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SUMMARY OF
STATEMENT BY GEORGE MEANY, PRESIDENT,

AM ICAN FEDERATION OF LABOR AND CON(IESS OF INDUSTRIAL ORGANIZATIONS,
BEFORE THE SENATE FINANCE COuITTE ,

ON THE TAX REFORM ACT OF 1%9, H. R. 13270.

September 22, 1%9

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 without

exception, taxpayers. They pay their taxes regularly, payday after payday, 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 taxpayers in America

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 inc(,ne 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 standard applies to income from stocks, real estate, and other

so-called capital assets sold at a profit. Only half of such income is taxed.
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And under present law the tax can never be more then 25% -- eren for those in the

very top tax brackets.

A third standard is applied to 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 oil depletion, fast depreciation write-

offs, and bookkeeping farm losses, This type of income completely escapes, taxation,

The wealthier 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 or curb

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 juK contribution to the federal Treasury,

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, I fear, too many have

addressed themselves only to this symbol. Tax measures to ensure that those with

astronomically high incomes merely pay .2 taxes to the federal government falls

far short of tax justice.

Justice can only come when:

$The completely impoverished arb removed from the

tax rolls.

$There is a meaningful reduction in the relative

tax burdens of low and middle-income families.

*The loopholes of special tax privilege for wealthy

families and businesses are eliminated.
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The single most costly loophole and the one that is the prime culprit

of unfairness 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 $30-40 billion escapes the tax base,.

resulting in an annual Treasury revenue loss of over $10 billion.

And it is a tax preference that says, in effect, the more wealth

and income you have, the more opportunities you should be allowed to avoid

a fair share of taxes,

The 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 special treatment accorded capital gains is

the "most important factor in reducing the 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 pay 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 capital gains that

is passed on annually to heirs without even being mentioned on the income.

tax form.
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Under the House action, some of the oapital-glins 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, capital gains would still remain as the prime

factor in eroding the fairness of the tax structure, for unearned income would still

be preferentially taxed. And, what is worse the Administration has proposed to weaken

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 believe would

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

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 for more than their just share of the tax burden, have

been given a modicum of relief.

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

credit to business, has been eliminated,

4. Some of the loopholes and gimmicks in the tax structure, designed to

provide special, unfair tax bonanzas for the very wealthy, have been trimmed,

although not eliminated.

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

posels, including those of the Administration, which would move the tax structure
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still further awy from America's standards of fair play.

Specifically, we urge the Senate to:

1. -Close the geital-aaihs lohgole. endima the Meor tx oreferemo. for
unearned income.

There cannot be tax Justice as long as unearned income is half-taxed while

earned income is taxed in full.

The modest changes recomended by the House are welcome but not enough

and the Administration would largely undo the positive action taken by the House.

2. Put an end to the tax abuses of the oil. aas and other mineral industries.,

Again the measures taken by the House are welcome ones. They would reduce

the depletion allowance, eliminate depletion on foreign oil and gas wells, place a

limit on the amount of exploration expenses that can be immediately written off,

and end some other abuses such as the carved-out production payment.

Nevertheless, of the total revenue that escapes taxation due to the activities

of these industries, only one-third would be recovered by the House action.

We recommend the complete elimination of these abuses.

3. Eliminate the maximum-tax Drovision

Under the maximum-tax provision contained in the House bill the top tax

rate on earned income would be 50%.

This proposal would benefit only those with incomes above $50,000.

It would serve to provide an uncalled-for tax bonanza of $100 million to

top corporate executives, doctors, lawyers and others whose income comes from

astronomically high fees and salaries.

The Administration has strongly endorsed this proposal. It reflects a

cynical philosophy that if taxes on the wealthy are cut, they won't try so hard

to find loopholes. Such a philosophy makes a mockery of tax-reform efforts. We

cannot subscribe to it and we strongly condemn it.
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4. Strenathen the milnimu-texl ovilions og the House bill.

The so-called Limit on Tax Proforenos (L.T.P.) proposed by the Hoeo

and the weaker version offered by the Administration are prime examples of reforms

addressed solely to symbols.

Both the House and the Administration versions would limit the amount

of certain types of income that can be completely tax-exempt to no more than

half of total income plus $10,000. 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 year, you

can keep trying for another five.

Under the House bill, though a wealthy individual afected by the L.T.P.

would by no means pay his fair share of taxes, he would pay some.

Under the Administration proposals, since state and local bond interest

would not 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 has proposed a 25% minimum tax on exempt income in excess of

$10,000 for individuals and $25,000 for corporations -- regardless of the amount

of the taxpayer's ordinary income.

5. Strengthen and imorove other measures contained in the House bill.

For example:

-Interest on state and local bonds should be taxed in full with the federal

government guaranteeing the bonds and providing an interest subsidy to ensure that

the fiscal powers of the state and local governments are not damaged.

-Instead of the Hobby Farm loophole-closing proposals suggested by the House

and the Administration, the loss-limit approach contained in S.500 should be adopted.

6



This procedure was recommended by Sontor Netcalf and endorsed by a bipartisan

group of 26 Senators. This approach is specifically tailored to the tax-loss

farmer and ensures that legitimate farm operators will not be ponalized.

. The income-averaging formula should ML be liberalized to include

capital gains unless the preferential treatment accorded such gains is eliminated.

Interest deductions on bonds used to finance corporate mergers and

acquisitions should be completely disallowed.

- All rapid depreciation on real estate should be disallowed, 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.

Finally, the Senate should provide more substantive relief to those

whose incomes are moderate and whose tax burdens are unnecessarily severe.

Tax relief and tax Justice do not necessarily go hand-in-hand. The

equity in the tax structure can be as badly damaged by tax cuts as it can by

tax increases or the addition of new loopholes and gimmicks.

Under the House-passed bill this concept was partially recognized.

Though all groups would receive relief, a significant proportion of the relief

would flow to low- and middle-income taxpayers.

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 out back, the state-gasoline-tax deduction

would be disallowed, and a tax cut would be given to corporations.

7
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Under the House proposals, $4 billion Is tax relief is provided through

the low income allowance and standard deduction Increases. Thoe primarily

benefit low and middle income taxpayers. Another $4.5 billion is granted through

across-the-board rate cuts. Over half of this relief goes to taxpayers with incomes

of $15,000 or over.

The Administvation agrees with the House on cutting the taxes of the

wealthy, 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 increase the standard

deduction to 15% and $2,000.

We do not agree with the general rate reductions recommended by the House

and the Administration; and certainly there is no Justification for a reduction in

corporate taxes.

Instead we recommend a reduction in the tax rates that apply to the first

$0,000 of everyone's taxable income for married individuals and the first $4,000 for

single individuals.

The rate changes we propose and their effect are shown on the attached

tables.

Our relief proposals would result in the sae revenue lost as that pro-

posed by the House. They would cost roughly $600 million more than proposed by

the Administration -- an amount that could easily be made up by, for example,

eliminating the maximum-tax provision, effectively closing the hobby-farm gimmick,

and adopting a meaningful minimum tax.

Mr. Chairman, we urge that this committee bring the federal income tax

into line with what it's supposed to d-i--tax incovein accordance with ability-to-

pay. That's tax Justice.

8



AFL-CIO PROPOSED CHANGES
IN INCON TAX RATES

The rate changes would be as follows:

The l4% rate should be out to 9%
The 15% rate should be out to 1M
The 19 rate should be cut to 15%
The 17% rate should be out to 169
The 19% rate should be cut to 1'

All other rates would remain the same

Under this procedure, every taxpayer would receive a tax tsduction.

But, the individual with a taxable tonom of $100,000 would get the saw tax

break as the $8,000 man. With the rate structure recomended by the House, a.

mrried individual whose taxable income is $100,000 would receive a $3,600

out while the $8,000 married individual would have his taxes reduced by only

$00. Under the AFL-CIO proposal both would receive a out of $130.

9



Present Law Compared

Table II

FEWMAL INCOM TAX BN

With House Reform Bill. Treasury Proposals. and AFL-CIO Proposals
Married Couple. 2 Dependents

Wage or Salary
Income

$3.000

4.000

5°000

71500

10.000

15.000

20.000

251000

10°000

PresentLaw

0

$ 140

290

687

1,114

1.567

2,062

3.160

4.412

13.388

37,748

Total Tax
House
Reform
Bill

0

$65
200

576

958

1,347

1.846

2,96E

4,17C

12.604

34,892

Treasury
proposals

0

$ 81

253

616

1.012

1,447

1.951

2,968

4,170

12.604

34.92

AFL-CIO
Proposals

0

$ 45

155

526

90e

1.300

1.8=2

3.03D

4.282

13.258

37.618

$75
90

156

22

216

192

242

784

2.856

S$"

37

71

102

12

192

242

784

2.856

135

161

206

267

240

138

138

13D

138

Assumes deductions equal to 1(0 of income, minim standard deduction (low income allomace) or standard
deduction - whichever is greeter. Table takes into account the rate cutting, standard-deduction changes,
and low-income allowance proposed by the House. the Treasury and the AFL-CIO. Surtax excluded.

AFL-CIO Research Departmnt
September 1969
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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, 1%9

The federal income tax structure is unjust. Events of recent months

have made this fact increasingly clear 4dall reasonably informed citizens.

In 1%7, 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 -- 1254 percent.

The federal 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 nnd other forms of so-called

ordinary income. This income is taxed in full, and for workers the tax is

regularly deducted through payroll withholding.

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

so-called capital assets sold at a profit. Only half of such income 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, such 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 nt 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 t.ite-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 wealthy 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

-- as a special tax credit. And, 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 since Americans expect so much from their tax structure -- national defense, public

facilities and services, grants-in-aid to the states and local governments -- these

inequities in the tax structure undermine public support for much-needed expansion of

government services -- federal, state and local -- for a growing, urban 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

thmselves only to this symbol. Tax measures that eliminate or curb some obscure tax

dodges or that ensure that those with astronomically high incomes merely pay some

taxes to the federal government, fall far short of a Just and equitable federg income-

tax structure.

Justice can only come about if each taxpayer bears his rightful share of the

burden of operating our government.

This will only happen when:

I. 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 for wealthy families and businesses

are eliminated.

This is not now the case. Although the situation would improve if the House-passed

Tax Reform Act becomes law, justice would still not be achieved. moreover, the Adminis-

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 that 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 taxes 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 billions upon billions in federal revenues and serve to

pull the entire structure away from principles of progressive taxation of income based

on ability-to-pay.

In contrast, the single most costly loophole and the prime 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 $30-40 billion escapes the tax base, resulting in an

annual Treasury revenue loss of over $10 billion.

14



And it is a tax preference that says, in effect, the more wealth and income

you have, the more opportunities you should be allowed to avoid a fair share of

taxes. Such gains come about through buying stocks, real estate, and other assets

cheap and selling them dear. It is therefore a game for those who have wealth.

The effect of the half tax on capital gains on the entire tax structure

was made alarmingly clear in the Treasury study presented to the Ways and Means Com-

mittee last February. The study showed, for example, that the capital-gains pro-

visions alone compressed the tax-rate schedule down to a point where those with $1

million-and-over annual incomes paid an average tax rate of less than 33%. (See

Table 4)

The AFL-CIO has continually pointed to this loophole as the major flaw in

our tax system. The Treasury confirms this and claims that the special treatment

accorded capital gains is the "most important factor in reducing the tax rates of

those with high incomes."

We have proposed the elimination of this loophole.. We see no justice *to a

tax provision which says that a married taxpayer with $0,000 in capital-gains income

should pay a tax of $354 while a married taxpayer with the same amount of wage income

would be taxed at $1,000.

We have also recommended taxation of the $15 billion in capital gains that

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 206 maximum and extend the holding period

for long-term capital gains from six months to one year.

Even with these improvements, capital gains would still remain as the prime

factor in eroding the fairness of the tax structure, for unearned income would still

be preferentially taxed. Moreover, the Administration has proposed to undo even these

modest improvements.

15
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Thus, if the tax structure is to meet America's standards of fair play,

loophole closing must be broad-gauged and 2trbstantial. The gimmicks that give

rise to the evasion horror stories must lie eliminated, but loophole closing also

must be addressed to the costly and disruptive preferences that cause the burden

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

On April 1, 1969, before the House Ways and Means Committee the AFL-CIO

presented program which would achieve tax Justice -- a program which would

generate some $15-17 billion in 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.

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

Unfortunately it has not gone far enough and the Administration's recommendations,

if adopted, would undo many of the forward measures proposed by the House and add

additional inequities.

The House tax-reform measure merits commendation, for:

1. The working poor would be relieved of any federal tax obligation -- a

measure long sought by the AFL-CIO.

2. The hard-working, tax-paying low- and middle-income Americans, who have

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

a modicum of relief. This is a move toward a long-time goal of the AFL-CIO.

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

credit to business -- would be eliminated. The AFL-CIO has always 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 has 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 eliminated. That remains our position.

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

proposals, including those of the Administration, which would move our tax

structure still further away from America's standards of fair play.

Specifically, our recommendations are:

1. TheSenate should alog the caital-caing loophole. ending the uaior

tax reference for unearned income.

The preferential half-tax rate.which applies to capital gains and the

zero tax that applies to such gains when passed on at death are the most disruptive

elements in our tax structure. Indeed, there cannot be tax Justice as long as

unearned income is half-taxed while earned income is taxed in full.

The modest changes recommended by the House are welcome. Extending the

holding period to one year and eliminating the 25% maximum are steps toward

Justice. Nevertheless the preferential one-half tax would not be changed and

the Administration proposals, if adopted, would largely undo the positive action

taken by the House.

2. The Senate should put an end to the tax abuses of the oil. as and

other mineral industries.

Again the measures taken by the House are welcome ones. They would reduce - ...

the depletion allowance, eliminate depletion on foreign oil and gas wells, place a

limit on the amount of exploration expenses that can be immediately written off, and

end some other abuses such as the carved-out production payment.

17



Nevertheless, of the total revenue that escapes taxation due to the

activities of these industries, only one-third would be recovered by the House

action.

The AFL-CIO recommends the complete elimination of these abuses.

3. The Senate should eliminate the maximum-tax provision.

Under the maximum-tax provision, the top tax rate on ordinary income would

be 50%.

This proposal would benefit only those with incomes above $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.

The Administration has strongly endorsed this proposal. It is a

proposal which reflects the cynical philosophy that if you cut the taxes on the

wealthy, they won't try so hard to find loopholes. Such a philosophy makes a

mockery of tax-reform efforts.- We cannot subscribe to it. and we condemn it.

4. The Senate should atrenqthen the minimum-tax provisions o tbe House hill.

The so-called Limit on Tax Preferences (L.T.P.) proposed by the House

and the weaker version offered by the Administration are prime examples of

reforms addressed solely to symbols.

Both the House and the Administration versions would limit the amount of

certain types of income that can be completely tax-exempt to no more than half

of total income plus $10,000. Thus, the more the income you have, the more

can be tax-free.
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what's more, the amounts of tax-exempt income disallowed under the L.T#P.

formula can be carried forward for five years. In other words, if you fail to'

shelter all your income in one year, you can keep trying for another five.

Under the House bill, though a wealthy individual taxed under the L.T.P. would

by no means pay his fair share of taxes, he would pay some.

Under the Administration proposals, since state nid local bond interest

would not be recognized as income under the L.T.P., some wealthy individuals would

still escape scot-free and pay no taxes at all.

The AF -CIO proposes a 23% minimum tax on exempt 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 minimu-tax approach, both the House and the Administration

have recommended what is called an Allocation of Deductions provision. Individuals

with substantial amounts of tax-free income would be required to allocate itemized

personal deductions between tax-free income and taxable income. This is a desirable

provision, but various phase-in periods ari exceptions recommended by the House ed

the Administration would blunt its effectivehss. Moreover, neither the House nor

the Administration would extend this provlsioui to corporations.

Under present law, those who receive tax-exempt income derive a double

benefit. The income never appears on the tax return; hence no tax is paid.

Secondly, personal or non-operating business deductions can be deducted in full from

,sable inome.
t*l In"

The AML-IO recommends that before such deductions are permitted, since

O re designed to define ability-to-pay, total income (taxable and exempt income)

10 'be taken into account:' Thus, individuals with excluded incoe, as defined

belg, in excess of $10,000, should be required to allocate certain personal deductions
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in line with the ratio their adjusted gross income bears to adjusted gross income

iSJ.U exempt income. The deductions that should be allocated are: interest and tax

payments, casualty losses, charitable contributions, medical expenses, and cooperative

housing expenses. Allocation formula should be as follows:

Deductions X Adiusted Gross Income Allowable Deductions
AGI Plus Exempt Income

Minus $10,000

Excluded income which would cause deduction to be allocated should include

the following:

1. One-half of capital gains.

2. State and local bond interest.

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

4. The difference between the cost and the market value of property

donated to charity.

5. Depreciation on real 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-operating expense deductions between net profit

from operations and excluded income.

The allocation formula should be as follows:

Non-operating X Not O21artina Profit Allowable Non-operating
Deductions Not Operating Profit Deductions

Plus Exempt Income
Minus $25,000

The AFL-CIO further recomends that deductions disallowed 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 corporations)

of exempt income that would not be affected by the minimum tax.
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5. The9Snate should streniathen and imrove other nasures contained n

the Riugg bill.

For example:

- Interest on state and local bonds should be taxed in full with the

federal goverment guaranteeing the bonds and providing an interest subsidy

to assure that the fiscal powers of the state and local governments are not

damaged.

- Instead of the Hobby Farm loophole-closing proposals suggested by

the House and the Administration, the loss-limit approach contained in S. 500

should be adopted. This procedure was recommended by Senator Metcalf and

endorsed by a bipartisan group of 26 Senators. This approach is specifically

tailored to the tax-loss farmer and ensures that legitimate farm operators

will not be penalized.

- The income-averaging formula should An be liberalized to include

capital gains unless the preferential treatment 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 disallowed, 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.

Of equal importance, the Senate should provide more substantive relief

to those whose incomes are moderate and whose tax burdens are unnecessarily severe.

Tax relief and tax Justice do not necessarily go hand-in-head. The equity

in the tax structure can be as badly damaged by tax cuts as it can by.tax increases

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, a

significant proportion of the relief recommended by the House would flow

to low- and middle-income taxpayers.

Under the changes proposed by the Administration, needed relief

for those Just above the goverment-defined poverty threshold and those

in the middle-income brackets would be cut back; the state-gasolile-tax

deduction would he disallowed, and a tax cut would be given to corporations.

Under the House proposals, $4 billion in tax relief is provided

through the low-income allowance and the standard-deduction increases.

Another $4.5 billion is granted through rate cuts.

