ‘be Justified by reasOns of reduction in

.- expenditures, the means employed in achieving such reductions should
D'include. (a) elimination of the recently-enected 1ncome surtax; and
‘(b) a substentlal increase in the personal exenption of individual -

taxpayers for themselves and their dependents. The present exemptions




~ Summary Sheet -11- |
~ provide less than half the "buying power" that they did when they were

incorporated in the Code.

It is one of the basic precepts of our legal system that a person
is innByent until proven éuilty; however, in cases involving the In-
ternal Revenue Service, a person is, in effect, guilty until proven
innocent, Therefore, the Grange favors logislation which would place
the burden of proof on the Internal Revenue Sorvice whenever that
ageacy takes action against a taxpayer.

The National Grange would also like to go on record at this time
in favor of the 6 months' continuation of the surtax at 5% or more

. after December 31, 1969 -- if the nation's eéonomy is still super;
rheated and that in addition to’taxation. every means be used, short
of Federal controls on prices and wages, to slow down and level off

the nation's economy.

821
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- Mr. Chairman and Members of the Committee:

I am Robert id. Frederick, Logislntive Representative of the K
National Grange, with offices at 1016 H Street,  N. W., Washington,
D. C. The National Grange isa farn'and rural-urban connunlti*anq .
fanily organization, representing 7,000 cou@uhity Granges located
in rural America. Our membership 1ives in rural-urban areas in 40

' of the 50 States and has a vital 1nterest in the legislation being
- considered by this Committee. Our 1ntorost 1n tax legislltion hal o

‘:L- continued over a period of 102 yours. N

Ina ‘general sense, we support H.R. 13270, e bill to reform the
iincono tax laws, to the extent: that the provisions of ‘the bill con-
form to Grange tax policy. - However, there are several provisions of
H.R. 13270 with which we are in total disagreement. “Ne would like
to take the time allotted us to discuss with‘thc Comuittee the

" changes which the Grange believes should'be‘hpae;*
The most glaring differehces between the position of the Grange -
| and H.R. 13270 are in thé’following’areas-»‘(1)‘tix-losi farming; o

(2) hobby losses; (3) holding poriod for livestock. and (4) cooporoohgg':’
.tives' tax treatment. ': b R {aﬂéigf-‘-f£~“~-‘f r*“%wﬁ“iﬁ'

~ In addition to these areas, there exists in present tax law ' . ,

an inequity in the Federal inheritance tax appsre@tiy‘uot dealt n}th‘;*"u

" in H.R. 13270.° We believe d'corroctivo.prov;siﬁn shduld be included °

" * in any tax reforn bill, ICorrectivq'legiqlation has been ‘introduced -:
. by Senator Robert Dole of Kansas and ‘Representative Robert Price ofﬁ;év‘ -

" Texas. - e ,\' '54'**1-‘“i:“~5‘f‘;‘:

R

veach of these aroas, and in some instnnces to point out vhut we think -

| ;ﬂ(are better altornatives to the provisions of H. R, 13270.

828
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.2.‘.
Taking up in order the areas which we have enumerated, let me
conment  £irst on the question of tax- -loss farming.
H.R. 13270 undertakes to ‘correct a situation in which some high-

" income taxpayers not primarily,engaged in farming have used farm

losses to obtain a deduction in their high-bracket nonfarm income. .

To do this, li.R. 13270 gttempfs to provido'that a'gain on the
sale of farm property is to be greated as ordinary 1ncome; rather
than capital gains, to the extent of the,toxpayei's previous farm .
losses, - - ‘ X V B

The taxpa}er would have,go maintain an excess dpductioﬁs account .
to record his farm losses., In the case of individuals, furn'iosséb |
would be added to the excess deductions account only if thq,tixpgyer
had income from nonfarm sources of more then $50,000 for the year, and gf
only to the extent that the farm loss for the year exceeded $25,000, K

In our jddgment,‘the B.D.A. account approach does not strike at
the heart of the "tax-loss" fafning loophole. It only postpones the .
issue and strikes at all farmers, big and small, bona fide as well as
the investor who is investingiih agriculture for a profit. In doing
8o, it includes éhe "tax-loss" tax-dodging farnor. In referring to the
latter, we use the word ﬁfarher" rather lodséli. , e

It is our firm belief;ghat‘thp provisions of the Amendment No.
139 introduced by Senator Mefcalf on Apzﬁst 13, 1969 will correct the
abuse oi.the liberalyta£ rules provid;d in the Int;;nhl Revenue Code
for: the‘use of bona fide farmers. Thereforo. we respectfully urge B Zl'i
_ that Anendment No. 139 be inserted in HR. 13270 in place of part of s
Subtitle B - Farm Losses, etc., starting at line 10, page 139 of the -

" bill and striking all that follows through liro 6 on page 152.”

’
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. In offect, wuat we are suggesting is'thé hdoption of Amendment
No. 139 i place of the House bills E.D.A, approach to solving tax
"loss ferming. | ‘ ‘
In our judgment, this method will be more in line with tfue §ax
 reforms in providing more revenue for the Federal Trocasury, a shift-
ing of the tax bLurden and expediting the closing of tax 1oophoies
tbatlailoh revenue losses. _ ‘ o

It is our understanding that the E,D,A. and other farm tax
proposals of the fiouse bill will only apply to aﬁ‘additionq#ysooo‘

persons and bring into the Federal Treasury an additional $25 million

by the yoar i979, such increcase to come from correction in the‘tais
loss farming,depreciation recapture, holding period fox liVestéck and
a negligible amount from hobby-farn losses.

The amendment proposed by Senator Metcalf,'Amendmen; No, 139,
_ would apply to 14,000 taxpayors, thereby shifting the tax burden and
‘would bring i an additional $20§ mi;lion per year'us soon as the bill
. became offective. 1n our opinion, this is true tax reforn, because it
Increases Federal revenue at tle same time it shifts the tax burden

1

and the effect is immediats, and as we poihted out earlier in our °

e testimony, it hits at the "jugular.?ein" of the tax-dodge farming.

. This corrective amendnent will affect only non-farmers with
large amounts of nonfarn incone who invest in farming to obtain tax
losses. B o

There are nunerous safeguards in the amendment to protect the
'ffamily farmer who depends upon his farm to produce a living for his
.- family. ' “

" Senator Metcalf has explained tnat he considered the E.D.A.

«‘tapproach when he first began to look into ways' to correct the tax-
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" dedging farm problem. In romarkq before tho‘Senate August’ 13, he said .



e

"After a greq;.qcpl pfhtochnicai—ditpqssipn with experts, I..
was convinced that th&?qpp; effective way tp gqt st this problem ;i;k
" without hurting the leaitiuqto.qunir'wnuldpbo to take the loss 1;.1;_’
" tation approich. Under this method, a dollar Liﬁjt ybpld be placed on
~ the amount of ‘artificially created farm losses thét‘could be used asf'
- an offset against nonfaru income in any. giveu year,” | .
Amendment No. 139, ns introduced by Senntor Metcalf. 1s identi- S
“cal to S, 500, tnq-legislatiou ;ntquucod by,Sgng;o: Metcalf and 26 ,‘ 
~ other Senators and endorsed by iil major farm organizations and many
of the commodity groups, pius many other trade associations.

The family farm structure in American ajricp}turb‘-ust‘bo given =
an even break with others engaged in agriculture for profit. It is
our opinion that Amendment No. 139,u111jg£vé us equality. of income

'tux'treatuent and preserve for agriculture the liberal provisions of
the Internal Revenue Code that were ﬁegnt;fbr farmers who farm for
a livelihood, . o R |

It is the opinion of the National Grange that the provisions of .

Aﬁendnent No. 139 meet the. needs of the American farmer far better than‘
| the first part of Subtitle B of H.R. 13270, thoreby making any further
changes in the Internal Revenue Code pertaininz to asriculture unneces--f
sary. S
This corrective,alondnonﬁ Qill afcht only non-farmers with
‘large amounts of non- -farm income who invest in farming in order‘to
obtain tax losses which nay be set.off against their non-farm iHCOIC.‘

Thore is an inportant excoption to the dollar linitation in the ..

C auondnent introduced by ‘Senator Metculf. This anendlent in no event o ey

:v'prevents the deduction of farn losses to tho extent thoy relate to.’

ogs
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- and drought. )

Jf,exonpt fro- the provisions of tho Act if they follow standord accruci

A :"nccounting oxpertiso to follow such nccounting uethods. N

SR

'ductions. ‘In general thoy aro deductions which uonld bo allouod

- tions is highor than fifteen thousnnd dollort thon the higher Iigure

" may be used without any reduction bocouso of nonfern incono ebovo -

‘linitation is directed solely at tho typo of doductions ‘that are

jinterests in cattle citrus and other fara specioity crops to bo

‘9:;accountina nothods. Surely. such lergo privotoiy-onned ogriculturai
”"iinterosts or investors in agriculture that uso oither grovo nenlgo;ff 3
ment’ fir-s or cattlo lnnagomeot firis hove avoilable to thon the ;} fa:';xff"

taxes, interest. casuqlty looses, lossol fron drought. tnd‘losoes,;

&

from the sole of farm property. An oxception is uade for those de- N

to anyono holdinz proporty without regard to Whether it was boing

used in ferning or bocaulo thoy reproaent ooductions which aro clearl)
boyond the control of tho farnor. such as’ losses £ron cssuolty

¢y . P

Undor provisions of tho oneud-ont, if the total of theso deduc- ) +

£i£teen thousend dolltrs. In othor words. tho fifteen thoustnd dollnr

artifioially crooted through the obuso of the spocial accounting

1 rules designod for ordinary farmers.

“We are coofidont thlt tho sugsosted a-endaont will not htvo . ‘ 4'?:f

a detrimental offact on 1 gitinate farn er: or non farnors uho involt "e“i[?

in ferning to earn farm grofit . The amoudment is uniquo. in thet
it is pointed directly at the abuso of tho liboral tax accounting

’ rules of tho internai Rovenue Codo, provided by Congress for ordinary o

ferners or those intorests ontoide of agriculture that ntke invest- ,

lonts in farning for a profit. : /‘ o o V’jff
B The amendment also providos for tho iarse co-norciei fatuing " o

E )t14 PR
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The National Grenge would be the last orgenization to suprort
legislation to prohibit persons outsiuo of agriculture from entering
agriculture as full-time farmers or as investors supplylng capital’ for ‘
‘those elrendy ongaged in agriculturel productiou. We have ineisted.
‘however. and will continue to ineist that the rules for playing the
- game be the same. The adoption of Amendment No. 139 will equelize the '
‘rules and neke farming a fair game for ell 1nterested in egriculture :

4

for profit. ' v.)
iuuaeion‘bx Conglomerates
We realize that.the elimination of tax loopholes in the Internel‘

Revenue Code as it applies to 1nd1vidunlp end corporations investing or
engaged in agriculture will not stop the coualomerete corporation in-
vasion. It will, however, eliminate the financing of such mergers and
take-overs by sone taxpayers through the use of "tax shelter" windfalls
‘ The real control over conglonerete corporate invasion can be done
- by tigutenins of the anti -trust 1aws, which we realize does not come
" under the jurisdiction-of this Coumittee. However, we feel that this
intrusion into agriculture is part of the same kind 5f problee;uhich‘
the Committee is cohsideriﬂg,todey‘and‘perhaps is a far qreeterldenger

to the family farm‘structure of American agriculture. Curteiling tax

abuse is tune first step, and a necessary step, in controlling congloner?

ate corporetion invesion of . ugriculture. ue welcome this and similar
tax leglsletion to’ take the "tax profit" out of such acquisitxons by _.

:z'._.,

non- ferm interests. U 1ﬁ ' ,g’

enefits from Tax snelter o

)
-

L)
A b

’ we. es responsible nembers of the: egricultural society, uould be o

remiss if we did not consider any poseible economic benefit to

3 1‘

agriculture and rural America of the soocelled f'tax iucentives" provided‘

S
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_in the Internal Revenue Code..

Those who are in opposition to plugging the Internal R3vonuo loop-
holes that pormit "tax-loss" farming present the following arguments i:
. favor of a continuation of tho lajssez fairo.

1. They are not tax’ loopholes but are tax incentives to

attract into agriculture outside "risk" money:
"2. That outside cnpitalninvestmenfs in agriculture have
assisted in improvement .in 1ivestock breeds; .

3. ‘That farmers hayo bonefited by outside capital in thni

they can expand their Oporotions.'buf more cattle,
more land, which in turn benefits rural America.

e cannot help but agree that outside capital has benefited
certain individuals in agriculture as well as certain specific rural

-communities. tHowever, we hasten to ask, is it worth the total cost to

the Federal Treasury of approximately $205 million in lost revenue?.

The total increase in Fedoral rovenue would be much higher since fam.
operations carniod on by corporations usually are not separately re-

' ported on the corporation‘tax roturn.“VConsoquently, data concerning

_ the numbor of corporations'aud revenue effect with respect thereto
‘are not available. A 4

| Thousands upon thousands of family farms, the backbone of rurol
communities, are adversely affectod‘hy ‘the activity of ‘a small per-

‘centago of individuals who are lucky enough to hove benefited directly

.- from outside "risk" capital.

Improvement in livestock brecds has been and continues to be a
major research function of our land grant collogos. These institutiono_
- are supported by public funds and dovoto time. monoy ond labor into V

" herd inprovonent by breoding as we;l as scientific feoding. We suggest”

”325)
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that those 1aborat6ries of animal research have made major contribution
~ to breed improvemant .feeding. improvemont and similar advancements in-

the livestock industry far in excosaﬂof contributions uade from ‘outside

“risk" capital, : = RS ,Vi;:”‘: o

We submit to this Coamiftéévthatuth; ianQQst'of"Ame;ican'azricul-
ture and rural communities will be bestAsorvod\if'the family farm
structure does not haye to compete with a select few individuals who
are defiving dirocct benefit fromrthQ loopholes 1n’th§ Internal Revenue
Code. e

Three categorics of people receive direct‘benefit from the abuse
of the liberal provisions in the Internal Revenue Code created for the
use of the ordinary farmer: the ihvostor, the financial managér and

tue farmer who manages the livestock or apricultural crops in which

outside risk capital is invested, this at a tremendous loss to the Fed-
eral Treasury ind*the further economic loss to the-family.fnrn}stxuctur~4

that is dependent upon profit for its very existenco. Gentleuen;‘can" ‘

we afford this kind of *'Cowboy Bconomics"? ,
An Unwholesome Trend : :
The National Grange recognizes the 1mportance of preserving and
prqtocting the integrity of the owner-opqrator-managor farm,as a. .

guarantee to thé Nation of'the officient and abundant produbtion of

‘high-quality food . and fiber at reasonable prices for the domestic: and

. world market, . - - Lo JJA.»,A}M S

We seek to obtain for American farmers a return for thoir 1abor, e

. .menagement, risk and: 1nvostmont which. bears a reasonable rolationship

to that received for those, same economic factors in any other. segment

. of our econony, as well as adqquate componsatiou for their contribution

L to the general welfare. - = * .. . . - . .o o]




"j'resolution'

g
The activities of congiomerate corporations and other non-farm
" interests in agriculture are not consistent with ‘long-rangé Grange ' '

objectives and have resulted in cenmoait§ uarket'price*nanipuletion.’

unrealistically high prices for farm land and increased farm real estat -

taxes,'(whioh have made 1t inc}easingly difficalt to pass farms on to
ﬂ_heirs). -The net result has been alloss in rural America of farm
families;“ These farm families are frequentiy forced to‘miﬁiete'to
'urban centers and into situations £8r which they are ill‘prepared.
‘which further aggravates the oxplosive problem of our’ central cities
and urban areas, includina flooding of tho labor markot with additional
unskilled workers. ‘ ’ '

If large corperations and non-farn interests become‘preoouinant

in agriculture ‘the need for many Main Street businesses. schools.
churches and nunicipal facilitios will be eliminated. 1t will destroy
job opportunitios in rural America and wii} not be in the best interest
of long-term national objectives. ’ !
~ This impact on community 1ife nakes the non-agricultural corpor-
. ate farm invasion a human as well as an economic problem. It is'a
probleu'ibat ehouid concern all Americans anu'denand‘gbeir‘inmediate
attention. S g T o S

Incidentelly, the Grange has a long history of interest in this

. problem. At the 73rd Annual Session of the Natioual Grnnge, held in

1939 in Peoria, Illinois, ‘the Deiegnte nody adOpted ‘the foilowing
"In order to discourage corpOration £arming and capitalists
acquiring iarge acreage of farn land ue recommend that
'“*_the federal incone tax be amended to provide ‘that’ losses’

“on agricultural operations can be,deducccd only fton.in‘

cones derived:?:om agricultural operations.” ‘.'i
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The policy of the National Grange, adopted 30 years ago, was a
lone voice ag#inst the inequities contained in the Intornal Revenue
Code. The continuing validity of this objective lLas bcen subsequently
recognized by action of the Delegate Body taken in 1963, 1964, 1965
- and again in 1967, at the 100th Anniversary of the founding of the
National Grauge. , A ‘

At our 102nd AnnuaI'Session held in Peoria, Illinois, in November
1968, as we started our second century of service to rural America,
the Delegate Body. oice more roaffirmed Grange position'on this impor-
tant and vital matter of great concern to family farms and rural '
communities. o |

The Taxation and Fiscal Poiicy Committee that gpnsidorod tax
revision re;olutigns made the following statement:-

"The mounting concern of the family farm operator over
the accelerating acquisition of agricultural lands by‘individuéls
and organizations for the blrpose of building up a loss pdsition
from farming operations conducted on thp_lands‘acquired and de-
ducting such losses from income tax liability is indi?atod}bﬁ the
fact that resolutions to prevent this practice have boen received
af this Annual Sessionibf the'National Grange from eightéon of
the 38 State Granges. v ‘ ‘ t

“"Farmers ahd their tamilies engaged iﬁ bona fide farming
operations are boing forced to leave the farm, as a resulil of
net i;come‘being at‘g depressed level,

"Competition ofinoanarm invegtors inf;ating the price of
agriculturgliiand.and using loss oh farming operatiqns}gs a
deduction against non-farm income is a factor in this lower net
farn income. | |

- "Resolved, that the Nautional Grange vigorously support
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amending the Internal Revenue Code to prohibit any substantial
portion of farm operating losses being used as a tax deduction
or write-off against non-farm income.”

Hobby Losses ‘

We believe that if the Metcalf amendment is adopted by this
Committee there will be no need to make further provisions in the
law for the so-called "hobby farmers".

As stated by Seunator :letcalf before the Senate on August 13, 1969
when he introduceu his amendmeht, ", ..The loss limitation approach
would include the hobby loss farmer and would limit the current deduc-
tion of his farm losses.”

There exists the mistaken impression that I.R. 13270 would dis-
courage hobby farming to a greater extent than the amendment intro-
duced by Senator lietcalf. In the opinion of the author and the Grange,
this is not the case.

The Grange is not against any individual having a hobby, be it
farming or wood craft; we only want fair and equitable tax treatment
and to ask that such a hobby not be used as a tax dodge. We feel that
the Metcalf amendment docs just this.

Holdinp Period for Livestock

Previously, livestock for draft, dairy or breeding purposes had
to be held one year to qualify for long-term capital gains treat-
ment, while other capital items had to be held only six months.
Conformity has been reached by requiring all capital items to be held
at least one year before qualifying for long-term capital gains.
However, this provision will still discriminate against many raised
farm animals by increasing the iolding perio& for them, in some cases
to periods in oxcess of three years, or three tinmes the general

holding period.
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In H.R. 13270, livestock for dairy, draft or breeding purposes
are discriminated against in only thii one major provision. It re-
quires that such animals be held for at least 365 days after such .
animals woﬁld have'first been used for such purpose. There is no
similar provision for other personal property; such as machinery.
Basically the requirement is that the item not be held for customers
in the ordinary course of business. ' ' '
v We do not bolieve that the tax rules should be made more stringent
" against the farm industry at a time when it is undergoing’ severe o
economic problems. We therefore believe that the same rules regard-

ing holding perioa for capital gains should apply to livestock.

This can be accomplished by striking the following in lines 7 and

'8 cn page 153, “for at least 365 days". Lines 7 and 8, page 153, would -

then read "but only if held by'him after such animal normally would -
have first been used for any of such purposes.' | ' -

In our judgment, this would more completely bring the treatnent of
livestock in line with the treatment of other property used in a trade
or business. o ‘

We realize that one of the problems of our proposal would be
one of intent. liowever, we believe our proposal fully meets the:
necessary requirements in this respect. In essence, under our pro-
posal, until an‘animal became a draft, dairy or breeding animal, ;t'
would not qualify for long-term capital gains treatment. Once it had
. reached such status (draft, dairy or breeding) it wouldvclearly shbw‘
that this yas.the iytent of its owner and that he was not pfimari!f:'
holding it for sale to customers in the ordinary course of business.

' Cooperative Tax Revisions

" The National Grange was shockeus to learn of the proposed changes

in co-op tax treatment contained in H,R, 13270 as passed by the U.S.

334



-13-
llouse of Reprceentatives and ncw pending. in the tax reform legisla-
tion before this Committee, Quitefftankly, we do not see that co-op .
tax treatment hus any comnection whatsoever to "tax refoxn",nthe,.
announced reason for holding these very hearings.. .-

In our Opinion "tex reforn" should meet the following tests:
(1) increase revenue to the Federal Treasury,,(ZJ expedite the - {
tollection'pf the‘tex; and (3) shift the tax burden to tnose ﬁno are |
not carrying their share of the tax burden from those who are.present?
. 1y paying more than their prOportionate.share. The cooperative tax -
treatment in H.R. 13270 meets none of tnese’teste. |

We followeu each nrese release of the liouse Ways and Means Com-

mittee regarding tax measures to be heard by the Committee and not

| once did we find the subject of co-op tax treatment listed as a subject
for discussion. Therefore, neitner wo nor any other farm organiza-
tion was permitteu the privilege of open debate on snch an important
matter te.agriculture‘as the tax treatment of farm ce-ops,,tnat was
accorded the anti-co-or lobbyists who were permitted to have:the sub-
ject introduced during the closing days of the'executive hearings’of ‘
the house Ways anu Means Committee.

Our last-ditch efforts in the Ways andu Means Committoe were
.successful only in extending the time in which snell co-ops will be
' permitted to live and serve agriculture and rural America. Such
hasty action on a subject of vital concern to the lifeblood of all

~ small co-ops can have a devastating effect and complctely wipe out .

. many such co- op narketxng organizations. In attacking the "qiunts"‘ o

the'bavids" will also be slain, quite contrary to the Biblical story.
In 1962, the same anti-co -op lobby was successful in writinp into

the tax code the requlrement that the tex nust be paid on dividends
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_ecarned by tiie patron for or by his patronage. At that time the
Internal Revenue Code called for at least 20% of such dividend to be
paid in cash so as to provide to the patron the rioney to pay the

. income tax on the dividend. The remainder could be retained ig the
capital structure of the co-op. | ',

The proposal rnow before you, although it is a comproﬁise; still
neans slow death to the small-to-medium farm cooperatives;;especially
those taat have been organizedfless than § years.

Farmers will lose another measdre of tiie right to say how their
own businesses are to be run u:iess Sec. 531 is leleted from Ii.R.13270,

The proposal would dictate the amount of a c00pera£ivc's earnings
that must be returned to a farmer in cash each year. It also would
state wien tie remaining patronage refund certificates must be redeemed.
Refunds not paid in accordance with the new requirements would be sub-
jected to a current coiporate federal incorme tax, )

Tae borrowing power of farmer-owned businesses will be jeopar-
uized if the proposed restrictioas on cooperative financing are gllowed
to remain in the Tax Reform Act of 1969,

We would all agrec it is desirable that the farmer receive as
big a cash refund as possible, as quickly as it can Le paid. This
already is beihg done., Farmers, through an eleccgd board of directors,
decide eacih year waat amounts they can take in cash and what amounts
they nust defer in orcer to pfovide capital for the cooperétive.

But the pfOposed new regulations would take that decision avay
vfrom the farmer and instead write a 1S-yé§r linit into law. This would
put a "due daté" on the farmer's investment in the co—dps' and change
the nature of that investment fron "equity" to "cebt capital". This

could completely disrupt the cépital structure of the cooperative and
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impair its ability to borrow money.

The 15-year payout provision is one of the least-understood yet
potentiully thé most damaging of tho new rules being proposed fqr
cooporutiéés. - :

The co-op tax provisions of 1l.R. 13270 completely ignore the
role farm coopératives play in jmproving:the incomes of farmers by

providing taem with alternative methods of marketing their crops or
of purcuasing farm equipment, machineiy and otaer farm supplies at
reasonable pricés. ' | '

Also, as pointed out in the "Summary of H.R. 13270, The Tax
Reform Act of 1969" prepared by tie staffs of the Joint Committee on
Internal Revenue Taxation and tiie Committee on Finance, "There is no
showing that tau present balance between farm cooperatives and regulér-
businesses siiould Le upset to the detriment of the cooperative 7' ‘
movement . "

Tiae cooperative movement in the United States has had the en-
couragement and support of every Administration as far back as Presi-
dent Theodore Roosevelt, who stated: | ' ‘

“"Wherever farmers themselves have the intelligence and energy to

work through cooperative societies, this is far better than having

the state undertake the work. Community self-help is normally
preferable to using the mach;nery of government for tasks to

whica it is unaccustomed.”

President Niion at the start of ils Administration stated: -

"Some,ofithevthings that will be done in my Administration to

help farmers ‘include: ‘

"»~éncouragement of farmers to impfove taeir baréaiping
positioﬁs througa théir cooperatives; '

.

"'--assistarce to farm coopuratives, including adequate
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funding of the rural gleétric and telephone programs...

"--Improvement of cr&dit.ptogt@ms within the Firn Credit
System and. the Dep#itnent of Agricultura to noét tha'capital |
requirements of nodern agriculture, especinlly young farn falilies :
trying to get a decent start..." A
Secretary of Agriculture c11£ford Hardin, 1n addressing the

annual meeting of the;American Institute of Cooperation, in Urbana,
Illinois on August 4, 1969 stated . " |

""Cooperatives are a positive and dynamic’ force in rural
.development. They have proveq thengelves an effec;ive instrument
in helping farm.familiqs‘iake more effective use of their
agricultural resources.' Many,c00peratives are also providing -
the originai impetus for new community ehterprises., In some
communit;es the cooperative is the area's biﬁgest industry.

"But cooperativeg‘can; and must; do nbre,,not only to increas:
job opportunities and income, buf to be a positive forqe in helping
locgl communities initiate and carry out neﬁfdevelopment projeéts."

~ We suggest to thi# Committee that cooperatives cannot aid farmers
or rural America if they are "bled" to death by such measures as
contained .in Sec. 531 of H.R. 13270

All farm leaders agree that noré income for farmers should be the
~objective §£/any national prbgran.,thation or farm policy. Our
ideas on how to achieve this 6bjectiye may differ us to.famm policy,
but not on co-op tax treatment., h ]”“.;7. ‘
official figures buttress our case, 'They show, for example --\
. That the income of faru fanilies is about. 75 percent as "

~ much as. thst of nonfarn fanilies.

. That prices paid by farners increased 28 par;ent from 1957- e

59 to mid-1969, conpqred with ; 17 percent rise in ghg overall
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" consumer price index and a 24 percent increase in retqiitf9642-54'

prices, . - ) g | . _
. That food prices have riseu only two-thirdajos uuch s i
_those of all other consumer goods in the past 10 years. "‘V
.+ Agricultural output per nan-hour increased 82 percent _
‘between 1957 59 and 1968. .-
| . One farm wotker in.1967 supplied the needs of 43 people
compared with 23 in 1957- 59, ,
. Parmers in recent years have increased their productivity
by 5.3 percent, a rate twice that of industry. '
To date we,.as producers of this abundance of food and fiber, ‘
have not shared in the benefits of our labors. Farm cooperatives are
' one way and perhaps the‘best:uny that farmers can incroase‘their ;
economic position in relationship‘to‘other segments of our sooieti .- ‘f
and now this avenue of economic improvement is being threatened by
so-called "Co-op Tax reforns", The destruction of cooperatives .
appears to be the onlyvpurpose of the measure as it would deny
cooperatives the same right to use their earnings for legitinato
.business purposes that corporations have had frou the beginning of
corporate history. , ‘

. It's too bad that we must once again be asking busyVSenoto}o to
devote time to a matter which seemingly was Settleo in 196; after
lengthy hearings and debate. llere you are confroﬁted'wiih”yhet‘hao‘
been called the most sweeping tax reform measure in history.,rAnd“
among the many sections is a measure ﬁhich has nothing to do with tax
refora;ruhich would not yield any additional tax revenue nor'apy

additional tax benefit;. but which could greatly restrict the growth '

of farmer cooperatives.

[
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We see no justification fdr new laws governing cooperative
financing or taxation. We will urge .- in the strongést ﬁo;sibie
appeal -- that the entifé section on cooperatives be'dqleted'fron
the Tax Reform Act of 1969,

Pedetal Estate Tax

We are cognizant of the fact that the Conmittae report of the
Ways and MeansVCommittee of the House of Ropresentatives‘states the
following: ‘

"Other income tax problems have had to be postponed for further
analysis and study. Moreover, your committee found that the time
available did not permit the inclusion of reform measures relating
to revision of the estate and gift tax laws or the related piobleq
of the tax treatment of property passing at déhth. Estate and gift
taxes are an area of the tax laws your committee will undertake to
study as soon as possible, with the expectation of reporting out a
bill on this subject in this Congress." ’

However, we fail to understand how the most revolutionary tax
reform legislation since the.enactment of the Federal income tax law
can ignore and fail to deal with the problem of Federal Estate tax; .
especially as it affects the family-owned farming operation or a
closely-held business, V ) R

At the 102nd Annual Convention of the Nétional Grange,:held in
Peoria, Illinois, on November 11, 1968, the Delegate Body adopted
the following resolution:

" "Federal DEstate Tax

"WHEREAS, in suburban and rur-urban areas farm real estate is:
currently appraised for inheritance tax purposes on the value of
the land for non-farm uses in the areas; and

"WHEREAS, a high appraisal value per acre for federal estate tax
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. purposes results in a burdensome levy upon those who wish to remain
in fatning, and ' ) |

' “"NHEREAS, placing such high taxable values upon farms for either
property or inheritance tax purposes is not a realistic approach
and when applied generally to all faras in an atga, it is a futuristic
value concept which adversely nfféé;s tthcontinuation of farming in
areas of prime agricultural land and needed open spaqqs:‘thereforo,
be it ‘ o ‘ |

"“RESOLVED, that we recommend that appraisals of farm real es-,:A
~ tate made for inheritance and -estate tax purposes be made on the:
basis of agricultural use value." ,. ' » :

Under piesent inheritance, or death tax laws, when the principal
owner of a family, or closdly-held, busihess~approaches the‘endAdf‘ |
his life span, a crisis results. Knowing on his death the business

.will be forced.to pay an inheritance tax far in excéss éf any ex-
isting cash position, and 6ften not even in line with its epgningv
record, the usual procedure is to.seek a merger to,avoid liquﬁdépion. ’

The family head of a fa-i;y-owned farming opératioh faces the o
same situation, inasmuch as today's ihfla:ed land and property values
are not at all in line with the profitpﬁility-qf the enterprise,
whether i; be an independent business firm, or a farming operation.