The fitst two relief proposals -- the low-income allowance and

standard-deduction provisions -- provide 90% of the tax relief or $3.6

billion to those with incomes of $15,000 or less. The Administration

would cut back on both of these forms of tax relief.

But the House rate cuts which in the main benefit higher income

groups would remain intact. Specifically, of the $4.5 billion relief

recommended through rate cutting, over half flows to the 10% of taxpayers

with incomes of $15,000 or over. On top of this the Administration would

provide a $1.6 billion tax cut to corporations.

In basic terms, the Adminiotration agrees with the House when the

House wishes to cut the taxes of the wealthy. But the Administration says

the House goes too far when it suggests cutting taxes for those of low and

modest incomes -- instead, claims the Treasury, corpbrata taxes should be

cut.

We endorse the House proposals to increase the low-income allowance

to a flat $1,100. In addition, we endorse the House proposals to increase

the standard deduction to 15% and $2,000.
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We do not agree with the general rate reductions recoanded by the

House and the Administration; nor do we feel there is any Justification for

a reduction in corporate taxes.

Instead of the general rate reductions proposed by the House and the

$1.6 billion corporate rate cut, we recommend a reduction in the tax rates

that apply to the first $8,000 of everyone's taxable income for married

individuals and the first $4,000 for single individuals.

The rate changes would be as follows:

The 14 rate should be cut to 9%.The. 15% rate should be cut to 13%.
The 16% rate should be cut to 15%.
The 17%, rate should be cut to 16%.
The 19" rate should be cut to 109.
All other rates would remain the

same.

Under this procedure, every taxpayer would receive a tax reduction.

- But, the individual with a taxable income of $100,000 would get the saw 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 wh ile the $8,000 married'individual would have his taxes reduced by only

$80. The AFL-CIO proposal would grant both a cut of $130 (see Table 2).

Under the AFL-CIO proposals, the net revenue loss would be approximately

the sane as that proposed by the House . It would be roughly

$600 million more than proposed by the Administration -- 'an amount that could

easily be made up, for example, by eliminating the maximu-tax provision,

effectively closing the hobby-farm gimick, and adopting a meaningful minimum

tax.
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We want to reemphasize that the complete loophole-closing programs we

have urged would leave many billions of dollars which could be used for funding

the social and economic programs which the Congress has enacted in recent years.

The objective of tax justice is an ambitious one. But it is long overdue

and critically urgent. There is no longer time for pause, delay, gestures or

tokens.

Only twice since its inception in 1913 has the federal tax structure

been revised., And these two revisions -- in 1939 and 1954 -- were, according

to a former Commissioner of Internal Revenue, only "faceliftings."

The tax system must now provide for the interests and needs of a nation

of over 200 million people who are demanding more 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.

The costs of government are not being shared fairly. An unwarrented

limitation is placed on the effectiveness of tax policy in promoting broad goals

of balanced economic growth and full employment and public confidence is decaying.

When. tax revenues are to be spent, the legislative and executive branches

appropriately :;Ludy and evaluate every outlay of public funds to assure that

natiotial 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 top of the existing tax ip a fair way to divide the burden

of an increase in taxes -- but only if the original burden is fair.

Since a tax on a tax cannot be collected if no taxes are paid, those who

are rich enough to avoid their fair share of taxes through capital gains, deple-

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

pay no surtax on such exempt income: Because of this, others pay more and the

basic inequities are compounded.
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What is more, many of the inequities cause the taxation system to run

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 credit and accel-

erated depreciation on real estate fuel the fires of the only source of in-

flat.anary demand in the national economy -- business investment in plants,

machines and equipment.

* $935 million in federal funds are boing spent on low- and moderate-

income housing; yet $800 million worth of tax loopholes go to real-estate

operators constructing motels, office buildings, plants and high-rise, 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 allows

$15 billion in appreciated assets to accumulate and be transferred to heirs

without ever entering the tax base. At the same time, tax-exempt status is

given to certain types of family foundations set up for avoiding taxes and

perpetuating control of family and industrial financial dynasties. Eight

million dollars are spent enforcing antitrust laws; yet the tax system

provides incentives for those who would merge and "conglomerate."

* Oil, 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 1%9; 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 qo 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 25 million

poor; yet many of these families today pay federal income taxes while many

of the wealthiest legally ignore the federal tax collector.

Though the case for reform is compelling and perhaps conclusively

demonstrated by these incongruities and paradoxes, there is another too

frequently overlooked aspect.

Federal income taxes are not the only taxes Americans must pay. In

fact, though federal income-tax revenues have grown and still loom largest

among the taxes paid by most individuals, state and local taxes have grown

at a far faster pace. What's more, the increases in state and local taxes

have in the main resulted from levies on property and sales to consumers

which take their toll from those whose ability to pay taxes is the least.

The 1%9 Economic Report of the President showed that the combined

federal, state and local tax systems converge in such a manner as to redis-

tribute income "away from the poor." At the same time, those of modest and

middle incomes are bearing a disproportionately high share of the tax burden

while those with wealth and ability-to-pay escape their fair share.

Thoroughgoing federal income-tax loophole closing and reform would

make a substantial contribution toward compensating for the unfair manner

in which the burden of other taxes fall.
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Furthermore, 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 services. A number of

states that do use income taxes use the federal definitions and standards as models for

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

federal taxes that their residents must pay.

Yet, as the inequities in the federal system grow and become more and more notorious,

the basic principles of taxation based on income 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.

LWING THS LOOPhOLS

G$Dit81 GAIns

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 $3.8 billion from the tax base through this

loophole -- nine times the amount this group shelters through tax-exempt interest,

36 times the mount this group shelters through the unlimited-charitable-contrlbution

loophole, 54 times the amount this group shelters through tax-loss farming.

Under present law, when certain so-called "capital" assets are sold, the profit

is taxed at only one-half the rates that apply to ordinary income. And, the tax rate

cannot exceed 25% regardless of the amount of the seller's total income. Capital

assets under the Internal Revenue Code consist of property Such as corporate stocks,

vacant land, and other assets not held for use in the taxpayer's trade or business.

In addition, profits from the sale of many other assets -- although not defined

by the Code as capital assets -- can also receive this same privileged preferential

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

real estate used in a trade or business; royalties from sales of timber, iron ore,

27



f 16 -

and coal deposits can all qualify for the preferential treatment as capital gains

as can gains on sales of business machinery and equipment.

What's more, the capital-gains-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 fact that large amounts of capital gains "fall completely

outside the income tax system," since capital gains on assets transferred at

death or by charitable donation go tax-free. The Treasury estimates that

$15 billion of capital gAins In X%7 were not taxed at all, through this

escape route. If an individual holds an appreciated asset till he dies, the

appreciation is not subject to the income tax. If an individual or corporation

donates appreciated property to a charitable organization, the appreciation is

never taxed -- and the full appreciated value can be deducted from other

income.

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

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

deduct the full value ($1,000) from his income. If he were in the 50% bracket,
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this gift of an asset which cost him $100 would save him $500 i ties. If

he sold the asset, included half the capital gain in his income, and then

contributed the $1,000 In cash, his net tax saving would have been only $25.

If the $900 appreciation were taxed at ordinary rates rather than the 253

maximum capital-gains rate, the donation of this asset that cost $100 would

have only yielded a net tax saving of $50.

Moreover, under certain circumstances it is possible for an individual

to actually improve his after-tax position by giving away rather than selling

an asset.

In testifying before the House Ways and Means Committee, Professors

Martin David and Roger Miller of the University of Wisconsin said:

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 a 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 sane-
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 modest reforms recommended by the House are welcome. Extending.

the holding period to one year and eliminating the 25% iaximusare steps

toward justice. Nevertheless the preferential one-half tax would not be

29

35-758 0-49-No. --S



- -20

changed nor would gains passed on to heirs be subject to income tax, The

Administration proposals, if adopted, would largely uqdo the positive

action taken by the House.

To close this loophole, the AFL-CIO urges adoption of the following

proposals:

1. Elimination of preferential tax treatment of capital gains for

both individuals and corporations. Such gains should be taxed at regular,

tax rates. At the same time, the present income-averaging provisions

should be broadened to include capital gains.

The approximate revenue gain from the AFL-CIO proposal would be

$6-7 billion. The House bill would raise $610 million and the Administration,

$600 million.

2. Capital gains on property transferred at death. ,

All appreciation (difference between original cost and market value)

should be taxed in full on transfer at death. 'The tax rate should apply'

to all appreciation occurring after date of enactment; one-half the tax

rate should apply to all gains occurring between an appropriate date such

as January I, 1950, and the date of enactment.

The tax should be allowed as a deduction for estate-tax purposes.,

It should not apply on transfers between the decedent and spouse nor to

estates valued at less than $6,000...

To prevent "forced" sales of assets, appropriate installment-payment

procedures should be adopted.

The approximate revenue gain under the AFL-CIO proposals would be

$3-4 billion. Neither the House nor the Administration made proposals

in this area.
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Oil, gas qnd other mianeaextrootios industries ,ra ll4wd to take
deductions for depletion. In principle, depletion fo'reztracitiv flu m i akii

to the depreciation allowance takes by other industrial and is geaoed to peyti

the gradual writeoff of capital costs over the lfe of ihe investment '.' .

SHowever, the peroentage-depletion deduction formulits based on income; ,

it has no relationship to the amount of investment. moreover, unlike depreocition'

the annual deduction from income never stOpst-s it continues, U terth astJ ,.

of the investmnt has been fully written of..

on .top of this', certain exploration and development expenditures are

i~mmdintoiy'tax-deductible (for other industries Isuh 'expe ntures would have to

be amortized over a period of' years) which means a major prt o'f the investment '

of many companies has already been written off yet thei deplet ioai- lownce'

not changed.

As a result, according to Treasury . o s and other depletion

deductions average twelve times the deduction that 'would be allowed if the deduc-

tions were based bn actual costs. 'In the petroleum industry, for example, 90%

of the depletion deductions taken are "excessive." In other wordsithese firms

are legally deducting nonexistot costs.

The percentage-depletion formula allows mineral operators to deduct amounts
ranging from 5% (grovel, sand ,nd clay) up to 27.5% (i the cseof oil) of the

gross income from the property -- regardless of the amount of investment. The

amount that can be deducted is limited to IV% of net income which eans, in may

cases, that only helf the net income generated from the property is subject to

tax.
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In addition, there are other gimmicks used by mineral industries to

circumvent the modest limitations that do exist on the depletion deduction, The

carved-out production payment, for example, is in actuality a ioin. The proceeds,

however, are treated as income in the year ,received, thereby boosting the deple-

tion deduction that can be. taken. 'When paid off, the loan is considerld an',

expense. These transactions are timed to generate tax advantages which the"

Treasury estimates cost $200 million in lost revenues*,

And again, these abuses become magnified and compounded by providing

opportunities for Individuals, corporations and their stockholders to defer taxes,

convert ordinarily taxable income to preferentially taxed capital gains, and traffic

in tax-loss gimmickry by writing off imsginary losses against other income

According to the Treasury, the 1960 revenue loss due to-excess percentage

depletion and the immediate write-off of development costs was as follows:

Excess depletion:

to corporations $1,100 million

to individuals 200 million

Expensing capital costs:

to corporations 240 million • .

to individuals 60 million

*Total $1,600 million

* The two most frequently offered justifications for the tax incentives

* granted these industries are; (1) special incentives are needed because these

businesses are risky, and (2) these resources must be developed domestically

*for strategic considerations. Yet, risk is certainly not unique to mineral

development and many other industries are as strategic or more so. what's more,

the fact that percentage depletion is also allowed to companles developing the

mineral capabilities of foreign nations hardly squares with the notion of .

developing a domestic productive base.

", ,,' .,%:8 2
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The most dramatic testlmonial to the fallacy of these arguments, how-

ever, was contained in a study done under contract with the Treasury by the
Consed Research Corporation of Pittsbqrgh, This study viewed the $1.6 billion,

tax incentive appropriately in termof a federal subsidy, since this is the

amount of tax revenue the nation loses, as a result of the special privileges.

The study showed that this $1.6 billion subsidy led to additional national'

mineral resources valued in the market at only $150 million. Every dollar in

federal tax forgiveness yielded 9$ worth of additional reserves.

.'And, according to the,,Tresury.1's analysis of the Consad study, the

depletion allowance encourages excessive drilling and inefficient production

methods and discourages researphAnto other potential fuel sources.

The House reform measures would reduce the depletion allowance, eliminate

depletion on foreign oil and gas wells, place a limit on the amount.of exploration

expenses that can be.imuedistely written off, and end some other abuses such as

the carved-out production payment.

Nevertheless, of the total revenue that escapes taxation due to the

activities of these industries, only one-third would be recovered by the House,

action.

The AFL-CIO recommends that deductions for depletion should not be per,

mitted to be taken after the cost of he property has been fully written off.

-The approximate revenue gain under our proposals would be $1.5 billion.

The House action and the Administration proposals would raise $600 million.

Interest on State and Local Bonds

The'interest paid to holders of, state and local bonds is completely

tax-exempt and never even appears on the Income-tax form.

pAl , t.P
C
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The Treasury estimatos that stato end lol gvenraMets save $1,2 billion in

interest expense. suinc'e the tax-exmpt puivilege'enabled tho tb sll+ these

bonds at less then market 'rates' ofliaterot, And the fresry l osi i$1.0

billion in revenue. The balance - $600 million g- goes as. tax, betsots to

the wealthy individuals and commercial banks holding masa of the bonds '

Since the Treasury loses more then the"'state' and local 9' ".,mnt'

gain, the tax-exempt prilll Ill a iiateful, a$,well as back-door mthod

of providing aid to state eid local gthis

interest erodes the equity 'of thq income-tax 'Systm since the tix +ijnt4ese*
benefit only the welthy.'., The Treasury notes thit tafree incime from state'

and local bonds is the s.ecou4 most, Important'' ftor (Cipitalj gain's Is first)

in reducing the taxes of those indiiduail.with indomes of Ver $100,000 per

year.

In 1960. for example, thl average yield on high-grademuhllipal bonds' ,

was 4.51% and top-rate (As) corporate bonds ws '6.18%." 'The tax-exempt+ status

compensates for the lower rate only for those in tax brackets of 27%" "id "' '.the rate, ~ ~ t ihchaP i t iid ....rson''+r+

higher -Prothe rates whichappl t n e s with'taxble incomes in

excess of $16,000'per year.
To illustrate, if a married person with taxable income of about $8,000

(22% bracket) bought'a high-rated tax-Oxempt municipal rather than corporate
bond, he would lose $1.67 in Interest on every $100 invested lid'save $1.36 ia

taxes, suffering a 'net lossof 31 fo0r each n100"nVested. Oi'the other 'hand, '

for someone in the $100,000.orovei 5b+,cket the'$l67 in' Interest lost save'

him $3.83 in taxes -- thus*' a net gain of $2.16 o ehch $100 i8avsted in tix-'

exempt bonds.."', ....
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* Also the benefits 'of the tax orgivoness to, state md loool goverimts

often rill counter to the meds end obj0tives of mst subSidiaS boeth ,

amount of debt most state a00 locl govermnts, earn ,$/ue 'is tie 'to prOperty,'

,Vlvet 0- it is the richerares 6fthe nation that relyhavieston debt

finanoing00, Thus, the wealthier ares' get the largest'tas.forgiveness, subsidies.,,,

$imilerly, the bonds issued by the osllet, Iasi affluent government generelly-

are low--oorted" or not'"rtOd"a t all by*the investments ytks.b Consequently'

these bonds are considered riskor and,' if, they',are to'compte: in, the bond

mrket, the poorer government msot boer higher luterest, ousts. .

On top of this, there hoe, been a rapid growth in the proportion of

uniipal bonds held byoomercial banks. In 1961 those bonks',purchase ,5(% of-

the staeeand local debt and 1in1967 roughly 90% of, the net purchases; wre

attributed,to commercial banks, Thi# has resulted in 4n orraticmrket for

municipal seurities, sinoe these banks switch,their investment portfolios back

and forth in response to demand for bvsinoss loans, '. . , ,, /

In times' of tight oney'and rising business lons, omerciel benkalroduce

purchases of manicipals n.sod may, in fct, sell them, thereby limiting the., .

market and riving up the interest, rates 'that municipalities must pay.' uh

developments require states 4and localities, to pay highera'nd higher interest :"'

rates, in order to market their bonds. - , ' p,

,A June 1%8 study by the Federal Reserve fnk ,of' Philadelphia notes: many

bankers have o!"..Ibgun to view municIpal6, s,. secondary reserve subject to 4 4

liquidation dien funds ore needed for other pqrposos,",. A yearlater ,iun
ja k magazine stated: 'Inded, municipal bond rote. hve been 'streak i up for

weeks as commercial boaks turned from major buyers of tax-exempt issues 1o.,

substantial so'llers.w 4,**4444 4 4 44

4 4, '. 4 4 44 4... 4,4,' ' ' 4 4 4 4 .: 44 . , 44.: 4* ' ,. .. 4 , ' 4 4
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He6e,1n may ways- the interest rates a municipality *ast pay.on its

debt (anthe amounts Of taeS its oitisens mset pay as a reawlS) are at the

mercy of-the comrcial bsnks and'the bond raters.,

What's more, maniy state and local governqents have abused the tax-xempt,

privilege by issuing so-called industrial development bonds. -These tax-exempt.

bonds have been used to btild fatories for private industry 0- sometimes to te

corporations' exact specifications. In this manner, a number of states have,

pirated firm from other areas,,using their federal subsidy fqr the private

benefit of wealthy corporations,.

Under the Tax Reform Act passed by the House, state and local governments

would be given a choice between floating taxable or tax-exempt bonds, If they

choose the former, they will,'receive a federal subsidy.

The Administration is against this proposal,

The AFL-CIO recommends that all interest on state and local debt securities

issued after the date of enactment' (following an appropriate transition period)

should.be subject to the Income tax. The federal government should guarantee

the bonds'and pay the issuing state or local government ian amount equal. to one-

third of.the interest cost. on such taxable issues. ,No federal guarantee,or

interest-rate subsidy should be permitted for, industrial development, bonds, regard-

less of the amount of the issue#
There would be a net revenue gain, after taking into, account the cost of

the subsidy and the guarantee, of approximately $100 million under our proposal.

The net revenue gain under the House proposal would besmall. The Administration,

would keep ,the present system.

A host of special tax-forgivenesi provisions apply to rel estate. 'Taken,.

by themselv's, these privileges are hardly Justifiable but, when manpulated asnd

. 1 0
I'

~
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combined, they result im unconscionable tox-evoidanoe opp

, T V reslestate operators, investorsi and speculators.

-The mjox, tax-escape route,,is the special accelerst

deduction ,Under thesefast wvtite-offformulas, -the cost

."'o ' be deducted from income at twice normal or "straight-line

of used-buildinos can be charged off'st %' times normal d

the'case of a new building with a 40-year estimated life,

about 2a% of Its cost can bb deducted from income during

the property's.life. For a used building, 17% of the nv

off in the first five years.

The following table shows the effects of the spesia

compred to the "straight-line" method which apportions t

deduction' equally.over the useful life of the asset:

MI ldina With a 40-Year
200%-Doelining- Sum-o

1-Yr.otal Striht-Line .... Balne Years
I-Yr. Total 2,5% 5.0%
2-Yr. Total 5.0% 9."
3-Yr. Total 7.% 14.3% 14
4-Yr. Total 10.0% 18.5% 18
5-Yr., Total.' 12.5% 2(%23

10-Yr. Total 25.0% 40., 1% 43

>:, .20-Yr. Total 50.0% 64.0% 74

87.

.1l

* , x. ~

ed-depreoiotion

ot new buildings pon

rates" and the cost

leprecstion rates. In

th.,resUlt, s that

the first five years of

estWnt can bewritten

1 depreciation formulas

he depreciation

f-the- "

!.4

150%.Oeclinsing-

7.4,
10.0%,
14.217.4

31.7% ,

53 .O
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Since depreciation wilte-offs are considered a cost, those fast write-OffS

and other"costS are subtated: from rental income and the income tax, if any,

is paid on, the reminder. Often there is no incom"eIt ill,'or evens reported,

loss in the early years 'ftowership, as a"reiultiof ac4elerated depreciation,

Technically; the fes'~itis off provisions in that taX liabilities, are

deferred'-- in principle, the:lower taxes in the early life, 'due to excess

deductions,'will b'made up later, as smaller deductions are permitted. To

this extent, the excess'depreciation results in an interest-free, nostrings

federal loan to the real-estate operator.

But the se elerated-depreoiatioi spooil priviloge also paveiv the'wayfor

other tax gimickry. First, a good part of the excessive depreciation deductions,

are never returned to the tax base, because the property is sold long before

the depreciation deduction runs out. And a good part of that which is eventually

2 taxed is taxed at only half, the usual rate, and never more then 25,sinoeit,

* is considered a capital gain.

, Combining these advantages with "leverage" -- such debt, little equity

the infeiu"' real -o te tax shelter is created.- The exessvi depreciation

plus interest charges on the debt result in large bookkeeping tax losses. These

phantom loses are in turn'washed out agIinst an Individual's other incom,

sheltering it from the federal tax. To take full advantage of this, many high-

income individuals Join together into syndicates. These syndicates buy or

4evelop high-deprecitio'n property that wil'fshow a loss which can be applied''

to the wealthy investors' other income. What's more,' when the properties,

approach a point when a profit might be shown (depreciation and interest become

lessthen rental incomee), the property is' then sold or refinanced, starting the

cycle all over again.

' A'
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A Treasury study of 19 investors, exploiting the real-estate shelter, showed

that the group had a combined income of $2.7 million from their mJot'economic-acti-

vities. But, since they made"investments in real estate, they were able to *shelter"

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

more than half.

The average investor in this group, according tothe Treasury, had an

income of'$141,000 from his other interests." He sheltered $77,500 of this from

Ithe Internal Revenue Service by his real-estate investments,' and his paper real-

estate "losses" saved him $45,000 in taxes.

The Treasury alsn traced the activities of one real-estate investor over a

seven-year period. This operator had a aeven-year income of over $7.5 million.

Yet, because of real-estate depreciation deductions, he paid the sawe effective

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

annual income of $10,000.

Moreover, real-estate operators can unfairly lighten their share of taxes

through reporting capital gains in installments, exchanging appreciated property

tax-free, and through complicated mortgage-refinancing arrangements. Again, these

are all games open only to those with wealth. And, this real-estate giimickry:

1. Costs hundreds of millions of dollars in terms of federal revenues

foregone -- expenditures or subsidies granted through the tax system. Non-

housing, fast depreciation, alone, accounts for a revenue loss of $960 million.

2. Runs indirect opposition to meeting one of our most serious national

needs. These privileges serve to channel'resources 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 flowing to real-estate operators, only $50 million went to those

investing in low- and moderate-incomes facilities.
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The House bill would limit double depreciation to residential property.

Depreciation write-offs for commercial and industrial real estate would be limited

to 150% of normal. The House bill provides a five-year write-off for expenditures

for the rehabilitation of buildings for low-cost rental housing. The Administration

supports the House proposals.

The AFL-CIO recommends that all depreciation In excess of straight-line should

be disallowed on all real estate except low- and moderate-housing.

Approximate revenue gain, under the AFL-CIO proposal would be approximately

$1.5 billion. The House and Administration proposals would raise about $1 billion.

Tax 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 bookkeeping chores of

ordinary farmers.

However, these accounting privileges are being manipulated to provide wind-

fall tax benefits to wealthy individuals and corporations who operate or invest

in farms in order to get tax losses. These losses are not true losses; never-

theless they Can be deducted from the wealthy investor's noarm income sheltering

it from the federal income tax.

Though most businesses use the "accrual" method of accounting, since 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 ignored. The growth in inventories is not balanced

off against other costs. Put another way, costs that reflect the building up of an

asset (inventories) are deducted from otherwise taxable income, but there is no

corresponding adjustments made for increase in the value of the asset (inventory).

As a result, certain farm operators abuse this privilege by carefully mismatching

costs and the income generated by these costs, to their tax advantage.

Losses, which under normal (accrual) accounting procedures would result

in gains, are created which, in turn, are used to "shelter" the wealthy investor's

nonfarm income from his taxable income.
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What's more, since many of these "paper" lossesactually reflect inclreases

in investment, income taxes that should be paid annually at ordinary rates are

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 possible for

the tax-deductible costs of raising an animal to exceed the taxable gain even though

the animal is sold at a profit.

For example, a cash-basis farmer spends $206 over a three-year period in

raising a cow and charges the $200 off over the period *s an expense. He then sells

the cow for $250. His real profit on the transaction was $50; yet, since the entire

$250 is considered as capital gains, only half of the $250 ($125) must be reported

as taxable income. As a result, he reports $125 in income and deducts $200 in ex-

penses over the three-year period -- his tax returns show a $75 loss on a transaction

which in actuality yielded a profit of $50.

Under normal accounting techniques, the $200 spent in raising the cow would

have been treated as an increase in inventory and would not have resulted in a

deductible expense. Upon the sale of the cow, the capital gain would have been

$50 and one-half of it, or $25, would enter his taxable income. Hence the "accrual"

farmer would have reported $25 in income (although it was really $50) and no do-

ductlons. The "cash" farmer reported income of $125 and expenses of $200..

Moreover, the definition of what are capital assets (and therefore subject

to capitai-gains tax rates) is stretched considerably, to the advantage of certain

farmers. The Internal Revenue Code, for example, treats livestock used for draft,

dairy or breeding purposes as depreciable capital assets.

Through the use of "leveraging" (much borrowing -- little cash investment),

the advantages of these special privileges 3re compounded. The combined effects

of interest charges on the money borrowed for the farm investment and the operating
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losses, that are so easily shown through cash accounting, result in phenomenal

phantom tax losses, which are washed out against the other income of wealthy ,

farm investors, shelteringit from taxation.

Some insight into how these special privileges are utilized by the,

wealthy can be found in the annual income-tax return date published by the

Internal Revenue Service.

In 1967, for exemplethere were ever I million tax returns filed

showing net farm losses, and almost 2 million reporting a net gain. For those.

taxpayers with adjusted'Oross income udr $50,000, the number of'returns showing - .

profits from, fat operations exceeded the number showing losses,'by rather

substantial mounts. The overwhelming majority of actual, operating farmers

were in this group.

However, where adjusted gross incomes were over $50,000, m returns

showed losses than gains, In the-$1,00,000-and-over income group, only 12

returns showed profits totaling $74,000,a- compared: to 101 returns claiming

losses -- totaling $7.6 million. (See Table 5.)

Obviously, "nonfarmers". are investing in farms solely for tax'purposes.

As a consequence, these nonfarmers compete unfairly with legitimate farmers. They,

distort the farm economy by bidding up the price of farmland and forcing ordinary

farmers to compete in the market with those who are totally indifferent to whether

they receive a fair price for the product or not.

The Treasury estimates on annual tax loss of some $800 million due to, the

farm loopholes, By placing a $15,000 limit, Jutv on the amount of phantom tax loss.

that can be applied against other income, some $145,000,000 in revenue could be

recouped. '

Both the House and the Administration recomend trimlng this abuse.!
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Though the, Admnistration would go further than the House, the basic approach It,

the same and little would bedone to curb the tax-loss farm abuses. What's more,

under theHouse and Administratioa recommendations there is a possibility that so... r

legitimate farmers would be penalized.

The AFL-CIO reco ends enactment of the loss-limit approach contained in

S. 500. This procedure was recommended by Senator Metcalf and endorsed by a

bipartisan group of 26 Senators., This approach is specifically tailored to the tax-

loss farmer and ensures that legitimate farm operators will not be penalized.

Under this approach, each dollar of nonfarm income over $15,000 would

reduce the amount of farm loss that can be deducted from nonfarm income by. $1. This

-provision would not apply to farm losses resulting ;rom taxes, interest, casualty,

- drovgbt, and sale of farm property. This provision would not apply to farmers using,"

.the accroal method of accounting.

The approximate revenue gain under our proposal would be $145 million.

The House would raise $20 million; the administration $50 million.
-. Tax-Exemet Foundlons ,• • ,

The tax-exempt status granted to certain foundations represents one of the

most glaring examples of how a well-intentioned, seemingly desirable,,, tax privilege

can become twisted. ,

As a nation, we recognize that philanthropy is desirable and it should be

encouraged. In line with this reasoning, Individuals are permitted, within certain

limits, to deduct from their taxable income, contributions to organizations

established for religious, charitable, scientific, educational and similar purposes.

Likewise, the federal government grants tax-exempt status to the organizations

receiving the contributions.
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Granting special tax privileges for such contributions orto such inititutioS .

raisesthe same fundamental questionas in all tax-forgiieness sIchemas. The

government is relinquishing funds it would otherwise be entit1id to, and therefoe.

others must pay a higher share of the costs of government. Thus, where'there is

tax forgiveness, there must also be an assurance that the nation's interests are

being served.

Recent investigations into certain tax-exempt foundations -- non-profit

organizations set up and supported by wealthy families or individuals -- have raised

some serious doubts as to whether appropriate purposes are in fact being fulfilled

and the nation's Interest is being served.

Tax-exempt foundations have grown phenomenally -- new ones are cropping .

up at the rate of some 2,000 per year. The assets of the larger foundations have"

recently been estimated at some $20 billion, and each of the 27 largest foundations

d has assets worth $i00 million or more.'

The philosophy underlying the private foundations. according to' a foundation

spokesman is "the systematicuse of private funds for public purposess" Unfortinateli,

the studies of the activities of tax-exempt foundations done by the ouse Committee

on Small Business have shown that in many cases the opposite situation prevails.

That is, public funds are being systematically used for private purposes. ',.

Family foundatiopi frequently are used as a msens whereby the wealthy can

avoid income, gift and inheritance taxes, yet maintain control over wealth. When

families donate company stock to private family-run foundations, family control

over the business can be assured from generation to generation, while inheritance taxes

are avoided, The donor can control the management ,of the foundation - appointing

relatives, rewarding friends and employees. The foundation provides the conduit

for donations which reduce the taxes on his business income.
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Furthermore, this control can be parlayed to a point where the foundation

i used to promote the foundation owner's oter business ntereats. 'Pra~tices

he been umovered which can be' questioned on the basis of 16f4ir competition,

conflict of interest, self-dealing, "insider" arrangements to affect stck prices,".

and so forth.

Foundations, for example, con lend money to the founder, his family, or the

family business at preferential interest rates, thus supplying venture capital for

the donor's other interests. -The Subcommittee's studies noted situations, where

suppliers and buyers have made sizeable contributions to foundations, controlled

by customers, indicating underhanded pricing deals. What's mote," these organizations

can enter into deals, whereby through intricate tax maneuvering," they can'buy a

business, invest none of their own money and pay the seller more than the market'

value of the business. On- top of this, the deal can be set up as i"' installment'

purchase, permitti4 the seller to" onvert what should have been ordinary'income into,

preferentially taxed capital ains.,

A Prenifce-Hall iecutive Tk Bbport, for example, offers this advice:

Have You Put a Price on tour Business? 'You may be able t6
double it -- by selling to a Charity.

Say you're planning to' sell your business, and you think,,
fair price would be five times earnings. 'If 'the company earns,"
say, $101,500 after taxes ($200,000 before), you're probably
figuring on selling .fr about $500,000. If that's the case,
STOP RIGHT THERE -- you may be shortchanging yourself:

That business could be worth $1,000,000 to a.tpx-exempt
organization: An ordinary buyer is only interested in earnings
after taxes--that's all he gets to see. But a tax-exempt buyer
keeps a hundred cents on 'he dollar.' ' So a fair price'to a
charity would be five tl$rs'$200,000, or $1000,000--twice what
you figured ' ' ' " ""

W758 , 0 - . '
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and410agodsey"
Commuting on the abuses uncovered, a ft Yok Tines editorial .dded . . ., .

"" another dimension -- that of, the. in larse.Sd role pf, fonndotjons laishapla,qa:tlonal. ., "

. policy: - • ,,,,

'.., .. .. . Sin e alm o st e ve ry one pay s incom e taxes # th e b u rd en . . .. ,
.. ~of exempting the income of the -foundations is borne by the -. ..' ./ public st largo..:, Yet the public is'virtuslly powerless to

... ~~Influence the ways in'which the foundations spend their .".. ,

• h:. ' ' Generous,,tax tratment is~oppropriate for charitable orgoalnatlons sine,..

/: "private philanthropy is an l mportant-adjuct to poblio program serving the gols , 8 /8

-"of the nation. However,' this special trstment, i :iJ4;tifjak e onlyIftoe./,:.,/

organizations pr fact usln the, foundations,; a Oher a ti-~xn. prilpefor
. 'the public good and not merely,;or the private'advant"eo: ie elhee~e, '''•" ."

.... ' "The Holuse'-passed 4bil1 wOuld sqt tlly lrrow, the, pdsbe civte ..

, of private founllldations demirFlnq to preserve their tax-exept °$tatus,#"Limits -,,,. " .,

-' are recommended which would/ require dil bpton.o t.jir in plie ovor.s period of, .
l:' im lit tholr'O* vae Pusiless hold im "v sure 0" inve ti at$ of these "

organizations are not'Jeopardised by financial sprvain Th'os wol als ley .,

• a 7.,% tax, on the In..lvestmnt ilnom of private fondatlono. .. . .'. /
SThe Adial it-ratiou bpts,'ila the min,"edorsed the. House sotiop. However,'@ ~

the Administration', recomendsi "a21% levy be Inetmn isod;q1-,h n°; th "7

rate rcom onded by the House. . ,,,

46",.
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The AFL.CIO recomends that:

(1) Financial transaction between a foundation and its founders,

contributors, officers, directors or trustees should.be prohibited,

(2) Foundations should be required to spend their incoes within

one year of receipt.

(3) Foundations should not -be permitted to own 20% or more of any

business unrelated to their charitable function -- a reasonable time should be

allowed for presently organixad foundationsto comply with this provision.

(4) If a donoramaintains control of a business or property after

it is contributed, no donation deduction from taxes should be allowed until the

foundation disposes of the property or the donor's control over the property

ends.

(5) Foundation borrowing to buy investment properties should be

prohibited. Foundation lending should be limited to appropriate charitable

functions. - - -

(6) A limitation, such as 40 years, should be placed on the life,

of- foundations.

(7) Congress should carefully examine the problems posed by the

actual operations of foundations and the ned. for some degree of federal

regulation of the use of the tax-exempt funds of'foundations.,
, :., Unli-itD~J Chritable-Contribution Deductio. 1 .

The ordinary taxpayer cannot deductcharitable contributions that

exceed 30% of his income. However, through use of a 4ittle-known loophole

the unlimited charitable.contribution deduction'-- about 100 of the nati s ,

wealthiest families escape paying $25 million In taxes. Many of these families'

pay no federal income taxes at al.,
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Though the loophole alone yields tax benefits to some of the nation's.

wealthiest, the, or part of the tax bonaza come about through combining the
unlimited-deduction gimmick with snother'!oophol'--. that which pe ts the

contribution deduction to be based on the appreciated value of assets (typically
stocks) donated, not the cost. Hence, no tax -- not even at privileged capital-

gain rates i- is ever paid on the appreciated value; yet the full amount is

allowed as a deduction from Income.

The unlimited-deduction privilege sees stringent in that it's only

allowed if total contributions plus income taxes paid In eight out of the ten

preceding years exceeds 90% of t jbleInme. However, these criteria are
easily met by many wealthy individuals whose income comes from nontaxable.,-

sources. Thus many who rely upon state and local bond interest, or capital

gains, or whose taxable income is "sheltered" by moans of excessive depletion

or depreciation deductions con easily give away large percentages of taxable

income since so little of their income is subject to tax,

The Treasury studied the 1964 tax returns of four wealthy "non-taxpayers",

and found that each had a total income of-between six and ten million dollars

and a taxable income of zero. Their incomes came almost entirely from dividends

and/or capital gains. Each gave away property close to, or in excess of. the,

reorted adjusted gross income -- property which was for the most part appre-

ciated stocks, upon which no capital-gains tax was ever paid -- and in each case,

taxable income and income tax were $0.

As a result, seemingly innocent and appropriate tax-forgiveness

provision geared to encouraging philanthropy serves in the maim to divert'

public'revenues to private use. The public revenue cost is far out of proportion

to the philanthropic goals forwarded, and the difference flows to a privileged

few individuals of extreme wealth.
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What is more, studies have shown that the charities supported by the

contributions of the wealthy are generally quite different from those that

receive the bulk of their contributions from the maJority of the nation's

taxpayers. And this evidence suggests that Congressional intent and the ,

national interest in supporting charitable organizations is thwarted.

For example, a 1965 Tresury Department.report showed that in the

income classes under $20,000, over 80% of the contributions went to religious'

organizations and charities concerned with social welfare, Ouch as the'

Community Chest and the Red Cross. In contrast, those in the over-$1,00,000

income class gave over two-thirds of their contributions to-so-called "other

organizeios". .-- principally foundations. Religious and social-welfare

organizations like the Comunity Chest received less than 10% of the wealthier

group's philanthropy.

The House tax-reform bill would phase out the unlimited-charitable-,

contribution loophole over a five-year period. However, the House would also

increase the general-charitable-contribution deduction from its current level

of 20% or 30% (depending on type of organizations,contributed to) to 50%, In

the main, the Administration has endorsed these proposals. .