As we indicated earlier, Aong overdue legislation has been
introduced in both Houses to correct this tax inequity, in the House L
by Congressman Price and in the SQnate by Senator Dole. .

The Greeks did have a word for it -- Harpyiai -- which trans- :

" lates to "snatchers". The Greek word, subquuontlyianﬁligized to
: Harpigs is apparéntly, in the opinion'of many Aﬁericans,,synonolous.

"with the inheritance tax collector. .
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While we may not go thet far. we do agree with Congressman Price
of Texas' legislation to drive the Harples away by ending what has
been 8 major cause of mergers, as well as ‘the’ liquidetion of the 3‘* '
family-held farm, L : .

" The bills by Congressnen Price end Senator Dole would permit the -
value of an estete for inheritance tex purposes to be set, et the . .

option of the executor, either on the basis of the deceesed's costs, .. -

.  or on the basis of the profit of che enterprise as revealed by incone :

tax returns. - : L :
Congressnan Price cites the hypothetical exenple of a feuily-? S

~ owned cattle ranch that under the present eysten ‘of appraising at.

todey's inflated values would be 'assessed .at - 3300 000 leaving the .
inheriting son liable for: 3110 500 in taxes, according to his conpu4

tations, "‘“’1”;73““a R P O C AR

Using this1hypothetical‘exanple,fto'further 111¢§£r;§g,.the Texas - o

legislator says the aetuelrprofit being renlizenVanonly $7,500.. .
Thus, nelnirngreasbneble factor for‘deter-ining-Value, the estate .
should only be valued at $105,000 uhich uould result in a: deeth tax
liability of $22, 500. ﬁ ‘ a

On top of nhe‘Foderal death tax, most states also‘aseees_a

similar tax, but uzually the states will follon the Fenerel pattern. . ..

0peretion of the inheritance tax has and continues to create
nany problens which are probably more liddle-claqs in nature than-

those of the very wealthy who have learned to use foundations and

‘other loopholes to escape the full weight of the tax laws. -

The preeent inheritance tex laws were enacted in ‘the enotion-

" laden depression yeere when men ‘were selling.apples in the,streetsj.

at a time when a few heirs and heiresses cane'into'their:inneritences;

- " vhich they proceeded to flaunt with worldwide publicity.,\rhue;'tne
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“' 103131ation was to prevent this' fron happening in thc future,’ .

But the result has been thnt the. oxtreaely ‘wealthy have oeveloped :; : e

" means of escnping the full inpact of the law while the closoly-held
business and the fanily farl, tho backbone. of the. uiddle-class, beats ?}

, "3 the brunt. . - Co »ﬁar~,w:a«r¢ SRRl O SRR ;~;vq=
' Perhaps ‘the comparison between this situation: and Grcek lythology

"is even more pcrf;nent. In early ancient. nythology Harpies noro con-“
sidered somewhat senibonaficiul but in tho later era. of the Atgonautic
sagas Harpies had degenerated into: foul -and loathSone croatures. The
inheritance. tax appears to have follpuod:thq same course,

- Whether or not Congressnan'Price and 30n§t6r1nole will be able to

‘ ;j emulate Calais and Zetes who drove off the Harpies.‘rouaiua .to be
;'f seen. . .Not only must they-secure support from fellow legislators,,,-
but they must also educate the loss -knowledgeable that ‘the. inhori-1
tance taxes are no longer a "soak the rich” device, but a: powerful
v" destructive force of the middle-class bnckbono.«
There is .a distinct area of discrinination in the valustion of
an estate:that is conprisod of a business or a famm and one that is:
couprised of publicly traded stocks and sacuritios, ‘the Texas Con- .
/,fi gressman naintains. While in an estate consisting of. stocks, the ‘ffywi
- earning power of the sharos are the basis for valuation. on business :
" enterprises or farms the valuo;is~placed on.the-presumcd,-arket value
' of the property with no.attentiankiven,to whether or.not speculation
" has substantially and dnrealisticiliy inflated the. goink'price.‘
A . We therefore reSpectfully request that this Connittee include
; . in the Tax Reform Act. of 1969, the provisions of Congrossncn Price ‘.u; :

"* and Senator Dole. ~The American family-held farm needs this tex S
- 'relief if we are to maintain the family farm structure 1@.Alprican~;'pf;

5¥Agt1c61ture and aid, not 6bsiruc;,nyodng;fdrners,cohtinuing in agriculure.

.
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Conclusions~an6 nbcoagendaiions

It is the opinion of the National Grangi that tax reform should
be effected, but only in accordance vith certain economic principles.

Recognizing that the economic’ policy of the Federal Governaont has
a direct and inportaut impact on the economy of the nation and affects
all citizens,.it is essential that these policies;bo sound and.in :

- keeping with the obligations of the various units of goﬁornlent and
~ the services rendered by the respective units of governnent.

The tax styucture should be so- constituted as to fall as equally
as possible on all 1ndividuals and all segments of the econony accord-
ing to the income and resources of each, Accordingly, no individual
or industry shopld enjoy unduly favorable or unreasonable advantages
' nor should any industry or individual be ﬁenalized by unfair tax
“levies or regulations. , ‘

It is gonerally,recognized that deficit financing is a prine‘ .
cause of inflation at the Federal level and jeopardiios the abflity
of state and local governments to meet the needs of their areas in
the future. We, th?rbfore,'reafiirn.our position favoriug a baianced
"Federal budget at the earliest possible time. '

We urge the Congress to review the budget'with the purpose of
reducing the budéet deficit by elininafing or wodifying programs not
absolutely essontial to the econony and immediate welfare of the _
nation. If budget reductions thus effected are not. sufficient to
relieve the inflationary pressures now threatouing~the welfare of
the nation and its citizens, then we favor a surtax levy to decrease .
the pressures that are resulting in high interest rates and serious
‘and'damaging inflatiop. »Theso steps are necessary to avoid wage and

price controls which are not.consistent with our free éﬁterprise
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- system and a growing and expanding economy. -

The following tax reforms are reconnended by the Grange:

S P

4,

S,

We appreciate the steps that have beén taken. to sinplify
the tax report form. Further change and simplification,
we believe, can have the effect of making reporting easier

for.the‘texpayer, and will result in noie exact repo:ting.

- An easy-to-understand form will eiso benefit the'governuent

by bringing more accurate reports end thus save on auditing
costs as woll as the expenso of tofunds and billing.

The Grange believes ‘there definitely is nerit and justifi-
cation for ninerai depletion allowances. However, it is
our opinion that present legislation and fegulation in

this regard shoﬁld be carefully reviewed, }J | '

The Grange approves of giving the farmer the option of
choosing limitation of losses that are deductible or report-
ing his farming operations on an "accrual accounting" basis,
but we oppose any action that would gggggggnthat farmers |
report to the I.R.S. on an accrual basis. . ‘
Remove the tax-exempt status for industrial development‘bonde
issued by state and local governments.

No favored property tax tteatnent for religious, education-
al, fraternal or eleeloSynary institutions on their property
held for enteiprieee oonducted primafil& for profit in
competition with tai-paying private enterprises.

- 'As it becomes apparent that:reductionslin reeenues received

" from Federal income taxes may be justified by reasons of

reduction in expenditures, the neans employed ‘in achieving

-~ such reductions should include' (a) elimination of the

recently-enacted income surtax;’ and (b) a substantial in-
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crease ln the personel exepption of 1ndividua1 texpnyere
for theneelves and. their dependents.: The preeentsexe-ptions :
*} provide less than hclf the “buying pover" that they did
when : they were incorporated in.the Code.
The Grange does not favor sharing Federal incone tex with
,che,stgtes. It:is the opinion of .the Grenge that there is -
. little to'be qgined.by,having ;he:Federel Geve:nlent co;lecc
. . takqe,for.hlunket’refdistri‘utien'to‘the scnte‘govegnentns;
;H'“ , o and therefore we,rqccnnend the‘policy of eyeciai anntoprie-
tions by the Congrese to careAfci any necessery sﬁefing in
state financial difficulties. a SRR e
We believe that the present dtstribution and control of
| Federal funds coning into states for specific co-nunity
development or similar projecte should be froe of. Federel
-control, These funds,. according to Grango policy, should '
be placed under the control of state, county or local units ‘
. of government and be used for,the‘specific programs desig-
nated in the“allocacion:of the funds. R
Until permanent and equitable 51n lieu of tax" legisla- .
tion 1s_enacted, the_Gfanke‘reconnends that'present law
be amended to nrovide'that states shall receive a percentage:
__ of gross, . rather than pet, income fron salee, rentals and |
,,f‘other revenne from national forast lands. ..
‘e: It is one of .the baeic ptecepts of. our legal. systen that
a person is. innocent until proven guilty; however‘ in casee
- f 1nvolv1ng the Internal Revenue. Service, a pe:eon is, in
H effect, guilty unti; proven innocent., Therefore,*the'crange
favors . legislntion which would plece the burden of proof |

,‘on tbe Internal Revenue Service whenever thet ageney takee
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action against a taxpayer, . ‘
Innocent people have found it necessary to wage costly
court battles in order to defend themselves from
unfounded charges by the Internal Revenue Service. ?ﬁis
has caused them to 3uffer severe financial hirdship through
no fault of their own and is unjust and inconsistent with
the stated principles of our soqiety.
Therefore, the Grange favors legislation which will
make the Internal Revenue Service financially responsible
(at the discretion of the courts) for the legal costs of
any cases which are decided against thea.

The National Grange supported the immediate passage of the ten-
percent surtax whea it was before this Committee believing that it
would be followed by meaningful and equitable general tax reform
legislation. We now respectfully urge that this Committee, as soon as
possible, while making the necessary corrections in H.R. 13270, as
requested by us and other witnesses appearing before this Committee,
report to the floor of thﬁ Senate the best and most progressive Tax
Reform Bill in history and work with the Senate leadership to enact
such legislation into law before the end of this Session of the
91st Congress.

The National Grange would slso like to go om record at this time
in favor of the 6 months' continuation of the surtax at 5% or more
after December 31, 1969 -- if the nation's economy is still super-
heated and that in addition to taxation, every means be used, short of
Federal controls on prices and wages, to slow down and level off the
nation's economy.

Agriculture can never hope to walk side by side with other seg-

ments of the nation's economy as long as we have inflation eating up
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the small gains we are able to obtain through agricultural program
planning, export marketing and increased efficiency of the commercial
family farm. |

We thank this Committee for the many hours they will have to
spend to bring forth a tax reform act that meets the needs of our
nation, We especially thank the Chairman for his leadership in tax
legislation and respectfully urge early action on tax reform legis-
lation.

Thank you, Mr. Chairman, for permitting the National Grange to

present its views on this most important matter.



@ FARM CREDIT ADMINISTRATION
WASHINGTON, D.C. 20578

September 12, 1969

Honorable Russell B,
Chairman, Comittee on F
United States Senate
Wa: aingtom, D, C. 20510

Dear Mr. Cheirmen

On behslf of the 13 banks for cooperatives snd the Federsl Farw Credit
Board, 1 vequest the attached statement be given favorable comsider-
stion by your Committee in its deliberstion on H.R, 13270, the Tax
Reforn Act of 1969,

Our request is only for clsrification of the tax treatneat of the
13 baaks for cooperstives. We believe this could be sccomplished
through the sddition of thres seatences to the report thet will be
issued by the Committes on M.R. 13270,

mnz:uu language suggested for that report is included in the
st statenent under the heading, "Summsry of Propossl.”

The first sentence is imtreductory,

The second sevtence is intended to assure thst the sdditions to the
bed-dedt reserve sccoumts by the bamks for tives be trested in
the same mesmer a3 thess of commercisl beaks the banks fer
cooperstives have repaid the iavestaeat of the Government
subject te Federsl imcome tax.

of Congress that & small pert (over the years it has sversged less then
S percent) of gross imcome of for

as patromage income for iacome
the of Congress as stated ia the
when Public Lav 88-528 was cons

We sppreciate your consideretion,

§
:

Attachment

33-758 O-69—No. 823



FARM CREDIT ADMINISTRATION STATRMENT
. . submitted to
+ Senate Committes on Pinance
in connection with
. Section 841 of Tax Reform Act of 1969
(4.R, 13270, 91st Congrass)
September 12, 1969

Sgmmary of proposal

In view of the specific provision in section 441 of H,R, 13270 as to the

deduction to be allowed commercial banks gensrally for Federal {ncome tax
purposes, for additions made to a bad-debt reserve, and the scope of the
Tax Reform Act of 1969 in other respscts, the Farm Credit Administrstion
urges that there should also be claritication of the Pederal income tex

treatuent of the 13 banks for eoqn.ttm which operate under m
supsrvisions

First, to assure mz ths benks for coopontlm. esach of which . -

Tirst decams subject to Federal income tax when it recently

tetired all of its Govarmment capital, and whose loans are simi-

lar to the losns made by commercisl banks generally, may be - B
; allowed a.deduction for annual additions to a reserve for losses . -

on loans which does mot exceed that allowable to commercial benks .-

gonerally for taxable mn bototo the n: u!ou bnl huuu

sffective; and )

Second, to assure that a- dductton ney be -uand tor the tull

‘anount o! patronage dividends paid by a bank for cooperatives, so -
far as concerns such amount represeating net earnings from business :..
done with or for borrowsrs from the benk, in accordance with the -
intention indicated by the congressional committees which in 1964
nen-do: enactaent of Public Lav u-m to amend the un Onut ‘
Act of 193 . ‘

It is suggested that such clarification can be aecupluhd. even mm
specific smendment of the bill, by including somsthing like the followiag
in the report of the Muc-utuonunuo ontln‘hx Retorm Act al
1969: R

The Comnittes considered two umu et the Federal hce— m
treataent of the 13 banks for cooperatives, which opscate wader the
Farm Credit Act of 1933 and the supervision of the Farm Credit
Adainistration to make loans to farmer cooperatives, and s of the
view that there can be claritication without additional legialatiem,
Secause of the sinilarity of the loans made by the hanks fer coppers-
tives and the loans mads by commercial banks gemsrally, it is com=
sidered that a bank for cooperatives for the 3zars simce it pecemtly .
becams sudject to Fedaral income tax msay and should be allowsd an
annual deduction for additions to a bed-debt reserve as is allomble

Cote 2t
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for commercial banks generally under Revanue Ruling 65-92 whu:
that ruling continues applicable. Further, the Committes belfeves
that the relatively insignificant portion of patronage dividends
paid by a bank for cooperatives which is from teamporary invest-
wents vather than finterest collected on loans may and should be
accepted as from business done with or for the farmer cooperatives
that borrow from the bank, in accordance with the intention here~
tofore indicated in conn.ctlon with the enactment of Public law
g:-s!& (gon. Rop. llo. 1453, ll.R. Rop. No, 1368 sath Con;.. ‘
s..'o . :

Banks_for coomutlm ‘ o o

The 13 banke for eoopouttvu, one in each cf the 12 nn credit districts
and a Central Bank in the District of Columbia, wers established under the -
Farm Credit Act of 1933 to make loans to eligible farwer cooperative asso- -
ciations angaged in marketing farm products, purchasing farm supplies, or
rendering -farm business services. The losns are made with funds obtained
by salling the consolidated debentures of the banks in the public securi-
ties market. The lending is on a self-sustaining besis; and éach bank is
required to operate on a cooperative basis for the benefit of the farmer
cooperatives which borrow from the bank and now owm m uptul stock, and
without profit to anyons else,

Rach of thé 13 banks tot eoopoutlm wvas started vlth capital atocl: owned
by the United States and becams subject to Federal incoms tax only after
all of its Govermment capital was retired: Two each ysar on June 30 of
1965, 1966, 1967, and 1968; and the other five on December 31, 1968, The
tirst year for which a baak for cooperatives is subject to Pederal incoms
tax, therefore, is the year after all of ite Govermment capital was retired.

Further information about the banks foxl' cooperatives will be tmlM as
may be helpful in the separate explanation of the two deductions, and the
desired clarification of each, which now follows,

Bad-debt reserve deduction

_As daveloped in more detail later under this hesding, the similarity of
loans mads by a bank for cooperatives to loans made by a national or other
commrcial bank, has been considered to entitle a bank for cooperatives to
the same Federal fncome tax treatment as is allowed such other banks' for
annual additions made to a reserve for lossas on loans., The basic statu-
tory provision is section 166 of the Internal Revenus Code which allowe
"a deduction for a reasonable addition to a reserve for bad debts” (in lieu
of & daduction for debts which becoms worthless). In 1965, Revenue Rulfing
65-92 (C,B, 1965-1, 112) in effect specified the annual deduction which
would be dllowed commercial banks for additions to a bad-dedt reserve, until
the accumulated reserve equale 2.4 percent of outstanding loans, Section
841 of H.R, 13270 would cut back the deduction allowed commercial banks for
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additions to bad-debt reserve and bass it on ths ratio of losses to out-
standing losns for the current year and the 3 preceding years, Howsver,
vhatever provision in this respect is included in the tax reform bill as -
£inally enacted, it is urged that a bank foi cooperatives should be ’
allowed & Muction for annual bad-dedbt reserve additions which does not:
exceed .that provided in Revenue Ruling 65-92 for commercial uakt gomnny
for the years that mllu {s applicadle. "

By its terms, Revenus Ruling 65-92 {e |ppucnbh only to "banks", as tlnutn
detined, “s substantial part of the business of which consists of receiving
deposits and making losns and discounts”, Although the banks for coopera-
tives maks loans and discounts, their business does not include receiving
dapoeits. Because of this, Revenus Ruling 65-92, by {ts terms, is not -
applicadble to a bank for coopcntlvu. Thus m, too, the Internal Rev-
enue Service has not seen £it to broaden Revenue Ruling 65-92 to include
banks for cooperatives; or to apply a similar truling to them; although -
either course is considered to bs within the present statutory authority
of the Intarnal Revenue Service to-allow a deduction for a "reasonable” -
bad-debt reserve addition, In any event, as developed in the next thres
parsgraphs, the loans made by the banks for cooperatives are of the same
genersl character as those made by commercial ks, and such similarity
is considered to warrant a deduction for annual tﬂdutm to a bad-dedt
reserve which doss not exceed that allowed commercial banks aunlly m
Revenus Ruling 65-92 for the years that ruling is applicable, ’

Under the Farm Credit Act of 1933, as amended, the banks for coopontim
are authorised to obtain loan funds by selling their consolidated debantures
in the public securities market (12 U,S,0, 1134m) and to make loans to
coopsrative ascociations as defined in the Agricultural Marksting Act, as
swended (12 U.8,C, 1134e), The typss of loans made by a bank for coopera~
tives are generally indicated by the following frow the Agricultural Mar~
keting Act definition of a farwer cooperative uuchuon to which mch
loans wsy be made (12 U,8,C, 1141§):

. » » the tarw "cooparative associstion™ means any association . -
in vhich farmars act together in processing, preparing for

market, handling, and/or marketing the farm products of pes- .
sons 80 engaged, and also means any association in which farmers
act together in purchasing, testing, grading, processing, dis-
tributing, and/or furnishing fara amnu and/or m- business
services , . . :

A bank for coop.uu.vu makss loans for all of the foregoing purposes, .
This includes seasonal loans (usually paysble within 12 months) to help
finance inventories of farm products and supplies for farm production,
receivables, snd operating expenses, It also includes term loans (payable
over more thu 12 months, but ordinarily not in excess of 20 ysars) to
help finance cmtmtiw of physical facilities and purchase of equipment
required by the cooperatives to render needed ssrvices for their members,
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At Juns 30, 1969, the banks for eooauttm vare financing 2,955 farwar
eooputtm with total Joans outstanding of $1,6 billion. The aversge
amount of losns outstanding to & borrowexr at that time was $540,000, -
About 78 percent of the 2,955 accounts had loans totaling $300,000 and
wndes. W.unmtotmmmelmatotmm .
volume outstanding. Studies by the U, S, Department of ‘Agriculture have
shown that the banks for cooperatives provide sbout 60 perceat of the
credit used by armer cooperatives ta the Ualtu States,

Commercial banks make the same typu ot loane to both pclnu atd coopera-

tiwe corperations with similar security and repayment provisions, - Howaver,

comnercial banks, in fimancing a wide diversity of individuals and
businesses, avold the risks of lending .to a single industry. Oppoctunity
for such loan portfolio diversification and risk disinution is net anu-
able to the banks for cooperatives. y

In the circusstances, {t is urged that m' c—mu may see £it to indf-
cate, in its report om the tax reform bill or otherwise, that it sess no

‘objection to a benk for coopsratives being allowed a dedection for annual

additions to a bed-debt reserve whick doss not exceed that provided under
Revenus Ruling 85-92 while that ruling is applicadle as to commercial

banks gensrally, for any year that a bank for cooperatives is subject te
Federal incoms tax, This is all the more desmed reasonable because overail
the total dsductions claimed by the 13 banks for cooperatives for their -
taxable years thus far have actually besn only about half of the deductions
allowable under the revenus ruling for cammercial benks generally,

Pat aiv! t

In 1its teport om the tax reform bill -or otherwise, it {s urged that the
Committes on Finsnce also express approval or recognition of the imteation
beretofore indicated by Congress in 1964, in connection with the emactmsat
of Public law 88-528, as to ths deduction to be allowed for patromage divi-
dends paid to its borrowars by & bank for cooperatives when it becomes

subject to Federal incems tex. The intention is that all of such patromage

dividends should be accepted as from busimess with ot for borrowers from
the bank; and that the relatively imeignificant amounts, if any, from
tenporary investaents, meed not be distianguished in this respect from the
{nterest collected from borrowers on their loans. This intention wae
expressed in reports of the Agriculture Oommittees of Congress which in
1964 considered and recommended Public law 88-528 inasmuch as it involved
an smndment of the Fara Credit Act of 1933 to emable a bank for coopera-
tives to meet certain requirements of the Internal Revenue Code, To mest
an objection that the intemtion was not heretofore before the Committees
of Congress which have jurisdiction on tax mmm the -um u now
being presented to the Committes on Finence. .

The Parm Credit Act of 1933, as amended in 1955, requires a bank !c
cooperatives, at the end of each fiscal year, to pay patronage dividends
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to the farmer cooperative asscolations that are borrowers from the bank
(12 U.8.C, 1138)), All patronags dividends are paié {n the proportion
that the amount of fmterest earned on the loans of each borrowsr bears

to the total faterest ssrued oa the loans of all bortowsrs during the
fiscal yoar, From 1935 to 1964, the Parm Credit Act required such patron-
age dividunda to be fn vurplus account allocatfions and class O stock, and
thare was no suthority te piy patronage dividends in money, ‘

In 1964 the intention of each bank for cooperatives was to complete retite-
meht of {ts Goverament capital within tha next several ysars after whieh
it would be subject to Federal income tax, It them would be necsssary to .
noet mmuummmzuwm?tmm to aay corpo-
cation ?t'othg on & cooparative basis (subahapter T of chapter 1,
§§ 1381-8), £ the pa dividends of a taxable bank for acoperatives
were to quality for dedustion frem gross incose im computing taxadle '
incoms, One of such requirements is that at least 20 parcent of & patrom-
age dividend be paid in money (§ 1388 (e) (1)); To mest this requireseat,
Public Law 88-528, approved A?ut 31, 1984, added & sentence to the Farm
Credit Act (12 U,5.C. 1134] (b), last sentenss) vhich in effect requires
& bank for cooperatives to ;ox such portion of ite patroosge dividends ia
i soney (presently 20 percest) as will petmit its taxable incoms to be .
: deternined without including such patromege dividends, = .

What we are now concerned with, so far as copoerus the patronage dividends
of a bank for coopsratives qualifying for dedustion, is the defiuition im
the Internal Revenus Coede to the effect that the patronage dividends sheuld
Teprasent net sarnings from business dons with of for bortowsrs fram the
henk (§ 1388 (a) (3)). The banks for cooperatives exist only to meke loane
to eligible farmer cooperative associations, mostly with funds obtained by
periodically selling their consolidated dedsnturse in the pudlia eecurities .
markot, All of the esrnings of & bank for cooparatives consist of interest
collected on loans made to farmer cooperatives except that there ate
relatively insignificant earnings from funds on hand vhich may be invested
ia interest-bearing sscurities or loansd te other Parm Credit Banks .
temporarily, Ilnssmmth s each beak for coopasatives must keep om hand
& sufficient amount of funds se that it at all times may be in a position
to make loans as veguired in ite dietrist, it is considered that any
earnings from the funde 60 held are no less from business done with or
for the farmer cooperative associations that borrow frem the bank thas {e
the interest paid by such cooperatives on thair loans, This is suppocted
aot cnly by the terws of the 1964 amendmgnt to the Farm Credit Act, but

; also by the following from the reports of the congressional committees

which recommended the 1964 amsndment (Pudlic Law 88-528) to the Patm

g g:uu M;t (Sen, Rep, Mo, 1083, p, S, H,R, Rep. Mo, 1368, p, &, 88th Cong.,

Another requiremsst of subchapter T, if the patronage alloca.
tiens and refunds of a bank £or coopsratives ars to be deductidle
from its gross ino~we {n computing taxadle incoms, is that the -

‘ed
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amounts involved shall coms within the definition of a patron-
age dividend as that terw is defined in sabchapter T, Ons element
of tha dafinitfon {s that such smounts come out of earnings from
business done with or for petrons, In the case of s bank for
coopsratives, practically all or at least as much us 95 percent .
of its gross incoms comes as & result of ths losns made to the
farmers® cooperatives that borrow from the bank, There alao may
be & very minor smount of incoms from securities in which a bank
may invest and from temporarily surplus tunda that it may have
lcaned to other benks of the cooperstive farm credit system, .
These latter amounts are relatively insignificant and the inten-
tion f{s that it should not be necessary to distinguish them from
the interest cellected om loans insofat as concerns Deing derived
from business with or for the borrowing cooperatives,

Thus far the Internal Revenue Service has not seen fit to acknowledge con-
currence in such i{nteation, precumably caly becauss the 1964 amsndsgnt to
the PFarm Credit Act wos recomsended by the Agriculture Committess and was
not thea eonsidered by the Committeas of Congress which have jurisdiction
of the tax provisions of the Internal Revenus Code. It is to meet this
objection on the part of the Internal Revenus Service that the metter is
offerad Lor review by the Committes on Finance, Based on such review, it
is hoped that the Committes on Finance may see fit to indicate that there
is no objection to giving sffect to Medlic Law 88-328, as to the deduction
for the full amount of petromage dividends, in lecoucnc vith the intention
indicated ia comnection with its enactment im 1964 (Sen. Rep. No, 1833,
B.R, Rep, Mo, 1368, 88tk Cong., 24 Sess.). Owverall the amounts mmd,
a8 noted above, anumthnsm of gross focome; and i» ierms of
set earnings or pstronage mu.m. the m iovolved {9 even less,
it any,
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E. A. Jasnke, Covernor, Farm Credit Ahtnlltntton
- subwitted to
Senate Committee on Finmnce
" im comnection with '
Section 531 of Tax Reform Act of 1969
(8.R. 13270, 91st Congress)
September 19, 1969

Sumaxy

The Faderal Famm Credit Board, which sets policy for the Farm Credit
Adainistration, sud the 13 baks for coopsratives consider it to be in the
public interest thst ueuon 531 should be stricken from the tex rofou
bill. ‘ ;

The edditional uqulnunu vhich would be imposed by section 331 of

H.R. 13270, in order to qualify patronage dividends of cooperstives generslly

. for deduction in computing income subject to Federal income tax, wou

- seriously impaiv the ability of both the 1) bamks for cooperstives and the
farmar coopsratives to vhich such banks make loms to sarve farmers ’

offectively.

The vessons for these conclugione follow:

(1) The ifncressed money paymsnt requiremsats of section 331 (from

. 20 to 30 parcent with the remainder to be paid within 15 years) would
present special problems for a bank for cooperatives which must
operate as provided in the Yarm Credit Act of 1933, as smended.

(a) Altsrunatively, the 30 psrcent imcressed money paymenat
requiremsnt of section 531 may be met by psyment on
outstanding patronsge dividends. However, the Parm Credit Act
requires that tha oldest outstamding pstronsge dividends be
retired first, snd those fssued by a dbauk for cooperatives

. since 1936 and before it recently bscams subject to Pedaral
income tax (batween 1965 and 1969) are pot gualifisd wder
the Internal Rsvenus Code.

(b) Ia the svent of & ysar vith net losses, the Farm Credit
Act provides that they shall be absorbed by charges against
or ispairmeat of outstanding patromage dividends, vhich might

_ make the smount paysble therecm less thas their value when

" 1ssued. 1f this possibility were considered to preclude a
bank for cooperstives from meeti=g the sdditiomal 15-year
money paymsat requiremsnt of sectiom 331, it would msen that
none of {ts patronegs 2ividends, except those pud in soney,
could qualify for deduction. )
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(2) A genersl problem for all cooperatives, includiug s bank for
cooperstives, under the 15-year money paymsat requiremsat of

section 331, is whather their financial position in the year that
.th.:.-uuypmn mu.nuuam that the paymsats cam be

(3) The sdditicnal requirements mond by section 531 would
seriovsly fspair both the financis! strength end the dabt repsymsnt
capacity of mmy farmer-owned coopevatives which borrow from & baak
for coopsratives mnd they also would seriously impair the capacity
o!nbuklneooporu&mmumum.lmtoa!m
cooperative on a uu-mmm. basis, pmuulcly tera loms.

Therefore, section $31 would greatly hnot faruars' c!!om to buu
strong cooparatives or even maintain existing orgmisations that farwsrs
dasigned to help themsslves solve memy of their own problems, as caumo
has leng encouraged tlun to. do. .