The AFL-CIO recommends immediate repeal of the unlimited-charitable--

contribution deduction. The approximate revenue gain under our proposal would

be $50 million. Under the House and Administration proposals $20 million would

be gained.. . . ,. 4. .

The 7 Investment CredIt

The investment-credit tax privilege was added to the Internal Revenue

Code in 1962 and liberalized in 1964, The privilege was enacted as an effort

to spur the economy by encouraging business to invest in new machinery and-,

equipment.



Under this, proAisiom, haslinesstins are p'ermitted,1 to"eSt fro.

the federal lnome" taxes owed an aMoeet equ to 1% of the cost of ie"

machipery amdquipaent. The full 7% Cd b deduct'60 for firda with'talc

liabilities up to $25,000.' :If the' tax liabilitis,i ae more than $P5.000

Y' theamount of credit that' cin be deducted in listed to oneetfoth opf

C. their taxable -income. Inoh o~,teol ii.o h redit is that.

it cannot reduce the firm's tax bill by more' hao'25%. ~

in effect 'then. the nation's taxpeors are picking up the tab so tfe '
a pivae frmcan get a discouvnt-oa the Coas fIt' qipet

What's more, prior to' 91W.' businessshad t6 deduct the craditfro

the cost of the.investment before they wer...ai ied "to write Oft depreoatt.
This'was'changed-in 1964 and currently the credit can ,be taken; iii't.full

purchase price can be written off, 16hs, more'hn 0 'of'the iost can be

written off end, like'the oil-depletio3i deduction, imaginary expenses ari used'

to reduce taxable income. '

The revenue cost of thi crdit a ccordingtothe , trsur'y, amounts

to $3.3 billion at current levels of busi~e s profits a'dtvestmiot# Tis'

$3.3 billion'tax forgiveness subsidy induces Increased business investmentt,

-only, maosuc f.1fain -

and feeds the only m r r o oifiti ydad pressurtein 1969
while the entire ational~ecna'is burdened with tightmoney, unprecedented

interest rates and other generally restrictive measures,
Both the House and the Adinistration' ecomend repe1 of, the credit.

This i s also the position o the reI h"0..

The approximate revenue gain would be $3.3 billion.,

" , " . - ' . .'.4k



Approximate, revenue gain: $22S lillo,
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MhltinleO SUrta x_ ea~ntps= ,'..."

The corporate income tax is a two-step affair. The, first $25,000 of
profit iS talked at erte' bf 22% aod the remiuer. Is taxed at 48% (6*oluding the

temporaryI0X surtax) ,

," The, exemptiOn of the first $25,000 from thi full borporpte, tax rate o '.s .
made part of the 'Internal BeIenue Code: in order* to help s all corpotatiohs.'", +

iover, the intent of this pr'isin4 ee thwarted bymanya
corporations, which have. intentionally ortganised the"e i nto chains, to shelter

mob of their income from the full corporate rate.
Thu, 'bysplnsing'offito subsidleries,- a cooperation ann reducits taxes

annually by $6,400 per subsidiary., A" siglecorpoarton,torexample, with net
profit of $1I Illion would, pay i tax -of $47,00 IfUthe sine coiportioaos 1Orsted
through 40. subsidiaries, each show* a. profit of $25,000, the tax'oula bocut "by

more than half,

The Treasury estimates that the exmption results in a reduction of th -tax
rate on corporations.generally from 48% to 4.,8% and a revenu, loss of approximately

S$1.8 billion.' The combined effect of both the.7% investment credit'and the'$25,000
exemption bringsthe effective rate down" to only A3,4% a hd the revenue lost to,,"

some $4-:5 billion,

$o. . ver, this special prilvilegeaounts..to 'a taxincentive that encourages
unsound oorporate'arrangemantsi -It also add* an'element of discrimination between
those types of corporationsthatoa easily be-iplit up,totake advantage 4of the
special privilegeand t!hqse that cant,. " '. ' ,

A#. reoulto a benefit intended ,.to. help Small business alsopoie
.tax-windfll opportunities to large, highly profitable operations.', ' "

Both the 4House, ai the Alministration racoend repeal ot th multiple,"
surtax exemption. This is also the position of the oALCIO, . ++

,, .+
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The greatest wave oAt corpore. mergers in American history is now rolling

through the economy. This great movement towards the concentration of. economic

power has been building Upover the last 20 years. It obscures the peaks of

the two previous corporate merger waves in 1899 and 1929. The number of

mergers of mining and manufacturingcompanies zoomed from 219 in 1950 to

844 in 1960 to nearly 1.009 in 1966 and over.2,400 in,1968, according to

the Federal Trade Commission.

Not only are the "bigs" taking over the "smalls", but minnows are

swallowing whales, and the "bigs. are merging with other "bags." Conglomerates-

marriages, with increasing frequency, involve partners with assets over $10

m million., In 1966, there were 101 mergers Involving an acquired company with

assets in excess of $10 million. The Federal Trade Comission reported 192

such mergers in 1968, with assets of the acquired companies totaling $12.6

billion. The 200 largest companies acquired 70 firms in mergers in 1968,

the FTC reported.

As a result, one out of every six firms that made Fortune Magazine's

1962 top-500 list has completely disappeared.

These conglomerate corporations jrow in all directions, by acquiring

companies in y industry or product-line, no matter how unrelated. They

operatein allkinds of different industries and markets.

The great merger movement of recent years has brought an alarming

increase.in the concentration of economic power in the hands of the major

corporations. In 1967, the 200 largest manufacturing corporations held

nearly 59% of the total assets of all manufacturing corporations -- up

5I
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from about 40% in 1940. The 78 giant manufacturing corporations, with

assets of $1 billion or more, held 43% of the assets of manufacturing

corporations in 1968 and received 49% of the profits of all manufacturing

corporatias.

The concern is not with large conglomerate corporations merely

because they are large. It is the effects which must be examined. The

immediate questions concern plant closedownas and impacts on collective

bargaining and 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 answered though the

tax structure. They involve the anti-trust laws and the operations of the

Justice Department, as well as such other government agencies as the

Federal Trade Commission and the Securities and Exchange Commission. Yet

it is clear that there are tax inducements to those who would merge and

the tax structure adds thrust to the corporate take-over movement.

* By "swapping debt for equity" (offering bonds in exchange for

stock) the acquiring firm has to pay bond interest rather than stock

dividends. Interest is tax-deductible; dividends are not. Because of

this tax advantage, the purchaser can offer a bond debenturee) supposedly

valued at more than the stock, creating what has been labeled "funny money."

The seller also has a tax advantage since he pays no taxes on the

transaction until the bond is paid off. Hence, it is the nation's tax-

payers who are helping to finance the take-over.
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* If the seller receives stock in the acquiring firm In exchange for

his old stock, the transaction, under most circumstances is tax-free,, Of

the 352 major acquisitions that took place' in 1%7and .1968, some 90% were

tax-free. The "new" firms were valued in the stock market at $3 billion,

higher than the pre-merged firms; yet no taxes were paid.

• The tax-loss "carry-over" provisions in the Internal Revenue Code

lead to anomalous situations, where a firm showing a loss becomes a more

desirable partner for a merger than a profitable one. And again 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, of course, other tax loop-

holes can be called into play to createphantom losses and situations similar

to the tax havens built by wealthy real.-estate speculators and tax-loss

farmers.

Moreover, other business tax privileges -- as the 1% investment credit,.

for example, and accelerated depreciation -- help to provide many corporations

with unreasonably large amounts of cash (depreciation allowances plus retained

profits) after payment of taxes and dividends to stockholders. The cash is

thus available for such ventures as those involved in the sharp rise of foreign

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 conglomerates. The

AFL-CIO agrees with these proposals. Most important, under the House action

(supported by the Administration), limitations would be placed on the amount

of interest deductions allowed on debt used to finance corporate mergers and

acquisitions.

The AFL-CIO recommends that such interest deductions be completely

disallowed. Furthermore, the AFL-CIO recommends a thorough investigation
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be conducted to determine the extent to which the federal tax structure

contributes to the learning trend of corporate mergers and acquisitions.

Among the tax provision that should be examined are those which

permit:

1. Capital-gains taxes to be paid in Installments when stock is

exchanged for debt securities.

2. Tax-free exchanges on corporate stock transfers made for purposes

of mergers and acquisitions.

3. Corporations to "carry over" the operating and capital losses of

an acquired firm.

In addition, the penalty tax provisions applying to excessive amounts

of retained profits should be made workable in the light of rqeont experience.

9ther House ,OOOlsall

The House bill includes other improvements which w consider steps

toward tax Justice and which we support. Among these are:

1. Liberalization of moving expense deductions.

2. Tightening of the deferred-compesation loophole.

3. Limiting the tax advantages of foreign investment income.

4. Requiring financial institutions to shoulder more of the tax burden.

5. Eliminating speiai tax breaks for stock dividends.
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FEUAL IN TAX -
Present Law CoMpred With Bouse 3f oru 3111, Treasury ropols, and AFllCIo Proposals

Dr'ed Comple, 2 Dependents

Wage or SalaryIncoe

$3.000

5,000

10,000

12,500

15,000

20.000

25,000

50,000

100.000

Present

0

$140

290

687

1,114

1,567

2,062

3,160

4,412
13,388

37,748

HouseRefo-

•0 o

$6.

2D0

576

958

1,347,

1,8646

2.966

4,170

12604
34,8992

Tatal ax
FL-CIO

Treasury

0

253

616

1,012

.1,447

1,951

2,968

4,170

1604

34,89

onsals

0

$45

155
526

906

4921323,02o

13,258

37,618

ma

190

111

156

220

216

192

242

764

2,6

Tix Seduction

$59

37

120

111

192

764

2,06

$95

135-

161

206

267

240

130

130.

130

1in

Asute deductions equal to 10% of Iaco., iaini. stodar dedustlin (low im w alemsmW) or stadard
deduction - whichever is greater. Table takes inte *oount the late Guttng, - _ a A--- tiea eanges.
and low-Income allowance proposed by the Doused he 0geaur ad th M.L=0. Surtax exmld.



F T OF AFL-CIO roOSED SUTION
IN FIRST s TAX IRACKIT MRAM TO 9%,
1$. 1a9. 16%. AN 18% ON NARRID

TAXPAUR ILING JOINT R9TURN

Present Federal
IBMoa Tax

$ 14D

290

450

610

1.25

1,820

2,3 5

3,010

4,360

9,920

17,060

Tax Under An-CI0

$ 90

220

370

710

1,160

1.690

2.255

2.80

4.250

9.790

16.930

Tax Reduction as
Tax a Percentage of

Present TAA
$ 50 35.7%

TO 24.1

0 17.6

100 12.3

125 9.7

130 7.1

130 5.5

130 4.3

130 3.0

130 1.3

130 .8

/ age and salary income less personal exemptions and deductions.

Note: Figures exclude 1966 surtax and do not take into account additional relief measures
which would increase the standard deduction and provide a low-income allowance.
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Taxable

3.000

10.000

10,000
12.500

15,000

35.000
50.000
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Table 3

DIPAwr OF FWL&, STAX & LOCAL TAS
FAILY OF FOUR:

1963 to 1968

Decrease in
Federal Income Tax

$60.00

130.00

139.50

174.45

216.50-

270.35.
403,.0

943.40

IncreaseIn OASDM

$7.75

15.50

23.2S

46.00

156.00

169.20

169.20

169.20

169.20

169.20

Increase in State
& Local Tas

110.00
m.o132.00

168.00

162.00

29.00

317.00

567.(0

CMe in Not Income After Taxes
Federal Income Federal Income Federal Income,

Tas v &onlD . GSDi. S f L

S- -0.9 - - 14.5

-0.8 - 7.9

+ 2.0 + 1.3 - 3.9

+2.8 +1.9 r 2.2

+ 2.1 -0.3 - 3.4.

+ 2.0 0 -3.1

+2.0 +0.5 - 2.6

+2.1 -0.8 - 9

+2.5 +i.5 - 0.9

+3.6 +3.0 + 0.9

State and local taxes were estimated by the AFL-0I0 Research Departet. These estimates ware based upon
Council of Economic Advisers studies for 1965 and Bureau of Cenws state and local tax data for 1963, 1965 and
1968.

Federal income taxes based on family of four. using- teminimum -standard ded otloe were applicable and
assuming deductions equal to 10% of income 'for, all other grouie

Wage or
Salary
Income

$1.000
S2,000

3.000

10.

12.500

.15,000

20,000

3S.000



RE1VRNS W 1rXDExci,)6
LIFECTI VETAX RATES

Adjusted
Gross Income

0 to $5

S to, 10

0 to 20

20 to 50

SO to 100

400 to 200

20 to 500

50 to 1,000

1,000 and over

Effective Tax Rate
oi Present-LowTaxable Incom.

15.3%

16.4

18.1

24.0

35.8

45.6

52.3

55.3

55.5

Effective Tax Re,
On Taxable Income

Including eluded HalfOf Caoltnl Gains *

16.2
17.8

22.8

32.6

37.8

37.9

35.8

32.7

* These effective rates are actually overstated -- particularly
in the upper brackets -- because other forms of exempt Income,
such as interest from state and local bonds, are not taken into
account in this table. -For example, the.Treasury Department
estimates that the effective tax rate on total income for nearly
two-thirds of those with adjusted gross incomes of one million
dollars and over is 30% or less -- 4% of this group pay an.;
effective tax rate of 5% or less.

Source: U.S. Treasury Department
February 5, 1%9. p. 81.

"Tax Reform Studies and Proposals",

Lo



Table. 5

SUMPIID DATA FROM, INCE-TAX RETURNS
RPORIG FA1 PROFITS AM) LSSES

*A~ 1 i PA111 Tniiime

Under $5,000

5-10000

10-20,000

20-50,000

50-100,000

100,000-1.000,000

1,000,000 or more

I Farm Returns
Nt profit i et Loll

Il g 9 l I . i .. . I l I . . J

Nmer of
Ratu"Wm

$ AmountInfl'9 Number of
Raturna

- -- I ~ .-----..- I

415,346

502,044

240,493

50,600

6,059

12

$728,615

1,560,178

1,306,520

605,232

100,476

25,537

74

180,557

371,917

161,340

41,441

10,023

4,262

101

Source: U.S. Treasury Department, Internal Revenue Service, PrelimlngjT
Statistics of Incoe.s Individual Income Tag Returns-, 1&%7
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$ Amount

•$163,588

410,518

254,104

161,673

83,326

85,827

7,577



ILLUSTRATION OF AFL-CIO 21% TAX ON EXIMPT INCOME
AMD ALLOCATION F DEDUCTIONS PROPOSALS ON A TkXPATER (ACTUAL CASE)

WITH OVFJ1 $1 MILLION F INCOME AM) AN IIPECTIVE TAX RATE OF .03,G
Actual Case Cited by Treasury DepArtment

a!9DlJcnt , of Allocation of Deductions Pronosul

Reported adjeosted gross income

Less: personal exemption
Less: itemized deductions

TAXABLE INC0Mk

Income Tax

* Computed as follows:

adjusted gross income
Add: excluded capital gains
Add: excess depreciation on real estate]]
Total Income

Deductions X S679.405 * $357,352
$1,295,859 - $10,000

B. Anolicotion of 25% Tax on Exemt Income

$679,405 $679,405

-600 -600
-6§6.41 -357,352

2,386 3 21,453

$383 $210.507

$679,405
605,313

11,i141

$1.295.859

allowable deductions

Total excluded income:
Excluded capital gains
Excess depreciation on real estate

Less: $10,000

Less: disallowed deductions ($676,419 - $357,352)

Exempt income subject to 25% tax

25% tax on exempt income
Add: tax on taxable income after deductions allocated

Income Tax'

Income Tax as % of Total Income

$383

/ Actual loss reported was $22,283 -- analysis assumes
this loss due to excessive depreciation.

NOTE: 1968 surtax excluded.

only one-half of

61

.. 04-No. "-

A.

$605.313
11.141

616,454
-10,000

-312.067

287,387

$71,847

$282,354



Table 7 ,

ESTIMATED FEDERAL REVENUE GAINS
RESULTING FWN MAJOR AFL-CIO LOOPHOLECAUSING PROPOSALS

Loonhole-Closina Pronosals

1.

2.

3.

4.

5.

6.

7.
8.

9.

10.
11.

I-,

Elimination of Preferential Tax Treatment of Capital Gains

Taxation of Gains on Property Transferred at Death

Disallowance of Depletion after Investment Fully Written Off

Elimination of Tax-Exempt State and Local Bond Interest
and Inclusion of Federal Subsidy and Loan Guarantee

Elimination of 7% Investment Credit

Elimination of Accelerated Depreciation on Real Estate
Except for Low- and Moderate-Income Housing~

Limitation of Farm-Loss Deductions

Elimination of Unlimited Charitable-Contribution Deduction

Elimination of Corporate Multiple Surtax Exemption
Total

Allocation of Deductionsld' $ 250

25% Minimum Tax on Exempt Income/ + 10

Total $ .75

Iftaxed at current capital-gains rates.
If taxed at full rates.
Proposal would not apply if loopholes
eliminated.

Approximate
Revenue Gain
Millions of Dollars

$6,O0 O 7.000

3,100k9 42002(

1,500

100

1,5300

145

5 0
$15,930 - 18,030.

62

- I 2 -; ~



of
Tza~mom By SEN. umE mmTALP C-ont.) oN BHMW or HIS PPOSAL TO
ELIMINATE "TAX-.DODGE" ARM - Befor the Senate Pinance CoMittee
22 September 1969

My bill, S. 5M, would eliminate existing distortions in the farm
economy by limiting to $15,000 or to the amount of "special deductions"
listed in my bill, whichever is higher, the aunt by which a *ram
loss" may offset nonfarm Income. Special deductions are those that
would be allowed to someone whether or not he was in farming or because
it is the type of deduction clearly beyond a taxpayer's control. 1 am
referring to such thinp as taxes, interest abandonment or theft of
farm property, fire, storm, or other casualty, looses and expenses from
drought, and recognized losses from sales, exohangos and Involuntary
conversions of farm property, Neither the House.-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 tarm loss in a given year. My bill also pro-
vides safeguds to protect those Just starting out in farmIng as well
as those who might find themselves in a loss situation Ina g1ven ear,
not by design for tax purposes but rather by chance. This is aceom-
plished by a provision that allows any disallowed loss to be carried
back three years and forward fiveyears against past or future farm

The problem with the approach recomended by the Administra-
tion and now contained In the Rouse-passed bill except for different
dollar exl usions is that it allows the tax-dodge farmer to defer any
recognitzed eItal sIns while at the same time he is allowed to con-
tinue using the full amount of his artificial losses as an offset
against nonfanm ince year after year. By attempting to convert
capital gains into ordinary incow rather than nip the losses in the
bud before the tax-dodge farmer can use them, both the House bill ad
the Administration allow offenders an easy out with Just the proper
amount of tax planning.