Scove of stetement

Inasmuch as section 531 of H.R. 13270, the Tax Reform Act of 1969, would
impose sdditional requirements on coopsratives gesersily, if their patromage
dividends are to qualify for deduction from gross imcoms in computing their
income that is subject to Federal fncoms tax, it comcerns both the 13 bamks
for cooperatives, wvhich operste wmder the swpervision of the Farw Credit
Aduinistration in mneking loms to farmer cooperstives, aad the farmer coopera~
tives vhich borrow from the basks for cooperatives. In the circumstemoss,
after noting the additional requirements {n sectiom 531, this ststemsat will
wdertake to review the spplication of those vequiremsnts to the bamks for
cooperatives and to the farssr cooperatives which borrow from the bamks.
Commant vill also be made relative to the lsading operations of the bamke
for cooparatives. Before doing so, though, it may be helpful to have fa
uind the present tax status of the banks tot cooperatives, ‘

The 13 banks for coopsratives are estsblished umder the Farm Credit Act

of 1933 to meks lomns to eligidble farmer cooperstive sssocistions e
therein suthorized; aand since 1953, the Act requires that the baaks them-
selves also operate on & cooperative basis, with the borrowiag cooperatives
" investing in capital stock and surplus of the bamks by reteation sf patrom~
age dividends and by direct stock puxchase. Such fnvestments have besn
used during the past 14 years largely to retive Covermmsat stock. Each
baok for cooperatives first becams subject to Fedaral incoms tax vhen 1t
retired all of its Government cepital asd, for each bank, this vas during
the period Juse 30, 1965, to lhudm' 31, 1968, The banks for coopers-
tives, therefore, are subject to the Federsl facoms tex trestmsat provi' d
in the Internal Revenue Code for orgmiszatiocus doiang business on a coopera- -
tive basis, as are the farser cooperatives which borrow from the banks.
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the Tax Reform Aot of 1969, would swend the Internal Agvenus Code to
change the Federal incoms taxatios of orgmisstions doing business on
& cooperative basis, and their patrons, 88 respects patvonage dividmds
(iad per-wnit vetains) from A cooperatiye to its patrome. . .. ... ... . .

(2) Usder existing lav, patronsgs dividends (sad per-wit rateins) vhich -

msat the spacific requiremnts of the Internal Reveaws Code to qualify
for such trestment, sre exclwdible or deductible from gress incoms is
. computing the texabls imcoms of the cospeyetive, for the yeay for.. . - :
which paild, ad sre includible in.the gross incoms of/the patron for :
- the yesr in which received, = B T I

(3) Sectica 331, as pessed by the Nouse, withost increasing tax revensss

tax treatmeat for taxsble years begisaing after 1969, Osq.additicnal
- voquiremspt, aoted wader (4) balow, would apply csly to patronage *

dividends; o second sdditional vequiremsat, soted wmder (5) below,

would apply to both patvonsse dividends sad per-wait retaims. -

(4) Ome additicnsl requiressat vould be to iuum‘unmmt (from

year for 10 years) .
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from earnings ia prioy yesrs. As.a practical.matter the baske for coopers~ -

rofuds becasse of the wderlying intent of. the Pasm Credie dct
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tives probably would not distribute the additionsl ssowmts as patromsgs
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capital inputs should be used to retire the oldest outstanding equities
v of. cooperatives. Insofar as the alternative is limited to peyment on
: qualified petronage dividends issusd for easrlier tuxsble yesrs, there
would be a spacial problem for the banks for cooperatives.

The Fara Credit Act requires that retained patronsge dividends of the
banks for coopsratives be fssued in the form of allocations of surplus

and cless C stock. The Act also provides that after the retirement of
all class A (Goverumsnt) stock, class C stock slso msy be retired in money
at par by the board of directors of a bank calling the oldest outstanding
stock. When the surplus account of a bank exceeds 25 percent of total
capital stock, the excess amowmit of allocated surplus say be distributed
in the form of class C stock. However, it vas only ss each bank for
cooperatives vetired all of its Government capital and bscame subject to
Tederal incoms tax starting with the period June 30, 1963, to Decesber 31,
1968, that & bank issued patronage dividends that gualified for deduction
under the terms of the Internal Revenue Code. Accordingly, slthough
section 531 would permit the additional 30 perceat money paymeant require-
ment to be met by payment on outstanding qualified patronage dividands,
the Farm Credit Act in effect requires that mqualified patronage dividends,
1issued since 1956 end before a bank for cooperatives becams stbject to
Pederal incoms tax, must be retired first.

Since the Farm Credit Act requires that retainsd patronsge dividends of
a bank for cooperatives be in the form of allocations of surplus accoumt
and cless C stock, such patronage dividends caaot be fssued in the form
of an wmconditional written evidence of indebtedness to mature within the
next 15 years. Such banks s sdopt a bylaw providing for paymsnt of the
remaindar of its patronags dividends for years after 1969 within the 15
years after issue. However, such a bylaw would be subject to the provi~
sions of the Parm Credit Act concerning allocated surplus and class C
stock, and special probless occur under these circumstances.

Yirst, the banks for cooperatives could have difficulty in mesting the

15-year limitation on retained patronags dividends. At the present tims

the revolving periods for the allocated equities vary by bamks and range

i from 8 to 14 years. Your of the banks are at the lé-year level since
they have just recently repaid all Government capital and have not yet
had the opportunity to consider the retirement of their oldest outstanding
capital held by cooperatives. There is no sssurence that the smount of
patronage dividends to be eamed fu future years will be sufficient to
retire equities on & 15-year basis without weskening the finmcial structure
of a bank. In such circumstances a benk might not be able to fully serve
the needs of farmer cooperatives as intended by Congress.

Secondly, in the event of & net loss in the operations of a bank for coop-
eratives in any succeeding fiscal yesr, the Farm Credit Act requires that

such loss be charged to allocated surplus smd, to the extent not sbsorbed .
by surplus, to the impairment of class C stock. The above losses,
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therefore, would reduce the amount of patromage dividends to be retived
at a future dete. If there are sufficient esruings in succeeding yeavs,
my impairasnt of the class C stock would be restored, but there 1s no
provision 1n the Fara Credit Act as to the restoration of any loeses
charyed against allocated surplus. Conceivably, the smount paysble om ot
least the sllocsted surplus portiom of the patromage divideads sems yaars
hence night be less tham vhem the patronage dividends were issued. If
thie possidility were considersd to preclede s bamk for cooperatives from
sssting the additional 15~year requiremsmt of sectiom 531, although o
reascashis iaterpretation could bs otherwise, it would msan that nome of
its patronage dividends, except those paid inm money, could qualify for

Thees provisicas would give the bamks for cooperstives two poor alteras~
tives. Either they would have to scoept & weskened fiamncial structure

and, thus, & curtailusat of their ability to serve agricultwre, or scospt
tax burdens that were not contesplated in 1935 vhea Congress, is effect,
asked cooperstives to take over the cwmership of the banks by previdiag s
plan wder which cooperatives would {nvest their fwnde ia the capital of
the banks ia order to retire the Covernmeat stock. .

landing cvexations of the bamks for cocosratives

The banks for cooperstives provids sessonal end term lomms to shout 3,000
of the sation’s 8,100 farwers' marketing, supply, and business service
coopezatives. Such losms comstitute sbout 60 percemt of sll borrowsd fwmds
by these orgmisations. At June 30, 1969, the baamks had loams outstandiag
of $1.6 billion of vhich $650 millica were sessomal loms, gemerally dwe
vithin one yesr, and $945 million were term loms maturiag ia from eme
year to about 15 years. Since the banks begmm opsrations im 1933, loems
totaling $22 billicm have been mads. The banks extend credit oa & sownd
busisess basis aud they coumsel with borrowers ou developing sowmd fimmmeial
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particularly those that eve smaller and mewer. It will becoms mere
diffioult for them to even maintain their preseat capital structure when,
ia mmmy cases, they ave ia dire need to build additicmal capitsl. Con-
sequently, meny of the losss could develop iato serious weaknesses and
possibly vesult ia losses, stversely affecting the operatimms end
finmcial condition of the for ceoperatives.

Rifact of saction 531 on coceaxative borrowers

The cooperative approach has been effectively wtilised by fermers to
iaprove the profitsbility of their farw operatioms which have historically
been sud are yet typically small, independeat enterprises vith extremsly

1
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lisited bargainisg pover ia the marketiag of their products aad purchase
of production swpplies and services. By associsting togather is cecpera~
tives, fazmers have crested orgmisations which they eontrol a8 mssber-
omers sad frem vhich they bemefit as patrons. The borrowiag cepscity
Jutifying the credit requized to make these cooperstives effective hes
largely becm creatsd by the {mplicit and eplicit commitments of their
mabers to reiavest portioms of their allocations oa am ggyity bests,
saction 331 weuld require. Term

bas a lender only £f he is ressonsbly-
sssured that earnings, or ia the case of cooperatiwes, saviags or per

ia the future gad tbat soms pertioa of

thess imputs or savings will be cepitalised and retained in the bustisess
a8 visk capital, thws cresting repaymsut capacity. The ressit te be
loms vwill mot be
nade that othervise would have been made, such losns may be smsiler sad
not fully sesponsive to the finamcial roquiremsat, smortised isstallmsmts
80 dowbt will be lacger them practical aad meturi riods will be sherter
than otheswise. Thess restrictions ia the extassion of oredit will
chvicusly be harmful to most cooperatives aad to the farmers they serve
and to the commmities ia which they oparats.

Most cooperstivas hawe soms type of capitalization plem which provides
for the replacemsat of saviags or retains capitalised ia prier years with
curreat sargias or per-mit retains. The cbjective and effect of ecach of
these plans {s to placs the burden of capitaliziag the coocperative ea thess
curreat patrons vho are benefiting from the cparstiens of the cecperstiwe
in diroct propertion to their wtilization of the cacperative. The lemgth
of time for which capitsiised eavings mmt be reteimed in the cecparstive
is dependent eu meny factors including the capacity of the coeperative te
peaerate met margins, whether or not nev investments ia fecilities ad
oguipment are baiag mads, aad the exteat to which the cocperative cam ad
dostires to utiline leverage em its msuber-owned cepital. The critical
clemmut in the capitalisation pregramc of all cooperstiwes is that the
retention and vetiremsat of reteined net mergins is satirely at the
discration of the board of directors sad, ultimstsly, the mesbersaip te
wvhich it fs directly acocomteble.

The prize £fect of this section of the b1l {3 to deny to cocperatives md
their sesbers the right to capitalise allocated te mabare which
are vetaised i the cocperatives. The capitalisstien programs of the
vast majority of csoperatives are based en the right end willisgeess of
cosparstive mmubers to reizvest in equity form porticas of the earnings
of their eooperatives which have besn allocated to them. Eaactasat of
these provisicus of sectica 331 would sariowsly jecpardise the comtisued
finselal stebility, borrewing cspecity, md effectivenass of amy
cooperstives ian improviag the profitability of their mubere’' formiag -
operations. This juigmest 1is bosed on our conclusiems regardiag the
feplications of the shove-meutioned prims sffect of thess provisiens &
11lustrated by tha folloving brief examples.
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Teble 1 compares the finamcial condition of a cooparative ot the end of

15 years on the basis of present levs and o the dasis of the provisiens
of section 531. This comparisca shows that the finamcial cemditien hes
chmged substantially for the coocperative operating wmder section 331 and
that any requests by it for term losmms at that poiat mwt be giwa com-
siderabis malysis, and 1f weds, must be an & much more comsarvetive basis
then to the other cocperative. This is trus becasse the tisk to the leadsr
1s greatsr, thers being no met worth to pretect the lemder.

Tobls 1. oqcuaotmumaucumm. 13 Yeors of
Operations Dnder Section 331 and Present Lwv

Balmse sheats Tresent. .M
skl 3N  areesak L
Total sssets 500000 Moo Mogwe
Current lisbilities $100,000 $100,000 $100,000
Torm 1iadilities:
Outside borvewings 100,000 100,000 100,000
15-year member {nvest-
neats — 200,000 ————an
Total lisbilities * $200,000 $300,000 $200,000
Nat vorth 200,000 S S 00000
Totsl lisbilities and
met worth D00 UReN LR

Aaswmtions:

1. Net saraings of 325,000 anmuslly.

2, Cash paymsat of 20 psrosat of saviags asch year ($5,000).

3. Remaiafag $20,000 sach ysar retained as capital and & 1ike
smouat of s prior tosws of wesber capital vetized ia cesh.

Hgtat The total cash paymsats in ftens 2 mnd 3 weuld fulfill the
50 percent cash requiremsst of sectim 331.

Tahle 2 compares the finmncial cosdition 5 ysars later sftsr experienciag

a poriod of reduced savings from that of the previows 13 years. During

the S-yesr period, the cooperative operating wndsr sectiom 331 would need
to retire $100,000 of 15-year mssber investmsmt (20,900 per year vas
retained in cach of the f£irst 15 years), but savings avsilable for retention
weuld total oaly $20,000. The deficit of $30,000 ia capital funds 1is shows
as being borrowed on s tarm basis. Although this period of reduced savings
bas seriouwsly affected the fimamcisl condition of the cosperative operatiag
wnder section 531, 1f it were operating under present tax laws it would



remain finsncially sound with its borrowing capacity and ebility to rvendsr
service to its wembers wmiwpaired. This is because the board of directers
has limited the retiremsat of equities retained in prior years to the amowat
of funds available from sevings. This has necessarily incressed the rewelving
cycle of equities to more tham 13 years but this flexibility {s essemtial

if cooperative members ate to sssums the ownership risks of their owa cesp~
erative ventures thus creating the borroving capseity their coopsratives
require to be effective.

Table 2. Cowparfson of Finsncial Comdition Following Five Years of
Unfavorable Operations Under Sectioa 531 and Present Law
(Based on figures showa in Table 1) -

Under Under

Ralsace shests sastion 331 REssent lew
Total assets $000 10000
Current lisbilities - $100,000 $100,000
Tern lisbilities:

Outside borrowings 180,000 100,000

15~year menber investments . 220,000 ———
Total 1iabilities $500,000 ~ $200,000
et worth ' —_— ' 200,000
Total lisbilities end net worth $300,900 $390,000

H
1. BRet eamings of $5,000 annually.
2. Cash paymsnt equal to 20 perceat of earnings each year($1,000).
3. Cooperative under present law uses excess cash (34,000 per year)
to retire old equities to maintsin net worth at $30n,000.
4. Cooperative operating under section 531 retains $4,0200 per ysar
but must retire $20,000 per year of 13-year {nvestments.

Note: The total cash payments in ftems 2 and & vould fulfill the 50
percent cash requiremeat of section 531.

Ensctmsnt of section 3531 would, as shown im Teble 1, transform the

character of the sesber investment in wmost cooperstives from owners' equity
to debt. The most salient and injurious implication of this result is that
the term borrowing capacity of cooperatives would be nrcatly reduced if not
destroyed by their insbility to fimsactally withstand seriods of unfavorsble
operatinn rasults as demonstrated in Table 2,



c’.

A bank for coopsratives or smy other lender comtemplating a term lom to

a cooparative opersting wnder section 331 camnot avoid giving priss com-
siderstion to two unfevorsble facts: (1) The cooperstive fs faced with
annusl obligstory retiremsats of mesber fnvestments pursusat to section 3531
which are equal to 80 perceat of its swerage long~term annual savings sad
substantially grester thas its recent capacity to gemerate savings; mnd

(2) no vepsyment cen be smticipated mless sod wmtil net savings excesd
the long-term sverage or as it mey become possible for the cooperstive to
achisve its loag-term averags net saving with a lower asset inwvestment.
Obvicusly, the term leadsr would be forced to tatlor his lending policies
regarding loms to cooperstives in recognition of the fact that as long as
s tsrm loas {s outstanding to a cooperative operating umder the provisions
of section 531, he must be prepared to realize on security in satisfection
of the lom. The potential for rapid deterioration of the financisl
condition of the cooperative and his position would be costinual smd, to

& great extent, bayond his control or that of the organization's board of
directors allowing, st best, s restricted graces period during which necessary
sdjustments to operations can ba identified and effected.

The insscapable conclusion {s thst the enactment of section 531 would do
serious harm to most cooperatives and might actually destroy s number of
thes. While the purpose of section 331 appears o the surface to assure
cooperative members of receiving their allocations in cash within & stated
period of time, it would in actuslity deprive meny cooparative mssbers of
the orgmisations wvhich they have been encouraged by Congress to build in
their own interest. Additionally, the enactment of this sectiom of the
House bill would effectively preclude farmers from acting tomether im the
future to allevists their incoms problems o their own initistive.

Inssmuch as section 531 would not incresse tax revenuss, but would impair
the capacity of farmers through their coopsratives to provide, and obtain
finmcing for, marketing, purchasing, aad farm business services for
themselves, the Federal Farm Credit Board and ths banks for cooperatives
consider it to be in the public intarest that section 531 should be deleted
from the tax reform bill.

33-758 O-69--No. 8—2¢4



The COOPERATIVE LEAGUE of the USA
a nationsl federation of cooperatives
" Olanley Dreyer, president

= « = Recownends deletion of Section 331 of H.R. 13270.
=~ = = Poiats out that this section is discrimimatory to coopesatives.

-- mcnmwummm-mhuumcmmmv
to explain thair opposition.

- =« ~ That cooperatives would be handicapped severaly in raising
dovelopment capitsl.

=« = « That this legislatiou presmpts & proper functioa of the coopers~
tive's board of directors.

= = = That it would place a vosdblock in fromt of cooperstive develop-
Beat at a time when govermment policy is to emcourags coopers~
umu.mumm»mmumMm
huﬂmqﬁmp”motmunm. ’

muommmmmmmwnch&m
aonenu. 0mces: 60 East Van Buren Sirest, Choago, Mol 00006/315-000-07%6

Snhert 8. Muwow, shgimen of 9o boavyd
Thomes 4 Gormen, vivp-chobmen
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TRSTIMONY OF THE COOPERATIVE LEAGUE OF THE USA
70 THE FIMANCE COMMITTER OF THR U.S. SENATE
OM THE TAX REFORM ACT OF 1969 (N.R. 13270)
BY JEAKY VOORHIS, PAST PRESIDENT OF THE LEAGUR

Septender 22, 1969

ﬁ Tax Refors Bill, ss it pessed the House of Representstives, contains
provisions affecting coopsratives which are 111 conceived, discriminatory, '
extremely d-n.m to Americes farsers, snd uluch, it uuny mtd dato
lav would be puuun in nature.

One such provision would require sfter s short period of ‘yutn that
cooperatives must pay dc ulf'ty.pn cent of their purmo refund ia cash.
Another would require that uptul. invum of mpcuun members be
rcmudtotb-mmhvtthhuymo. provutonommcdu
the Tex Refors BA1l vithout any notice whateosver having been given to
cooperative organizations or businesses. They wete inserted after the
Committes on Weys and Means had, however, heard testimony from professional
opponsnts of cooperative business eatexprises. 1 shall not in thﬁ statenent
Muukctomudont@ohtuoufakmoot this procedure. Por it is
plain to ses. I will only express deep sppreciation to this distinguished
Committes of the United States Ssnate for inviting testimony from mtlm
on this vitally important subject.

Weither shall I dwell at any length upon the values and contributions
to the luclth o! our national luc and economy which coop.ntm institutions
have vads and ere meking today. 1 shall only point out ‘hat agricoltural
cooperstives are the one bcit. hope, if not the only substantial hope, vhich
the iadependent mu-oporuid farmers of this country have to survive in an
economy dominated by huge monopolies, soms of which are attempting '
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st this very moment o izvade the field of sgrissiture and drive the inde-
peadent farmer out of usiness. Comceraing cooperatives ia gensrsl, it mey °
be pointed out thet they are & legiticate and uaieue form of velvatsry eater-’
mmmnm.muumdm.mwmmmm
om.umtutnuum.otmumwmum'mm
life. mmxmawtcﬂmmmt-uhommao!mb ‘
nesses today only because the cocperative form of mlneu saterorise W
that door to tham.
mnytmum&mmtummm”;mudumy Ia
m:mwumn.s.umcmmmfmotmu
ttmoylw»tmmhumdmmtmmcunmo!mum
thuumkth-unymofmty. mmmumnnumum
enouga capital to meks ueh cooperatives visble umuum Svery mc
maat should be given to these cooperstives to sccumulats capital. ind it noad
mayuwutdatmmmun'cpm‘umhumu. It
wst be supplied Jasically by the nemlexs. |
'mumuummuupmtmunuunmmwmmt
a fatal dlow wuld be struck at the hops of cooperatives of low-income peozle
to accumulate the modest capitel viich tivy muat have.
fumhmpdtqhuduhwuumnmcnw,hmt
of additionsl revenus. mmmoummxsmwmuewumy
bamerad out by the Congress uho dmluuly wuu au bo:h cooperatives
umnmmmmanmﬁmm quc

mmzmmcmymmummrmuuuumu

to nmbers and contsins uquiunuu of the ouutuil charscter vhich require
mumudmu‘mhﬁulewm:umin.mx '
of thair patromage refunds in stock ox certificates of imvestuent before the
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cooperativa is allowed to treat those payments as “qualified patronage refunds."
While this provision laid very onerous additiomal burdens npon coopsratives,

it nonstheless raceived slmost genersl support from cooperative organisations,
and 1 am confident that practically every mesber of Congress believed when

thet Act was passed that the question of taxation of coopsratives had been
well aod thoroughly settled for & long tise to coms. |

1 feel, therofore, Mr. Chairman, that cooperatives in this country are
entitled to regard as 11l timod, 111 conceivad, and a dresch of faith the
inclusion of this discrintnatory provision in the pending legislation.

. Congrass does not presume to tell tha other segments of the business
community how they must disposs of their dividend payments or thair patronage
vefund rebates if they make any. Why, then, should cooperatives be einglod out
in this meoner? 1It is hpormc to bear umd that cooperatives caanot, fn
the nature of the case, raise capital in the ssme mannar that other businesses
do. The sharos and securities of cooporatives never rise above par, are not,
therefore, in any way objocts of investment for the aversge invaestor, and are
of veal value only to those who need and use their soxvices.

Patronago refunds paid in non-cash form constitute tha membor-patron’s
contribution to the capital of his cooparativae. The nature of that as a
capital subscription cannot be blurred lvi‘thout soriously damaging the oppore
tunity of cooperatives to sscurc the financing they must have to stay in
businoss. Tha l5-yesr pay out requirement would probably do that very kind
of damage. The enemios of cooperatives know this vory well indeod. That is
vwhy thoy have proposed it. ‘

And again -- vhy should Cougrass place such a roquiremont on coopora-
tives vhen it docs not propose doing the same thing with rospoct to tholr
competitors? Such a provision -- across the board -- would havo to provide
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that all corporations retire their outstanding stock every 15 yeirs and
begin all over with their financing. -

It is pertinent at this poiat to recall that the obligation to return
as patronage refunds to patrons their proport!omia share of carnings is no
exclusive provincc of cooperatﬁes. Any business, including the large corpora~
tions, may obligate itself if it chooses to pay back carnings to patrons in
proportion to their paitomge Just as cooperatives do.

The pertinent fact is that othqr businesscs do not choose to do this.
Cooperatives by their very naturc must so choose.

Jpponents of cooperatives make 'it their Mineu to misrepresent the
essential differences betueen coépetatlvu and other businessas. They delib-
erately call patronage refunds dividonds and speak of the net margins of
. coopentﬁas as profitu. They speak c;t mamber-patrons and sharebolders as if
tacy were the same. They are not. They disregard the essential fact about
a cooperative business.

That fact is that the cooperative is formed, owned, and controlled by
thie same peopla who patronize it and by no one clse.

Honce the cooperative binds itself to operats on & non-profit basis so
far as business vith its membors is concernod. 7The earnings vhich result
from business with members legally belongs to those members, not to the coopera~
tive. In othor busincsses the esrnings belong to the business not certainly
to its customers or patrons. Such a concept sounds ridiculous on its face.

Tne cooperative business sust return to its memvers all of their share
of thne earnings.

On any businass a cooperative doas beyond this and which it is not

obligated to roturn to mombers it is fully taxed st regular rates.
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But the sccond point is that any business mey if it choosas opercte
as cooperatives do -~ provided it obligates itself ahcad of time to return to
ite customers -- not its stockhbolders -~ their share of profits. Other busi-
nesses want to keep their profits or to pay them in dividends to sharcholders -
mostly the former. ‘ ' ‘

- They can do that,

Cooperatives cannot.

This is an ussential basic difference and the tax laws dove olways
recognizod it. So havo the courts. & ‘

It should not now be blurrod by action of this Congroue, nastily takean.

Hoither should it penalize cooparatives nor deny them their main oppor- -
tunity to gain the working capital they so badly nced. .

Rememboring that hardly eny cooperative members ars ia any sense woalthy
people, it should be quitc clear that the one best tima for them to make invest-
ments in their cooperative businesscs is when they receive fiieir patronage
refunds. What in practical torms it mcans when a portion of those petronage
" refunds are paid in sharos or curtiﬁcnte_s of ownershifp is this: it means
that instead of simply receiving a certain mvaber of cosh dollars, the coopera-
tivc member receives his shore of a new or improved fertilizer plant, milk
processing plant, cotton sead 911 aill, petroicua facility, feed mill, or other
facility, which will strengthen basiczlly bis cconomic position and enable him
to stand tallor in the market placc.

Again, in practical effect, what tha bill as it came from the House
proposes to do is to tell cooperative mcabers that they aru forbiddem to
authorize their coopcrative to invest their patronage refunds, above the 20%

cash requiroment, in any kind of plant that would expand or improve the
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services of that cooperative to its members. .
1 do not believe the Senates, orvind«d iho liouse on reflection, wants to
say 8 thing like that to Awerican citizens. . It is, howaver, precisely vhat
m of the most clever opponents of coopctactvog .“ those who mld likq to
cripple their co-potitivo position would indeed like to have Congress say. -
For all of the foregoing reasons, it is the earnest hope of the. |
Cooperative League of the United States and certainly of your present witness,
that this distinguished Co-:ltt” will in ;to wisdon elininste th 331 from
this Tax Qeform Bill because it is s punit:iu‘ provision against cooperatives,

and raiun not one cent of adﬁ!.t.:lou.\ Tevenua.

¢

’
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) NATIONAL COUNCEL OF FARMER COOPERATIVES, 1200 SEVENTIENTH STRELT, NLW., WASHINGTON D.C. 20006, TREPHONE ORI 609-1538

POy,

STATENENTY OF
FATIONAL COWNCIL OF PARMIR COOPRRATIVES®
In Opposition te
Section 331 of N, B, 13270
_ Tax Refore Act of 1969
MPRE TR

September 22, 1949

# Presented by Melvin K. Sims, President
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1.

Ldentification of Witness and Organisstion . . ¢« ¢ o ¢ « o &

m“mooocloooh0.000-'.00!0.0..0

IXX. Waat Section 531 Provides. . o « « ¢ o o ¢ ¢ 0o ¢ 0 0 0 0 ¢

".
v.

Sackground to Inclusion of this Sectiom in the Bill, ., . . .
Why Section 331 Should be Deleted.

‘.

2,

3.

LN

s.

It is dased on the atronseus premise that the
senbers and patrons of a farmers' cooperative

do not individeally have a choice a8 to {avest-
sent of part of their patronage refunds in the
em“".‘l‘.l.I’O'QO"..'..-

It {s arbitrary and would be an uswsrranted
dictation by the federal government to the mem-
bers of coopriratives as to how to finaxce and
qnt.t.thlti.tﬂll..'............

The proposed requirement that cooperative
corporations retire the capital contributions

by meabers and patrons within 15 years or any

other specific period of time is discrimina-

tory and punitive in that mo such requirement

{s made of other corporations, partnerships or
mmm”mm..l......l'..

Wile Section 531 is not estimated to yield any
cteveaus gain or loss to the federal goverument, it
will actuslly result in the loes of revemie. . « » «

The required comversion wader Section 331 of wewber-
oship capital from equity to debt would seriously
and iwmediately impair and ultimately destroy the
borrowing ability of cooperatives to soundly finence
growing farwer demand for services and facilitfes. .
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6. Section 531 would produce grave and costly eaforce-
sent prodlems for the govermmeat and complismee
problems for farmer coopexatives. « « ¢« ¢ o o o 0 o o o

Vi, Concluafon . ¢ ¢ o ¢ s ¢ s ¢ o0 s s 860000 tosocervaocs

VII. Appendix

A. Bection 331 would underwine the "Capital Pund Nethod
of Pinancing” wvhich has been adopted by am inereasing
mumber of cooperatives with approval of the Intermal
Revenue 8etvic8. . ¢ ¢ ¢ ¢ s s 066 0 006000 ”‘

8. Section 331 would impose hardships and isequities om
the members and patrons of sany cooperatives throwgh
the proposed limitation of the application of cash
payments in excess of 20 percent to retirement of "any
“‘“M written notice of allocation” ., « « « « poge 3

C. Opinions on the Constitutional Question . . . . . page &
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Btatemeat of
Matiomal Council of Parmer Coopsratives
in Opposition to
Sectiom 531 of B, R, 13270
Tax Reform Act of 1949
befors the
Semate Committes on Pinance
Saptember 22, 1969

ldsnsification

1 am Mglvin B, Sims, President of the Neticnal Council of Parmer Cooperatives.
The Council s s national organisatfon whose members are farwsr-owned and farwer-
controlled cooperative assoclations engaged in marketing practically every type
of agriculturs]l cowmodity and furnishing the major types of farm supplies to
their members and patrons. Approximately 4,500 Larmer cooperstives serving several
sillion fatwers are represented in the Council mesbership.

1 wyself am a farwer and reside at Liberty, I1linols. Since wy return from
active duty in World War II, I have in psrtnership with ay drother opsrated ocur
fasily fare in Adams County, Illinofs. My livelihood comes from fareing and 1 aa
not now and have never been a salaried employes of any of the cooperatives with
which I have been aftiliated.

1 becams intarested in coopsrative work when I began farwing in the 1930's
because 1 learned early that only through cooperation can farmers hope to get &
fair return for their products and share equitably in the utl@l focome. 1
have contributed much tims, effort and capital to the local, state and regiomal
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cooperatives of vhich I have been a mesber and an officer. I have done this be-
cawse { have learncd through experience that self-help is the only scund end
enduring basfe on which Carmers can hope to protect their imterests ia building
8 strongsr agriculture fres from government aid and domimation,

In appearing before you today on bedalf of the Coumell, I speak as ome of
hundreds of thousands of farmers who csumot be here is person but who are sesking
daily through their own cooperative tusiness organisations to get a fair returs
from their faruing operations throwgh their owm efforts. !»uluonc!t‘.t
largs group of farmers who have built their owa cooperative organisstions and
whon the sponsors of the cooperative section of this bEiil profess they seek to
halp, I know that their proposal would do us frreparadle are.

Iesiticn

We are opposed to Sectiom 331 of B, R, 13270 which would substantially and
adversely changs the present methods of finmancing cooperatives and we urge your
Committes to delete this section in its eatirety wienm you report the bill to the
Senate. In suppoet of our position 1 shall summarise what the section provides,
shall discuss the background to fmclusion of this section in the di1l and shall
explain the subetantive reasons why the section should be deleted.

St Sec, 331 Provides

The present ainimm 20 percent reguirad to be paid im cesh of patronags
refunds of all cooperatives and non-patronsge distributions of "exempt” co-
operatives in order to qualify the total pstrocage refunds and non-patronage
distribtutions for deduction by the cooperatives would for tazable years beginaning



Tage 3

in calendar 1970 and for ten years thereafter bs increased 3 percent ammually,
Thus for tamble yesrs begioaing in 1979 and thereafter the required total mini-
wen cash pagment would be 50 parcent of the total patromsge refunds of all co-
operatives and non~patrooages dlstridutions of “sxempt” mclm instead of
the present 20 percent in order to gualify the total patronage refunds and such
. non-patronage distributions for deduction by the cocoperatives. Nowewver, the
amounts in exoess of 20 percent required to be paid ot in cash ia future years
could be paid to patrons of the current yesr or could be paid ia redesptiom of
past allocations.

1n addition, for tazable years begimming in calendar year 1970 and there-
after (1) that part of patronage refunds of all cooperatives and non-patronags
distributions of "emmpt” cooperatives wot piid currently in cash and (2) per-
unit retain allocations, fn order to be qualifisd and thus deductidle curreatly
by the cooperative would bave to be payeble in woney within s 1S-yesr period
beginning with the close of the taxadle year. This requirement, wsder the di1l,
could be met by appropriate By-lew provisions requiring swch pajyment or by an
waconditional written evidence of indebtedness isswed for the remainder mot paid
in cash which matures within the 13<yuar period.

The present basic tax treatment of coopsratives and their patrons was enacted
by the Congress In the Revenws Act of 1962, Preceding this ensctment there wers
public hearings on the subject befors ths Houss Vays and Mesns Committes on 13
heaving days in _th consecutive yeare 1958-61 at which x.o'to pages of publie
testimony were presented. Theteafter, 272 pages of pudlic testimony m pre-
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sented befors yeur Committes on two hesring days in 1962 prior to the ensctmeat
{n the Revemus Act of that Jear of the current tax treatwest of ccoperatives and

their patroms,

foxy

“ <3

> a0t

Bouse Vave and Meace Cosplites. Our sesrch of the 3,690 pages of the fifteen
volumes of the pristed hesrings betore the Nouse Ways and Means Comsittes on
Tax Reform, 1969, discloses refsrence to the subject by caly ome witness.

That vitness, Mortiner M. Caplin, of the lsw tire of Caplin end Drysdsle,

a tormer Commissioner of Internal Revenus whes the Revemme Act of 1962 was en-
scted, testifying on behalf of the Neticeal Tax Bquality Assocfation on Pebruery
28, 1969, before the Bouse Vays and Meens Committes, advocated that which the
Mational Tax Bquality Association hes sdvocsted wnsuccesefully for over 20 years--
that the earnings gemerated by farwers through their cooperatives ehould de sub-
Jected to a dowble tax, tiret st the scoperative level and what thea is left at
the farmer level. This long time alm of the Netfomal Tax Equality Assecistion
was refectedcloarly and we thought tiually by the Congress fa 1962 vhem it
sstablished a detailed procedere for the cbtainlag of a single fncome tax efther
at the cooperstive or patren level on a1l eatuings generated by the oparations
of the cooperative.

Tis plea for doudle taation of cooperatives by Me. Caplin st the Nouse
Ways and YMeans Committes hesrings was clesrly axtraneous to the anncunced sud-
joct of the hesrings. In the press releass of Jumsary 29, 1969, by the Chairean
of the Nouss Wsys and Means Committes, ansocuncing the pudlic hearings to begin
oo Pebruary 18, 1969, there was given & coaplete cutline of the swbject matter of
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the Marings on which “Tastigoay vill be Fecelved,” Under the 17 subjects fn-
cleding 62 sub-subjects amnownced in the prass relesss there was 0ot one woed
which direetly or indirectly suggested that gny tastimcay would be recsived or

W“*ﬂjﬂtduﬂuﬂmuwh.
development of a tax refors DL1l this yesr. Thaze vas sound reason why this sebd-

Ject vas wot (ncluded and was not contesplated to de inginded within the scope of
sction by the House Vays and Meaas Conmittes 1n the ares of tax refors,

An honest effort has besn made by cooperatives and their farmer members.
throughout the cowntry to cosply vith the spirit and the letter of the provisions
dmwmmmcotemtimmmtrptmwwm
{n 1962, The covplaints concerning this tax treatment have been fow and have
come largely from the competitive business {nterests which wast.to handle a larger
share of the farmers’ business. There has been peactically no litigation over
these provisions. ‘ S ‘ |

Secondly, and more important, there has been 0o published study on & matim~-

wide basis by the Internal Revenws Servics, the U, 8. Department of Agriculture,
any government agency or anyone ¢lse as to the capital structures and methods

of finascing of all farmer cooperatives i the countsy for aQY Yeak o€ tor the
full six-pear period since the current tax trestment of coopsratives became
effective for fiscal years begiuning after Decesber 31, 1962. Congress 414 have
full facts bafore it in 1962 ia the form of two studies by the Farmer Cooperative
Service, U. 8. Department of Agriculture, "Methods of Pisancing Farmer Co~
operatives,” published as General Report ¥o. 32 in June, 1957 and mm..
Pund Method of Financing Parwsr Cooperatives,” published ss General Report Mo,
Al fo Merch, 1938, Your Cowsittss and all isterested parties then hed recent
facts a3 to the pertineat operations of farwer cooperatives upon which to base
decisfons. But they do not have any such facts today. |

&
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Suddenly, in the absence of euy published or kmown facts on which to base
an {nforued desision, after the executive session of the Vaye and Means Committes
on July 23, 1969 ao it was nearing the end of its exsoutive sessions, {t was .
announesd that the Committes hed decided tuhth!z;oimnmw_:g-
quired cash payment of ecoperastves to masbers and patrons begimning in 1970
trom 20 peresnt to 30 percent withis & thres year period and to require cash pay-
ment of all vetained carnings ia five yesre. After the members of the Comaittes
heard frem the grase reets as €0 how quiekly such a requirensst wosld liquidate
wost of the Larwer ecoperutives (n the eewntry, the Committes, six days later on
iy 29, in Lse fins) deafeton adopted the mtm}rumw«n you.

1 shall sew €loeuss the substantive prectieoal reasons why thie proposal
ohould be rejectad in its mtirety.

A

P Y "\

i5.40.baned 00, the sctanatne acenise that the scabers. and pairens of.8
fatmass’ sowenfiine de set tatividmlly have o shoiss a8 to Levestaent, of pact
st.shaiz sattonsse sabinda.ia She soeaecasives '

The taye and Mesns Conmittes report sovampanying this dill states in pert
a8 to Teasons for the changss proposed by Ses. 331 that under the wethods of
Mhhnmunmnmdmumumuthuuﬁl
of the cooperative, “the patece often doao %ot have as independent choice
betwesn favedting cash patrenags allocation or perewait retais allocetion in the
cooperative or retaining i for his owa use.” - The report also states that “This
clotooumty-hlym-m‘unm..muuywmmm-
of a patron’s funds even though he is not a member, or became a sember after the

L)
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cooperative’s practices 1% this regerd were established.” These statements ave
oot in accord with present law and practics.

0f course the uembers of every lusiness enterprise adopt rules and operating
procedures for the conduct of the business.  Thoss rules and operating procedures
are, as ‘to cooperatives, adopted by their members or by the mesbers of the Board
of Directors elected by the members {n accordance with the specific requivements
of the governing state statutes. Those rules and operating procedures when
adopted by the majority or other legally required percentage of the Board or of
the members are binding wpon all wembers and not only on those who favor their
adoption. In such menner are all democtatic business entsrprises operated. In~
Seed, decisions by a majority perweate thas whole fabric of cur economic, polftical
and social structure, ' ‘

But with vespect to the part of a patronage vrefund that a sesber or patron
is vequired by a cooperative to invest in the capital of his association and -
include in his tamable incoms, he doss heve individusl chiofce, indeed an “fne
dependent” cholce. Under Sec. 1388(c) of the Intsrnal Revenus Code, adopted by
the Congress in 1962, members of coopsratives bave to be furnished s written
notification end copy of such bylay” requiring capital contrituticas of parts
of their patronage refunds before the obligation fs effective as to thew. In=
doed, the Income Tax Regulations (§1.1388-1 (c)(3)({1) fssued by the !nt;ml
Revenus Service for the aduinistration of this provision in the law go a etep
turther to insure that mesbers and prospactive members of a cooperative have an
individual and fully informwed choice by providing that: .

"The written notification from the thln organisation
must inform the patron that this bylaw hes been adopted and of its
aimificance, The notitication and copy of the bylaw. shall be



siven peparataly to each member (or prospective member); thus, .

a written notice and copy of mumuwﬁ,muw is

amumu'&mem'o place of business are

not sufficient to qualify a weitten notice of allocation vader

-m- subdiviaton," (Mmphesis added)

Thus, lthqu“orw»muw
and fully {nformed decision under existing law whethar he will retaia or obtain
sembership {n the cooperative with the obligation for capital comtribution accom-
panying it. If he makes the individual, independent apd voluntary choice to
obtain or retsin wembership after receiving written nitice of the required cepital
contritution sccompanyiog membership, he thereby comsents to the investment in
the capital of the association from his patromage vefund incoms.

As to patrons of a cocperative who are not members but deal with it as
noomenber patrous they have the right under Sec. 1388(c) of the Cods enacted in .
1962 to decide {ndividsally vhather they will meks & comperable coatribution to
the capital of the cooperative and include {t in thelr tamble incoms. As to
those individual nonmember patroms who do not elact to do so they incur no oure
ront tax liability with respect to the patronsge u!qd. As to these nonmesber
patrons who do not thus consent the cooperative and not the patron pays the |
current income tax thereon, '

Contnrytooumuuonpy 168 of the House Ways and Means Committes
Report on this bill, under present law the members of a cooperative "3 g group”
do not and cannot make the cholce for a patron who is not a sssber betwesn in-
vesting his patronage allocation or per-unit retain allocatiom, or & part thereot,
in the cooperative or retaining it for his omn use. A The nonmember patron wmist
give his con.gnf Sndividually in a written agressent and if such consent {s not
given the cooperative pays a current corporats tax on the patron's pfmp
refund, or part thereof, vhich fs not paid in cash. (Sec. 1388(c)(2)(A) I.R.C.)
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Members of & cooperative have an ndlvidus] choice under existing law .
(Sec. 1383(c)(2)(B) I.R.C.) as to whether they want to continue mesbership in
the cooperative and aseums the obligations as well as reap the benefits of
membership gtsr they have received "s written notitication and copy of (the)
bylaw? advising them of the required capital contribution of all members,

Thus, the members and the members alone and the noomember patrons of co-
operatives make the jndividysl decisions whether they remsis ot becoms menbers
and patrons of & coop.u_ttn snd whether they thus assume the obligations for
capital contributions that accompany their membership and patronags.

It is clear on the basis of the recorded action of the House Ways and Means

Committes that the final eslection of the additiocnal mandatory minisem cash pay-
ment of 3 percent per year for 10 years until s minimum of 50 percent is reached
and the £inal selection of 13 years as the period within which the remainder mot
currently paid in cash aust be paid are grbitrary. Ve use this word thought~

fully on the basis of its dictionary meaning of "sqlected at xendon and witboyt

Reagon,” . ‘
First, the Ways and Means Committee anncunced a tentative decision follow-

ing an exscutive session on July 23, 1969 to propose an lncru« in the present
requirement for cash payment of 10 percent per year in 3 years to reach ths 30
p;mmt tigure and to propose payment of the resainder in cesh in'3 'guu. Then
6 days later, the comittes changed the period in which the incresse 1a cash
payment from 20 to S0 percent should be accomplished from 3 years to 10 years,

387
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Likewise, n the sase short perfod of & days the time within vhich the retained
_ capital sust be paid cut was l.nctuud.!m 3 to 15 years,

Fot cne "reason” is given by the Ways and Mesns Committes for the sslection
of any of these increased percentages or psriods. There {s no indication that
the Committes gave any consideration wvhatsoever as to the effect upon the opera=
tions of farmers’ own business associations of such dictaticn to them of how. much
the members should contridute to the capital of their associations and when they
 wust pay out the capital thus contributed. . .

The Ways and Meaus Committes Report etates only the gonclugion that:

“Your committes believas that patrons should be given
assurance of a larger share of ﬂu. patronage allocations
that are included in their taxable income, and that amounts
tetained by the cooperative which have besn {ncluded in s
patron's income, wvhether patronage allocaticns or per-unit
retaineg, should be paid to him not later than 1$ years after
the close of the taxadle ’“t; with respact to which the
allocation is made or the retain certificate is fssued.”

In striking conmu“'to the absence of any known or stated "reason” for
adoption o! ths proposed ulgluto,nlntu 50 percent cash payment figure by the
House Ways and Means Cossittes, the Senate Comsittes on Finance in 1962 had
and stated g specific regson for adopting the 20 percent figure which bacame law
and is now in the statuts. ) '

Some of you who were weabers of this Committes in 1962 will recall that when
the Revenue Act of 1962 (R, R, 10650) came to your Cosmittes. from the House
of Representatives it provided for withholding on interest, dividends and patron-
age dividends at the rate of 20 percent. The specific changes on thin point
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vhich vere made by your Committes and later enscted into law were reported at
page 112 of the Report of the Committes on Pinance on H, R, 10650 (Report No, 1681,
87th Congress, 24 Session) as follows:

"Your committes’'s bill has substituted for the with-

holding provieion a reporting systes for dividends,

interest, and patronage dividends. Howsver, in the

case of patronage dividends, withholding slso served

the purpose of providing the patron with at lesst
- enough funds to pay the Lull firet bracket tax on any

qualified allocations taxable to him., Your committese

believes that it would be unfortunate to require the

patrons to report these qualified allocations for tax

purposes without being sure that the cooperative mede

availadble to the patrons gnough cash to pey st least
she £iret brackst fncoms tax, To give assurance that
the cooperative provides the patron with gt least

ancugh soney o pey thie £irst bracket tax, your com-
uittee has provided that cooperatives sust pay at least
20 parcent of their petronage dividends (and in the case
of tax-exeupt cooperatives other income distriduted on a
patronage basis) in cash {f the cooperatives are to re-
ceive any deductions for allocations (and the patrons are

to be required to include any such amounts in their income).”
(Bmphasis added)
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Lot us look at the resulte of the application of the reasoning of your
Comsfttes In 1962 to the situation today. Por 1968, I an informed that the tiret
bracket income tax rate was 13.8 percent, including the surtax, Under the pro-
vistons of the bill as eent to you from the Wouss of Representatives, 1 under
stand the effective first bracket rate would be substantially 1ess.

Let us exanine the pertinent factual sftustion a dit further. The gyersgs
realised net farw income per farm operator in the U, 8, in 1962 was $3,424,)/
Yor the AYaLaKe farm operator with such farw income fn 1962 who wes eingle and
took the standerd deduction, his net taxable incoms would heve been $2,481,60
with a tax of $496.92 at an effective rate of 20 percent,

How does this compare with the current situation? ‘

The avarage realised net farm inaome per farw operator in the U, 8, in 1968
vas $4,841,00,1/ Por the AYerafe fare operator with such fars incowe in 1968
who was single and took the etandard deduction, his net taxable incose would
have been $3,736,90 with a tax of $708,19 at an effective rate of 18,8 percent.

From 1963 to 1968, net taxable incoms of at least $22,000 would be rvequired
to be subject to an effective 'uz rate of at least 30 percent,

Hence it {s unmistakably clear on the basis of these facte and the pegeong
atated by your Committes in 1962 for satting the minfwum required cash payment
at 20 percent, that there is no justification for the proposal to increase the
oinieum cash psyment in order to qualify the patronage refunds for deduction by
the cooperative,

We have been unable to learn any peagong for the selection of the 50 perw
cent cash payment figure or the 13-year figure. There has come from scws members
of the House Ways and lluﬁu Committes rveference to one point that might have had

sone influence on the action taken.

J/ Vare Income 8{tuation, July, 1969, Tadle 3D, page 70
Zconomic Research Service, U, 8, Department of Agriculture
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Wention has been made of & Report Lssued in 1966 by the Cansdian Royal

Cowndssion on Taxation which recommended in effect that the Cenadian law be changed

80 that patronage dividends would ba deductible by cooperatives in computing tam-
able {ncome only to the extent that half of them had besn paid {n cesh, Ve are
informed that this and the other far~wveaching recommendations of the Canadien
Royal Commission on Taxation are rgcommendations snd ragcmendaticns only and thet
many of the recommendations of this Commission are unlikely to be adopted when a
bi11 {s proposed by the Camadian Oovotmne, Aside from the fact that thers is
no relationship between & moc & Canadian Cosaiseion and the forwula-
tion of a fair tax treatsent for cooperatives and their farmer members in the
Unitad States, it is sfgnificant that even thia Commission in Canada has got
Essommended any time limit on the retivement of cooperatives' membership capital
as 1o now proposed in 8ac, 531 of the bill before you.

other. corporations, pertnaxsbiipe of other business entarccieess

It is quite clear that the capital fnvested in nonecooperative corporations

or other business enterprises {s sudject to no regulatory or other requirement
by the federal governaent that it be tetired at any particular time or within .
any specitied period as is now proposed for cooperatives. . -

The practices and policies of cooperatives vary widely in their capitale
Lsation plans as determined by their mamhers on the basis of their individual
needs, In some cooperatives tﬁn {s a continuing need for new.and improved .

801
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facilities to efficlently serve the marketing and purchasing needs of their mem=
bers. Cooperatives cennot £ind cuteide of their members and other patrons adequate
sources for providing the capital to meat these needs. Wence favmsrs know and are
willing out of the sarnings of their cooperatives to contridute this nesded capital
to furnish the base on Which to finance the needed facilities.. They do this in
wary caves with the intent to provide a perwansnt or long-term eapital base and
vith no eXpectation that thelr capital {nvestment will be retired at any specitic
time in the tuture, ‘

By thus ntniltn; out cooperatives in compelling roumnt' of equity capital
by arbitrary federal edict, the 135 year retirement requirement would greatly re-
strict or cause nbcnd;ulu\t of beneticlal services historically provided by co-
opsratives to farser patrons which benetit not only themselves but conswmers and
the entire pudblic,

The historical method by which farmers have generated the needed capital to
ginance thefr cooperatives is from their operations, Sale or issuance of securi=
ties to the investing public has not been feasible or prasticable for coopsratives.
Liunited parwissidle returns on Lovestment in coopstatives, the fixed value of the
securities and the uuouil hasards of fareing operations have had no appeal to
grovth minded {nvestors. Hence farmers have found that the only sound ard
practicsl way to finance thelr off-the~farw businesses {s to reinvest wonfcs
otherwise paysble to them from their self-help business enterprisws to provide
the capital required for facllities, operations and as a basie for aredit.

Some of the larger, older and stronger cooperatives could perhaps survive
vith a 13 year requirement for retirement of their wembership equity capital,

Many however would sutfer a continuing etrangulation, become ineffective and
tinally collapse, 4 '

892
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Under many sections of H. R, 13270, the Report of the Ways and Means Come
uittes gives the "Revenus Rffect”, estimating the revenue gain or loss which
would result from the adoption and application of the proposed changes. The report
{s entirely sflent as to any "Revenue Bffect” estimated to result from the adoption
of the proposed changes pertaining to "Cooperatives." '

In theory, and in thaory only, it is estimated that these proposed changes
would not have any signiticant effect on tax revenus, This is because the ime
position of & requirement for a larger current cash payment and of a specified
tise for retiremsnt of the equity capital would not change the amount of the cure
rent or ultimate tax lublitty thereon,

However, in actual practice ft is inevitable that the damage that would be
done to the operations of cooperatives through the undersining of thelr capitsl
structures would gradually retard and impade their operations with decreasing
earnings subject to tax either to the cooperstive or its members and patrons.
This is the practical and predictable consequsnce of the application of the pro-
posed new rules, While some of the larger and older cooperatives aight de able.
to weathar the storm, at lesst for avhile, the ones which would sutfer the n;n
are those operating at the local level serying the small and medium sise fanily
farmers who nesd their services most, Many of these would gradually disappear
and be liguidated through the undermining of their capital structures,

In at least one area, the proposed requirement that wembership capital be
changed from equity to debt would definitely cause the 1088 of some tax revenus

808
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to the government. In some fnstances nonesxempt cooperatives pay lisited divi-
dends on the etock o other certificates Lesued to evidence dnvested patronage
refunds by membders and patrons, Thess dividends are uu'm of net earnings
ALSAK peyment of tanes, Through the conversion of these Snvestments feon oquity
capital to dedts by the proposal {n Section lﬂ. the payments theveon would be
Jnterest and deductible in determining the net taxsble fncome of the cooperative,
Rence the taxes payadls by the cooperative in such cases would be correspondingly
reduced,

u]d sarlously and Deesdlacely ISnal AL

H"’Xﬂﬂm*‘ nl"’l‘\'ﬂ!(s
op: lyes t0 gound; 3
demgn '('I’ﬂ')'?‘ Imﬂﬁ

There are several sources from which umr cooperatives borrow capital to
finance their operations. While some cooperatives can obtain limited financing
through commercial banks and other sources the major source of credit is the
Banks for Cooperatives of the Fars Credit Adainistretion which were established
in 1933 to provide a specialised credit service to farwers' smarketing, supply and
ssrvice cooperatives, . . : - L

"nuu‘.u.uo recent statistice on the amount of total borrowed capital by
the ltamr cooperatives in the United States from sources other than the Banke
for Cooperatives. The latest study by the Parwer Cooperative Service of the
United States Depactaent of Agriculture {ndicated that almost 38 percent of the
outstanding borrowed capital of Carwer cooperatives was supplied by the Banks for
Cooperatives, |
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Ascording to the latest inforwation frem the Vare Oredit Aduinietratfon, the
Banks for Cooperatives had loans ocutetanding as of June 30, gm. in the aggregate
awount of $1,594,600,000 to 2,933 cooperative uoooutlau.‘ 0f this total,
$649,200,000 (40,7%) was {n “Seasonal” loans and $943,200,000 (59,3%) in "Tora"
losns. The number of cooperative assoclations with $orp losns outstanding as of
June 30, 1969 vas 2,703 or 91,5% of the borrowing assooiations. Although a
specific breakdown on the maturity periods of these cutstanding loans e not avafle
able we understand from offfcials of the Pare Credit Aduinietretion that in acee
instances the maturities run up to 20 years, the renge on the mjority of these
loans is from & to 12 years, & significant nusber mature within 12 to 15 yours
and a relatively ssall nuaber mature within 13 to 20 years.

The latest information on the financial structure of the farmwer cooperstives
of the country {e included in a study by the Parmer Cooperative Service of the
U. 8, Department of Agriculture for the year 1942 which fs expected to be pude
1ished in the near tuture, Although this is nct current i{nforwation and Lt does
not reflect the situation for a year after the new tax treatment for cooperatives
and their patrons becams effective in 1963, it L the most recent information
vhich we have been able to obtain on a méton-vldo basie, Pertinent information
resulting from that study 1o as followst '

Total No, of Associations - 8,522
Assete T . ‘,.’22 .000.000
Jdabtiisien and equity capital '

Borrowed capital « 1,032,000,000 (19.4%)
Other 1labilities - 1,075,000,000 (20,2%)  8,322,000,000
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What do thase tigures show? They diselose the inescapable fast that the
capital structuce of farmer cooperatives would be immediately impsired and une
derwined and gradually destroyed through the isposition of & 13 yesr requirement
gor the vetirement of their equity capital, |

I¢ the proposal for a due date witbin 15 years or any other fixed time on
all membership capital should become effective, wembers’ investments would csase
to be equity and instead become debt capital, As the past fnvestments of members
in the equity capital of thelr associations are retired and with no new investe
ments by current members in the equity oapital, theve would necessarily be a
continued shrinkage and ultimate disappearance of their net worth, Obviously
ths sources of credit for finanoing their operations would gradually disappear.

The real viotims of this arbitrary and discriminatory action by federal
odfct would not be the cooperative corporations but the farmers themselves who
have built and are building these self~help business enterprises and would then
be denied the services and facilities they have joined together to provide through
their own investments and patronage.

It is beyond our comprehension that any cosmittes of the Congress or any
Administration would single out this one type of business - coopcntﬁu - and
dictate to their farwer wembers when their investments from their own tex patd
dollare must be retired from the business. Certainly the federal government has
not attsupted to so regulate the tmocmto of partners {n partnerships or the
investment of stockholders in their proprietary corporations. The 15-yesr pro-
posal in no respect can be classified as & reveme measure or tax refors, It
can properly be claseed oply as a regulatory measure which would bring about the
ultimate destruction of farmers' self-help cooperative business enterprises and
reverse the declared policy of Congress which statess

"It fe declared to be the policy of Congress to promote

396
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the effective merchandising of agricultural commodities
in interstate and foreign commarce so that the industry
of agriculture will be placed ona ﬁllo of u‘o;wllg
equality with other industries, and to that end protect,
control and aubm.u’ the m;rmtl of interstate and
foreign commercs in the marketing of urtwlﬁ'ul oome
wodities and their Lood producte ==
00.ooooooooooo‘onyoooooocooloooo
R N R RN A I
(3) by ancouraging the organisstion of producers
into etfective associations or corporations ynder
shais ova control for SCaatac unisy of effort tn
warketing and by promoting the gstablishment and
smed and : 2
sions and other agancies,” 12 U.8.0, 1141(a)(3)
(Bephasis added) ‘

The Sacretary of the Treasury in his testimony before your Committes on
September 4, 1969, stated that. 'The additional 30 percent requirement s complex
and cruiu sarious adminfstrative prodblems,” He recommended "that the additional
30 percent pay-out rule be eliminated.” l

With this recognition on the part of the Treasury Department which would
be responsible for adeinistering such provision, we believe no more need be
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sald to establish the complete lack of jestification for such provision on the
basis alone of the edminietrative prodblems that would be snaountered in an attempt
to administer it., Aduinistration and compliance under present lav {s relatively
simple compared to what it would be under the new proposals. We ask the members
of your Comsittes to try to visualise the utter chaos and exorbitant expense in
government auditing procedures and cooperative bookkesping ) attespts to rve-
speotively audit and maintain records on cash patronage refund paywents yhich

YALY Deroentage-vise each YRar over & tencyest pecied and which might under the

proposal be used g{thar a8 Pavmants to CUFEANL BAtrone ot in catitesent of alles
Sations of pest vesrs, It can properly be arked 'Tor what purpose would this

exarcise in extravagance and futility be undertaken?” In many cases, the costs

in record keeping would fur exceed the amounts of the patronage refunds involved. ‘

This would be particularly true in the cases of cooperatives operating over &

vide area with thousands of small farmers receiving utmﬁ refunds td cotle ;
paratively emall amounts,

It Ls regrettable that the Secretary of the Treasury in his appsarance be=
tore y;m- Committes on September & did not point out the complex and serlous
problems that would be imposed on cooperatives by adoption of the 1S-year cash
payment rule and recomsend that {c too be eliminated, let me point out just one
example of the divisive on'ocu upon many cmativu that would be certain
to result from the application of just m lprov'htou in Section 331 for ime
pﬁunttn( the 13eyaar rule,

. Bsction 531 provides as one way to isplement the 15-year rule, as followe:
“at all times on and after the date of iesuancs of such
written notice of allocation, the bylaws of the organisa~
tion require the remainder of such patronage dividend, or
such payment, to be pald in money within the 15-year period

-
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beglnning with the elons of the taxable year with
respact to vhich such written notice of allocation

1s wade, and the bylave provide that.auch Kequitement
£hoge sdversely affeqted, . .+ ." (emphasis supplied),

. What do the underl{ned wards wean and how would-the Internal Revenue Service
interprot them i€ such provision ‘ulml'd be enacted into 1aw? Let's take the case
of Cooperative A with 1,000 menbers, These 1,000 menbers receive for £iscal year
1970 patronage retund allooations averaging $80 each amounting to a total of ‘
$80,000, The Dy-laws of Cooperative A contain the provuteni in Bection 531 of
the bill as quoted above, The By-laws also provide that amendments thereto may
be made by the affirustive vote of 75 percent of the mesbers present at & meste~
ing at which a quorum is present. In 1985, thers is a severe drought, Cooperative
A operates at a 10ss and is unable to retire the patronage refund allocations
fesued for tiscal 1970, A memberahip mesting is duly called., 800 members ave
present. 90 percent of the wembers present congent to oamypd_tl»u time for retire-
went of the 1970 patronage refund allocations and 10 percent of the l-bo_ri pres~
ent do not consent, What happens then? What happens vhen the Board of Direators
of a propriatary corporation votes npi to declare . dividend to the aeocltoldo‘r‘l
by & vote of 90 percent decauss there have not besn sarninge from which to pey
a dﬁldond? What happens vhen 90 percent of the meabers of the lqpcu vote for
& bill and 10 percent vote sgainst it? o . | 4

The anewer {s obvious. All the members of a legally constituted body are
bound by the declsions of the majority or other legally pcg:g;tm percentage, A
But Section 331 would as to cooperatives by federsl law repudiste decisions by
& mjority in their application to & minority who éo not consent.
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This 13-year proposal in Section $31 when analysed in fte practical applice«
tion would vepresent a flagrant abuse of federal power and unprecedented inter-
ference with private business, It would tend to divide rather than encourage
farmers to cooperate to help shemssives. At this period in our national 1ife vhen
80 such {s being done waterfally by the federal ionruunt to assist disadvantaged
groups in our natfon, Lt {s beyond comprehension that the Congress would spend
any tine in evan considering a proposal whiich could only add handicaps, burdens
and problems for farmers who are trying to help themselves through their own

efforte.

Senelusion

1 appreciate the opportunity that has been given for me to present this state-
ment on behalf of the Council, ‘ '

Por the reasons documented in the statement, we rumttuny‘uru your Com=
sittes to eliwinate Section 531 fn {ts entirety from H, R, 13270, We slso respects
fully urge that the conferses from your Committes maintain this position without
compromise when the bill may hiconolydoud and action taken in conference,

Ve ricmln that there fo a nonou‘l disposition to seek compromise when

'contrmuul 1ssues are at stake. We sincerely belfeve that there is no Justitie

cation for any compromise with respect to Section 531 solely on the basis of the
fact of go public hearings on this Lssue before the House Ways and Means Committes
and po ndoqut‘ time now for thorough analyeis in public hearinge before your Com-
wittes of any compromise which may be suggested.