1 Revenue figures provide some insight into the comparative offeeC-
tiveness of the House bill, the Administration's proposal, and S. 500.
My bill 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 $2 million annually. These revenue estimates do
not include comparative figures for corporations. I can only imagine
the u ont by which the gap between the two bills would, widen even
further.

The Administration estimated it 4 September proposal would
apply to 9,300 individuals and raise 50 million annually. The AdMin-
Istratlon has already admitted that although the .House bill adopts the
ame appoah, the dollar exclusions contained in the House bill are
so high as to render it ineffective.

Here is a unique opportunity 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 vehtle for equitable and effective reform in this area.

~# !/ # #
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TESTIMONY BY SEN. lBME TCALF (D-Mont.) ON BE" OP HIS PROPOSAL TO

ELIMNATS "TAX-DODOS" FARNING -- Befor, the Senate Pinance Committee

22 September 1969
I appreciate 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 oreat-
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 be
used to offset nonfarm income. When I ultimately decided upon the
loss limitation approach as the best way to get at this problem one
of the sources of information I considered was an article written by
Hendrik S. Houthakkerl now a member of the Council of Beonomic
Advisors* At the time that he wrote the article, Mr. Hlouthakker was
engaged as a professor of Economics 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."

I found Mr. Houthakkers 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
area, a more sophisticated definition of farmers
Is 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 to limit the farm loss
deduction to, say, $10,000 In any one year, with provisions
to carry larger losses backward or forward to be offset
agalest earlier or later farm profits, but not against
nonfarm income. In 1962 the taxpayers who claimed over
$10,000 In farm losses had an average nonfarm income of
about $50,000.

"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.

"Still 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 *s
basically the same proposal as that suested by Administration
officials in their testimony before the House Ways and Means Cam-mittee on 22 April of this year and restated again but with high1e;r
dollar figures before this Commttee on 4 September. This proposal
which has come to be known as the Excess Deductions Account approach
is now contained in the tax reform bill under review bj this
CoMmittee.

In July of last year, toth the Departments of Treasury and Agri-
culture issued highly favorable reports on ., 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 bill but at the same time suested construc-
tive modifications which I Incorporated in the bill which wO intro-
duced last Pall for discussion purposes and then reintroduced
early this 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 1W :

'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 pins, his
carryover of excess rarm deductions arising from the special farm
accounting rules would not be permitted to offset it. On the other
hand, the ordinary farmer Incurring a loss would be proteoted 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 deductions.
Second, the carryover and carryback provisions would available to
absorb 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 who do not have to depend on
their farm income for their livelihood.

"It is suggested that ... corporations could be covered in the
same manner as individual farmers and farm run by a partnership."

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

"One category of farm expenses would include taxes and interest
which are generally deductible whether or not they are attributable
to an income producing activity. A second category would include
casualty and abandonment losses and expenses and losses a&rising from
drought. These events are generally riot in the taxpayer's control
and disallowance of the loss or expense could create an undue hald-
ship to the taxpayer since they may be catastrophic. These same ex-

66



3 . 4

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 Treasuryand Agriculture
reports together with those contained In Mr. Houthakker's article
made a great deal of sense. Por example, It was clear that all con-
cerned agreed the most equitable and effective way to get at this
problem ts 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 are 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-bracket
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 against ordinary income, while the
sale price of the resulting assets represents capital gain. The
gain is then usually the entire sales price since the full cost of
creating the asset has previously been deducted against 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 is 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 ts 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 is 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
published a study of needed areas for tax reform conducted by the
Treasury Department during the last two years of the Johnson Admin-
istration. In 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 loss 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 In 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: For
one, the attractive tax benefits available to wealthy persons have
caused them to bid 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
sense -- unnecessary for their purposes."

My bill would eliminate these distortions by limiting to $15,000
or to the amount of the "special deductions" listed In the bill, which-
ever ts 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 quotes
"If a taxpayer has more than $15,000 of nonfarm income, his primary
source of livelihood Is not likely to be his farming efforts, and,
thus, he is not the type of farmer for whom the special accounting
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 far 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 is In excess of $15,000 in any given year,
the limit 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 Is 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 bill
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is now pending before this Committee. He was then asked by Senator
Hartke and I quote: "What is wrong with that bill?" 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 loss 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
bill. M bill 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 naming 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 is 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 adjusted gross nonfarm income in excess of $25,000 in
that same year, it is the Administration's proposal that would
penalize the taxpayer 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 it only applies to that portion of a
farm loss above $25,000 and then only if nonfarm adjusted gross income
is above $50,000. When Assistant Secretary Cohen testified he observed
that the dollar exclusions contained in the House-passed bill render the
bill ineffective.

Getting back to the loss limitation approach, my bill adopts a
suggestion made in both the 1968 Agriculture and Treasury reports as
well as in Mr. Houthakker's article. If the farm loss in any given year
is 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.

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 neome 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 asqeetAin
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 retum , 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 Is willing to follow
with respect to his farming income, accounting rules whlh apply
generally to other taxpayers; that Is 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 item rather
than treating them as expenses fully deductible in the current year.

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

Aside from Congressional support the method of approaoh taken
in S. 500 has the full support of all those who are sincerely in-
terested in the working farmers of our Nation. For example, the
National Farmers Union, the American Farm Bureau Federation, the
National Orange, the National Parmers Organization, the National Council
of FarWer Cooperatives, the National Associetion of Wheat Orowers, the'
Cooperative League of the U.S.A., the National Association of Farmer
Elected Comnitteemen, the Farmland Industries Cooperative, the Mid-
Continent Farmers Association -,- formerly known as the Missouri Farmers
Association, the Farmers Grain Dealers Association, the AFL-CIO, the
Industrial Union Department of the AFL-CIO, the United Steelworkers,
the South Texas Cotton and Orain Association, Inc., and the Amalgamated
Meat Cutters and Butoher Workmen, have all called for a lItmit 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 Comittee some
six years ago. This is what the National LiUvestock Tax Commttee had
to say about the excess deductions account a proach 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
way 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 is ready to recognize long-term capital gains. Such a proposal
will not remove any of tie incentive from existing clients of cattle
management firm 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 Jar.

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.

However, I do have revenue figures that provide some insight into
the comparative effectiveness of the House bill, the Administration's
proposal, and S. 5W. At my request the Chief of Staff of the Joint
Committee on Internal Revenue Taxation, Laurence N. Woodworth, has
provided me with the following statistics.

My bill would affect in the neighborhood of 14,000 indivdaal
tax returns. It Is estimated that it would raise an additional $205
million a year from these individuals. The number of returns affected
by the "Excess Deductions Account" provision of H.R. 13270 is estimated
to be in the neighborhood of 3,000. "By 1979 the estimated increase in
tax liability under the farm 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 is estimated
that sometime after 1979 the increase in tax liability 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
amount by which the gap between the two bills would widen even
further.
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The Administration estimated on 4 September that its modifted
EDA rule "would apply to only 9,300 individuals" and that the long-
range revenue effect of its farm loss provisions would be $50 million,
qtill a far cry 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 detail several years ago by the
President of Oppenheimer Industries, General Harold L. Oppenheimer.
eneral Oppenheimer has been described by Time magazine as the

MBonaparte of Beef". He has authored three books for the cattleIndustry, Cowboy Arithmetic, Cowboy Economics and Cowboy Litigation.
have been informed by his Washington representative that a fourth

book, Cowboy Politics is now in preparation. Here is what the
General had to say in 1966 in his .ook, Cowboy Economics, about the
Sprectation recapture provision that has since been adopted in the

e-passed bill:

"Members of Congress and officials of both the old and the
new administrations have suggested that where accelerated deprecia-
tion is 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 is essentially the
ystem now used in Canada.

t

"Evaluation. This piece of legislation is undoubtedly going
to get passed within the next year or so, although it was deleted
by the House Was and Means Committee from the 1964 Tax Bill.-
However, as far as breeding herds are concerned, this is a matter
of relatively little significance. During the first two years of
a purchased breeding herd, the culls sold from the herd on a
capital 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
biture. 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
Interesting chapter , "Tax Play in Race Horses." Here are some of

the observations contained in that chapter.

"The tax aspects of the horse business are unique, but 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 is in a loss position and concerned about
a so-called hobby loss, it would be better to expense the fee.

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

"Animals held for breeding are treated the same as other live-
stock such as cattle.
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"Continued losses are a problem and always subject to scrutiny.
*• . 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 against 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 is
operated are all plus factors."

I shall turn now to some of the more comon allegations made
by those who oppose my bill. For example, there are some who say
that the bill 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-pago report, "Statistics
of Income -- 167, Preliminary, Individual Income Tax Returns. # 4
published on lranua of this year reveals that [ Jl 7 there

VAI were approximately T70 thousanIindividual income ia returns filed
that reported a net loss fro faing. 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"
.situations.

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 . . . Outstanding opportunity for land invest-
ment and Pistachio nut tree planting program... Most of growing
costs deductible."

As I 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. Y # - 1
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SUMMARY OF THE STATEMENT OF THE AMERICAN ]NRSE 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 interests 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
(d) 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 program 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 E154 billion in
taxes collected by the Federal Government last year. Further-
more for the past 3 years the number of returns showing
farm losses declined at the rate of 25,000 each year.
The problem is thus insignificant cOpared 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."
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Thruston B. Morton, President, and George A. Smathers,

General Counsel, submit the following statement on behalf

of the PIAERICAN IORSE 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 interests of the burgeoning 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 public with
the industry.

The cohesive factor in the membership of our organization
is horse ownership and a direct interest in the horse indus-
tryi 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.i American Quarter
Horse Association; American Saddle Horse Breeders Association
Appaloosa Horse Club, Inc.; Arabian Horse Club Registry of
America, Inc., Morgan Horse Club, •Inc.i National Association
of State Racing Commissionersi The Jockey Club; The Pinto
Horse Association of America, Inc.; The United States Trotting
Associationt 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 suc1"-'as
feed, drugs and equipment.
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Added to that are the moneys generated by breeding farms, payrolls
for allied industries such as the manufacturers of saddles, horse-
shoes, trailers, boots, hats, etc. Additional millions are spent
in travel costs to attend horse 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 Soros, Oreeder

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 breeder 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 livestock --
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. In 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 cowri.nities. Much of that valley was
an overgrown w.Iderness, 'farmed out,' when we
came there, with 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."

81



-4-

C. The Hrse Racing Industry

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 Illinois, for example, horse racing returned $40 million to the
State treasury in 1968. In New Jersey the figure was $34.4 million,
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 up: 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. In 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 CONGsS HAS ALWAY SUPPORTED FARM INCENTIVE S

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

82



-5-

in the prosperity of our economy generally. Congress has, therefore,
deliberately written into the law certain provisions which it felt
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. aowemve, the Conference Comittee of the Souse
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 months
or more 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 conservation, 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 Accountin

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 method of accounting.

Congress has always recognized that the accrual accounting method
would impose new and complex difficulties and significantly greater
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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 ior 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 the
Rculations how gross profits of a farmer are to be ascertained.1

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 held for sale. 2 It has provided special
inventory valuation methods for farmers. 3

For 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 Sec. 1.61-4

2 Sec. 1.61-4 b) (7)

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 Report was emphatic in its insistence that Treasury
not force the farmer to give up tne cash methods

"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 follows

"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 Rresently recognized by the Bureau of-
Internal Revenue."

Following 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. TIN PROBLEM TODAY

Today we find 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 provisions Congr ss
has authorized to help the farmer.,

It is being said that this constitutes a great "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 showing
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
abused; that the law should remain 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 aotute
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
booksO,

We believe that these people who allegedly engagein 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 165.4 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 ventures 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.

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 capitalgains. Under Section
165 a farm must be operated "for profit" in order for losses to
be deductible.
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IV. ALTERNATIVE REMEDIES ADVANCED TO MEET THE ROBLEM

Let us examine what is proposed as remedies for this problem:

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 expensed 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 farm 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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(2) 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 treated as ordinary
income.

(3) 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.

(4) 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 business"
for two or more years.

(5) Farmers on the cash method would have to establish an
Excess reductions Account (EDA), 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 :ears. The proceeds of the sale of capital assets
would be 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 DA. 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.

(6) 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. Tho House-passed bill. sections 211. 212'and 213 of
H.R. 13270, woIld.provide as follows.

(1) A new hobby loss provision (Section ,270) would disallow
the deduction of all legitimate' expenses from any business activity
carried on "without a reasonable expectation of profit."

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, uncertainty, and necessitate.
costly and time-consuming litigation,

(2) An Excess Deductions Account, (EDA) will be required
to be established which will cause taxpayers to report as ordinary
income what would otherwise 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. Excess Deductions Account. -Losses in excess of
$25,000 would be entered in the EDA. To the extent of the amount
in the EDA, 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 the 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 depreciation deductions previously claimed.

(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 Comittee 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. TUE PROPOSED FAIM ES WILL 1WU Tj§ AVERAGE FARMER
All of these. proposals fall into the following categories:

(a) threat to the cash method of accounting
(b) limitations on the option to expense or

capitalize certain costs,
(c) restrictions on Section 270, the hobby law;
(d) limitations on non-farm income

Let us look briefly at each of these categories.

(a) Our 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 essential
for America's three million farmers.,.

Congress has always put the welfare of the average
farmer first in its deliberations. We don't believe
the sordid story of a handful of tax dodgers is going
to persuade the Congress that attacks, upon the farm
community and farm traditions are an appropriate response.

(b) The Surrey and Metcalf proposals provide that, in
addition to giving up the cash method, farmers may not
offset farm losses against non-farm income unless

91



-14-

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 , ocent years who wrote these provisions into the law
for tho benefit of farmers were so ill-informed or short
sighted.

(c) 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 "ineffectual."
However, a few years ago, while teaching at Harvaid,
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

5"Federal 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, including 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 today'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 farm
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 success of these efforts is reflected in a recent
address by Dr. M. L. Upchurch, Administrator of the
Economic Research Service, U.S.D.A.:

"Off-farm income has become an
increasing factor in the life of farm
families. In 1967, the farm population

6
Before the Annual Agriculture Outlook Conference, February 18,
1969.
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got $13 billion net from farming 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 offset farm losses against their
non-farm income.

The strange anomaly 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 front
the farm. We believe that fairness and equity require that
the principle should work equally in either direction.

VI. TE 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 soe areas."

We don't believe there is any citizen, 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. out
with declining values, it may not be enough, particularly
if, like the average Nmeriean, he already has that homestead
under mortgage. He'll find the eams problem wben 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 got 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 increases
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 wealthy our growing
leisure tinie, our growing opportunities to enjoy the long-sought
"country life."

VII * TO FAFM O2 NITY NEEDS ONSIDE CAPITAL

Implicit in those proposed changes is the belief that outside
capital which is good and desirable for all industries t. 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 new
technology possible. It has helped to produce the finest
beef and the finest citrus of the world. It soee incompre-
hensible to suggest that we should, all of a sudden, stop
our improvements in the food 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 organized 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 Americans. Take dollars away from rtiral
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 (5.15) 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 5.15, 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 rural 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 Small Business Investment
Company industry, to stimulate outside capital into small
business. This industry 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, especially 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 stimaulation. 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 enterprise
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 in they -- 4nd not the ftrnor -. against wAm action
should be taken. There are law 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.
froe a tan that is not being operated for profit. If
law such as these weore vigorously enforced# as they should
be,. we would not have to be considering ways to diminisb the
few Incentives that the farmer, thanks to an understanding
Congress, enjoys today.
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SUMMARY

Statement by Louis B. Nunn, Governor, Communwealth of Kentucky,
before the U. S. Senate Finance Committee, Monday, September 22, 1969.

I Proposed legislation before the Congress would have a detrimental
effect on the national horse industry and thus would materially and adverse-
ly affect the economy of Kentucky as well as several other states. Governor
Louis S. Nunn. told the Senato Finance Committee.

Armed with a report 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 significantly lessened should pro-
posed legislation be approved.

He citedl the following supportive evidence;

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

Labor utilised for commercial horses alone in the categories
of breeding, training, racing and showing amounts to more than 129, 000
full-time Jobs.

...... Between 25, 000 and 33, 000 full-time Jobs are created among
the supportive services and supply industries for horses.

-.....Known total annual wages for horse industry labor and related
service and supply vendors amount to $1 billion.

...... Total capital investment in the commercial horse industry is
$2.34 billion.

. 1.9 mllloz% , cres of land valued at $1.26 billion Is devoted to
commercial horse uses.

- *The 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.

-.....Recreation, conservation of aesthetic values and education
are other facets of the horse industry important to any consideration of
detrimctntal legislation.
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Sum.ary

Louis 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 ttes at a time when you are being asked to provide federal
revenue to the states," Governor Nunn said.

"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 LOUIE B. NUNN, GOVERNOR OF THE COMMONWEALTH
OF KENTUCKY, BEFORE THE SENATE FINANCE COMMITTEE .MONDAY,
SEPTEMBER 22, 1969.

MR.' CHAIRMAN AND MEMBERS OF THE COMMITTEE:

I am Louis B. Nunn, Governor of the Commonwealth of Kentucky. My

purpose for appearing before this distinguished Committee is to present

facts and statistics on proposed legislation which would materially and

adversely affect the economy of my own state and 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

presentations to this Committee no doubt will give further 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 renArks shall be brief and to the point.
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Louie B. Nuna, Governor
Commonwealth of Kentucky
9-Z.-.69

Kentucky has achieved a position of worldwide preeminence in

Thoroughbred, Standardbred, saddlebred and quarter-horse breeding and

racing.

While these endeavors are most drastically affected by the legislation

that you must now consider, they are not the only areas about which we have

the greatest concern.,

Other testimony no doubt will dwell on the detrmevtal effect that

H. R. 13. 270 will have on the cattle industry and other phases of the suffer-

ins farm economy, but in passing, I would only refate that my state ranks

10th in the nation in the production of cattle and dairy products.

TheSefors. my interest is not directed toward a single purpose. In-

deed; even though I shall make frequent reference to my own state, this

legislation is of such wide geographical and economic concern that I am

sure any numberof Governors could appear before you and many of them

stand ready to do so if your time permits.
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Loue 5. Num, Governor
Conunswealth of Kentucky
9-22-69 ,

Let me nke it abundantly clear to you that I am not here toflay to

ask for special favors for Kentucky or for special treatment for the Kentucky

horse industry. ,

My purpose is to outline the importance of the horse industry in the

United States and to help the members of this ComMittee to weigh carefully

the consequence of the variou, tax changes that have been proposed.