The operations of many farwer cooperatives today are being disrupted because
of ditticulties in the interpretation of hastily drawn provisions ineerted by the
Senate in the Revenus Act of 1926 to amend what {s now Section 521 of the Internal

Revenue Code, authorising specific deductions for farwer cooperatives which meet



certain stringent requirements in that section. Since Pebruary, 1963 » over &
years ago = the Council has been trying to get the Natfonal Office of the Internal
Revenue Service to publish an official interpretation of certain provisions nf
that section for compliance purposes, About five yoars ago Internal Revenue agente
in thefr auditing functions began placing intexpretations on certain proviefons in
thgt section different from the interpretations that had been followed since 1926,
To date we have no anewer from tha Service because of diftergnces in the Mational
Otfice betwesn the attorneys and adainistrative officials as to what the pro-
visions in question wers intended by Congress to mean. Ve urge your Committes

in the interest of sound legislation and fts subsequent proper interpretation not
to compound the prpblcn for govarnment and farmer coopor'atlvu that now exist
through Curther hastily drawn legislation which characterises Section 531 as -re-
ferred to you from the House of Repressntatives, ‘

There are defects and problems Lnherent in Section 531 in additfon to those
already covered in this statement, An appendix to this statement describes some
of thase defects and problems as additional evidence why Section 331 should be
ontlnli striken from H, R, 13270, The appendix aleo gives factual information
concerning certain opinions which have besn rendsred concerning the so-called
constitutional question fnvolved in the tax treatment of cooperatives and their

patrons.
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APPENDIX
~A=

Section 531 would undermine the 'Capital Fund Method of Pinancing" which has
en_adopted n_fincreasing number of cooperatives w approval of the In 1

It has already been pointed out to members of the Senate Finance Coumittee
that the provisions of the Tax Reform Act of 1969 adopted by the House of
Representatives includes a section relating to taxation of cooperatives which was
adopted without sufficlent consideration of the impact of this proposal on govern-
ment revenues or on operations of cooperatives. There is, however, one specific
method of financing of cooperatives which was apparently not taken into considera~-
tion in any way by the House Ways and Means Committee at the time Section 531 of
the bill was adopted, This is the "Capital Fund Method of Financing." We feel
that exploration of the unanswered questions which are ratsed in connection with
the capital fund approach by Section 531 of the bill will further demonstrate that
the portion dealing with cooperative taxation should be removed from the bill by
the Senate Finance Committes.”

DESCRIPTION OF "CAPITAL FUND" APPROACH

A basic precept in a farmers' cooperative i{s that equity capital should be
provided by the grower-members. The capital fund approach i{s deemed by many co-
operatives to be the fairest and wost equitable vay to determine what share of
capital needs should be borne by each of the grower-membérs. Under this plan, a
grm:'t capital contridutions are directly related to nu use of the cooperative
facflittes.

The plan essentially works like this. A period of time fs established for
acasurement of total crop deliveries by the cooperative's grower-members. This
time perfiod coneists of & sufficient number of years to equalize the impact of
varying external factors affecting crop deliveries, such as unusual weather con~
ditions, pest damage, etc.

After each delivery season, a tabulation is made of total crop deliveries for
the entire period, customsrily dropping off amounts delivered in the oldest out-
standing year of the period of measurement and adding deliveries for the current
year. Then a calculation is made for each grower-member of his proportion of
deliveries during this time period. Al3o, during each accounting period, the
capital needs of the cooperative are determined. BEach member is then responsible
for a portion of the capital needs which i{s in direct ratio to hlo proportion of
deliveries of product to the coopcutivo.

This {s then translated into a dollar amount for each grower-member. If an
individual's prior capital fund contributions equal his newly calculated require~
ments, there will be no retain or assesssent for capital purposes and he will .
receive 100% of his proceeds in cash. However, because of the pattern of crop
deliveries from year to year, it is likely there will be adjustments in each {n-
dividual grower's account every year, For example, if in a patticular year a
grower has delivered a larger proportion of the total crop received by the co- -
operative than he has in prior years, his share of the capital needs (assueing
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a static capital structure) will tend to increase. Thus on a per-unit basis of
calculation he will be assessed or will have withheld a dollar amount to bring him
up to his equitable share of the capital needs. Conversely, if he has used the
cooperative's facilities to a lesser extent, it will tend to reduce the amount of
capital established as his proportionate share and he will be refunded the amount
vhich represents an excess over his established level of capital contribution.

In the event & member withdraws from the organisation or ceases to produce
the crop handled by the cooperative he will have received his entire capital con-
tribution at the end of the perfod used by the cooperative to calculate the in-
dividual's capital contributions. Thus, if the period of measurement of deliveries
is six years, at the end of that time the individual grower who i{s no longer de~
livering to the cooperative will have received full repayment for capital con-
tributions earlier made, ‘ '

The basic question which is raieed in conjunction with the Tax Reform Act of
1969 1s how the 1S-year lfmitation period involved in Section 331 of the bill
affects this capital fund operation, particularly in the case of a new member or
one who continues to use the cooperative facilities. o

PULL DISCLOSURE AND APPROVAL BY INTERNAY, REVENUE SEXVICE

Prior to adopting the capital fund method of fimancing, the cooperatives
which have gone to this approsch have obtained rulings from the Internal Revenue
Service. In all instances the rulings have fndicated full approval of this ap-
proach, They further have indicated that there are no taxable consequences to the
cooperative at the time of creation of Capital Fund credits so long as any amounts
retained or assassed against the individual meaber are fully disclosed to him and
the meaber includes these amounts in his income at the time the credits are created. .

APPLICABILITY OF PROPOSAL TO CAPITAL PUND CREDITS

At the time of creation, then, the full tax is paid on these credits in
accordance with existing provisions of the Internal Revenue Code and regulations
issued thereunder. It should further be pointed out that a member who has with-
drawn or ceased to deliver products to the cooperative will receive repayment of
his capital contributions within the perfiod of time established for measurement
of the percentage of use of the cooperative's facilities by each individual grower-
aember. .

A question which is totally unanswered and apparently recefved no considera-
tion whatsoever from the House Ways and Moans Committee {s how the 15-year period
for repayment of por-unii tetaine will apply to a cooperative whose members have
adopted the capital fund approach. Perhaps an fllustratfon will be helptul.

Let us assume a wember of a cooperative who has capital credfts standing
in his name in the smount of $2,000 as of the year 1970, As a result of the
pattern of his crop deliveries and calculation of his equitable share of capital
needs in 1971, he must contribute an additional $100 in capital.’ In 1972, again
because of the factors noted above, his calculated share of capital contribution
decreases by $100 and this amount is repaid to him in cash, Now let us assume a
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very hypothetical sfituation, namely that for the next 13 years no adjustments are
required fn his capital fund, Then in 1986, 15 years after creation of the credit
in 1971, must the cooperative redeem the $100 which was created in 19717 Does the
adjustment that vas made in 1972 qualify as such a redemption? If the cooperative
doas not redesm the 1971 credit in 1986, what are the tax consequences to the
uenber and the cooperative? Do we get a different result depending upon whether.
the capital fund credit is created as s result of a per-unit retain or as a retain
from a patronsge dividend or by assessment? _ 4

CONCLUSTON

1t is obvious that the House Ways and Means Committes gave no consideration
at all to the complex problems and disruptive results that would flow from the
application of a 15-year limitation perfod (or any other limitation period) on the
capital fund method of financing which has been adopted and {s now in operation
with the approval of members of an increasing number of cooperatives,

This 15 an additional compelling reason why Ssction 531 should be deleted in
its entirety by the Senate Pinance Committee and no action be taken to change the
present tax treatment of cooperatives unless and untfl there has been an adequate
opportunity to consider the full impact of any changes proposed.

Section 531 would amend Section 1388(c)(1) of the Internal Revenue Code to
provide in part that the additional thres percent required to be paid in cash
each year for ten ysars beginning in 1970, until an additional 30 percent is paid
in cash {n 1979 and subsequent years, is paid efither: :

*(1) as a part of such patronage dividend, or such payment,

(18) nﬁ%ﬂg (to the extent allocated by the payor
to such patronage dividend for the purpose of mesting the require-
sents of this clause, {f not previously allocated to any other

patronage dividend) of any gqualifie: n all
1 or such payment,
Bsphasis a . .

The term 'W\W" vag first introduced in the
Internal Revenue Code in Subchapter T enacted by Congress in the Revenue Act
of 1962 to provide a new tax treatment of cooperatives and their patrons. Hence,
"qualified written notices of allocation" exist to evidence the patronage refund
fnvestments' of members and patrons in their coopsrativas only for fiscal years of

cooperatives beginning after December 31, 1962,

for any taxable year, and, . "
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Many cooperstives have adopted ormetc plans £or redesming or revolving
their equity capital and these plans in largé part provide for such retiremsnt in
the order of the years in which the equity capital was invested. K

Appitcation of the underiined provision in Ssction 531, quoted above, would
mean that the eurfent cash paywents in 1970.and thereafter used in retiresent of
ot patronage Tefund investmsnts would have to be applisd in reticesent of such
nvestuents made for 1963 and thareafter even though scme pre - 1963 fnvestments
had not besn retired, .

The fnequities that would thus ba {mposed an to the members and patrons of .
the pre ~ 1963 years coupared to the treatment of the mesbers and patrons in 1963
and thereafter arve clear and vould not, we believe, ba intended or justified.”
This 1s another glaring exasple of the defacts Lnherent in Section 331 and &'
further epecific reason why Section 531 should de deleted from the bill,

e
geinions op the Cotetieytionsl Ouesticn
When Mortiwer M. Caplin testiffed before your Committes on September 19, 1969,
on bebalf of the Mational Tax Equality Association, permission was given at the

Fequest of & mesber of your Committes for the inclusion in the record of the hear-
fngs of two opinions related to the taxation of cooperatives.

Although these opinions appear to have no pertinency to the policy question
before your Committes, we desa it important that the members of your Committes
have tactual information as to the {dentity of those opinions and their basic
conclusions. It s aleo important that your Committes be informed of another
opinion that has been rendered on the sate subject and its basic conclusion.

3
“The Power of Congtess to Tax Cooperatives on Net Margine"”

Prepared by the Staffs of the Treasury and the Joint
Committes on Internal Revenus Taxatfon - April, 1951

This staff report pun.ud‘ over 18 years i;o was first released by the
House Ways and Mesta Committes for publication in 1960, - ’ c

The basic conclusion of the staff opinion implicit in its title ie that
connl-on does have the power under the Constitution to tax cooperatives on net
. marging, ¢ : : . L ‘

Tvo signiticant statements in that opinion supplesenting the basic con-
clusion are as follows: . ‘ ) .

“Congress has an equally broad power to determine, on practical
grounds to whom incoms should be taxed.”

l“”i“ﬁiﬂﬁ'i*t”tﬂ.
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"This shows that Congress may use my_gimga_m :
in measuring the taxable incoms of a cooperative, and the were . -
fact that the corporation is a cooperative does not fmpose a - -

constitutional restraint on Congress in the weasurement of its
taxable income." (Bephasis added) v .

u

"Taxing the Net Margins of Cooperatives:
Application of Basic Tax Principles -
and Analysis of Constitutionality"”

This is an opinfon by Mortimer M. Caplin mede for n'ad published by his client,
the National Tax Bquality Association, on Msy 22, 1969. His basic conclusion to
the Sl-page opinion is that: ‘

"There can be no serious question that net margins constitute
income to cooperatives under basic tax principles and that taxation
of that incoms would violate no rule of constitutional law, Any
discussion of the tax treatment of cooperatives must begin with these
conclusfons. Procesding from that basis, the essential gglh_:{ 1esue

= whather the income of today's large-scale cooperatives
should continue to receive a special tax preference - must be sube
Jected to careful and rigorous re-exasination on its own werits."”
(Baphasis added)

111

"Constitutionality of Legislation Taxing to Patrons
Incoms Equal to the Face Amount of Non-Cash Patronage ¢
Refunds Distributed to them by Cooperatives”

Thh‘ opinion was prepared by Mac Asbill, Jr,, a partner in the law firs of
Sutherland, Asbill and Brennan, Washington, D, C., January 25, 1962 for the
Rational Council of Farmer Cooperatives. ,

In his 18-page opinion Mr. Asbill reached the basic conclusion that:

"For the reasons sst forth above, legislation requiring patrons
to include in income the face amount of documents svidencing their
share of current patronage income of the coopsrative enterprise would
clearly be constitutional.” .

Mr, Asbill testified befors your Committes on April 16, 1962, at pudlie
hearings on the Revenue Act of 1962 and his opinion {s included in the part 8
of the printed hearings on that bill at pages 1709-1728, We are attaching to
this statement a copy of his opinion with the request that it, too, be included
in the printed record of these hearings.

407
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What is the unanimous single conclusion drawn from these opinions? It ie
simply that the fssue before your Committee in 1969, as in 1951 and 1962 s not
a constitutional question, It {s solely a matter for basic policy deteraination,

In 1962, after extensive hearings your Committes and the Congress decided as
a basic policy matter that net earnings generated through the operations of co-
operatives should be taxed to the members and patrons to the extent that their
individual patronage created such net sarnings. You also decided that such net
earnings not distributed {n cash as patronage refunds on the basis of patronage
should be taxable to the members and patrons currently only where there is ine
dividual agreemgnt on the part of such sembers and patrons to invest the part
of the patronage vefund not paid in cash in the capital of their association.
Ve believe that after carsful consideration of all the facts before you, your Com=
mittee will reach the basic policy decision that the action taken by your Committes
and the Congress in 1962 is fair to farmers, their coopsratives and in the public
interest and should not be changed. C co '
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STATEMENT BY THE RONCRABIE FRANK CARLSON
ON REHAIF OF THE NATTIONAL PEDERATION OF GRAIN COOPERATIVES
HEFORE THE COMSITTEE ON PINANCE, UNITED STATES SENATE
off BEOTTON 531, H.R. 13270
maz,m
1 eppreciate vorymchthu opyort\mtyoruppom betoro thu
distinguished Committee, on vhich T had the yhum of serving tor b1}

ymvuhamrawmu,umumﬂmofmwgl

X,C"

AAAAA

of the National l‘odarltion of Orain Coopcntivu on the mpouh conmned
1n Bection 531 of H.Re 13270 dealing vith the tax treataent of fam
cooperatives. A complex subject, I might sdd, vhich I thought had been
resolved both equitably and satisfectorily by enactment into lev of the
Revenus Act of 1962, | | :
Appearing with me this ufternoon are the Fedemtion's lncuuve
Vice President, Bruce J. Bcndrl.chon, and the organization's General ' -
Counsel, Irving Clark, who is a partner in the lav fimm of Dohem.
Mh&mrdM. Paul, Minnesota. Ihmukadbothofthuum
to sit with me to provide assistance with respect to any toch!ncd. noim
vhich may arise since this has become an 1ncreu1nc1y ccupnc.m mb.joct
. ap to details. -
It vas not 60 at one time. m:numatmuo&‘éﬁﬁ
nnrketiu cooperatives have becun uon and more of an effective tm'co
in thc nemng and the m-ocuuns for sale of mms and omuda for
the ,ut\al benefit ut its mberl, o'ppoum of this perfectly ptopn' ‘
nt.b.od of doing bunmou havc oouht by & nrioty of extremely uewm |
means to arive a "tuvodm bmmmpttma cndtho mm\mm i
they hm Mmhllly 'b\ult m ﬂmaeod to further thoir own economic v.n-
being. It has also been at considersble cost to these farmer-patrons,
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notwithstanding allegaticns to the contrary by those vho have ceaselessly
shovered the Congress year after year vith "',co-op tax yeform" schemes

" Gesigned to deprive msber-ovmers of these institutions of the full
econcmic benfits vhich both the Congress and Exscutive branches of o
Mmuﬁmhmumuﬂm-mmummmwm'
1a the interests of sound publio policy. '

Mlmmmwmtmcninmmtmntmmuum
involved in judgments -de vith mpoot to coopontin taxation both m A
mu-ummcwtmmmwnwuammmmmt
Buhdm,mmwimwmmaulmmmﬂn
savings (ununca) of a farm cooperative atthoimm:‘ hwl.mwor
mumocmmumummmmwmmo«mum
utiomtohwotheuwothmdn unuor tue guise of "reform." This
has even included successive attempts to impose the “tvo-tur" systea of
levying taxes on the "profit-" of these mmmcmmm
usociatiou.

Dupito the ropum efforts of farmers and thoir coopentin hulorl
over the years to cosbat this divisive tactic ve have mnuumnm |
mmmewmmmmmcmmormwmumnn
of both patrons and their cooperstives as regands tex matters.

Mmmwmumtmuwm,ammm
proposals conteined in Section 531 of H.R. 13270, -

mmpmumoinmwuqum-tosom
by 1970 and ths statutory d:l.mtin to treat M\n‘ contributim ot
capital (1mstlents) by patrons in their cooperstives o8 dedts of the
omuuuuon m porroct m\utmm of thu exocuivo tmhnoyby some
) m‘&m or link\nl.l utubluhod wbno ponciu m tho tmttcn mu

'J;t)“'r»p

B Y s, ; s .2.
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It might be pointed out too, that peither proposal serves the
 interests of the govermment from the TWVeEU StaRpOLE 81000 ho MMLe
tional taxes Vi1l be collectad, Aeoonding to estimates spplied by the

" Binoe this 1s to be the case, and J have no yeason to disbelieve
their estimates, I s at s 1oas to Wnderstend vhere any oorresponding or
redistribution of existing or future tax burdens (the cbjeot of tax xefom)
vulmubmwulmultdmmntdﬂm'mm.

On the other hand, irreparsble hame vill be dote to both farmers
and their cooperatives if Section 531 is enscted tm‘hm T oanty
believe that menbers of this Comxittee went t0 ses thie happen,

This is especially true in the present context of the tremendous
demands being put on our limited resources bulget-vise, including the
d.s.w«mmm. Faywers recoguize this haxd fact of life
even 1n cases Luvolving ouF major Frogreme fOr STaing Luks Vheat, -Deceuse
orm.,mym.mmmwmwmum«ﬂﬁum'
programs. A major effort in this direction to eventually yelieve the
govermment of its dominant role in this aves is being spearhesded Vy-
covperatives. Most certainly, any program ultimately developed will take
tinme., But experience couvinces me that the very institutions vhich would
be destroyed by the cnactment of these harsh proposals » our grain merkete
ing cooperatives - represent the most promising v'chich for eventually
oﬁutmmtmtuwwnmummnuvmmm
in the aistent future, ' o

Nov, as to the subject at hand, I well recall the days of service
on this Comittes prior to the enactment into lev of the Revenus Aot of
1962 when we exhaustively stulied this subject. ’

'?3-
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At that time I remewber ve vere very oareful to erect & set of
"qualifications” to insuve that all muh patronage allocations would -
um&emzr-ummmmmwm«mmmum :
cooperative would be taxed. In order to be sure that the patron had -
crough cash to pay the tax on these amounts we required that the cooperes
tive include at least 20 percent of the savings in cash.

That seemed like a Yeasonable proposition then, It still does..

I believed then and muaomm, that the financial needs of these

businesses is a matter vhich should be left more properly for them to
determine by their owvn sctions and not be impressed on them by scme tax
suthority, This inclules such jointly agresd-to decisions es those taken

" vith respect to vho 18 going to pay the tax on patronage distributions too,
80 long as the proper tax is paid by somebody.

The point vhich is often overlooked is the fact that these
essociations are voluntary as to uabox_-niﬂp. - o one is under any come .
plusion to patronize them either, an item that those unfriendly to this

. form of business organization never bother to mention for lelf-“m |
reasons. ‘

Now, it seems to ms that as this Comsittee considers Section 531
of H.R. 13270 1t ought: to veigh very cmfum the fatal consequences
vhich 1tvouldhlveonthomtmabiﬁwoflocalminmm
cooperatives like my ovn back in Kansas - the Cloud County Cooperative
Clevator Association et Concordia - to provide the badly needed and
growing servies vhich its farmer-ovners demand and get right there in
o

0f equal, if not of more importance, is FAR-MAR-CO., INC., hesd-
quartered in Hutchinson, Kansas, This latter organization, & regional -

'
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’ grain nukotmg cooperative, makes it poesible for members of my local:
wm.-mnmzmmmwummmmmu
mnrm-«mnmmmuwumummm. Harkets
created day in end day out by this major regional along with markets
created by the other 19 regionals w-mmmﬂmnotm-
Pederation constitute an indispensible service for the one million grain’
producers and 2,680 local cooperatives owning them, | | ,

Barnings dorived from the activities of these regionals rejesent
a major source of revenue for the locals. M;thosmtiu; the locals'
major investments (and consequently, their member-ovners) are generally
those made in their resioml. ~These axe substantiel t0o relative to others
in most cases.

With limited exceptions, the capital which has mn‘ provided 'by“
farmers to build and enlarge their sphere of marketing infinence has come
from reinvested emmnings on vhich farmers have villingly paid taxes on in
order to supply to themselves as aeiwpmofthourvicu they could
not economically affoxd to Mﬂdﬂﬂl} ﬁo. This vould include such
things as building and maintaining grain elevators, plants for processing
their grains into mare valusble products, ovning rail and barge equipment, |
_ and even acquiring their own lending institution - the Banks for Coopera
 tives - through the eystemic repayment of govermment cpital from their
own funds. ‘ ' ' |

ALl of these have cost grest suss of money, but they are providing
their menber-ovners vith an important array of services vhich is the vay
they went 1#. .

Thus, as you study end deliberate thé pros and cons of Section 531
of H.R. 13270 in the veeks and months ahesd, xwwm‘wm‘v

“5a
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vory carefully vhether, byemtincth:ll proposal, youwznbohnlpmg
fnmuorhmmm L

After it is all over, my inolination is that you will be disposed
mm«.nthummumtmq is eohavosectionsslltucken
from the bill, -

>

mmmmm
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Statement of the
NATIONAL MILK PRODUCERS FEDERATION

Before the
SENATE PINANCE COMMITTEE

H. R, 13270

Taxation of Cooperatives

September 22, 1969

Patrick B. Healy
Secretary

M. R. Garstang
General Counssl
30 P Stree’:, N. W,
Washington, D, C, .
393 - 8151 ‘
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1.
‘The Federation
There is no conflict of intn‘-vn‘c‘ bcﬁncn farmers and their cqricultuul
cooperatives. | | ' ‘ l N ’ .
The Federation's statement accuratol& rc!l;ctl thc farmers viwpﬁint,
:bccaulo 75 percent of our board of dlnctorl are required to be !aruu

" and our policy positions are cdopccd at meetings where farmers prcdo!tuu.
20
Farmers Control Cooperatives
The boards of directors of cooperatives are sll farmers elected by

farmers, Parmers set the policies of their own cooperatives by democratic ‘

process,

3.
Parper edom of Cho ‘éc

Argumants to the effect that Congress must protect farmers from theme
nlvn. or from their own coopouttvu, |‘u unno\mﬁ and are muly‘ an excuse
to undermine coopcnttvu s0 procouou and uiddlmn can take gmntcr proutl
at the hrnn expense.

Farmars must be permitted to operate their own orsaniutionl, nnancod
wlth their own funds, in whnuvcr nlnnur thoy dun buc.

Congress should not undertake to lubst:ltute uc Judgment in the operation
of a farmars' cooperative for the sound j\;dwnt and experiance 9!_ t;o farmer
members, who have at stake not only ;hctx; ‘own c‘pttql but aleo th;it ovn
wcltprn ;nd future as dairy far_n. 4

Business requirements chgngo from time to time. An inflexible across- .

the-board rule prescribed by Congress would bo impractical.
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Cooperatives are & basic form of a self-help program in which farmers
acting together sesk to solve their own problems, improve the quality and
service of their produce, and try to obtain & more reasonable return for the

labor and investment required to produce the Nation's food.

_ 5.
Gongressional Aporoval of Cooperatives
There is a long history in Congress o'f‘ l\e;uuuon. to encourage farmers
to improve their own position by organising and operating their own coopers-
tives. '
That cooperatives have justified the confidence placed in them by Congress
is anply attested by the fact that this polfcy of encouragement has been main-

tained consistently for 50 years.

6.
atives Help Farmers

Cooperatives provide ugﬂcu for farmers when mcdo& services are not

‘

otherwise available,

Pirun keep processing and marketing margins in im.’ and aleo the cost
of farm supplies, by setting up and operating their own cooperative businesses
when margins charged by others are axcnilvc. .

Cooperativas check the weights and‘ tests of their members milk to assure

fair treatment in an ares which otherwise is easily lubjeci: to mistreatment. '




Cooperatives have noc sought unduly high prices. They uk only for a
price level which will uﬂoct to the !nr-t [} htr return for !m llbot.
taking into account the investment cnd ruk l.nvolvcd.

Hourly raturns for the labor of du:y farm opuuton ’ as upottod by
the Department of Agriculturn . ungo from $.91 to 31.08 m thc thres tolt
aress uporud.

Cooporcti.vu knp -i.ddlmn'o ur;tnc uum nuomblc con:rol.

Cooperatives help provide the abundant ouppun of htsh q\ultty food

vhich consumers snjoy.

8,
sition t ut 8
Coopoutivu mset wtth lttons opposition bccluu the opportunu:un for
processors and middlemen t:o ukn hrgt profits ac thc expense of tho urur
is greatest when farmers are duorzanlud vhen thon are no ch-cks on

weights and tests, and vhen thoul is no rcgulatins influence on processing

and purchasing margins,

U
‘ Businesses operated by tudividuall. by: purtmuhtpl by cooponti.vn R
and by small eorpoutionc are 011 tmd Aliko 1n tlut only one lovnl of tax
is upoud. )

- Large corpoutim are lnbjoet to a doublo I:lx. 'rhh is wrong. But
extending the double tax to cooperatives and thtn, in turn, to small corpora-
tions, partnerships, and ltlndividual builncun_ 18 not the proper way to

correct it.
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Large corporations can use the tax advantuu available to coopouuvu

a4 -

if they choose to opouu on a cost basis as coop.rluvu do.

There are no vslid tax objcctivu to be achievad by tlu coopouttvo pro=

10,

ww

visions of the pending bnl.

All savings made by hmu vhon tluy urluc thur ptoduca. or purchm
their farm supplies, on a cost basis, through their ovn coopcnttvu m tmd
at full valus to the uﬂuu and pactom ol the coopoutivol. This is tm.

under the prount law, regardless of what percentsge is paid in cash or left ‘

in the cooperative as capital,

1.,

Discr &) struc slation

The cooperative provicioni of the pending bill are an urvarranted attack

upon farmers coépouttvu, and are designed to undermine their capital and

financisl structures, thus making 1!: easier for processors and middlemen to

reap a ‘aunur“ profit at the farmer's expense.

We recommend tlm: Scctlon 531 be lttichn fton the bill for the following

reasons:

(1),

@)

3)

12.

g gggcutgm'n B¢ E.LELQE

It ‘urvn no valid tai: objective ;' .
It s & ducrucuvo and discriminatory attack upen farmers R

agricultural coopcrativu.

Its real effect would be to undermine tlu capinl ad ﬂnlncialym '

structure of usricultml coopouelvuv
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It would interpose ths judgment of Congress for that of the
farmer boards of directors of cooéqrnt;wn;. ‘ | '
It would prescribe an across-the-board rule vhich would be
inflexible md mldaqvuto to mset changing uqutro-ntu

It is an attempt by Con;ron to interfere in th. internal
affairs of farmers' organisations;

Problems relating to ﬁhc internal operation of cooperatives
should bs constdered by the agriculture co-‘u'.tu‘u: and not
the tan committees; '

As long as one fuu level of tax is currently pitd, as it now
is, farmers should be free to umn thcit om coopcutivu
and to finance them vich thotr own -omy in uhanvcr mnu

they deem best,




The Fe:

The National Milk Producou Pederation is n national fara qrpntuuon.
1t reprevents da!.ty farmers and the dalry coopouttv. ulocuuogm whlch tluy
own and o[mrltc. : S o

The pouetu of the Federation nccurucl.y utlcct thc vtmoﬁnt of dury
umro who are membere of coopouuvu as well as the vimotnt of coopera-
tivo auocuuons whtch duryluun have ormtud and joined,"

This 1is true, bcuuu our bylnn uqutu that n: least 75 percent of thc s
hdoncton'n board of dinctors must be acuvo dury famrs. Ateoudm:o at -
our nnmul meetings, where our basic poucy ruoluttonl arc doumimd is
prcdoumucoly that of :ho active dah-y fn‘ur. A' ‘

. The men vho serve on our bonrd of diuctorl, and thou who serve as voting
‘ dolcgam mn our poucua are ndoptod, u'o .u choun, either diuctly or
u\diucuy, by farmers and chey mlt bo ulpmivc l:o th. vtlhu nnd thinktn. '
, ‘of the datry farmers they represent. B

'rhu u nolt upotunt tn this hnrina. bocnun it vul be argucd thlt

. Congress must protect faruu nuinlt thoi.r om coopouuvu.

. Parmeys Contr
The boards of dtroctorn ot duiry coopouuvn, in yucticnlly every case,
. are all active dairy umra. The directors cu electad by farmers, and they
must be responsive to the \nltud of the dairy farmers they topzndnt.and‘alco
to r.hut own welfare u dairy farmers r.hmolvu.

m. bylm of the cooperatives require their boards of directors to be
qcttyc farmers, thus assuring cont.rol of the coopcrutvo‘!‘zy- faxmers, This .
!urtﬁcr assures that the cooperative viil b& opoutcd in the best interest of
farmers and thu its pouciu will reflect accurately the tu-nr vuvpom:. :

 The principle of one-man one-vote’ is traditionsl vith coopcuum, und‘

democratic control by the t'mnn ;hmclvcc 1s a fundamental comcept in




\ ’ A

nn Y

to clu dctribnt ot mucr ptodu«rn. 'l‘hc m-nu mvvota pﬂncipu m-
cludu thxq; aﬁd, in any cvcnt. ftmu juut don t opmtc that ay. n comu~ )

o :1vu.< ‘nu rmon cluy have coubtmd tmﬂuﬁ m . coopcuuw 10 co pruou
tho co-on good ot alt throuxh thur uuttcd oi!oru«. '

': ', T N

‘l‘ho control vhtch umu mrctu ovm; th- rodaut.ton und mr tlmt o\ru

il »,,;‘

coopoucivo uuocntionn. n w luvc pomtad ouc, u -m: upornnt to propor '

wnlunnon of tho uauu prnontod ;n thil hurtus. ‘

Sau vul auu. thu nr-ru -\ne bc proucud uuut :lutr olm comrn

Ve

. : - {‘ e Lo “3 Wt
'nm is tho sem u nym chat fmnn :mt. bo yrqtcc od mtw: thu- " ‘ [' R

ulvu nnd that umu ﬂut noc bc pdmtud to uu thotr o but judcnnc

lt vm b‘ our potitton, M ﬁm ot tho ddtt'! f‘m“ ve ”m“"‘to th“: ' o &
nmu ohould bn umtud tp opcﬂu thoin owm o:nniuuom, ﬂunccd vuh

thclr om: f\mdu. in uhauvot ﬂmt thcy dun but,.‘

Congress chouw not - uudcrub to substitute. m ‘Judgment m m opmcm
ot 'y hmn' coopouttvo fo: thn cound jud:nut nil oxuuivo knowlodu und _
oxpcruncc ot uo f.rur -nbcu, m hm at mm not. ouly thotr ‘o uptul : o

but lloo thur o muan and future a8 dnuy umrs. A -F‘,, e
lk are not. uprnud \m:h th- armnc tluc cmun ohould ptouc: m

fcmr uoimc hmlt -e by ukm him do m: lu don not \nnt eo do e nnd ?:‘f: .
by ukin; lnun lund).. hu m bnunné m hu ovn 6rsun1uuon ta s uunor

-

which is c:ontury to his: own but judpnr. ey cuntury to eho ‘mlm of s

: ujoruy ‘of hu co-nbou. : o et R .“3 ’
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" . fermers may prefer to vithdraw q l}auo{pcrccntvno of thqit curunt‘ savings in ;;

‘ curtont uvinn in cash nnd luvo their mmud capi.ul. in tho coopcuuvc !or

e} .