My statement is not mere conjecture or verbage. It is based on

statistics developed by Spindletop Research, Incorporated, a not-for-profit,

independent research institute established to stimOate the economic and

industrial development of Kentucky and its region.

Spindletop has engaged in many projects that relate to Kentucky's most

important industries, as well as having done work for the federal government

and many private enterprises.

1IN



Page four
Louis B. Nunn, Governor
Comm6nwealth of Kentucky
9-22-69

The study entitled "Economic Importance of the Horse Industry in

the United States" was performed as a special public service in hope of
6

clarifying some ct the questions and misconceptions surrounding the horse

industry. Attached to this statement and to be filed herewith is the complete

text of the Spin4letop Research report.

When viewing the horse industry from a national standpoint, it ii

necessary to consider not only its economic importance, but also its

recreational and educational significance.

Directly affected are those who engage in thcommercial activity

of the horse industry. This includes breeding, training, racing, and show-

Ing, since people in these activities make their living directly from working

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 products and by professional people who furnish

services for either commercial or recreational horses.
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Louie B. Nurn, Governor
Commonwealth of Kentucky
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Therefore, the total horse population can be considered applicable

to indirect commercial activity.

Furthermore, in some areas of the country, especially In Kentucky,

the tourist Industry is considerably strengthened by substantial numbers

of visitors to our famous horse farms.

Last year alone, the tourist industry resulted in $43 million dollars

In direct taxes being paid into our state's economy. The horse industry

was responsible, either directly or indirectly, for..attracting more than

fifty (50) per cent of this amount.

Themost difficult factor to measure in terms of the recreational

aspects of horses is the tourist potential for horse farms, horse shows,

racing and rodeos.

There are certainly mny secondary factors that merit consideration,

such as the extra time that families spend in an area because of these
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Louis S. uanw, Governor
Commonwealth of Kentucky
'"23.6,

attraction, the extra distance traveled to view or participate in these

activities, end the promotional value of the Image created by the horse.

recreattin activities.

rdOMNEICO

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 registered horses. 832 thousand were

listed as recreational end over 428 thousand were listed for commercial

purposes#

The labor utilized for commercial horses alone in the category of

breeding, training. racing and showing amounts to more than 125 thousand

full-time jobs.

In addition, there are between 25 thousand and 33 thousand full-time

jobs in the supportive services and supply industries for all horses, bringing

the total employment to more than 150 thousand full-time Jobs, with many
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Louis B. Nun, Governor
Commonwealth of Kentucky
9-ZS..69

more persons employed throughout the year on a part-time basis. Much'

of this employment is in the agricultural.sector.

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 mtlion dollars. Thus, this proposed legislation would adversely

affect total annual wages of $1 billion dollars.

MEPTAL INVESTMENT

'Total capital investment in breeding facilities and equipment i,

$543 million dollars. An additional $79 million is Invested in training,

S

$602 million Is invested in -Vace tracks. The value of the commercis'

horse is $1.12 billion dollars.

This adds up to a total capital investment of $2. 34 billion 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

trailers which could not be estimated with any degree of precision.
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LAND USE AND VALUED

Land devoted to commercial horse uses in 1968 amounted to more

than 1.9 million acrs'having a total value of $1.26 billion dollars. I

would remind you that these values apply only to those portions of farms

that are devoted to commercial horses.

The statistics make It abundantly clear that this extensive industry

employs a large number of workers in agricultural type jobs and further,

that the capital investment in facilities, equipment and land represents

major generators of economic activities.

Gentlemen, these statistics are particularly significant when those

of us chaTged with public responsibility face the multitude of contemporary

problems with which we are expected to deal.

The horse industry provides jobs at a time when we are seeking solutions

to unemployment.
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Commonwealth of Kentucky
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STATE REVENUE

The horse industry generates substantial revenue directly to the

states at a time when you are being asked to provide federal revenue to

the states.

Last week at the Southern Governors' Conference, I 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 government can solve the problems for the states

without revenue. In 1968, the total pari-mutuel revenue to all states

amounted to $426.9 million. This combined with the $18.9 million in

other taxes paid by race tracks brings the total tax from tracks and0

pari-mutuel betting to $445.8 million.

Proponents of this legislation might argue that you are indirectly

subsidizing this sector of the farm economy. If that argument be true,

I would only say in response that subsidizing employment, encouraging
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industry and supporting a viable revenue-producing source certainly is

far more preferable than subsidizing unemployment and nonproductivity.

I would also add that migration from the rural to the urban areas

is considered a major problem in this country. This proposed legislation

conceivably compounds the problem.

RECREATION AND CONSERVATION OF AESTHETIC VALUES

In this period of urban sprawl and urban blight, it is gratifying to

note that a substantial amount of land ..... much of it within easy commuting

distance of our cities ..... has been set aside for horse industry activities.

Land used for horses is generally well cared for, *i th good cover

and a milum of erosion, In some parts of the country, such land

represents the only open space and "green belts" in what would otherwise

be an endless sea of houses.
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It is clear to me, coming as I do from a state having an unparalleled

richness in scenic attractions, that the conservation and aesthetic aspsets

of the horse industry Jave great intangible value.

It Is my sincere hope that changes in the tax structure will not result

in fragmenting these farms, or in drastically altering existing land-use

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
S

vitality of our citizens.

Furthermore, Future Farmers of America, 4-H Clubs and other

farm-oriented youth organizations are becoming increasingly engaged

in horse projects. Thus, it Is clear that the success of many of these
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projects depends strongly on the availability of horses at reasonable 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 "races i t America while

only 43.4 million attended professional and col lege football games and

i4 ifllonatt nded -a'll major league baseball games.

In summary, I urge you to carefully reflect on the dimensions of

this important industry that I have outlined briefly today. I respectfully

ask that you also consider the many other factors which either have not

been measured or are by nature intangible.
6

Still, these factors, too, substantially increase the economic Impact

and other contributions of the horse industry to America.

I saluite each of you for your diligent efforts to find equitable means

for sharing the burden of taxation.
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At the same time, however, I would urge you to take care that you

do not 'throw out the baby with the washwater."
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SUMARY

TESTIMONY BY l. HARRY .1. FARNHAM$ Chairman of the Nebraska State

Racing Commissioners, and submitted as President of the National Association

of State RacLnA Comissioners, an association founded In 1934 and comprised

of all racing commissioners. from all 30 states in which pari-mutuel racing is

regulated and supervised by state officials.,

The position of the National Association of State Racing Commissioners

is one of unalterable opposition to the"farm-loss'federal tax provisions as

proposed by Senator Jack Miller In Senate Bill 1560, as proposed by

Senator Lee Mtcalf in Senate Dill 500, and as proposed by House Bill 13270

and designated therein as Sections 211, 212, and 213...

, The conclusion reached by the National Association of State Racing

* Commissioners after lengthy deliberation is that the aforesaid"farm-losspro.

posals will discourage Investment in the horse breeding Industry resulting In

an attrition of good horses and a sharp reduction in number of all horses bred

by small breeders; that reduction in the breeding of horses will sialarly.

affect the size and number of racing program and thereby seriously endanger

the racing industry which last year produced in direct state revenue a sun ex-

ceeding 426 million dollars; that in addition to the direct state revenue

derived from racing, collection of federal, state and local taxes presently

generated by the horse industry which employs more than.158 thousand persons

vith a payroll exceeding one billion dollars also will be. curtailed.
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SUMMARY, TBSTIMflY BY MR. HARRY J. FAR HAN

Pase 2
Stptemsber 22, J969

It is urged that Sections 211, 212, and 213, of H.R. 1,3270 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

our Ptates' pressing needs.
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September 22, 1969

The Honorable Russell B. Long
Chairman, Committee on Finance
United States Senate
2227 Now Senate Office Building
Washington, D.C. 20515

Dear Mr. Chairman:

My appearance before the distinguished members of this Committee

is on behalf of the National. Association of State Raciag Commissioners

of which I as President.

I am Chairman of the Nebraska State Racing Commission, an admini-

strative agency charged with the statutory responsibility of regulating

and supervising horse racing at the Oix tracks in Nebraska. I was appoin--

ted by Governor Norbert To Tiemann,.

The National Association of State Raclng Commissioners was formed

in 1934 and its membership comprises allracing coqissioners from the 30

states in which pari-mutuel racing is conducted, namely, Arizona, Arkansas,

Delaware, Idaho, Illinois, Louisiana, Nebraska, New Mexico, California,

Colorado, Florida, Kentucky, Maine, Maryland, Massachusetts,'Michigan,

Montana, Nevada, New Hampshire, Nev Jersey, New York, Ohio, Oregon,

Pennsylvania, Rhode Island, South Dakota# Vermont, Washington, West Virginia,

and Wyoming. Other Association Officials appearing with me are:

Hr. j. Newton Brewer, Chairman of the Maryland State Racing Commission, and

Mr. John A. Bell, Kentucky State Racing Commissioner. Mr. Brewer is

presently First Vice-President of the Association and will succeed me as
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Presidentnext yeari t. 5e1 is Chairman of our Public' ltaiois Comtgee, .

and 'one I his reiponibillties is working at~ opeesv lnfra .

national economic study of 'racing.

We. have been directed to submit for your consideration the position of

the National Asso atLon of State Racing Commissioners as to the chance in

farm tax accounting proposals together with the facts and" reasons from which,

this conclusion is drawn. Our position Is presented today after lengthy

deliberation and study.,

The position of our Association is one of unalterable opposition to

the farm tax accounting provisions as proposed by Senetor Jack M1ilr In

. Senate Dill 1560, as proposed by Senator Lee Metcalf In Senate 1il 500,.

and as proposed by House Bill 13270 and designated therein as Sections 211,

212, and 213.

While our opposition to these, proposals may be, similar to others pro-

sented to this Comittee, tt differs, In one significant way. -,The position

of the state racing commissioner$ is not a persona one. It wsq not deter-

mined by self-interest, nor by concern for a racing commissioner's ,salary.,"

Salaries in those states which provide for remuneration': are nominal and,-'

the majority of racing comiasioner# serve without pay.. All racn comias-.

sioners serve at. the pleasure of the various State Governors and are charged

with, the responsibility of regulating and' supervising racing so asto

maintain public confidence In the sport. ,a acting commission mt

report annually to the legislature giving a detailed account of state,

tax revenue gained from pari-mutuel racing$. This is a mst Important part

of the comissioner's responsibility.

All racing officials nre seriously concerned with the possible side
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4 , it? rIlpo.tflPf(.d farm tax hangs, conseqexol,.,t.' perhaps not enviVINInldr

by proponents of these changes, but which Oe '". racin officials' fear iwill

prove extremely detrimental to rating and which can reduce sI nificantly

state tax revenue. derived from racingg..

As a part of our Statement, we would like to include Statistical R*eorte

- on Horse Racing In the' United States for'the Year 1968, and as reflected in

that document, Table No. li the dire t state tax irewnusdet edafrom racing

last year amounted to more. than 426 million dollars. As 'shown on Table No'. 5,

the direct state tax revenue derived from racing increases eAch year 'as

racing increases and we expect the direct state tax , revenue, of more than

426 million dollars In 1968 to approach 500 million dollars this year.

These are whole tax dollar, a*"distingu~ished from those 'tax dolirs

which require 45 cents to collect. This racing revenue costs the states

nothing to collect. The racing comissions collect the license fees while

the race tracks collect the tax revenue from admissions and pari-mutuel handle,

in such amounts as shown on Table No. 2 In' the reports, and this sum Ii paid

over directly to the states. ' ' ' '. ' '

This state revenue comes from a self-Imoosed tax, and a state tax'

which cannot be deducted by the taxpayer against any federal taxes. This is

-an Important source of state tax revenue WhiO, provides mofe than 155 'million

dollars for schools in New York, more than 57 million dollars for roads In

California, and more than 40 million dollars for county projects ,in Illinois.

These are significant budgetary.accounts for Important''rvlce' provided

by tax revenue from racing. ' ' ' ' '' ' ' '

At this very moment, states, counties, ' and cities are demanding on re

federal funds to meet critical local needs. You well know that whatever'-
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the states lose in decreased tax revenue vil ultimately have to be mode

up in federal funds. How much federal tax revenue is expected to be

gained from these new farm tax accounting provisions? The House Ways and

Mans Comittee report, on pagp 71, indicate that the'Varm-los' provisions

will produce an estimated five million dollars In 1971. If state tax revenue

drops only 20 percent, the states vould lose 100 million dollars.

Mention has been made here only of the direct state tax revenue derived

from racine, a sun expected to approach 500 m4lion dollars this year.

This is the readily accountable tax revenue from racing which we report

each year as turned over directly to state treasuries fmro race track opera-

tion. Yet this t only a small portion of the federal, state, and local

tax revenue generated by the racing industry. The National Association

of State Racing Commissioners this year adopted a comprehensive plan for

& national economic study of racing. This plan is being implemr.ted under

the direction of Hr. Bell' Comittee, and the economic analysis of the data

now being collected is expected to be completed next year.

Surveys preliminary to this comprehensive study indicate that the

horse industry in the United States provides employment for more than

158 thousand persons with a payroll exceeding one billion dollars. This

is an industry with fixed assets of one billion 261 million dollars in land,

one billion 115 million dollars in horses, 621 million dollars in equipment,

and 602 million dollars in race track property. -

'This is an industry which we as racing commissioners fear will be

critically affected by the proposed, changes in fam tax accounting. Pro-

ponents of these measures assert that the EDA, recaptured depreciation,
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longer holding period to receive capital pine and the $25,000 lose in

three of five years, are designed to Rain five million dollars in federal

taxes from 100 rich people. These provisions, however, will affect not

Just 100 rich people, but the incomes of 158 thousand grooms, harness

drivers, ranch hands, insurance man, Western clothing manufacturers, black-

smithe, hay growers, mutual clerks, harness makers and parking lot atten-",

dants.

Racing 'and direct state tax revenues from racing depend to a large

extent on the good horse. People come out to see the stars. The good

horse -s s rarity, Statistics compiled by The Blood Horse mgauine last

year showed that 43,715 Thoroughbreds raced and only 729 of these von, a

stakes race. That is one good horse out of 60. Statistics compiled by

the American Petroleum Institute show that only one out of nine drilled

vells produces oil and it is generally conceded that a tax incentive is

essential for a man to challenge nine Co one odds. Whatever tax incentive

there my be for a horse breeder to challenge 60 to one odds is removed

by these proposed changes in farm tax accounting.

The proposals will discourage the extremely successful businessmen

and preclude the moderately successful businessman from investing risk

capital in the horse breeding industry. Breeding the good horse today,

requires a substantial investment in breeding stock and far ore than five

years of possible losses before a profit can be realized in that one good

horse out of 60. However, the vast majority of horses are not produced

by the large breeding operations, but by small breeders vith four or five

broodmares. ' Statlst$cs compiled by Triangle Publications show that the

43,715 Thoroughbreds which raced last year were bred by 14,369 different
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personst o average of three hors"a peV bree4e;,,

Removal of tax Incentivesfrom the. horse breeding industry will din-"

courage Inveseteot by the big breeder, .ad thereby cen seriously: curtail

the production of good hors0. These fa!lr1oe. proposals, ."rowrt ca.

preclude Investmnt by. thousand $ small breeders and, thereby critically,
reduce the overall mlebr of horses needed to fill our race progrms.. .

The National Association of State Racing Comolssionere, therefore ,

desire* to express its opposition to, these, proposals, in, the, stronagest.

possible manner.. While the, proposals 4re designed to gain five, million

dollars, fro* 100 rich son, they serve as a deterren.t to the wore than

14 thousand other breeders who produce the horses for, an industry that..

employs: more than 158 thousand persons with a payroll exceeding ove

billion dollars, an industry that last year produced in direct state tax,,,

revenue more than 42o million dollars..

.Our Association and all racing officials, on behalf of the industry,

strongly urge this Cosmitte to delete sections 211, 212, and 213, of

'.R. 13270, that are so damaging to an Industry making such a sbstanti&l

contribution to state revenues -, which in the case of.1969-70 ar already

committed . Although we are cognizant of and sympathetic with the federal

government's noed for additional revenue, it is our considered judgment

and strong feeling that the fulfilling of, this requirement should not

jeopardize the equine Industry's important source of funds for our,

states' many pressing needs.

Sincerely your, . ,

Harry J &I all, 'President

'iv
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STATEMENT OF HERBERT A. FOGEL, GENERAL COUNSEL FOR THl

PENNSYLVANIA HARNESS RACING COISSION, REPRESENTING-THE

COMMONWEALTH OF PENNSYLVANIA

IN CONNECTION WITH THE COMNOWEALTH POSITION ON HR13270 AND

THE PROPOSED AMENDMENT TO SECTION 270 OF THE IRC OF 1954

My name is Herbert A. Fogel and I am General Counsel for the Penn-

sylvania Harness Racing Commission. I have been authorized by the Gov-

ernor to appear before the Senate Finance Committee on behalf of the

Commonwealth of Pennsylvania at these hearings.

May I say, in the first instance, that the Governor and the other

administration officials of the Commonwealth of Pennsylvania 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 amendment to $270 were adopted 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 unless such activity Is carried

on with a reasonable expectation of realizing a profit" could rapidly

result in drastic curtailment of Standardbred and Thoroughbred horse

racing in the Commonwealth of Pennsylvania, with a resultant loss of

state revenue&, as well as employment to many thousands it the Common-

wealth whose economic livelihood depends on Standardbred and Thorough-

bred racing and its related industries.

In 1968, the Commonwealth of Pennsylvania received in direct taxes

from pari-mutuel harness racing alone a sum 'in excess tf seven million

four hundred thousand dollars. Pari-mutuel thoroughbred racing in Penn-

sylvania commenced for the first time in 1969.' It is conservatively as-
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timated that harness racing will yield in excess of eight million dollars

in revenue in 1969, and thoroughbred racing another five million, making

a total of thirteen million dollars as direct taxes from this source.

in addition, the City of Philadelphia has a dire need for taxes for

education, a need that plagues so many other major 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 figure, 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 disposal plants. These sums will also be substantially in-

creased in 1969.

The figures cited do not take'into account other adbstantial revenues

which the Commonwealth derives from sales taxes on food and other items

sold both on and off the tracks in 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 seriously affect, if not destroy this source of

revenue,at a time when this committee is well aware of the monumental pro-

blem. confronting the states in their efforts to raise the necessary 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 as a capital investment in racing plants

-2-
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of approximately fifty million dollars. All facets of the horse industry

in Pennsylvania, including the land in use for raising and breeding

horses, represent an investment that is well in excess of one hundred

million dollars. The payroll at the tracks alone for grooms, trainers,

waiters, maintenance 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 salaries of all others

who are employed in all facets of the horse industry, including the feed

and breeding industries, brings the annual payroll to well 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 industries.

The administration in Pennsylvania ts 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, is that in attempting to bring about needed

reforms in certain areas, the wording of S270 is such that it could re-

sult in bringing about a result which we know is not the intent of the

drafters of this legislation namely, the virtual destruction of the

horse racing industry.

S213 of H.R. 13270, in particular, which sets forth the general

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 horses often does not exceed three to four thous-

and dollars per year, while their expenses are in excess of that amount.

According to the thoroughbred record on distribution of earnings for

all 1967 horses that started in races, there were 28,743 thoroughbreds

with winnings of $3,000.00 or less, and the average winnings of this

*3-
*(S213 contains the amendments proposed to 5270 of the IRC of 1954)
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group were $802.00 for each winning horse. ThLs includes over 70% of

the horses starting and does not include the number of horses trained on

which expenditures were made that were not even able to enter races due

to lameness or sickness.

In harness racing, 20.473 horses earned lees than $3,000.00 per

horse, with the average earnings of this group totalling only $863.00

per horse. Again, this number represents 75% of the horses that actually

started, and does 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 unpredictable. 9213 of

H.R. 13270, as written, could drive the bulk of theowners out of the

business since the bulk of the owners are, indeed# the small owners.

The probably e result would be that there would not be enough horses to

fill the races, thus depriving the Commonwealth of this source of revenue

collected in 1968 as the result of the activity of 1,750,000 patrons who

wagered a total in excess of 126 million dollars. Indeed, 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, to bring about the tax yield

of almost one-half billion dollars.

Although the small owners incur losses frequently until they are

fortunate mough to develop a horse or horses that can recoup these

losses, the over-all picture, including the revenues obtained by the

states, is not one of a *lossa industry. in addition to the approximate-

ly one-half billion dollars in state taxes, about one-third of a billion

dollars in purses will be paid to the owners of competing horses in 1969.

Assistant Secretary Cohen, on page 29 of his statement before this

Committee, states:

-4..
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"The Administration urges the adoption of-this proposal as an
effective means of' dealing with cases where the tax loss
are being uied to subsidize the hobbies of wealthy taxpayers.",

We believe the objective Cdn be attained without destroyingthe en-"

tire industry with the .oncomitant ill effects on thousands of mall tax-

* payers and thousands of other persons whose izvellhood depends on the bus-

* of horse racing.

Specifically, we believe that there are several approaches which We

would respectfully submit for consideration by the Committee that can

achieve the desired res,lit of eliminating the abuses and at the same time

not destroy the horse ra.tng Industry itself.

First,' the proposal that the holding period for'horses be

at least 365 days after such animal normally would have first been used

for its intended purpose before capital gains treatment will beafforded

is certainly one that we heartily endorse. We' believe that this would go

far toward eliminating the abuses of some who are not interested in the

sport or the industry, but merely interested in a tax shelter.

Second, we submit that depreciation rules akin to those set -forth in"

$1245 of the Internal Revenue Code be adopted, as proposed in H.R. 13270,

with respect to the sale of horses and other livestock. We believe that

it would be equitable for those in the horse business to have the horses

treated in the same manner a businessman has personal property, such as

machinery, treated upon the sale of that property. Specifically, to the

extent that depreciation would be taken (whether straight line or accel-

erated), upon the sale of the animal, the tax treatment would be as fol-,

lows: if the price is in excess of the adjusted basis oU the animal,

the amount in excess of the adjusted basis which is realized that is equal

to depreciation taken should be taxed as ordinary irscome with capital

gains treatment being restricted to the balance received. The enactment

of the changes to 51245 of the Internal Revenue Code which includes live-

-5-
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stock would be sufficient to curb any abuses presently in the industry.

As such, §211 of the House Reform Bill relating to the denial of capital

gains when there exists a surplus in an .excess depreciation accounts,...,

should be deleted. In short, we fell that there is no need to place a,

heavier burden on the horse industry than is presently placed on other

businessmen.

Third, we submit, that the proposed changes to 5270 of the Internal

Revenue Code be entirely deleted.,

We believe that such legislative changes, rather than the changes

proposed to 5270, would achieve the result of correcting the abuses and,

at the same time would permit the thousands of legitimate and bona fide

persons who own and breed horses to remain in this industry.

In enacting these changes, the States would not be losing a vital

source of revenue and the thousands of persons employed in this industry

would continue to earn their livelihood in this manner.

Again, may I thank the Committee for the opportunity that was af-

forded me on behalf of the Coamonwealth to submit these views.

Respectfully submitted,

HERB41I L unsel
Pennstlgania Harness Racing Comission
Department of Agriculture
Harrisburg, Pennsylvania
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WITH RESPECT TO TAX REFORM
PROPOSALS AFFECTING LIVESTOCK

TAXATION

September 22, 1969

The National Livestock Tax Committee feels that certain

proi.Zi- ns of H. It. 13270, namely those dealing with an Excess

j auctions Account (EDA), a Hobby Loss Presumption, a Limit on

Tax Preferences (LTP) and an Allocation of Deductions, are

unnecessary and are contrary to the basic objectives of a sound

and equitable tax system. These unneeded provisions of H. R.

13270 unfairly discriminate between farmers and ranchers based

upon accounting systems used and the size of losses sustained;

impose restrictions on capital gains claimed by persons only in

agriculture and classify only certain losses from farming, but

not from any other business, as "tax preferences"; and make

compliance with and enforcement of these unneeded provisions

unworkable and in some instances practically impossible.

The Tax Committee is of the opinion that fair and

equitable tax treatment of ranch and farm businesses can be

I

(LIST oF SPONSORS ON 351USD SID)
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achieved; by adoption of the, proposals, ade by theTax Committee

which were Included in the House bill (in somewhat modified form).

These proposals will eliminate the relatively small amount of tax

profiteering and will. not substantially harm the industry in' hat

they are simple and-easy to apply and will not require.complicated

cost accounting techniques. Furthermore, these proposals of the

Tax Committee will not have the effect of: discouragingfarmers

and ranchers from diversifying into non-farm businesses and

investments; isolating agriculture from the rest of the nation's

economy; impeding needed agricultural, programs; stemming the

flow of needed new blood and capital into the industry; and causing

meat price increases, as would undoubtedly be the case if the

unneeded farm loss provisions of H. R. 13270 were enacted.

II
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STATEMENT BY CLAUDE M. MAER, JR.
ON B1J1ALF 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 partner 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 Committee is a nonprofit corpora-

tion organized and operating for the purpose of maintaining and

assuring equity and equality in the field of federal income, gift

and estate taxation for the entire livestock industry, not only

beef cattle, but also sheep, horse and dairy interests. The Tax

Committee was first formed in 1942 and has been active continuously

since then. The Committee i.s sponsored by 6 national, 11 breed

and 45 state associations representing 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
American Shorthorn Association
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Holstein-Friesian As ociation of America
International Brangus Breeders Association
National Society of Live Stock'Records Association
National Wool Growers' Assocition
Pony of the Americas Club, Inc.
Santa Gertrudis Breeders International
Thoroughbred Owners and Breeders Association

STATE SPONSORING ORGANIZATIONS

Alabama Cattlemen's 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 Growors' Association
New Mexico Cattl Growers' Association
New Mexico Wool CGrowers' Association
New York Beef Cattlemen's Association
North Carolina Cattlemen's Association
North Dakota Stockmen's Association
Oklahoma Cattlemen's Association
Oregon Cattlemen's Association
Oregon Sheep Growers' Association
South Dakota Stock Growers' Association
Tennessee 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
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Washington Cattlemen's Association.
Washington Wool Growers' Association'
Western South Dakota Sheep Growers' Association
Wyoming Stock Growers' Association
Wyoming Wool Growers'. Association

II. PROPOSALS OF NATIONAL LIVESTOCK TAX COMMITTEE

Earlier this year when hearings on'various tax reform'

proposals were held by the House Ways andMeans Committee, the '
National Livestock Tax Committee presented a statement and :testi-

mony on the subject of proposed changes in the federal income tax

laws affecting livestock and other agricultural .operations. At

the request of members of the House Ways and Means Committee, the

National Livestock Tax Committee agreed to work with the staff of

the Ways and Means Committee in propsing ,everal changes in the -

livestock tax laws which would eliminate profiteering in the

industry which is caused by.a few persons who enter the business

on an in-and-out basis with the only intention being of making a.

tax profit as opposed to an economic profit.

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 industry. These proposals were:

(1) apply the depreciation recapture rules of section 1245 of

the Internal Revenue Code to purchased livestock used for draft,

breeding, dairy or racing purposes; (2). extend the holding period
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of cattle and horses from 12 months to 24 months in order to

qualify for capital gains treatment under section 1231 of the

Internal Revenue Code;* (3) clarify that male calves or steers

cannot be traded tax-free for female calves or cows; (4) require

a taxpayer to prove the purpose for which he held livestock in

addition to proving the length of time the livestock were held to

qualify for capital gains; and (5) establish a sliding scale

recapture of land improvement expenses when farm or ranch land

is sold within ten years after its acquisition.

III. 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 proposed tax reform, the House

Ways and Means Committee reported to the House of Representatives

its recommendations 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

Livestock Tax Committee, although some of these proposals had

been modified. However, H. R. 13270 included several 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 disease, since the premature disposition of such
animals results from circumstances beyond the taxpayer's
control.
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Committee. Those additional provisions, all of which rolatq to

farm losses, Include an Excess Deductions Account (EDA), a Hobby

Loss Presumption, a Limit on Tax Preforonces (LTP), and an

Allocation of Deductions. The Tax Committee feels that thuse

additional provisions (hereinafter sometimes referred to as

"unneeded provisions") go much too far, are not necessary to

prevent tax profiteering, and are contrary.to the basic tenets

and objectives of an equitable and sound tax system.,

A. Objectional Provisions Unnecessary

These unneeded provisions of H. R. 13270 are not

necessary for purposes of preventing tax-profiteering, result in

a. "overkill" approach, would create complexity and confusion

throughout the industry, and would cause changes in the overall

economics of the livestock industry, all of which would cause

serious harm to the entire livestock industry. Unlike the pro-

posals of the National Livestock Tax Committee which single out

and clamp down solely on the few persons engaged in tax profiteering

in the industry and which provide fair and equitable 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

Committee that the essential and basic objectives of an
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equitable and sound tax system are: (1) to raise revenue; (2)

to treat all taxpayers engaged in the same business s, ir and

equitably; (3) to treat all. taxpayers in the entire business

community fair and equitably;' anA (4) to provide for efficient

and workable compliance and- enforcement. The Tax Committee feels,.

that these unneeded provisions of H. R. 13270 are contrary to-all-

of these essential rules.:

1. Not Intended to Raise Revenue

In the so-called "farm loss provisions" of H. R. 132709

which encompass EA, Hobby Loss Presumption, depreciation recapture

for livestock and increased holding period requirements for live-

stock, the House Ways and Means Committee Report estimates that

all of these provisions would increase revenue by the relatively

insignificant ;sum of $5 million in 1971.

Back in 1963p when the Treasury Department first pro-

posed IDA, it was estimated that ZDA alone would yield only $5

million per year in tax revenue. But it is now estimated nine

years later, that all of these "farm loss provisions" would

increase revenues by Just $5 million. This statement by itself

refutes the claim of increasing tax profiteering that 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 reform-to eliminating

tax profiteering as do the proposals of the National Livestock

Tax Committee. Yet, the announced inteption of these "farm loss
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provisions' is to stop the practice used b .-1"some high-.ncome

taxpayers who carry on listed farming, activities as a, Sideline

to obtain a tax loss,' which" Is -then deducted from tie3la~hiob.

bracket, non-afarm Inomue".
2- -"Treats ftr, and Ranch Taxpayers

Wifarly As notwi heiselveg

'(I),. 'Corporations, Tusts and
i tates Hardest Bit''

As written, Z.k would applyto all farmers and ranchers

on the cash method -or using presently acceptable accrual methods. "

,of account who Incurred farm losses or who acquired-certain

-farm property already subect to previouslyaccumulated farm"

losses.. However, no additions wou~d have to be made toIDA by

'taxpayers operating as individuals unless non-farm income exceeded

$50,000 and only to the extent farm losses were in excess of

$25,000. All farm losses Incurred by other taxpayS (i.e.

corporations, trusts and estates) would generally be added to...

IDA without these limitations.

Thus, hardest hit by these Provisions of IDA would be

the numerous small and medium-sied famil¥.,-owned Corporations,

trusts and estates engaged in farming or ranching which have even.

small amounts of non-farm income.. Such taxpayers would be unduly
penalized just because they received, non-farm income,, such as

rentas,'.royalties, or other bus inesincose,"*Dd as other"L'

businesses, combine all incomeand' lopses from whatever source

earned in computing their taxable income.

So . discussion beginning Qn p. 16.



(2) Imposition' of Burdensome Record
Keeping Requirements.

Furthermore' farmers and ranchers who remained on the

cash basis 'or used Presently acceptable accrual methods would be

required to compute losses each year and maintain a separate IDA.

To all of these operators, this would be very troublesome and in

many cases virtually impossible because of the complexities involved.

Even to those legitimate operators who have access to reliable out-

side record keeping and tax assistance and can afford to pay for

such services, this would impose an additional cost and further

reduce their already small margin of profit.

In 1952, the Secretary of the Treasury presented to the

Congress a proposal* to modify the cash basis so as to require

capitalization of all costs of raising breeding herd livestock.

At that time, the Tax Committee pointed out the practical

necessity for simple accounting methods and Congress agreed by

failing to act on the Treasury's contention. There has been no

substantial change in conditions which would require or warrant

a different approach today.
(3) Capital Gains Denied

In addition to discrimination based upon what form of

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. 1 6239.
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business was operated, IDA would also categorize individual

farmers or ranchers as being "undesirable" by limiting capital

gains on the sale of their farm property if they were in a

certain non-farm income bracket and sustained farm losses over

$25,000. Singling out such farmers and ranchers for this type

of treatment even though they are legitimate operators seems

most unfair.

(4) Full De;uctibtlity of Interest
and Pr,!perty 1Vixes Denied

IDA would further and unjustly injure those taxpayers

who have borrowed money to obtain working capital for the opera-

tion or purchase of farms or ranches, since the Interest paid on

these loans would increase farm losses. Taxpayers in debt would

be discriminated against and persons would be discouraged from

entering the industry on a legitimate basis by acquiring farms

or ranches subject to a mortgage. Moreover, higher and higher

-property taxes would also swell the ZDA and thus reduce their

full deductibility by. reason of the required offset of RDA

against capital gains.

(5) Sales of Farm and Ranch Property
Hit - Conservation Discouraged

In addition to restricting capital gains on the sale

of livestock and other farm assets, IDA would tax gain realized

on the sale or exchange of farm and ranch land at ordinary in-

come rates, instead of at capital gains rates as under present

law, to the extent'of land clearing and soil and water conservation
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exponso dcductod during the current taxable yoar plus tho four

previous taxable years. As with, other., prqVisions. of'I.A, this.,

would only apply to. farmers and ranchers using 'the cash basis or

presently acceptable accrual ,methods of accounting. This pro.-

vision not only represents bad economics and ,bad agricultural

policy, but it also would discourage needed and continuing con-

servation projects which are so vital to the industry. The

adverse repercussions such provision could have on the reduction

or termination of needed conservation projects would also be

felt by other businesses connected with the promotion and opera-

tion of such projects and by the consuming public dependent on,

agricultural.products.

b. Hobby Loss. Presumption

(1) Would Disallow All Farm Losses
to Certain, Farmers ,and Ranchers

'If farm losses exceeded $25,000 for any ,three of, five

consecutive years, even a legitimate farmer or rancher who has,

been in the business all his life would be presumed to be a

"hobby farmer" and all hib losses could be' disallowed under the,,

Hobby Loss Presumption-provision of H. R. .13270., This provision

would apply to all taxpayers, whether doing business as

individuals or in corporate form.

The cyclical nature of farming and ranching, the ad-

verse effect of climate and weather, sporadic and unstable,

market prices, and continually rising production costs could
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easily result in farmi losses incurred by many logitimato operators

exceeding $25,000 fo'any three of five years. No exceptions or

exclusions would bo made for death or casualty losses or certain

fixed expenses such as taxes and interest.

Thus, a farmer or rancher who sustained losses In excess

of $25,000 for any three of five years because of drought, blizzards,

falling livestock prices, and increasing operational costs could

have all his losses disallowed while his neighbor who sold his live-

stock at a different time or escaped the full blow of adverse

weather conditions and had losses of $24,999 for this period would

not be subject to the disallowance of such losses under this-

provision.

(2) Could Cause -Lumping of Income Tax

Farmers and ranchers whose farm losses were disallowed

under this Hobby Loss Presumption could find their income taxes

greatly increased in one year as a result of disallowance of farm

losses in prior years. As previously explaineds this 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

conditions, increasing costs or low market prices, had losses in-

excess of $25,000, while his neighbor with $24,999 of losses would

no, tbe subject to such disallowance. Under these circumstances,

the farmer or rancher with the disallowed losses could discover

that the increased income taxes resulting from the disallowance,

of such losses in-prior years greatly increased his taxes in one
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particular year. Securing the necessary funds to pay those addi-

tional taxes could present a very serious problem to such farmer

or rancher.

(3) To Rebut Presumption Would be
Time-Consuming and Exponsivo

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. 'Furthermore,

the uncertainty caused by this provision whereby a farmer or

rancher may be treated as a "hobby operator" one year 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 noted, a farmer or rancher might be presumed to be

a "hobby operator" and all his losses disallowed necessitating

lengthy and costly protests or litigation, whereas his neighbor''

whose losses were just a few dollars less would escape this

presumption and not have to go to the added expense of contesting

the presumption.

c. LTP and Allocation of Deductions'

(1) Would Classify Farm Losses of Some
* Taxpayers as "Tax Preferences"

Farmers and ranchers (individuals, trusts and estates)

on the cash basis or using presently acceptable accrual methods

of accountin!' would generally be subject to additional tax

liability and/or to a reduction of personal itemized deductions

S Bee discussion beginning on p. 16.
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if certain of their farm losses exceeded $10,000 under the LTP

and Allocation of Deductions provisions. In'such cases, farm

losses would be termed "tax preferences". This would result in

different tax treatment for farmers and ranchers based upon the

system of accounting they used. In addition, there would be 7

further discrimination between farmers and ranchers on the cash

basis or using presently acceptable accrual methods who had

certain farm losses under $10,000 and those who had farm losses

exceeding this amount.