" An emnmuét\' of the presant piopoul,‘ along with similsr proposals that o

have been made in the past, will disclose that the real cbjactive of such legie-

lation 1e ot to help farmars but to underaine the offectivenss of agricultural ...

coopoutivu ard thus nnnbh nonfarmer cnnmlul to rup . grutor profit at

- the oxponn of disorganized umr-.

This ie particularly trm of the pc:diu('lcgialutton.'&enuﬁ 1t serves no

tax objcctiv. whatever, 1Its sole result vould be to undorltn. the capn:al and

financial atructuu of lnporunc agricultural eoopquuvu. chuo luvtnz tnmro
at r.hc urq.y. if any such quncy cxuu, of the purchasers and prounoru of
their produce. l . - : : o

Farmers mm: be free to ukn thQit‘ own docutom m thotr own coopnueiwl

- nnd Consrcu mu uot: attmt to nake dcciuoul for thu by a gcmrnl mlo

. ot lm we bcuuu the tacu are diuount m pncciuuy onty cuu.

"~ For cxmplo, in & nev or c:pandtng cooponttvc, or in om plmntng co nt . )
up s ntw plant;, it might bc -olt iworunt to fu-nrl to buud up clpital in,
nubuuntul nount- and to luw capml funds in tho coopcnuvu for a ula-’

tivoly lm period of time. In a cooperauvn nltudy funy !tmnccd, cho

c‘.ho ’ . CUCHEE N
: Ly

‘ )in on‘ cooporacive. famu may puhr to take a largc ptoporuon of thu.r v'

lonacr poriodl. In mothu-, thc flmrnq prof‘r to luw thclr curnnz

’ uvtul on dcpooi.t in the clpttal of the cooptuuvo i.n ordor to btinc about ;

mote nptd nvolvmg of oldor capinl ccrciﬂcncu. ‘ Ce /

tos

Buu‘mu rcqutrmntn chang‘ tron yur to yur. 'nu rlght to ukc b;wlnun :
docuim nuﬂ: be floxible and not qunud by gononl ncrou-thc-bonrd rulu g o
pruc:ibcd by cGngron, vhich in many cases vould be Wracttcnl to meet curtcut

i

Prohlm .
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1m as the curront pay-mt of . one level of ux is adequately providcd
“for, as it now is, we see no reason vhy . ﬁmu lhould not bc,pouiuod to, . '
nlh their own decisions concotntnc t.ho:lr own funds in thoir own orsanintlom.
It is ontiuly out ot ordot. l}ld lmc tnappropruu. in such, uon, for
- Congress to oubcueu:o its judgnnl: for the buumu decisions of the fur-u
"and thus uddh in’ tha internal altun and operations of thou inporuut o

agricultural coopouuvu.

What Are Cooperatives

’Agricultux;n coopoiicivii are org.ntuttdﬁ‘ ‘of farmers vho have bandc.d
together in an offorc to improve thur own ocono-ic lot, .’ ' ' ’

'l'hoy are entirely voluncary; and no faran' nseds to join om, or to rmtn :

a msmber, unlou he wishes to dc oo. In pucctcnuy all cases, nnbnlhtp u
| opon and any farmer who wuhu to w.u huul! of the oervices of the coopcra-,-
ti.vo and to plrcicipato in 1:: u mlcon to do so.

Coopcuuvu are a buic toru of a ulf—holp pro;rn in which farmers
acting t:ogcthtt seek to aolvc their om problm. nprov- the qultty cnd
service of their produco, and try to obuin a rulomblo return tor tho llbor '
and lmmtnnt required to produce the Nation's food. ! "“['
4 Son- cooparauvu are blrgunlng uoocutionl t:hroush vhich fmuu can
bnrnin as a group for the ulc ot nuk to procnuna cnd duzributlns plluu.
’ mthour. such Auocutionl, tamn luvo no group barguntng pmr and lt. in

the pouuon of hnving to talu for t:hnir nilk whn:ovor pticc tho dairy conpnntu
" may choose to pay. ' o - ‘ S a

Coopcuum also chack \nuhn and buturfat tutl of the nﬂk ‘sold by '

their nubou, thus olmtutinz tho ponibluty of nlu or maccuuu tuu

and \nightl. '
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Other datry cooporatives atd‘unﬁf.uctuﬁm units, These are ianly c
groups of nmn vho, hutud of uutns their milk as & raw agricultuul
: producc, have orgnntud coopouuvoly to unufactuu it, on a cost buu. .
in r.holr own plant', built with their own capiul, in ordor to obtain & better

utum by ulung it in the fom of finished duiry producto.

Cooperatives also jurchase for their nnborp. on a cost basis, the supplies '

and equipment nesded on their farme. -

C o‘ a 8
'moro u [ lons history fn Congrnl of legislation to ancouugo farmexs to
throvo their own position by oranuiung and operating their own cooperatives,
The poucy of Congrna in this rupect is \nll established by many enactwents,

To mention just a fow. tlu c.pycr-Volmud Act vas passed m 1922, t:hc A;tlcul.-

: t:uul Htrlattns Act was puud 1n 1929, nuuroul proviuom ulacins to eoopou- . 4

3

~ tives were omcud in tho 1930'., and legislation nlnting to coopcntl.vu and
to thc Farm c:-d:lt Mniniltution has con:tnued to the prcunc time.

That cooperatives havo justified the confidence placcd in them by Congress

is amply nttntod by the tuct: that this pollcy of oncouugmnt has b«n nain-

[S

tained conultontly for lppraxintoly 50 years.

Cooperatives lp Parpers

Coopcnuvu have rendered s trmndoully vuluablc utvicn for cgrlcultuu

" over uny years, Through them, fmun hnve prwidod urvicu for themselves

vhere nudcd urvicn were not othuwiu avullblo. o R
Thoy have hpt processing md mrhtlng marging in line by ptoeeuing and
.urhtina their own produco in thou: own plants when t:hc urainl chl;gcd by
og:hon‘\nn .xcias;.vc. ‘In the same manner, when prices cha;god foi £o§dl lnﬁ
’ iortiluc; gnd farm equipment hn.ve buvn excessive, farmers have set up their

own purchasing operations,

. 33-758 0-69--No. 828

K
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* The aavtns-‘fa}an- have nido by'porférQing tb«xr“owﬁ nnrﬁotxng dnd .
purchuing urvim for themselves in their own coopqutwu funs. into many, -
many millions ot dollnn. 'l‘hh hao *emﬂtad not only thc lgucultural economy
of the Nation but the aconmy as 8 vholo, because lgrlculture is an mpotnnt
part of the total ocomy. : .

K Coopouuvn" provide a V;fdltick for muasuring excessive ptoca'nins o
urgtnn and ptdvxdo a brake on ntddlonin’l cxenuvi proutl. ‘

Even in amo vhere thou are no coopontlvo pllnn, the fact that fmuro
can ut up their own plant 1f procoutna mrsim bum too oxcuuvc servu u
o at:rong. mflucnu to knp tho narsim \nthin rcuonablo bo\mdl.
, hmu do not organiu coopauuvu for the iun ot it. In most énu,
they are drivon to do 80 fot thctr om protcct.lon, sither bcuun thc utvlcu ‘
they nud are not being provtdcd or beuun ucunve proﬂ.tl are bcing nkon
at thclr oxpcnu. Duutilfaction vtth mlghto tnd :ut:a u another factor. :
Unless there is a vsty rul 'nud for fnrura to orsamn, the ntttng up of a

new coopeutlva is quiu ukolv to iau.

K C a ven o_Inportant Jo Cons
: Although fnmorl' cooptr-ttvu have bun uuonably successful tn the "

agricultural field, n consrou 1ntcnd¢d thm to bc, thcy have nu:hor achieved
nor lought unrnlombly high pricn. ‘ _ ' )

. controll agnmt unduo cnhancmnt of pncu nre provi«d tn Soetlon 2 of ..
"the CQprr-Vol-tud Act but in ac:unl pracuco it hu novor bun necnnry to
use this uction. ' N . o
‘l‘hu country u 80 larse and its |gri.ultuul rnouml; are %0 gren, that

cooperativu could not hwe undulv enhan:ed prh.n, even tf thty hld deured to

do so,

el

[/
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But cooperatives have not sought unduly high prices. Basically they have
taken the pooltion-thaﬁ prices should be at a level which would reflect to the
férur a fair return for his labor, taking into account the investment and risk
involved. 7 g

‘ Consumers have no right to enjoy food at prices which do not provide
reasonable compensation tvo farmers any more than they have a right to enjoy
industrial products made with matlhop l‘bor. o e

Hourly returns for the labor of dury farm opcutora, as roporud by the
Deparhunt of Agriculture, have been far below $1,00 per hour in many of the
past years. The most recent figures for the three test ctgq‘ r@porud are $1.07,
$1.08, and $,91 (Agriculture Information Bulletin No. 230, Septguber 1968) .

. Actually g.oopoutivoi perform a valuable service to consumers by keeping
middlemen's marging under reasonable control.

Furthermore, the cooperatives are an important and vital factor in the

production of the abundant supplies of high quality foods which this country -

enjoys,

Qggout:lon to COoggnclveo »

It 1s not difficult to see why fa:nou’ coopctatlvel meet wtch atrong .
opposition and why such determined etfot:l are made to hamr or dectroy then.

As we have indicated above, the coopennvu provide a control on excessive ‘
processing margins and on ixcouiye middlemen's profits, both with respect to .
farm marketing and the purchasing of farm supplies.,

The opportunity for processors to take large profits is greatest when
farmers are disorganized, when there are no checks on weights and tests, and
when .there is no regulating i{nfluence on processing and purchasing margins,.

e

431
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Tax Equality i
Businesses operated by 1nd'1v£dualc, by partnerships, by cooperatives, and

by small corporations are taxed alike in that only one level of tax is imposed,
Thie tax is .paid by the individual, by the pirtneu,,by the members of coopera~
tives, and by the stockholder members of small corporations.

Businesses operaced by large corporations are double taxed, becaun; one
level of tax is charged to the corporation and another to its atockholdcrig

The same tax trut.unt‘ that 1is lccord;d to cooperatives is availsble to
big'corporationl ifhthcy choose to mutc on a cost buis, ‘as cooperatives do,
and return to their patrons gross .uceiptl less operlti;ng_ costs, In sucha -
case, no profit would accrue to the big corporation and there would be no
corporate tax. Cooperatives must opofnto on a cost biah and no profit can
accrue to the cooperativs,

All of the savings made through the operation of a coéﬁtattw must’ be A
passed back to its patrons, and the patrons are émd on all such savings cur-
rently and at the full amount, o

The double tax on corporations is wrong, and it should be gradually elimi- . "
nated. It would merely compound the wrong to extend a double tax to coopera-
tives and tﬁan, in turn, to small cofpoutiom, partnerships, and individual

businesses.

No Tax Issus In The Present Bill = .

There is no tax issue in the present bill, insofar as it applies to
farmer Cooperatives,

All savings made by farmers when they market their produce, or purchase
their farm supplies, on a cost basis, through their own coopetéttvu are fullly

taxed to the members and patrons of the cooperative,

432
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This tax is charged currently, without deferment, and all such savinge
are taxe¢ at full value. This is true whether the farmers elect to receive
. their savings in cash or to leave them invested in the cooperative as capital
funds ;»f the cooperative,

The tax result is unchanged, whether the savings paid in cash is 20 per-

cent or 50 percent, because the farmer pays taxes currently on the full value
of his share of the savings made, .
There is, therefore, no valid tax objective to be achieved by the coopera-

tive provisions of the pending bill,

+

- Discriminatory and Destru legislation

The cooperative provisions of the pending bill are highly discriminatory
and destructive and serve no useful tax purpose. S : .

They are an unwarranted attack upon faﬁmu' cooperatives, and are designed
to undermine tﬁeir capital and financial structures. V

As long as one full level of tax is being paid currently by farmers on the
savings made through their cooperatives, there is no valid basis for Congﬁu
to meddle in the internal affairs of the cooperatives,

Neither is chere any valid basis for Congress to substitute its judmﬂt
for the business judgment of the farmer boards of directors of agricultural
cbopcrativu. These men are well informed and they are farmer oriented. They
know what 1s best for themselves as farmers and for the successful operation
of their cooperatives, 4

An across-the-board rule imposed by Congress without knowing the day-to-diy
and year-to-year needs of each individual cooperative would be daﬁaeroul and
111-advised. S

There is no need co protect the farmer from his comrativ&, because the |

farmer controls the cooperative and membership in it is voluntary. A cooperative
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vhose capital and financing arrangements did not have the support: of its mem- -
: bernhx;; could not possibly survive.

We are not impressed by those who profess to want to help the farmer by
undermining one of his most effective »t:oo'll, his ‘own cooperative,

This legislation is & thinly disguised attempt to permit processors and
middlemen to teke unwarranted and excessive profltﬁ fi'o- the farmer by crippiins
the farmers ability to perfoxm services for hmnif, vhen such margins get out

of hand.

The Federation's Position

The Federation, and the dairy farmers we repnunc, have con!ut:tntly
supported the principle thn: one level of tax should bc pud curronr.ly by
farmers on the savings they make when thny procun their owa ptoducc through
their own cooperative plants on a cost basis, : “

H’ have vigorously oppou(i, and continue to opposs in this bill, attempte

‘ to qucmino the capital and ﬂninc_hl structure of cooﬁontivn under the
guise of tax legislation, - |

‘We recommend that all of Section 531 o;f H. R, 13270, i‘olatins to Azri.-A
cultural Cooperatives, be stricken fron the bill tor the following reasons: .

* (1) It serves no valid tax objective, uncc it neither increases

nor Q¢crelacl the tax lhbtucy of cooperatives or farmers or
in any way changes the tax revenue as & vhole;

(2) It is s deotructiv? and discriminatory attack upon farmers

agricultural cooperatives, wholly umwarranted by any valid -
tax objective; ‘ » .

(3) It 1s desigoed to undermine agricultural cooperatives by ime

pniitng their capital and financial structure in a manner not

necessary to any revenus purposes;
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(6)

m

(8)
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It utydoyrtaht to impose the judknnt of Congress for that of

the farmer boar& of directors of eoopaiativu; - . v - ,
It pructtbu an acrou-the-board rule which does not take 1nto ' |
consideration t:ln tlcc that the upttal uqulrmnta of coopera-

tives vary as batvnn coopeuuvn and aho vary fro- time to ‘ Lo ) L

time in the same coopcucivc, dcponding upon its expmuon .nd
building programs;’ ‘ - ‘ ’
It is an attempt by Congress At:c hinr}flr'c. unmcnu?:lly, in
the internal affairs of glmro? '&gnniaattoﬁn; |

If there were any problm;rohting to the igtorul operation ' -

and financing of cooperatives, this would be 4 matter for the
consideration of the agriculture cmittqel and not the tex
committees of Ccmgreu. |

As long as one full level of tax is bctng paid currently, es

it now 1s, farmers should be free to manage their own coopcu- )
tives and to finance them with their own nomv in vhatever |
manner the hr-en profcr and in whatever mm:aer the fnmrl
themselves, in their own sound judgment, dem but: for them~ |
selves as ilmu and best for their cooperatives, which are

80 very importent to them.




STATIMENT OF TRVING CLARK
. : BEFORE THE - -
COMAITTEE ON FINANCE, UNITED STATES SENATE
> SEPTEIBIR 22, 1969

N

I am Irving Clark of t»ho‘ law firm ot Doherty, Rumble & Butler of )

Saint Paul s Minnesota, This statement 1a‘u.de on behalf of Farmers Union
Central Exchangs, Inc., Parners Union Grain Terminil Association, Creat

Plains Supply Compeny, Land 0'Lakes Creameries, Inc., Midland Cooperatives, .

Ino,, Northern cooperatives s Inc,, Nortp Stsr Dairy, Twin city unk
h'odmm Aasociaticn, and the wnneaota Ascoeiation of Cooperatives.
'mou organiutlom conduct marketing and fam aupply activities fo:‘

farmers primrily in Wisconsin, Mimesota Im » North Dakota, South Dakota ,
‘ Mentans, Washington, and Idaho. They are owned by approximately 2600 local

coopomtlvu and approximately aoo 000 individual mral patrons,
* .My fimm 18 also Generdl quuel for National Federation of Grain

" Cooperatives, a federation of 20 regional grain marketing cooperatives

which are farmers' mrhting orgﬁnizationo serving approximately 2,80@
local grain mrketing asaooiationa. You have a:lmidy heard testimony on’
behalf of that organigation and 1ts membera. Ian authoriued to say that
it also conocurs in the opiniona 1 am about to express, . = - .

After a thorough end careful comideration by Committiees and . -
the Congress, the Revenue Act of 1962 esgebl.iahed a fair and vorkat;le

basis for taxation of cooperative earnings. It accepted the principle that:

earnings of cooperatives should be taxed either to the cooperative or the
patron, but.not both, It required that the cooperative pay at least 20 pere
cent of its patronage diotiributions in cesh, and obtain the consent of the
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recipients to tmt the entire dividernd u mm-or elge the nooptrative
would pay tex on its’ entire eamim. ,:’ . N
Fonowing ennctnnt ot the 1962 Aot » tens of thmmndu of

- cooperatives amended their by-lm and took otlm' atepo to oomply vith the
Act, ‘nnir patrons have been paymg ‘the inoolhe taxes on patmgo dividenda

cmtwplated by the Act.’ 4
“In other words, the 1%2 Aot 18 'orking Now Section 531 ot the
Tax Rotorn mu would add m and impouibld burdens to thoao placed on the
eooperatives by ‘the 1962 Act, ' ’ i
Ir thc purpose of this legislation is to qm cooperativea, it

-will mceed in 1u purpoge,

1F the purpose 1s to mg the Anerdean mmr, 1t will fafl-
niserably. e L -'*"‘ T
- The congresa has repeatedly emw.iohed that !‘am ooopemtives
are eseential t6 American agrioultm. ‘l'hoae experienced :ln the ooopentive

. 'memt are now ua:lng that experience to asuiat m coopemtiveao-in ‘the -
" ghettos of our big cities and vhomer the problan of tho poor can be aiaed

by the American princ:lplea of eelf«help,
- This bi11 would bring about, the 1iqu1dation of that aasential
tool needed for both agricultuul nnd m-ban vorknrs-tho coopentivaa. ‘
It must be, we cono\udc, ‘that thou who voted for'the ingertion

“~ in the Bill of Section 531 thought théynro "helping the patron LE
It 13 our p\u'pou to show’ you in what respects they were mistakm. o

. . s«atian 531 is 1ot a menue-produoing measure, The ob.jentivo

" was stated %o be to put N biw:' pomm of the eu'ninga of the cooperat:lvn

.2,

-
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needc tor onpital.

into the handc of the patm, in ouh. m Report ot the comittoo on .
'aylundlhamuys:lnnuts e
: "hm today have-1ittle dqninion am- the treatunt
of patronage dividendu despito tho fact tlat thoy mct pay
taxonthuuittheydid. o

 This uata upon tho 111\1810:\ that the patrona want the ouh, L

" “but their cooperativu au vithholdina :lt-aa though by a mn gmup

of wtntul dimtors But thero is no suoh aituntion m tho cooperatives.
Unlike the cun of . buainoae corporation , each utookholder or mr ot‘

‘ the coommtivo typionny hu onu vote ’ regardleu or tho ma'bor ot‘ shareo _
hold‘. They eleot dimtort pomonany h\m to them, vho sme their vim.j -

They attend the amnual uetmgc 1t @ mejority of thm inaist upon a large

‘ pmoportion of earnings being paid in cuah, they have the ponr. .

So-tho patrona ca\trol the cooperative. 'rhoy have pcmr to

© deside how. mh of its earnings the coopmtm shall pay in cash, ugis- K

lation to compel an increase 1111 sinply buat the oooporatives. Sme will -
o) broko soaner than othera R but it ia only a quostion or t.iu ror all of
themeeif th:ls pu-oviaion is enaoted. |

m the guiao of helping the patm, 1t w:lll toroe 1iqui.dation of

a tool he needa-nal mro than over.

How 18 thie ao? It i8'a mttor of cash mquiremnts-—of pmasing '

¢
. o

Ot‘ tho amimtoly 2800 local cooporatives which an the olmere

and mtrona ot the groups for vhioh I appear, two-thirda have eamingo ot




325,0& or less, An with all smll tminosm, annual eam‘.:\ga do not

.4 come in the form or ‘cash, They are eoam up in increawed aceounts
. roceivable, in inoreased costs or mmtm, md in inemud 1nvestmt

in the regianal cooperatives, i - o

'rmditionauy, the capital for thooo roquimnta has been provided

by ptma agreeing to reinvest their pabxmage dividenda in tho eooperative.
The patrons have not ma apare nsh. But thoy hwo becn wini.ng to let the
ooopemtive t.nat their patmage eminga as a rainvoatunt 'y atter pnying
20 per cent in eaah to the patrms to enable then to oy tlpir inoom
taxca. This’ 1a becauae tho cooperativea have boen a necdod so\n'co-in .
many places, the only aoume-of eupplias, of mrkoting eorvices, ana of

other aervices. _

.

'l'ho cooperativea neod to retain the largest part or their eaminga R o

' as thoy are not able to atttaot caah investments in the way a bueineas with
p:roﬁt potemtial tor investors ’ can,’ In other words ,V_tl,ny are a aprvige ’
atool,notawofitventum.‘ ‘ S R
Two-thirds ot our local cooperativea have net earnings ot 325 ,000
a year, or less, A aamplo of 400 of the stronger onee ahond that their
uet earnings had fmoreaeed very sl:lghuy during the lau ﬁ,ve yeara. Many
of the 2800 cooperatives have been barely able to swmvive, using 80 pement |
of their eaminga dur:lng the last rm yaars t‘or cap:ltal needs and redenption
. of older outstanding equities, “The mn would pemit them to retain only 50

perccnt. Yet an ordimry buoineas corporation eam:lug 325 ,000 or leas can retain

78 pomcnt ot its eamings, and umny does,

-he




The problem ia compmmdad by the pmrium thnt the coopemtive
mst obligeto imlf to redeem au non-caoh dividends within 15 years t‘m
date of iasuse, Onr typleal local coopomtive has more than ten mrs'

.‘pnctequitiesoutatanding.. Inordortoboinpoaitimtoudminnm .

those equities issued hereafter, many of them must t‘im rodm all of their
present equities during the next 15 years, They are required to by their o
by-lavs, and by simple principles of fairness. That redu;rg@nt, plus the
20 percent cash payout, will require a total cash payaut of 85‘j’:orcent of
average earnings, 'I‘hnt is ﬂm&&h )

It 'is impoasiblo for the local cooperative because it is mcoaaary ‘
to plow back somewhere between 50 and 80 percont of eam:lnca into 1nventoriaa,
receivables, and facilities just to keep even, , (

© This brings us to the regional éoo‘pmtiyeg'. Tt e omrg'oa' that
these organizations are g:lanta » expanding into menufecturing, oil refining,
~eand other mterwuu and competing unfa:lrly with privqte business, The

E . faot is tbat the "regional® or "fademted" _cooperative is made up of '.local '

. cooperatives which omn it and control it. They havq banded together to extend
their purchasing power, or inrlm_ting power. To allow farmers to Join fogethgf
in the ownership of a petroleun storage tank and a aeuivgr& truck while denying
them the right fov Join tog;ther in the omership of an 65;1 retiner.y. 18 to

' deny both history and the facts of modern economto 1ife, local farmers'
cooperatives have always been provided services and supplies through regioml
coopemtiveo. Nearly all business-organisations have had to grow larger in
recent mrs in order ‘to be czompetitive, and farmers' ngional coopemtives ‘
have had to grow with then in order to mvm. The regionals' cash ted .

}
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upin receivables, mventories, and facflities ras also increued, and the
amount of their cash has comapondingly decnned. ‘Nost inportant, any

regieml coomativo , no matter. how well mmged, can have a loss year,
~'l'hat means that they will. be uneble to redeem patromge rettmde previously
1eauod, which cuts down atin turther the ﬂov of cash to the looal
A cooperativea.
A1l this comes dam to the propoaitim that Section 531 of the
Bil1l is based on a series of fallacies: ' . S
‘ The fallecy that earnings are cash,
The fallacy that there are no prior oluiu on o
that cash which is 1n !‘act reulized-mch as outstanding
debt, or equitiea whioh the coqpetfativo is obligated to -
" .vedeem shead of the new ones, . - ' ‘
The fauaoy that cooporatives don't have to
- auquire new t‘aonitiu end equipment in onder to provide ,
* gervices to keep their mmberc alive,
. The baglo fanacy that congreaa will help the -
patrons by ;;utting theip cooporativea in a atmlght-.iaclmt‘.

to et

Jhe

We urge that Section 331 should be stricken from the Bill.
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APPBNDIX’L‘OSTATMOFIMNGIARK W

" ANALYSIS m ooonmuvx movzsxm (snmw 531)
‘ OF TAX mom bn.!. ot' 1969 ‘ ‘

‘.‘, O

‘ mummummmmmmuwmtouwm ‘
¢oop¢rpt1vn, thau' 2800 looal cooporati\m, and their onr 800,000 Mviduu
| Farners Unton centead, mhu{ge', o,
- Farmers lm:lop omin Teruinn mooiaticn o N
v . Giest Platns supply Gompery L.
., . land O'Lakms Creaseries, Tno. .
Midland Cooperatives, Ins.
‘Nort.hm cooperatim, Im. I ¥
'hin cs.ty lﬂ.lk Ptoducm Associaticn
and the lumuota Aasochtim of preratim.

‘l‘hi.- statement is intended to give factual @.ntmmtlm regardhu the effect .
. of ﬂu provisions of soct:lm 31 ot the ‘l'ax Rotm Bill of 1969, HoRo 13270,
and to show the fatal dauge it viu do to mw oooporativos.
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‘rhe entire propocod olmuo of law as 1t rehtu to ooopentim |
is contained in one Seotion of the' Bill--Section 531. - It would lmnd only
me mticn oa' the. mtoml ‘Revenue coda, Seotion 1388. the pruent
Section 1388 ccutaim various datmit:lons of toms used in Sections 1381
through 1388, mc, which with Seotion 521 set forth the tax status of 000p-
" eratives, One of those definitions is a complex cne,.defining the term
"qmified written notices of auo‘caticn.“,‘ A portion of the detinttion,
subsection (0)(1) of Secticn 1388, now provides that at least 20 percent -
of the anmnt of the patrme dividmd distributions of & coopentivo must
bo paid to the patrons in cash, and certain other. requirements must bve met,
or the document representing the balance of the pltrmage dlvidmd (some~

tines caned the "non-oash particn®) will not be a "qualified written nouoe."j e

m am umld mnd thﬁt deﬂn:ltim by ndding two requirements:

) m.xm:mms.m Thoammtpaidoutincuhmtimrme
. &t the rate of 3 percent a year until 50 percent is reached, This amount of
inorease is called in the Bill "the appliotblo percentoge," and it is stated
" at 3 percent for taxable years begiming 1h 1970, 6 percent far those
beginning - in 1971, eto., until u reaches 30 percem for years begiming in
199 @ any subsequent year, 'rogether with the existing 20 percent, the
applicable percentage makes a total of 50 percent of current earn:l.ngs which
mtbopaidwtinmhtwymbegimim in 1979, and thereafter,
While the present 20 percent in cash now required must be paid
out a8 part of the gyrrent patromsge dividend, thet is not true of the
_*applicable percentages," or fncreased mmts, 'rhay may either be pa!.d out
1n euh as M of the current patrcnage dividend, ar be paid out in cuh
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“nin redemption . . . of any qualified written notice of allocation" previously
issued, ’ '

Compent, Wo are infarmed that this may not have been the intent
of the framers, but the provision as now drawn has the effec’ of limiting
redemptions which would be oredited against the "applicable percentages" to
redemptions of documents issued in 1964 or later, Older documents which may
have been distributed pricr to 196 are not "qualified written notices of
allocation" within the present Code definitions nor in the Bill, This would
mean th‘at although a cooperative may have older ev{idences of patronage
distributions outstanding, and may be odligated by law or by its by-mg‘s or .
other contractual arrangement to redeem them before it can redeem the 1964
eand later documents, such redemptions would not “"count" toward the "applicable
per;untozo.” This disadvantage, which perhaps could be corrected by a change
of wording, is pointed cut here as a matter of construction or interpretation
of the larguage of the Bill, Carrection of it by altering the languege
;mld not currect the drastic hard{shipa imposed by the ‘Bill--see below,

Nex Requirement Two, The Bill also adds to the definition of '
"qualified written notice of allocation" a requirement that the issuing coop-
-erative must be obligated to redeem the "written notice" in cash within 15
years, The gblization may be oreated in either of two ways: :

(a) The cooperative msy adopt a by-law so providing, with a
further provisiom that th#s obligation cannot be changed "without th;
cansent of thoge adversely affected;" or )

(b) The written notice may be in the form of "an unconditional
written evidence of indebtedness , , . which matures within such 15-year
period, " '

Appendix mo}
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The Bill also requires that "qualified per-unit retains" issued
by & cooperative include the same obligation of redemption within 15 years,
" either by by-law of by beirg in the torn of an evidence of indebtedness
which matures within 15 years, Thus, those cooperatives which use the .method
of letribution of earnings called "retains,” or "eapital retains,” o
"per-unit retains” would be subject to the same new requirements as those
cooperatives which use the patronage dividend method al@--mmly, the
Tequired increase in the percentsge of earnings paid out in cash, ‘until 1t
reaches 50 percent (see below as to the true effect of this), and also
1ssuance of obligaticns with fixed maturities of 15 years or less,

2, The Provisions of the Seotion Would Not Work
Many of the illustrations in this analysis are based upon published - -
suzmarized data owétm 400 faram supply cooperatives, These cooperatives
are. not typical, but are among 'tlw.':étracut of the 2,800 cooperatives in
- the upper Midwest, The harsh impsct of the provisions of Section 531 would
apply with even greater force to the é,:.ob weaker cooperatives not cM :
by the published data, The data covering these 400 cooperatives is set
forth at the end of this analysis as Exhibit A,

_ . Available information on these upper Midwest locgl cwmntiﬁo
indicates that 65 percent of thea had annual net earnings of less than
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$25,000 each. The vast mejority of them are small businesses operating in
small rural communities, They were organized by their patrons, and perform
a vital function as & source of supplies, of marketing services, and of
other services at reasonable prices, ’

Like all small business arganizatims, nesrly all of their rqh-
tively small annual earnings may be required in n given year for the
repayment of loans or for the replacement of facilities and equipment,
Inflationary pressures alone result in the necessity for additional working
capital to tinnn;e larger dollar amcunts of receivables and inventorles,

The Congress has lang Teocgnized the eccnomdo necessity for saall
businesses to retain & mjor mtm of thair umtngﬁ, w the smaller
corporate tax rate of 22 umm'm the first $25,000 of net incone, This
is especially true in the case of cooperatives, which cannot attract equity
investments motivated by profit potential, ‘

The effect of the proposed, 50 percent cash requirement on &
cooperative with annual earnings of $20,000 would be as i‘ollm:

Aanual Income Cash Retained

Pupings _Tax . Distritutions  Earnings

Current Rules ] .

Ordinary corporation $20,000  $4,400 $15,600

Cooperative 20,000 . $ 4,000 16,000
Proposed Rules i

Ordinary corporation $20,000  $4,400 $15,600

Cooperative 20,000 $10,000 10,000 -

Thus this provision of the 8;11 would allow the small cooperative to "plow
beck" into its operations lesg of its earnings than an ordinary business of
the same size, This is not good economics, good tax policy, nor good farm
policy, as well as beirg obviously unfair to the cooperative,

Appendix Pege 5
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Section 531 imposes arbitrary cash distribution requirements oo
cooperatives based upan patranage dividends which are annual earnings, These
ocash requirements are stated at 50 percent, but together with the 15-year
revolving requirement, they may eesily amount to 100 percent, as will be
illustrated later,

Nearly all cooperatives in our area are business organisations
handling mventad;u of farm produce or of supplies, Under the Wﬂfml..at‘
the Internal Roveme Code they are required to compute earnings on the m‘u;ml."
basis, They are not on the cash basis of accounting.

There is no necessary correlation between accrued earnings and
cash, Inlindividual cases 100 percent of acorued earnings may be represented
by a combination of increased inventaries, increased accounts receivable,
additional facilities, or reduced debt, '

Nevertheless, under Section 531, they would be required to make
cash distributions of from 50 percent to 100 percent of annual earnings
regardless of the amount’ of available cash,

The data on 400 local cooperatives illustrates a 52 percent incresse
in earnirgs tied up in non-cash forms, in a period of five years, These
incressed items were accounts mdvablo, inventories, facilities, and
investments in their regional cooperatives, .

Portions of the above increases were financed by increased nnb;u,-_
ties, However, the example illustrates the dramatic changes that can occur .
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- in any business organizatim, with substantial amounts of earnings reflected
in & non-cash fars, ’

These changes are compelled by necessity, Technolcgical changes in
faraing, such as increased numbers of classes of fusl, inoreased kinds and
mixes of fertiliser, chemicals and other supplies have compelled local
cooperative associations to put additional money into facilities,

The Regulations under Seotion 537 of the Code give full reccgnition
10 all of the above factars for accumulation of earnings to meet the reason-
able needs of the business, in the case of an ardinary business corparatim,
in'tbe following words: i '

' _ #(v)
Although the following grounds are not _exclusive, one or more of such
grounds, if supported by sufficient facts, may indicate that the

" earnings and profits of a corporation are being accumulated for the
reasonable ends of the business provided the general requirementr under
§§ 1.537-1 and 1,537-3 are satisfied: )

“(1) To provide for bona fide expansion of business or
replacement of plant;

*(2) To acquire a business enterprise through purchasing
stock or assets;

"(3) To provide for the retirement of bona fide indebted-
ness created in connection with the trade or business, such as the
establishuent of a sinking fund for the purpose of retiring bonds
1ssued by the corpration in accordance with contract obligaticns
incurred cn issue;

Appendix Pege 7 .
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"(4) To provide necessary warking capital for the bl'llin.l‘l(.
‘such as, for the procurement of inventories; o .
"(53 To provide for investments ar loans to suppliers ar
" customers if mecessary in arder to maintain the business of tie
carparation,” (Reg, §1.537-2(b))  —

Seoticn 531 of the Bill, contrary to this Regulation and to all
business experience, equates annual urningc with ability to make cash
dutribuuons. ) B

Despite subatantial increases ii. sales volums, the published data
on 400 strang local supply cooperatives shows relatively level average

earnings during the pest 10 years: (thousands cmitted)

QPERATIONS (averaged) - 1238 16 168

(400 local couperatives) '
*'  Sales to patrons 243 2% 2443
" Local operating earnings - $4 3L $13
Regimal patronege dividends £ 0 319 222
Net earnings (averaged) $27 $33 $35
Percent to sales 1,2 10,7 7.9

) porcm percent  percent
During 1968 the above cooperatives issued patronage dividends of
appraximately 20 percent in cash and 80 percent in qualified notices, Assuming
continuation of the trends of the past 10 years from 1970 through 1985, these

Appendix Page 8
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oooporlt:lvu would face a ;m_mgm dumbutioa requirmt in 1985;

Assuned net earnings 1n 1985 , ' 3 35,241
Cash 8istribution requirements: ‘
20 percent of 1985 net earnings in cash $ 7,048
Qualified notices of 1970 (80 geroet)lt of : 5
35,241 28,192 35,241
' s 100 peroent
The necessary cash would simply not be available unless all of
the following impossible assumptions were made for 1965 and all subsequent
years: '
100 percent of the dividends received from regional cooperstives
were in cash; sccounts receivable did not increase; inventcries
did not inorease; no replecements or additions were required for
facilities end equipment; all patrons' equities issued prior to

1970 had already been redeemed,

Local cooperatives are omed and controlled by their patrons,
In general, they have followed the equitable procedure of retiring patronage
equities in the arder of their issuance--oldest first, It can be fairly
. assused that they would desire to cntinue this procedure, Mamy of them are
cbligated to do 80 by provisions in their by-laws, o do o (in order to
retire such presently-outstanding equities before the gonpulscry redempticns
called for by the 15-year requirement of the Bill), the 400 cooperatives
covered by the data would Soaehow have to make aversge annual redesptions of
the following dimensicns beginning in 1969: o
Assumed net earnings for 1969 $ 35,241
20 percent of 1969 net earnings, in cash $ 7,048 :
1/15th of presently outstanding patronage
equities of $344,925, in cash ’ T 22,995 30,043
85 pcrcm
Anaﬁperccntcash dimibuticnmmum because none of the
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“ necessary assusptions are true for 1969, In other words, it is simply pot
$rua that the dividends from the reginal cooperative are sll in oash, It
1s ot true that the scoounts receivable, inventories and facilities invest-
ments fail to increase, On the other hand, they must inevitably 1m£.,m.

In at least cne state (Wisoonsin), s dairy marketing cooperative
is required by law to mintain a ratio ot current assets to current liabili-
ties of 1,25, The issuance .‘ot notices of allocation with a fixed maturity
will alter that ratio adversely, putting the cooperatives sudbject to that
law into receivership within the first few years, '

‘m,mmwmwmmmumtmmm ,
cooperatives of cur ares which are already cbligated to retire their oidest
cutstanding equities first, It will force them to strive to retire those

- existing equities at a pace they cannot cohim or maintain, with many
inevitable failures far socner than 15 years,

The ability of any business arganisaticn to make cash distribu-
tims is not determined by either net earnings or by cash on band, mumg
5o plans for facility additions and no sharteges of warking capital, it is
determined by the "acid test® ratio: The ratio of the total of cash and
accounts receivable to current liabilities,

This concept applies in the case of cooperatives and of crdinary
business organizations, The factors invalved are ignored by Secticn 5L of
the Bill, even though they are given full reccgnition in the Regulations*
under the presemt Secticn 537 of the Internal Revemue Cods, deternining e

. ‘
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whether accumilations of earnings by ordinary oarporations are resscnable
o mmmpu. . ' '

As indicktad previcusly, the data on the sasple of 400 strong
local cooperatives reveals increasing amounts of capital tied up in .
receivables, inventories, facilities and investments in regicual cooperatives
Guring the past 10 yesrs, mﬂn_ﬁu_put DOMM strong cooperatives
have, on the aversge, been able t0 mke cash distributions and redesptins
avereging 50 percent of their total earnings, but the ability to continue
mw-inummmmm.ummmm:

"Aoid Test® Ratio (Aversged) ‘ 1954 1963 268
(400 Local cooperatives) . <

,  Cash and receivables . $49,989 $69,915  $83,28)

Less current 1isbilities SR430 20324 0 A

Available tor cash redempticns

investant: & mmw uumm 081,55% 843,39 $ 9,087

. Averege 1968 eurnings vere 35,21 and non-cash patrcoage dividends
:mmmm-mum.m.

Purtber analysis shove thet 155 of the 400 “strang® cooperetives
bed o excess cash and receivibles, nd would be Jaabls to mbe any cash
Tedeapticns without further increasing their present financial difficulties,

By disregarding such changes in oversll business trends and
changes in financial adility of individusl cooperatives, the requirements
of Section 51 would pender insclvept the msjority of the 400 strang local
ccoperatives covered by the summarised data, and even mcre certainly, the
majority of the 2400 coopsratives not covered by the dats,
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Local farmers® cooperatives have banded together to form regioml -
organisations to provide thes with marketing services o a source of fara:
supplies at reascnadle prices, The regional crganisations are & necessary
extension of the operetions of the looal cooperatives, |

_In the case of the 400 fars supply cooperatives, earnings &mlopod
through their regimal arganisaticns have increased to over 60 psroent of
their total aversge earnirgs, To develop their sources of supply at .
reascnable costs the patrons, sho first joined together in the omership of
petroleus starage tanks and delivery trucks, have had to join together in the
owmership of interests in cil refineries and pipelines, |

The mintenance of these regimel crganisatione u_ uum_m.toy
the opersticn of the ooal cooperstives, The necessary investments to”

. finance these crganisations have increased substantially in recent years to

finance incressed working capitel needs and more complex and costly faofli- * . '
ties and amunu_nt. Pegional cooperative investments account for approxi-
-m:;‘nuot_muptmmmm:mmdot,{um«um »
cocperetives. R L
The regicnal organisations have cbtained the cash needed for their °
fecilities investments, receivables, etc,, by retaining a portion of the
cash and distributing the equivalent in "qualified written notices of
allocation,” To require the regiomls to increase their distributions to an
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“ultisete 100 percent cash would reésult in their igeclvency and the loss of
both the regicnal investasnts and the necessary part they pley in the
operation of the local coopsratives, .

- Changing economic caiditions of recent years (higher volune,
lower mrgings, increasing costs of faocilities) have seriously reduced the - -
ability of the regimmals to mke cash distributions of as much as 50
pu-mt cmequmly.anJorMormtouleming-oteuhlml
omznmmmm:mdmmmma,mmumm
mlbnitytoahcuhdutrnmumotlnpjcpnrt(ot;uquntotq;

Furthernore, any regicnal cooponttn, no -tm- how well -nbtod,
can have a loss year, mwmmtmmmmmmmpun
mxmmuwmmunm,mummmm That
mmmwumtommonmmﬁmn
mua,mnmhw-ynnum«wwmmmw
Seotian 531 of the Bill, |

The ability of axy business crganisation to make substantial cash
distributions is deterained by its finanotal positicn and not by its anoual
oarnings, By ignoring this fact, Section 531 of the Bill becomes & possible.
source of eventual insolvency to all cooperatives under certain circusstances,



i

EhSE

 The follovizg table shows that even the healthiest of the three cioperatives,

Cooperative A, will be trapped by the obligaticns imposed by the Bill, and

" will be unable to meet those cbligeticns in spite of an increase in ammual

earnings, Cooperative B, having lcml earnings, will be even farther behind,
Cooperative G, whose earninge have dropped, will fail that much socmer:

Annual earnings: 1970 $10,000
1985 .+ $20,000
1985 earnings represented by
inoreased accounts receivable,
increased inventories, invest-
aents in regionals, replacements -
of equipment, poycents on lang~
term debt - - 412,000
Cash available for distributions
and redemptions ) $ 8,000
Seotion 531 requirementss .
8, At uut 50 pcrcem in
total, $10,000
b, mmmm of total 1965
earnings $ 4,000
Plus redemption of 19!0
nonecash distribution 36,000
22,00
Total cash ghortage in 1965 $(4,000)

‘Go-cp B

$10,000
$10,000

$12,000
$(2,000)
$ 5,000

$ 2,000

200,000

$(12,000)

fo—p G

* $10,000

$ 5,000

$12,000

$(7,000) .

$ 2,50
$ 1,000

36,000
£.2.00

$(16,000)

While these partisular cases are hypothetical, the factors which
cause the failures are not hypothetical, The data cn the 400 strong local
cooperatives shows that aversge financisl positions of such organisations

have been seriously weakened in recent years,

As a group, they face increasingly severe financial probless under
present conditions, This is clearly shown bty the data for the 400 strong



loodoooporctimanﬂappuuuthmngntmétothuww ‘
losal cooperatives nok covered by the data, For exasple, the 400 coopere
tives are strang supply cooperatives, A saaple al"mm marketing local
elovators showed & decling of 31 percent in local earnings in the five years
1963 t0 1968, At the same time the regicnal to which they belong suffered s
dealine in earnings of 40 percent, A similar sampling of dairy coopsretives
Mamanm'moum1mmmammm'
the same period, This is & highly critical perfod of time in the financial
affairs of coopsratives and their patrons,

It would be dndeed iranie if Seoticn 53), in the naus of aid to the
patrans, s allowed to wreak finenoial bavoo upon such cooperatives resulting
in the 1oss to patrons of the mecessary service thay require together with
their scoumulated investmants in these arganisstians, |

The Staff Repart of the Joint Comaittes on Internal Revenue Taxation

" and the Committee on Pinance, dated August 18, 1969, attespted to summarise

"Argunents For® and "Argusmts Against® Sectim 531 of the Bill (pege 93).
The firet "Argumsnt For® resdss .

"(1) By requiring the cooperative to pay to the patron all
of the patronage dividends within fifteen years, the Bill assures
the patron that he will eventually receive the patromage inzome
on wliich he bas been taxed,

In fact, the Bill assures the patron nothing of the sort,
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Imstead, it requires that all patronsge dividends not peid in
cash stall be in the form of fixed cbligations dus within fifteen yoars ar
socner, Since the effect of this provision must be the eventual replacement
of all of the equity capital of each cooperative with a form of long-tern debt
with & fixed due date, the mare probable result is to assure the patron that
be will lose both the services of his cooperative and all of his sccumulated
investaents in 1t in some future your when it has lov earnings o 8 loss,
causing its insclvency and farced liquidaticn, The report reccgnises thin
to & degree in its "Arguments Against," saying:

"(4) The requirements for an early payou of patronege
dividends and retains will impair the working capital of the
cooperative, since these amounts represent, in effect, \he cooperative's
oquity capital and serve as a base to support its barrowings,”

The second "Argument For'™ reeds:

%(2) Fersers today have little dominion over the treatment
of patronsge dividends despite the fagt that they must pay tax on then
as if thay did, The Bill will give them full control over cne-balf
of the patronage dividend imediately with assurances that the
resainirg cme-talf (retained by the cooperstive) will be patd out to
them in 15 years, This greater control over the income on which they

© are taxed malkes the tax mcre equitable,”

This is simply not so, The patrans do have comtrol, unlike the situation
in an ordimary business corporation,

Dominion over treatnent of patransge dividends is vested in Boards
otmmocmmmwmbmumummnm_mvm~
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. per stockholder, Most local cooperatives have less than 500 members,
Their directors are neighbars who share their viewpoints and are personally
inom to most of them, Their control and voice in the affairs of their

_ cooperative ic real, unlike that of stockholders of large business
carparations,

Patrons of a local cooperative who pay the tax on their share of
the earnings of the cooperative do so voluntarﬂq under the 1962 Act, They
have consented to this tax trestment voluntarily, Under the 1962 Act they
may withdraw their congent if they are not a member, or revoke their member-
ship if they are a member, and the cooperative will pay the tax on thei.tc .
share of the earnings, They are aware of this right but, except for .&
very small mmbor of cases, have not withdram their comsents,

Through their elected Directars, tixe meubers of each cooperative
currently do have full control of the patrcnagedividends taxed to then,

The DLreot&s are able to determine the amount of cash that needs to be
retained to meet the needs of the business and the amount available for
payment to farmer patrons in the form of distributions and redemptions,
This is reported to the members at well-attended annual meetings, and the
members accept the decision because it is based on the facts,

The third "Argunent For" reads: ‘

"(3) By requiring cooperatives to pay out more of their A
income currently the amounts they can rétain tex-free for expansion of
facilities in canpétitim with fully tex-paying businesses is lessened,
This 15 & desireble way of liniting the tax-free growth of business
enterprises,” . . 4
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- This is mistaken policy, and unfairly discriminatory, Ordinary corporations,
under current law, are required to pay income taxes at the rate of 22 parcent
of the first $25,000 of taxable income and at the rate of 48 percent of their
taxable income in excess of $25,000, Ordinary corporations are not require&
to make any payments to stookhoiders of earnings required in the operation
of their business,

Two-thirds of our local cooperatives have earnings of less than
$25,000 per year, They are now required to pay out 20 percent of the amount
of their petronage dividends in the form of cash, Under the proposed Bill
they would be required to pay out 50 percent of their earnings in the form
of cash, The result of this is that the cooperatives will be able to rétain
8 maximun of 50 percent of their earnings for the needs of the business—
and often less, Ordinary business corporations of comparable earnings will,
o ‘the other hand, be able to retain 78 percent,

That this discriminatory policy is a mistaken one is well stated
in the "Argwments Against" as follows: .

"(2) The Bill ignores the role farm cooperatives play in
improving the incomes of farmers by providing them with alternative
methods of marketing their crope or of acquiring farm equipment, )
machinery and supplies at reascmmable prices,

"(3) There is no showing that the present balance between
farm cooperatives and regular businessessiould be upset to the detriment
of the cooperative movement,” .

It 1s a myth that coopea‘gtives and reguiar businesxs are "in balance;"
cooperatives are, in fact, losing ground, While active business carporations
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) A,

a5 a whole gained 52,4 percent in sales in the period 1960 to 1966, farmer
cooperatives gained 29,6 percent, Statistical Abstract of the United States,
1969, Tables 69, and 903,

3. Sumery

@, The Bill requires a "phased" step-up in percentage of earnings
paid out in cash from 20 percent to 50 percent in ten years, It also
requires that the cooperative issue non-cash patronage < 'vidends in a form
which it is obligate& to redeenm vithin 15 years,

'i». These provisions would not va'k:

A. Most. of the local coopmtivea have mnual earnings of
$25,000 or less. Their cash requimments are in excess of 50 percent
of their earnings, A business corparation having earnings of the

. same level is pemi@ted to refalin 78 percent of the earnings,

' B. It is exonecus to treat "emnual earnings" as equivalent
to "cash," They come to the enterprise tied up in the form of assets,
and remain tied up in such form, |

C. In the case of fairly level earnings, the requirement for
redenption in 15 years has the effect of forcing annual cash distribue

. tions in excess of 50 percent, often 100 percent of earnings, This will
begin in the near future, not in 15 years. o

D, The ability of cooperatives to revolve patrons' capital on
any "due date" vasis is diminishing, rather than increasing, The
legislation would put them in a straitjacket,
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E, The investaents in regional a-ga;:iutim m a mtter
of eacnomic necessity for ths local cooperatives,

F. The cash distribution requirements of the provision
ignores existing debt and other business needs,

G. The arguments advanced in favor of the provision are
nistaken and illusary, |

END OF APPENDIX
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SUMMARIZED DATA ON 400 LOCAL SUPPLY COOPERATIVES

FINANCIAL POSITION
‘Avetaged!

Current Assets:
Cash
Receivables
Inventories
Prepaid expense
Less Current Liabilities
Net Working Capital

Investments, primarily
regional cooperatives

Facilities & equipment
Less long-texm debt

Patron Bquities (Owned
by Patrons)

OPERATIONS (Averaged)
Sales to patrons

_ Gross margins
Operating expenses

Local operating margins

Patronage dividends from

regional cooperatives

Net Earnings

Per cent to sales

1968 1963 - 1938

Sn—— <
\

$ 28,149 § 33,963 § 28,918
55,135 35,952 21,071
89,693 49,671 38,508

1,643 1,040 154

$174,620 $120,626 § 89,251

74,197 _ 26,524 _ 18,435
$100,423 $ 94,102 $ 70,816

171,821 134,996 86,499

98,386 52,353 33,612
(25,705) _-(9,481) _ (4,890)

S A 28,07

$645,797 $308,371 $243,525

$103,996 °$ 69,59 §$ 52,633
90,641 _ 56,221 _ 39,039

$ 13,355 $§ 13,373 § 13,5%

21,886 _ 19,478 _ 13,672
32,250 2821 S.RL.268
7.9% 10.72 1.2

EXHIBIT A

3 Year Increases
1964-68 1959-63

$ (5,814) § 5,045
19,183 14,881
40,022 11,163

603 286

$ 53,99 § 31,375

47,673 __8,089
$ 6,321 § 23,286

36,825 48,497
46,033 18,741

(16,200 __ (6,591
822,055 $.85.03

$137,426 § 64,846

$ 34,402 $ 16,961
34,420 17,182 ‘

s aes

2,408 5,806

Sndadll Sedadll
2.9% (.9
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Summary of the Statessnt of
Chattes Davenport on
Parm Tax Losses
Before the Senate Committes on Finance
Septembar 22, 1969

1 sppear 1n my om capacity as a citizen interested in equitgble tex
laws snd Tepresent no other person in making this stetessat,. -

Farm tax losses raise a ‘\roblu of tax oqu!.ty and foster unfair
competition for many of America's m- mnm wvhich must rely on
farm income for a living. ‘ i

The farm tax loss problem auuo from the combinatidn of (1) a unique
sdninistrative dispensation permitting the reporting of ferm income and
expenses on a cash basis and (2) the contctuu of u;lul utn treatment
on some farm assets. ‘

This bmnt is available to a u:poyct who (1) has & "farm tax
1oss" which is not sn economic loss and (2) substantisl non-farm income
against which to absord the "farm tax loss," There is no benefit to one
vho has only the farm investment, Thus, high bracket non-farm taxpsyers .
enjoy a competitive advantage over farmers. .

There are three proposals to desl with this problem:

(1) The suthority to use cash accounting and to deduct some expenses
which are cspital expenditures could be revoked, I would urge this solu-
tion,

(2) Bection 211 of H.R, 13270 proposes an ex:ess deductions account
which would convert certain sales of farm assets from capitsl gain to ordi-
oary incoms, This proposal does nothing to prevent the offsetting of
sxtificial farm losses agsinst other fucome. It thus permits a deferral
:: tax oﬁ current income sod is & wholly ineffective means of dealing with

¢ problem. \

3 1t tbo solution set out in paragraph (1) sbove is not adopted,
I urge sdoption of 8,500, herein cslled the Metcalf Bfll, It is struce
tured to resch ouly mmcm farm losses, and it denies current deduc-
tion of thea,

The present scheme is highly mqu!.ublo since it permits many huh )
bracket texpayers to shield their oxrdinary income from tax. Moze impor-
. tently'it subsidizes by redustion of taxss on other income the "tax
' uu.o.r; and puts him at an vateir competitive advantage mt thc “legiti-
mate" farmer.

The Metcalf Eill should be adopted by Congress to solve the "hn
tax loss" problem,
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3tatemeut o charles Davenpert
ou Fara Tax Loosed

Before the 3enata Finarce Coanittee
Septeuder 22, 1959

GANT AL INTODUCTION

This otateus..t discusies several peding pzopoocsls for changes in the
ficoms tax ¢ieatusnt of ircome from certaic “arm investmeuts. Before turuing
to tha subitauce of this discussion, perait me to ideutify uyselt.

1 teach aedaval iucome tax law at the 3chool of Lav, Tuiveisity of
California at Davis, Californis. I aepre:ent no client wo: orgsnisation in
writing this statement. I am ~riting it solely ir my o'n capacity as a cit-
izen with ipecial krovledge of taxation and su iuterest in au squitable tex
aystem, I have had vhat I think is unique experisnce orking with ths tazatioc
of farm investosuts. Prom 1960 to 1567 I was in practice it lan Prancisco,
California, #ita & fire that represerted nany farm investors s:d operatora.
During that tims I vas a cember, 7ice chairaan, and Chairmsn of the Committes
ou Agriculture of the Tax Jection of the American Bar Aazoclatiou. From lLay
1957 until August of 1950 I vorked in the ofZice of the Tax Legislative Counsel
it the Trsasury Depa:tasut. During the tice that I wea with the Treasury
Departusnt, I participated ir the covsideratior. of msiy and in ths development
of two propoaals concerning the farm tax 103s pioblea, fi1cluding that countaived
in "Tax Reform Studies acd Proposals,” which -va3 published by this Comittes
and the Touse Committes on ‘ays and ileans, and'including the proposal -recosmended
by tha Treasury when it appeated belore the louse Cowmittes on Jays and ilsana
in April of this year. :

Ti? PROBLILL

There 13 a general consensus that there i{s a faru tax lou: probles. The
House Comnittes or ‘ays aud Haaus devoted a: antire day to the dissussion of
this subject. The hearirg record .unu 175 pages, The Cocmittes heaid presents~
tions fron at leaot 15 differert gvoups sud pricted in the vecord irnumerabls
lettera ard comants from persors who did rot sppea: before the Coumittes. All
of these perions agrsed therve was some difficulty in ths faru tax ares, but
there reis differirg opicions as to the nature of that difficulty. The purpose
of this statement is to help in explaining vhat I belteve to be the raturs of
the farm loc\s problem and to discuss the various solutions now pending.

The fa:m loss probleu ariaes Lrow two differe: t provisiors of the Federsl
tax las, Ons of thea 13 ar adaicistrative decision. made as eacly as 1915 which
provided that farmers could report their ircome on eithe: the cach ov the
accrual sethod of accounting, whethes o wot such usthod azcurataly veflected
fucoma, It aldjo permitted lacmers to deduct thei:r livestock raisirg co03ts even
though thega were capital expenditure:, 3ubsequently, in regulations promule
gated fir 1219, the Treascury also authorizad farwers to write-ofi capital expen-
ditures iicurred in the development 02 o:rchards a:d raiches. Thus, very early



{u the administrstion of our tax law, farmers vers acoorded liberalitiss ret
accorded to any other industry. They could use cash accounting sud expense
capital expanditures even though these dispsusations violated proper M
rules and distorted the reporting of inceme,

At the time that these rules vere developed, they asy have been defensible
on the growrd that the identification of specific costs attributabls to particuls.
products on hand at the end of the year would have beon difficult. PFertherwore,
the sccounting principles then availsble were unzophisticated and probadly set
prepared to deal with the problem of segregsting end capitsliszing costs assoce
fated vith livestock snd sssats such ac fares sud orchards. 1In addition, there
seens to have been some notion that the aversge farm did not represent the type
of finencial invastment usually found fu other busines> operstions. Thuse,
farmirg was looked at as a wsy of life rather than a5 2 business, and it sessed
inappropriate to requirs ths use of highly dmlopo‘ accounting uehlq-u

even if they had been -nlubh. c

It s interesting to note that these rules developed before there vas ey
concept of cepital gain, They wers also developed by im sdmiuistrative agemiy
vhich was charged with prescribing sccomting rules which would properly reflact
income. Expediency undoubtedly was their chief fjustification, and there sesms
to have bes:. no consideration as to their impact on investment and farm asrets.
Indeed, 3uch consideration would have been improper by in administrative agency
charged vith the collection of a tax on incoms, But ewr. 30, it is dubt!hl
that they had sny such impact at that tiwe.

In 1942, Cougress expanded the category of aasets .Leitl.l to capital gsin
treatmsat to include property used i.. the trade or L.iinsss where there wes s
net gain for the year on such assets. After soms period of controversy, the law
vas clarified to maks cleex that livestock held for draft, breeding or dairy
purposes for a period in excees of 12 mouths qualified wnder this provision. The
controversy then moved to & determination of vhether the particular imal had
been held for one of these purposes. The courts interproted the section very
favorably to taxpsyers snd conferred capital gain in & number of circumstsnces
which mey not have been vithin ths faterdment of the law, The result s that a
subotantial part of the farm profit: reslized in certain types of Leraing opeze
ations are now reported a3 capital gain while dn cost of ths assuts yuum
that capital gain have been fully written off,’

The consecusnces of this intersction of fully deductible cspital costs n‘
the reporting of proceeds as capital gair. have been fully explored sad cogently
susmarized by the National Livestock Tsx Comsittes in a letter to Ionorable
"iilbur D. 1i{1ls, Chairesn, House Committes on Ways and lieans, dated Narch 23,
1969, (This letter appesars in Tax Reform, 1959, Hearings Zefors the Committes
on 'Isys and iisans, louse of Representstives, 9lst Congress, let Session, at
page 2056 and folloving). The illustration thers assuses s "typical comssrcial
cattle operation" which yields un econouic profit of some $72,500 over a five~
year period. However, after application of the present income tax laws which
create "farm tax losses” while also taxing the sales procesds at capital gain
rates, there {o a total net reduction of taxes op other ircome (derived by *

“2e
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subtracting the net cepitsl geis. tax 7rom the savings in tax resulting from the
“farm tax 102s") in the amount of $56,344, This §s veferred to as s “tax
profit,” f1.e., & payment from tln U. 3. Treasury to the taxpsysr through the
tax system. Thus, the taxpeyer's oversll gain 3 spproximstely 479,000,

There are two striking features sbout this overall gain. FMrst the “tax
loss" generated from the rsising of the 1ivestock is of no value to one who hes
a0 other incoms. If the taxpayer is ergaged in no endeavor other then that
+% raising livestock, the “tax loss" is of no bensfit. Thu3, the “tex profit"
1s svailsble only to thoss persous who have substsntisl other incoms. Secondly,
although there has been a "tax loss" there also bas Deen & trus economic farm
profit of nearly $23,000, and the taxpayer “ho has this owtside source of incoms
hes paid no tax oo that farm profit. Iustesd, this taxpeyer has received
additional psyments in the form of reduced taxes on other incoms in the amount
of oesrly §$57,000 from the Federal governaent. On the other tand, a texpsyer
who had only the livestock income would have paid soms taxss on the $23,000
tarm profit urud over the five yesr period. Ths exact amount would depend upon
the taxpayexr's personsl exemptious and iteaized deductions, Thus, the taxpsyer
having non-farm incoms has a competitive advantage over the taxpayer who'had -
only the farming interest. This advattage, arising solely by reason of the
tax law, is §57,000 oo an investuent which yielded sn economic profit of oaly

»000,

Contrast this also to a taxpsysr engaged in the grocery buhtul. If he
esarned $23,000 over a five year period, ha would also psy soms tax. Thus,
taxpayers having both (a) non-farm income and (b) certain kinds of farm investe
wents vhich produce “farm tax losses", slso have s substantial advantage over
taxpayers engaged fin other businesses.

Thus, the mmn who has the happy eo-bmmn of iom non-farm incoms
and certain fam investments which produce "farm tax losses” {s granted an
{nequitable advantage over (1) those farm taxpayera who have no other incoms and
(2) those taxpasyers vho have ouly nou-fara income. In the former case, this

" sdvantags 13 also an unfair cospetitive advartage which peraits the "tax farmer®

to obtain higher profits on lowsy prices. The “tax farwer" thus is in a pos-
ition to drive the “legitinste” farmer out of business. Any changs in the tax
law, then, chould have the purposs of removing the unfair competition between
farsing interests having outside income as coupsred to those farming interests
which have no outside income. In sddition, such change should resove the
inequity batuson farmers and non-farmers.

POSSIBLE SOLUTIORS

From time to time there have been suggestions for changes which would
accomplish the goals juot described. Perhaps the simplest of these would be
the outright -evocation of authority for tazpsyers having farm income to use
the cash method of accounting whare it does not accurately reflect incows and
als0 to deny to them the right to expense certain capital coats such as the
cost of raising livestock or developing orchards, vineyards, aud ranches. There
&re & number of practical problews in this approsch, but none of them is insol-
uable. This approach has much to commend it and i3 theoretically the correct
ons. If this w-u:tu ahould decide to move i:. chnt direction, it certeinly
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would be taking a proper action which would be a substantisl reform of the
income tsx law, It is the action I would recommsnd. If this Cosmittes does
not, howsver, deoire to adopt such a sveeping reform, it undoubtedly will go
on to consider two other pending proposals, The first of these is embodied in
section 211 of H.R, 13270, The Treasury Depsrtment has recently made recom-
amdations to modify this provision, The other propossl is that contained in
the bill introduced by Senator Hetcalf on Jauuary 22 of thia year, 3. 500,

The solution adopted by the House 1a a four part solution. The first is
to require that to the extent that the "farm tax loss" exceeds $25,000 it be
entered into an axcess deductions eccourt if taxpayer's non-farm income for
the year 18 in excess of $50,700, 3econd, the House voted to extend the hold-
ing period on livestock receiving capital gein to one yssr beyond ths time from
which such livestock is placed in service by the taxpeyer. Third, the bill -
provides for s recapture of depraciation on livestock so as to place it on an
equal footing uith other personal property. The second and third actions are
appropriate and should be taken regardless of any other provisions which this
Committes may chooss. They do not, howvever, solve the farm loss problem,
Pourth, the Houss revised some of the so-called bobby losa rules. They apply
to all busineases of sny kind. Since their application is not limited to farme
ing, there is no reason to discusc them in the context of the farm loss problea,
1t seems appropriate thus to exclude them from our present discussion. This
leaves us uith the excess deductions account, vhich certainly is the msjor plank
in the farm loss program. “Je shall cowpare it to 3. 500.

The excass deductions account (herein referred to as \DA) adopted by the
House "s0uld appear to be a most ineffective tool because it fails to recognise
that the major difficulty in the faro tax area is the ability to deduct cur-
rently, agasinst non-farm incoame, expenses vhich sre capital expenditures, By
g0 doing, the "tax dodge farmer' continues to create artificial farm loaaes
wvhich reduce his taxes on current non-farm income. Now uuder BDA it is true
that at some later date, he may be requirsd to include in ordinary income the
receipts from the osle of certain farm assets vhich, absent the 2DA provision,
he would return as capital gain. Jut the subsequent returning as ordinary income
amounts deducted in prior years pemits the taxpayer to defer taxes on current
income earned from gources other than farming. The condsequence of all this is
that in an industry whers profitc are relatively low7, and I understand that in
1iveatock farming total ecoromic profits are often claimed to be as low as 3%,
the ability to defer taxes ot. the incoms earned in the other endeavors is an
extremely valusble benefit. Indeed, the ability to defer taxes may bs more
valusble than a complete exemption froa tax. A simple exsmple will fllustrats
this, .

Por the purposes of this illustration, the iucome and loss limitations
contaired withiu the bill are ignored bocsuse they are given specisl consider~
tion below., Thus, ve can asgume that in the first year the taxpayer incurc &
$100 raisirg cost on a breeding animal which he will ultimately sell at capitsl
gain rates. MHe incurs the same expenss in the secoud year, ard {m the thixd
year he sells the animal for $210. Eis economic profit thus 4s $10 (or 5%). If
he had bean required to capitslisze the raising costs and to pey a capital gains
tax on the profit elemsnt only, his tax would be but $2,50, Under present law
and under 3DA, houever, the tsxpsyer may deduct the raising costs of $200.

Y/
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Asouming a 70% tax rate, in the firat year he would reduce his taxes on other
fucoms ir. the smount of $70. The saue would be true for the second ysar when he
would reduce his taxes on other income in the smount of $70. These reductions
in tax ere in essence an intercst free loan. Under 2DA, the taxpayer would be
required to repay the interest free loar upon sale of the animsl in the third
year when EDA would recapture the prior deducted expenses st a $140 tax cost,
Just equal to the total of the taxes on other income saved in the first two
years. In addition, there 'rould be a $2.50 capital gain rax on the profit.

The net tax cost thus 1is tho capital gains tax on the profit. But {n addition,
the taxpayer has had the benefit of an intersst free los: from the government.
The value of this losn, sassuming an interest rate of 5%, ridiculously low st
current berrorirg rates, ia $12.60. The net benefit is the value of this losn
($12,60) reduced by the capital gaius tex (§2.50) or $10,10, This may be con-
trasted to $2,50 benefit which the taxpayer would have realized 1f he had capite
alized his costs and not beer required to pay a tax on the profit. < lesrly,
then the value of deferring taxes on income ssrmed ir other endeavors msy exceed
the vali of entirely exsmpting ferm profits froa tex. Any EDA proposal, or
any othor oroposal, vhich operates on the basis of permitting taxpeyers to con-
tinue to deses current taxes by the dsduction of capital costs is excessiwvuly
generous and does not handle the feru tax loss prohlem. Finally, since the
repayment of the interest fres loan from tha Government depends upon a sale by
the taxpayer, he has within his own hands the abiliity to decide wher the loan
should be repaid, certainly a struge position for a debtor.

In addition, the bill as it came from the House, had two further difficule
ties. One of them seems to be {rremediable. ‘Mhen farm assets are trarsferred
in non-taxable transactions, thers either must be a transfer of EDA to the
transferee or the transferes is iu a position o sell the ascets st capital gain
ratea hile the transferor will have deducted the capital cost of the assets
against ordinary income tax rates. Dus to the myrisd kinds of trsnsactions, it
is impossible to devise s oirgle worksble rule which will adequately prevent
this kind of manipulation. Thus, thae bill has & hodge-podge of rules vhich are
neither rational nor curative. They may, Lowever, be the best that can be
devised to deal with an insoluable problem, Secondly, the incoms snd loss limits
of the bill are such that it would operate on approximately 3,000 tax returns.
As far as can be ascertained, this would be about .1% of ons percent of all
farm tax returns and less than one-half of ony percent of farm tax returns
shoving a farm loss. The long rut. revenus estimste is somathing less than $20
uillfon. The almost negligible effect of theos estimates undoubtedly led the
Treasury to recommend that the outside incoms limit or. the biil be reduced to
$25,000 and that the farm loss be reduced to $15,000. The Treasury estimsted
that as so modified, the bill would affect 9,300 taxpayers and in the long run
raise $50 million. of revenuse.

In concluding the discussion of EDA, let me point out that however modified
EDA vill be ineffective, It is preaised on the belic” that the payaent of
taxes one, t10, Or ten yesrs from today is.the same as the payment of taxes today
as the income is ¢armed, e all kpow this.is.not so, and deferrsl of paying taxer
is now the "name of the game” for many.highly skilled tax practicionetrs. ‘Even
if avery dollar of farm loss weréd enterelf-into EDA-by avery farmar in Aserica,
the substantial period:of deferral and the benefits to be derived therefrom would
render EDA ineffactive to solve the farm tax: 10ss problem. .Thus, even if.mod-
ified as suggoested by the Treasury EDA will remain an inappropriate tool to
doal with this problem,
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In contrsst to this rather ineffective proposal, Senstor Metcalf
has introduced 8. 500, which is now pending before this Committee,
I believ, ae Amendment Mo, 139 to H.R. 13270. That bill would achieve
the objuctive of removing the tax subsidy from tex loss farming by
limicing to $15,000 (or the amount of the "specisl deductions” men-
tioned in the bill, whichever is higher) the deduction for a farm loss
vhich the taxpayer could use to offaet non-farm income., Generally
speaking, a farm loss would be the amount by which farm deductions
enceeded farm income. For these purposes, the untaxed one-half of
long term capital g:ins attriburable to farm property would not be
focluded in income. Parm deductions vill include all deductions attri-
butable to the farming business. If the taxpayer's non-farm adjusted
gross income exceeded $15,000, the linit on his deductible loss would
be reduced by $1 for each $1 of such excess, On the other hand, this .
1imit would be raised to the amount of tha taxpayer's "special deductions”
if it were highar. The special deductions sre (a) taxes, (b) futerest,
(c) abandonment, theft, fire, storm or casualty losses, (d) drought
losses and expenses, and (¢) losses on the disposition of assets to the
extent they are attributable to farming. If the farm loss of any yesr
is greater than the allowsble amount, it would be reduced by the untaxed
portion of farm capital gains in that yesr and then be availgble to be
carried backward three years and forward five yesrs to offset farm income
in other years, Partuers and sharsholders in corporations electing to de
taxed under sub-chapter 8 of the code would then be trested as engaged
in the farming operation of the partnership or corporation. It also
provides that 1f a taxpaysr is engeged in farming and one or more busi-
nesses which are directly related to this farming and conducted on an
integrated basis with his farming, the taxpayer could elect to treat
all such businzeses as 8 single business of farming.

7inally, & taxpaysr who elected to report income usiug inventorias
vhere significent and to capitalise capital expenditures would not be

" subject to the foregoing rules limiting the amount of this farm loss

but could deduct it in full {f there were no other provisions of the law

which would disallow the deductions. It does not require anyone to adopt

accrual sccounting., As {s mentioned bslow only 15,000 (out of 3,000,000

farmers) taxpayers would be faced with the ehoscs of non-deduction of

the farm tax loss on the use sccrusl accounting. The purpose of the bill

is to preserve cash accounting for those farmers who have not made exces-

sive use of the libersl accounting rules.

This bill offers as good a solution as can be devisad short of
vequiring that all farmers use sccrual accounting nnd be denied the
right to deduct capital sexpenditures. By exempting all losses of less
than §15,000 from the operation of the bill, it ansures that the smell
farmer who must supplement hi¢ fncome from other sources or take part
time or sessonal employment will not bs subject f.0 its provisions. How-
ever, this $15,000 limication 1s not a blank check to all taxpaysrs to
nake deductible.. investund?s of 415,000 for yesr, ‘Instead, as the adjusted
zro:; focomm exceeds $15,000; the amount of thé allowabls loss is reducmt
so that ‘
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at $30,000 of non-farm adjusted gross income, no farm lous is allowsdble,
This seems clecxly sppropriate and is & necessary tool to render the bill
fully effective. Also, any so-called legitimate farmer who satisfies
the reasons for the special accounting rxules will not have as much es
$15,000 to $30,000 of non-farm adjusted gross incoms. The bill thus is
& cleverly deviced bill for which 3enator Metcelf is to be complimented.
If this Committee i9 not prepared to require accrusl accounting and full
cost capitalization vhere necesssry to reflect income properly, I cannot
urge too strongly that this Committee adopt the Metcalf Bill as s rvea- .
sonsble solution to the farm loss problem.- ‘., Let me add, however, that
there are a few changes which you may want te consider, They are discuesed
in the Appendix. Thoy mersly improve what w.uld be a good tool,

One might take a look at the bill's operation. It would probably
affect about 15,000 taxpayers and woitld raise as much as $200 millfon
in revenue, Tuais is only about one-and-one half percent of the total
returns shoving faxrm losses, but this group obviously are the taxpayers
vho are taking excessive advantage of the present tax law, The deferral
of taxes on current income would be denied to this group, but if they,
or for that matter sny other farmer, have any sort of catastrophic loss
that could not be absorbed by current farm income, it could be carried
over and carried back against furm income of other years, Additionslly,
most deductions which produce true economic losses are special deductions
which are allowed gven if they exceed the $15,000 loss limitation. They
sre toxes, interest, abandonmsnt, theft, fire, storm and casualty losses,
and drought losses and expenses and losses on the sale of assets. Thus,
the charge that this bill would operate in any arbitrary fashion so as to
disallow economic losses cannot be established. Rather it operates only
after allowvance of the enumerated deductions. It attacks the farm loss
problem directly, and it tends to disallow only those artificial losses
which would arise from the deduction of capital expenditures that is
nov permitted under pregecnt law,

The amount of revenue raised and the number of taxpsyers affected by
these various bills are not, of ccurse, the sole criteria by which to mea-
sure the effectiveness of provisions dealing with the ferm loss problem,
however. Obviously, they do, however, go to the question of whether the
proposal reduces the Federal subsidy going to taxpayers who have the kind
of farm investment wvhich produces a "farn tax 1oss" which is not an cconomic
loss vhile slso having other sources of incoms. It must be remembered that
this subsidy does not provide any benefits to those who have only the farm
investment producing the "farm tax loss."” Thus, the purpose of any pro-
posal in this area would be to discourage some investment in farm assets
by placing those taxpayers who have substantial outside income on the same
ground as those who have only farm income, When measured by this criterion,
there 1s no doubt but what the bill passed by the House even if amended
as recommended by the Treasury would be wholly ineffective while the Met-
calf Bill at least would have a substantial impact which would appear to be
effective. On the other hand, EDA would continue to permit a substantial
deferral of taxes on current income for s large nuaber of taxpayers,

.7-



CONCLUSION

A number of srguments defending the preseut provisions of the tex
lav were raised in the hearings before the House Committee on Ways and
Means. To a large extent these are economic questions which claim that
the present system yields s lsrge "incentive" to invest in farm assets.
It is doubtful that this incentive is desirable in light of our other farm
prograns designed to assist those most harmed by the tax subsidy. In
addition, the "incentive,” or more properly the "subsidy,” questions the
iategrity of the tax law and perverts our concept of tax equity. Reduced
to its barest form, the argument for this tax incentive is that persons
having substanzial non-farm income should be induced to invest in certain
farm assets and receive the Federal subsidy described sbove., They are
thus accorded a substantial competitive advantsge over psrsons vho must
rely on only farm income and who therefore do not receive the tax subsidy.
To anyone seriously interested in the family farm and its economic well
being, it seems clear that the tax law should be smended to reduce this
unfair competition. One must, then, view these statements by the defen-
ders of the present system with somewhat of a jaundiced eye. They can
be made only to defend a system which is highly inequitable in its opers-
tion and which benefits only those vho have very high taxable incomes,
The Metcalf Bill would reduce, if not eliminate, this unfair competi-
tion., The capital which remained in farming could compete on equal terms
vhether it is supplied by one having large non-farm income or is supplied
by one who must rely on the faruw for his sole livelihood, The overall
result should be a healthy re-intruduction of the unsubsidised-frvee enterprise

system in ;he fara area,

It seems to me that we would all applaud such action and that this
Conmittee would receive the thanks and commendation of millions of farmers
throughout the country who today are struggling againat Federally tax
subsidized competition by high income taxpayers who need not rely on the
farm to produce & profit, but rather can look to the Pederal Goverament to
supply & profit on the farm investment through the reduction of taxes on
other income. There is no justification for the present system, either in
terms of equity in the tax system or providing incentive in terms of in-
ducing or strengthening the family farm,
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APPENDIX -
& t rovements ¢ Metcal

The operation of the bill could be improved by the following changess

(1) Losses on ordinary assets (as distinguished from section 1231
assets) might be fncluded in the category of specially trested dcd;xetlm.
Such losees are true economic losses, and there s no reason to disallow
them., The failure to include them would appesr to be mere inadvertence,
8uch losses probably would not occur in many cases, for most of the farm
assets producing ordinary income either have no basis or sre held in an
ioventory. In the former case, a loss could not be realized on the ssle,
‘and 1n the latter case the taxpayer probably would not be nﬁbject to the
bill in any event because he voﬁld qualify under the provision excepting
taxpayers using inventories and cspitalizing capital expenditures.

(2) The provision permitting & taxpayer to trest s uonfars business
as & part of his farming operation {f it is velated to and on an integrated
basis with the farm business raises s definitional problem in determining
whether the two operations are related on an integrated basis. .

This problem could be cured by providing thst s business would not
be considered as relsted and conducted on an {ntegrated basis with the
farming operation unless it coneists of the proceseing of a product raised
in the farming operation. Furthermore, the sale of such processed product
should produce a substantial portion of the total receipts of the over-all
operation, In addition, the provision should make clesr that treating
the two businesses as a farming operation would be for the purposes of this
bill only, {,e., measuring the sdze of the "farm loss" to ascertain whether

certain deductions are allowsble, The bill should clearly preclude the
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treating of the other business as & farw operation for the purpose of -
adopting accounting ‘uthod-. the filing of estimated tax returas, the
filiag of final returns, sod the 1ike,

Even with this modification, howsver, the bill might fail to achieve
its goal and would permit the offsetting of some "farm losses” arising
from the farm tax sccosating rules against income .earned fn other business.
Yor example, a texpayer might be engeged in processing frozen orsngse coo-
centrate from an orange grove on which large expenditures and consequent -
Yfere losses” were incurred because s psrt of the grove had not yet reached
full production. The grove, as s whole, presumably would meet all the
tests set out sbove. Thus, the special benefit of deducting "farm losses™
against other income would de continued for those taxpayers who have the -
capital and resources which would permit them to operate fa & business
related and integrated with theis fafwing operations, Thus, with respect
to such taxpayers the bill would not sccomplish its cbjectives even though
they would not appear to be the type of taxpsyer for whom the specisl .
sccounting rules were devised.

Thus, even if modified as sugpgested, the bill might not accomplish its
purposs. Yet, the treating of separate businesses as & single operstion
departs from the ususl practice in sdministering the tax law and mey
rsise problems neither foreseen mor forseesble at this time.

(3) A oumber of taxpayers wsy purchase breeding berds, depreciate them
for a short period, sell the berd and reslise substaotisl capitsl gains
on the excessive depreciation. While this practice appesrs improper,
there may be an enforcement probles arising from the ioability of the
Internsl Revenue Sexvice to audit all tsxpsyers. The enforcement problem
could be solvad automatically by focluding 1ivestock in the recapture
provisions under section 1245. Logically, there is no resson to exempt
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livestock, and it would prohibit finsgling with depreciation even though
the taxpayer elected accrusl sccounting in order to avoid application
_ of the bill,

(4) Under the bill the farm loss would be permitted to offset other
farm income, and it msy also be carried cver to other yesrs. In nefther
case does farm income include the untared portion of cspital gains, A
loss of §50 may thus coatinue to offsst $100 of cepital gain incoms fo
either the year of loss or when used as & carryover, This difficulty
could be temoved by requiring the loss to first be applied against ordi-
oary income, and any balance then applied agsinst capital gain fncome
before the section 1202 deduction or before spplication of the slternative
capital gain rate. The ssme treatment would be prescribed for carryovers.
Thus, 1o the cass vhere the famm cspital gains in the current yesr sre
$100 and the farm loss is §50, the capitsl gain would be reduced to $50
on which a tax would be paid., If there were sleo ordinary fars income
of $20, the farm loss would be reduced to $30, and the farm cspital gain
would be $70. BExactly the same trestment would be accorddd carryovers.

Yor exswple, if the current loss is $30 with no cspital gain until the
following year when $100 of ferm capital gains are reslized, the $30 loss
carryover would reduce the capitsl gain to $50 on which & tax would be
paid,

An alternative to the suggested treatment would be to require that the
farm loss to be an adjustment to the basis of assets. This would necessi-
tate deciding whether to adjust the basis of ordinary fncome or capital
gain sssets. It could also raise aduinistrative problems 1if depraciadle
property wsre fnvolved by presenting a new depreciation base each year. If,
howsver, the siternative of a basis sdjustment were chosen, presumsbly the
adjustment would not be permitted to create losses but only to veduce gaine

to sero.
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SENATE COMMITTEE ON FINANCE
HEARINGS ON H.R. 13270
TAX REFORM ACT OF 1969
STATEMENT OF WILLIAM O. DALEY, C.P.A.
TAXATION OF COOPERATIVES
SECTION 531

SUSARY OF PRINCIPAL POINTS

The fitt:un year redemption provision of
section 531, respecting taxation of cooperatives,is,
for the following reasons, inadvisable and should not
be adopted by the Committee:

1) 1t would tend to make it more difficult

for cooperatives to finance their operations adequately.

2) 1t would present cooperatives with an
arbitrary redemption requirement unrelated to business
realty.

3) 1t would foxce cooperatives into increased
borrowings and, thus, make their financial situations
less stable.

The statute should be amended to permit: payments
in cash as well as qualified per-unit retained certificates,
so that the cash payments, in common with the certificate
payments, are deductible during the taxable yenr if made
within 8-1/2 months after such year.
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SENATE COMMITTEE ON FINANCE
HEARINGS ON H.R., 13270
TAX REFORM ACT OF 1969
STATEMENT OF WILLIAM O.- DALEY, C.P.A. -
TAXATION OF COOPERATIVES
SECTION 531

Ty

‘ Hy name is William 0. Daley. I am licensed as
a Certified Public Accountant 1n the states of Plotida
and Arkansas and am the aenior nombez of W, o. Daley & "
ICOmpany, Certified Public Accountanta. with offices in
Orlando and Vero Beach, ?lorida..'We speéial;ze 1h coop-
erative accounting and tax>pract1ce, and rep?esent approxi-
mgtely 80 percent og the copperativés in ?lorida as well
as some sizable cooperatives outside of Flbriaa.. Oui '
office in Orlundo, Florida, was eatablished in 1944, ,

1 would like to place befoze the Committee, on
behalf of my firm and our ccoperative clients, our con-
sidered jugments respecting H.R. i3270'§ segtipn 531 which
proposes certain changes in the taxation of cooperatives.
A. Pifteeﬁ Year Redemption Rgggirem?nt.

The proposal requires that written notices of
'allovation and per-unit retain cettificates be paid in
money within fifteen years after igsugnce. We believe that
the proposal, lflenqqted, w&p;ﬂ ciQate a part;cq;arly

hazardous situation fqr mopi, ;flnot all, cooperatives.
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1. Financing Difficulties.

The fifteen yeapray;out requirement would cause
a transfer of the cooperative members' investment (repre-
sented by.tﬁe notices of allocation and per-unit retain
certificate) from the equity section of a cooperative's
balance sheet to the long term liability section. Thus,
the provision would makeilt almost impossible for these
organizations.to obtain proper financing. This difficulty
would exist even for'thosé‘cooperatives whiéh may follow a
practice of revolving the certificates over a ten or twelve -
year period. It is quite certain that financing institutions,
such as the Bank for Cooperatives which makes sizable loags
to cobperafives, would require a sdbordiﬁatidn of the fifteen
year paper by eaéh‘éooperative menber holding‘such paper.
Without such subordination, it is exceedingly likely that long
term loans will not be made. . In fact the subordination ﬁay
often be required for shbrt term loans. Considering the
fact that cooperatives have normal changes in membership,
the task of obtaining subordiﬂﬁtioﬁs from a majority ofl
menbers can often be insurmountable. ‘ o

2. Arbitrary Effect of Forced Redemgtions.

The fifteen year p;y-out féquirement would present

particular difficulties for cooperatives that have wide

variations from year to year in the amount of patronage
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dividends (notices of allocation), and/or per unit retains
distributed. My firm has a number of farm cooperative’
clients in which the unit volume and dollar value of pro-
ducts marketed fluctuates as much as 50 percent from year
to year. This fluctuation, which can be causednot only by
the normal variation in the size of the annual crop but
can be accelerated by the presence of hurricanes, fzeezes,
dry weather, wet weather, short labor supply and other
factors, may, thus, force irrational redemption require-
ments on a cooperative during a year when that cooperative
is experiencing wholly different business conditions.

Under the present procedures, without the arbitrary .
fifteen year pay-out requirement, a cooperative will redeem
its paper if, as and when its financial condition permits.
In addition, under current conditions a specific year's
certificate may be redeemed in segments over a period of
years. The current rule therefore fits snugly with the
economic conditions as they exist and change from year to
year. Cooperatives are not strait jacketed but may exercise
reasonable judgment in securing their economic positions.

3. Forced Borrowing.

The mandatory fifteen-year redemption provision

is not only arbitrary in that it does not adequately

recognize the year to year variations in a cooperative's
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performance and experience, but operates in a similar
arbitrary manner in that it does not récognizq the
flnotuaéiona in general econonic‘cond;tﬁpgs.;,For example, ,
in manyfcases in order to meet redemption obligations.
cooperati?es will doubtless be forced to borrow additionali
monies from other institutional sources. In effect, such
cooperatives will be placed at the mercy of the money
markets and may be required to incur increasingly high
interest rates andnother unpalatablg rastgictions simply
because of a-staﬁutorily~d;:ectad redemption of their
_certificates. The net result of the higher cost to the
cooperative will be aifurthef,:eduction,in(thq relatively
low return to the farmer for his fﬁrm‘pro¢uct.,

- Of perhapsﬁcre serious consequence is the fact
that farmers' cooperatives today have difficulty in ob-
taining long-term financing from any souxce other than
Banks for Cooperatives. - If the c00perutives. by virtue
of the fifteen year redemption requirement, put excessive
borrowing demand pressure on the Banks for Cooperatives,
such institutions may find that they do not have the
resources to make all loans that may be neceseary. Thus,
certain cooperatives may be placed in the impossible
position of being required by statute to redeem their
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paper and not have any reasonable possibility of obtain-
ing the funds with which to make such redemption. The
resulting condition would b§ no less than chaotio.

In v;éw of the difficulties as desocribed above,
which may be caused by the enactment of section 531, we
urge upon the Committee that the fifteen year rademption
provision be struck from the bill whichvwlll be reported
to the floor of the Senate.

B. Cash Payments in Lieu of Per-Unit Retains.

Moving, if we may, from the fifteen year redemp-
tion situation to a condition that exists under current
law, we invite the committee's attention to a matter which
vwe feel has a sizable arbitrary effect and needs immediate
correction, - ‘ '

Under existing law, a marketing cooperative
operating on a pool£n§ basis can distribute to its members
qualified per-unit retain certificates and receive the
benefit of a deduction against ordinary income in the face
amount of such certificatas. At the same time the
recipient member reports the face amount of the certificate
in taxable income in the year in which he receives it.

The statute contains no specltié guidance on the*

question of when such a qualified per unit retain certificate
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must or may be radeemed. It would appear that such a
certificate may be redeemed by the payment of cash at any
time on or after issuance. The cash might, conceivably,
be paid to thi member simultaneously with the issuance

of the certificate or soon thereafter.

Alternative!y, although tﬁo statute would seem
to permit this quick rodcmpﬁion aid conversion to cash,
it does not permit an immediate direct payment of cash in
lieu of a qualified per-unit retain certificate in a manner
| which would haQe,thc same retroactive deduction consequence,
i.e., deductible in the prior taxaﬁle year if paid within
eight and one-half months after the end of the year. This
inconsistency is not merely arbitrary, as measured against
a standard of pure logic, but results (1) in a totally
unnecessary administrative burden (through the issuance of
the interim paper) and, in most cases, (2) in the placing
of a liquidity squeeze on tho‘moﬁber.

The development of such a squeeze can be illustrated
as follows: For technical reasons, the per-unit retain
certificate for a given year cannot be distributed until
the complation of the audit of the pooling cooperative's
books and records for that year. This normally does not occur,

at its earliest until 60 to 75 days after the conclusion of
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the year. Then it bacomes necessary to prepare and mail
to members the per-unit retain certificates. Following

this step, the cooperative may redeem the certificates

for cash.t/ _ ,
| This entire process of audit, issuancs of certifi-
cate and redemption for cash may often not be completed

until four or five months following the end of thd'gaxablo
year. During that time tho member is deprived of the funds
toprcnontc@ by the certificate and must obviously use alterna~
tive and much less favorable sources of tlnandinq in his

farm business.

In order to avoid this anomaly and the unnecessary
difficulty which it entails, we would urge that the statute
be amended to permit the deductible issuance, at any time
within the eight and one-half month pqriod, of not only
qualified per-unit tota;n certificates, thoh will subse-
quently be xodgomod for cash, but also direct cauﬂ payments
in lieu of such qualified certificates. . Under this procedure
cash could be distributed to membars (in lieu of the certifi®
cates) immediately following the end of the taxable year. We
are attaching to this statement an exhibit showing suggested
statutory 1an§uagc to accomplish this proposal.

Tpank you.

¥7 RkIthough the statute does not direct itself to the
point, the Internal Revenus Service has taken the informal
position that redemption of such certificates may not ocour
at any time prior to 30 days following issuance.
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SENATE COMMITTEE ON FINANCE

DALEY
HRARINGS OM H.R.13270

Section 13682(b) (3) . (relating to tho detex-
adnation of the taxable income of cooperative oxganisa~
tions) is amended to resd as follows:

*(3) as per-unit retain allocations, to the
.. extent paid in money, qualified per-unit retain
urtiticcuo (as de 1n¢d in section 1388(h)),
or other property (oxoost per-unit retain '
cextificates (as defined in ‘1380(9)) which do
not constitute qualified per-unit retain certifi-
cates) with respect to urkounq occu:ring durinq
. such taxable year; or" ..
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sooczoﬁ‘xaso(:i (relating to the defini-’
tion of per-unit rouin allocation) is uondod to

read . follows:

- . “(£) PER~UNIT RETAIN ALLOCATION.~ Por.

. purposes of this subchapter, the term 'por-unit
retain allocation' means any allocation, by an |,
organization to which part I of this subchapter
applies, inocluding payment in money, per-unit
retain ocertificates, or other property to a ' .
patron with respect to products marketed for
him, the amount of which is fixed without
reference to the net earnings of the ¢ tgmiu-
tion pursuant to an aqtuunt between
organiszation and the patron.*
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