(2) Would Adversely 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 considered in determining farm

loss "tax preferences" although the deductible portion of such

capital gain would be treated as another "tax-preference" re-

sulting in Increased income taxes and restricting itemized

personal deductions. Also, death and casualty losses and fixed

operational expenses such as interest and taxes would not be

deleted from the formula in computing farm losses. In applica-,

tion this would mean that,'as under ZDA and the Hobby Loss

Presumption provisions, farmers and ranchers who foll 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 catastrophes would not be subject to addi-

tional tax or to a reduction of their itemized personal deductions.
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3. Singles Out Farmors'and Ranchers for
More Adverse Treatment than Taxpayers
in Other Businesses-

a. EMA

(1) Would-Restrict Capital Gains
on Livestock and Farm Property

The principle and provisions of EDA - restricting

capital gains treatment of livestock and other farm property -

are harmful to most farming and ranching operations, large and

small, and would be a most serious blow to the whole livestock

industry. This EDA provision constitutes discrimination against

farming and ranching, -No other businesses are singled out in

like manner for such treatment. Yet, livestock are still selling

at below parity prices.

(2)'' Would Recapture Certain Conservation
Expenses at Ordinary Income Rates
When 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 under present law, to the

extent of land.clearing and soil and water conservation expenses

deducted in the 5 years prior to the sale. Yet$ no other business

is subject to such restrictions on the sale of its land used in

business operations. Moreover, the Congressional policy of pro-

viding farmers or ranchers under present law with the right to

deduct these expenses in order to foster and encourage consorva-

tion projects would be abrogated.



b. Hobby Loss Presumption

Would Appear to put "Hobby" Label
on Agricultural Operations

Including the Hobby Loss Presumption section under the

"farm loss provisions" of H. R. 13270 appears to be an attempt to

place the tag of "hobby" on the agricultural industry and subject

it to unreasonable and deleterious tax provisions. Yet, agriculture

today is big business and remains near the top in size of all

businesses in the country. * More importantly, it is one of the

most vital of our nation's industries, for a country vithout

adequate supplies of 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 entered into

by the great majority of taxpayers just to lose money, as this

provision of H. R. 13270 erroneously implies.

c. LTP and Allocation of Deductions

Would Unjustly Single 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
House of Representatives (90th Congress, Ist Session
July, 1967) at 15.
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Farming and ranching are one of the highest risk busi-

nesses in the country. The vagaries of weather, an unstable and

sometimes non-existent labor force, and unsteady market prices

make the farming and ranching business subject to elements beyond

its control not experienced by any other industry. Under those

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

economic policy to term farm losses as "tax preferences" when all

but a very few persons in the country are legitimate operators.

d. Farming and Ranching Subject to
Specific 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 farm losses are also treated

as "tax preferences" under L'P and Allocation of Deductions. The

singling out of agriculture for this sort of dual treatment appears

to be an unreasonable discrimination against farming and ranching.

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 Presently Acceptable
Accrual Accounting Systems

Under EDA, it is provided that farmers and ranchers
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who use a "proper" accrual method of actwouti.1ng (1.0. "by using

inventories and by charging to capital account all expendituires

chargeable to capital account" which call under present law be

either deducted currently or capitalized) would in general not be

subject to tile provisions of mtaintaining an excess deductions account

under EDA. This could have the tendency of forcing many farmers and

ranchers on to this impossibly complex "proper" accrual systcemi. In

any event, this would pose a Iobson's choice to farmers and ranchers

who would have to decide between nmintaining a complux accounting of

farm losses by establishing an excess deductions account and Boing

subject to the restrictions spelled out under EDA or employing the

even more complex "proper" accrual system and not being permitted to

deduct certain expenses as under present law. Similarly, under the

LTP and Allocation of Deductions provisions of H. R. 13270, all far-

mers and ranchers operating In other than corporate form and who in

general incur farm losses in excess of $10,000 w,3uld be forced to use

a "proper" 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 melhods based upon

actual costs of raising farm livestock and produce instead of on

amounts "which reasonably account for the normal costs incurred in

producing the animals" under the unit livestock price method of. the

present Treasury Regulations. This would mean 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.
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Furthermore, the effect. of such system would be to abolish .in one

fell swoop and arbitrarily to deny to farmers and ranchers the

important and heretofore Congressionally recognized provisions of

the Internal Revenue Code dealing with the deductibility of soil

and water conservation expenditures (section 175). fortilizor

costs (section 180), and land clearing expenses (section 182).

Most alarming of all is the fact that for the first time

in the history of, federal taxation of agriculture, Congress has

attacked the cash basis method of accounting and also apparently

the use of presently acceptable unit livestock price inventory

methods, by the suggestion in the House Ways, and Means Committee

Report that these are not "proper accounting rules". This

represents a marked and radical departure as Congress has con-

sistently recognized and sanctioned the use of the cash basis

accounting method since inception of the federal income taxes

in 1913. Furthermore, the unit livestock price method of valuing

livestock using values based upon reasonable estimates of normal

costs of producing animals has been sanctioned by the Treasury

Department Since 1944 as being required by the problems of

valuing livestock inventories. It seems both unjust and without

merit to deny the time-honored and workable cash basis and the

presently-used unit livestock price methods of accounting to

legitimate farmers and ranchers, simply for the purpose of

eliminating the relatively few tax profiteers, particularly when

they can be eliminated by the proposals of the National Livestock

Tax Committee,
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(2) "Proper" Accrual Method of Accounting
by Livestock Operators is Virtually

:,Impossible to Achieve

Due to the nature of and conditions surrounding live-

stock operations, the Tax Committee is of the opinion that simpli-

fied record keeping and accounting methods, such as the cash basis,

are absolutely 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 ranchers to maintain. To force cash

basis farmers and ranchers on to a "proper" accrual system would

be imposing an impossible'requirement on most and a burdensome and

unnecessary requirement on all.

This "proper" accrual system would be a virtual im-

possibility even for the most sophisticated accountants. 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 cots of raising

animals held for sale, which would be most essential since gain

on the sale of breeding animals held for the requisite holding

period is taxed at capital gains rates. " In many instances, the

farmer or rancher is unable to determine for a significant period,

of time whether to place an animal-with his sales herd or to retain

it as a member of the breeding herd. Attempting to allocate costs

in these circumstances would test the ingenuity of even the most

complex accounting equipment. Similar and greater problems would

* -19-
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develop whore, as is commonly the case, the farming or ranching

operation includes the raising of livestock as well as the

growing and harvesting of crops and other agricultural activities.

To allocate in a proper manner the costs of the overall agricultural

business to the multifaceted operations involved would be a nightmare

and exercise in futility. In the final analysis, it would be an

impossibility.

(a) Accurate Inventories Impossible

Unlike other businesses where the production and sale of

merchandise is a significant factor and the "proper" accrual method

of accounting is required for income tax purposes, ranching and

farming is not the type of business where accurate inventories can

be made at periodic interva's and meaningful cost accounting methods

employed. On many ranches covering thousands of acres, livestock

cannot be conveniently located and inventoried on December 31 of

each year or at any other such specific date for accounting purposes.

The same would seem to apply equally to other agricultural activities.

A number of 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 operator to conform

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) "PropoO! Accrual Accounting

Very Expensive

Even if the "proper" accrual method of accounting wore

feasible and could be complied with, this would substantially in-

crease the operational costs of the farmer and rancher which are

already at a record level. With such additional costs to copo with,

and viewing the already existing thin overall profit margin of live-

stock operations, It is conceivable that the added burden of in-

creasing the complexity of their record keeping and attendant costs

wouldcause many farmers and ranchers to cease operation;

:(c)_ Expert Accounting Assistance
Not Available

Furthermore, in a large number of rural areas there are

no accountants, or an insufficient number of accountants, to per-

form the complex bookkeeping chore that would result from imposition

of the "proper" accrual method of accounting on farmers and ranchers.

For instance,.avaIlable statistics published by various accounting

societies show approximately less than 20% of the total number of

certified public accountants in the continental United States

practice in the twenty-one states west of the Mississippi(ex-

cluding California), yet those twenty-bne states comprise about

67% of the land area of the continental United States. It is in

these same states that approximately 64% of the na ion's cattle''

population is located according to U. S. Department of Agriculture

statistics, yet it is obvious that competent accounting assistance

necessary for accurate accrual reporting would be hard to come by

-21-
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at least in tho western states. EVen if the. services of qualified

cost accountants could be obtaine4t, the additional time and ox-

pense which would be spent in trying to justify to the Internal

Revenue Servico or to a court the method of cost allocation used,

which would obviously be subject to very close scrutiny, could be,

most substantial.

b. Present Lawhas Built-in Presumption -
No Statutory Presumption Needed . ....

Replacingpresent section 270 of the.Internal Revenue:

Code with this'new Hobby Loss Presuntion -provision would not add,

any extra arsenal for' enforcement of, present tax law. 'This is be-

cause under present tax law disallOwance of any business loss bya

revenue agent is already presumed to be correct until rebutted by

the taxpayer. The fact that-the Internal Revenue Service has not

fared too well in the farm and ranch "hobby, loss" area of litigation -

is probably due to the unfamiliarity of revenue agents'with the,

essential elements of a legitimate operation.' Astatutory presumpfp-

tion, such as that created by this new provision, would appear to

add nothing constructive to present law.- It would merely provide,'-

a convenient and speedy means by which an examining agent Would

' disallow all losses, regardless of the operator's actual good

faith and length of time in the business; and it would substantially

increase the time spent by, taxpayers, and theInternal Revenue

Service in extensive tax protests and litigation of such cases.'

c. Cost of Eforcoment.

In the Hobby Loss Presumption provision, no reference
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is mado aS to ho* ar4 lose aIrc tO boe omputad Whbether suell

loses will 'V6 computed+'as 'under.-present, section 270 of th ,:.,

Internal RovCnA odo, whether capitil gains ill boexcludod

or included and whether farm income, *ill Includ -Income".,1ON mrs

land'use is not IndIcated, This lack of directoni tLonis t4 QVision

will. certainly invoke considerable protests and litigatqa,.

Furthermoro,.protests and litigation rebuttinJgthe Preaumptlon

created by this provision, will probably beot AU*ouu,- necessitatin, g

a larger staff. and, addItIonal fundss ifor the Internal Revenue Service.

In addition,-protets And iUtgatLon resulting ftom

attempts to rebut the presumptLncteated by the Hobby.Lo ..*4

Prbzumptlon and from.attempts to policeand, audit the use ota

"proper" accrual iccountLng' system,: the excess deductions; account,

and the carryforward and baslsaadjustments of LTP will probably be,

numerous, requiring' dditonalc persOnnel and larger, adm *itratives
funds for the Internal'Revenue, Service.

As a mtter of conjecture, the Tax Committee wondqrag,::

whether this cost;of enforcement will not exceed the small addL-

tional revenue.which thege provisions may raLse...

C. General, Objections: to Unneeded .
Provisions of H. R. 13270
1. Would Create Extreme Complexity and

ConfusiOn to Llvestock Operators .

Unraveling, co' Poeheiding and applying these Unneeded

provisions of i. R. 13270 would ,even be a major, undertaking,. for-.+,,+-:

a lrofessiLonal tax adviser.-!t-would bea virtual imPOssibility.-

for most farmers and ranchers.
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The extreme complxites of, and the-virtual impossibility

of farenrs and ranchers complying with the,"Prqpqr!' acorual- systm.

of accounting under the EDA, LTP and. Alocation of boductions( pro-r

visions,. o;,i. R. 13270, previously discussed, would only servo to

add to the confusion of attempting to Comply with these provisions.

"Further, the right of-such farmers, and rancher# under LTP

to increase the basis of their farm assets-in computing gain or

loss by the amount ofdisallowed farm loss,"tax preferences", but

limited to the basis of such farm, assets computed on a "proper"--.

accrual system or determined by use of reasonable estimates of

unit costs, would .result in unending confusion, Also, the five...

year carryforward provisions,of. LTP with respect.,to any remaining

disallowed farm loss "tax preferences" would create similar

problems. The unreasonable requirement of keeping two sets of.

separate, accountIng records,: would also .be. necessary in order to

deter ,n !the "proper basis" adjustment ,for these: "a4';Rssets in

computing gains or losses. . -

Maintaning an'accurate DA. by all farmers and ranchers

not on a "proper" accrual method of accounting would entail further

and additional record keeping.duties and expenses, which a large

number of stockmen would be unable to perform or pay for.

PrepArimg income tax returns, much less keeping the type records

.required under these provisions, would boa monumental task. In

short; moat farmers and ranchers wpuld just not be able to

grasp, understand or comply with these additional and complex

, --24- "
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complications Imposed by, theue proviuions ot Hi R!. 13270,

Because of this complexity and, the impossibility of

maintaining accurate records and properly allocating costs on

a "proper" accrual system, farmers and rgneherswould be left.,

to the mercy and whims of Individual revenue agents, If past

events are any indicator, these agents are usually uninf qrpa5

of the facets of livestock operations and accounting whi~i4 1l

portends further confusion andexpense ,forstockmen should ',-

these provisions be, enacted..

As one Treasury Official-has stated, perhaps H.ie 1. i

13270 should be entitled the ."Lawyers.and AccountantsRelte;,, f

and Pension Act". .

.Attached hereto as an exhibit is a.statemont by Mr.

N. S. Tamplin, a partner with the accounting firm of Ernst S.

Ernstqbriefly explaining the complexites;and confusion which

these unneeded provisions ofH. R. 13270 ,would cause.,,.,

"2.I Would Discourage Diversification by Farmers,,
and Ranchers into Non-farm Businesses

a. Farmers and Ranchers Must Diversify

For' the past several years,,because of depressed

livestock and crop prices and rising production costs, many

farmers and ranchers have had to seek off-farm employmentin

order to supplement their farm income.''

"The farmer more frequently is mQonlighting. The
farm housewife more frequently is participating
in the nonfarm labor force. Better roads and easier-r',
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access to te*n,. incroasing. dOmand for Jonfari labor 
in Any, aroa, increasing need for income by farmers
theftolves, -all, play,'a vital ,-rolo 4i thbitrend. :
Warmers are ivoreifying, but, oft the, ferm ratheri;- : ~than oln it.;,, { : . :: -: , *' : : -,. . .. , , ,. , " '

This indicatos .:that'off-faretincom, has bccomo ,an increasingly

Important, factor in the. lis of ,,-m0ii os.f For example, in

1967, $armeka received,10.7 billion fr6 m non;4fA Ii :bources. ''Bet0een

1960 and 1967, non-farm meooseo per, farm fatl ly more, than doubled ,

DIVr iification- by- .eg*tImatefarmers,,into non-farm

activities has become almost a' necessIty because of the fact that
parity isonly about 74%. Additlinallyilt is becoming increasingly

apparent that It-makes good economic business sense not to have"alll

your eggs in one basket"., Such diversification by long-time

legitimate farmers ,andranchers n 'non-farm businesses ;f course,

means larger-off-farm income. ,

Thee figures and the move .towArd diversification show

not only the Important role non: farx'inbome is presently playing,;,.

in the farming and ranching economy,'.but also portend that,.non-

farm income will, as It increases in the futures play even a more

vital part in agricultural economic stability..

b. IDA Could Discourage Diversification

Corporations, trusts and estates engaged in farming or

ranching and subject to the provisions of IDA would be discouraged

* -. "L. Upchurch; Adminlstritor,of Economic Rosoarch Service ,"
U.S.D.A., Address tO ,Annual Agricultural',Outlook'Conforence
on February-18,- 1969.'' 'i:''-

**Upchurch., Ibid.
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to diversify since the offsettng of farm losses against,

iacomo from any non-Arm sOurcewould result "in increasing the

amount in MDA, Non-farm Incoie could include income from land

rentals, royalties, dividends, interest .on savings and othor

smiaar sources, which are becoming. Incrosingly common to more "

and more of such legitimate farming and ranching operations.

c. IDA Could Discourage Thrift and the Investing
'of Non-farm Income ,In Livestock Operations

When such a typical farm or ranch ertorprise has a

profitablo:year resulting perhaps from good moisture'and higher,

selling prices, the prudent operator, will want.to invest some of..,

the profits so that there will: be something tolfall back on when-

a bad year comes along. Often this investment of profits is ,in. a

non-farm business because of the desire to diversify. The DA"

provisions would tend to ,discourage such investments,,since the

income from such non-farm investments would swell the-amount in

RDA to the extent used to offset farm losses.

FuArthermore, non-farm Income is often plowed back into,

the livestock operation to make it more effective. Dydis-

couraging diversificatLon such non-farm income would not be

available for.increasing the effectiveness or productivity of the'

operation, and with increasing interest rates, many of such

legitimate farmers and ranchers ight have to terminate their..

operations if credit sources dried up.

These are just further indications of the economic

unsoundness of this particular provision of II. R. 13270.
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d. existing Govornmont Programs Could
be Impaired by IDA

By the same tokon, these DA provisions fly directly in

the face of existing government programs, such as those sponsored

by the Farmer's Home Administration, which are designed to en-

courage farmers to increase their non-farm income. The objects,

of such programs are to establish non-farm trades and businesses

such as recreational uses and thus providerural communities with

services previously unavailable, while increasing non-farm income.

As previously explained, the EDA provisions affecting corporations,.

trusts and estates engaged in farming and ranching would mean that.

such taxpayers would be'discouraged to receive any non-farm income"

no matter what the source.

3. Would Isolate'Agriculture From
Rest of Nation's Economy

These unneeded provisions of H. R. 13270 would have the

effect of isolating the livestock Industry, and agriculture In

",general, from the mainstream of our country's economy by dis-

couraging needed outside capital from entering the industry and

by hindering many existing legitimate fLlrming and ranching opera-

tions to remain economically sound by diversifying into non-farm

businesses and investments. This would result in a situation

which would be very damaging to this industry which constantly

needs new blood and new capital and which bas heretofore not..

been discouraged to diversify into non-farm businesses or.

investments.
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Instead of saving agriculture from outside forces

which supposedly distort farm and ranch economies, those unneeded

provisions of H. R. 13270 would inflict damage on the legitimate

operator who is trying to expand his business and remain on the

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, appear to inflict the most

severe damage on the small and medium-sized livestock operations

which, unlike the large operations, could not afford to comply

with or pay the price exacted by these provisions in the form of

additional record keeping and professional tax assistance.

4. Would Impede Vital Agricultural Programs

Many research programs in the fields of agricultural

production on farms and ranches are in large part supported by

funds from non-farm sources.* These unneeded 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 research. The

reason these programs reflect losses is for the simple reason

that they are not designed to show immediate profitable returns

in cash, but are profitable in long-term breed and biologic

improvements for the whole industry.

See Logan, Evaluating Financial Support of Reseuarch
Programs, JournaL of Farm 12conomics (Yeb., 19615.
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Closely rolatod to' theso research programs Is the

vital role played in the liVdstock Induitry by purebred operations.

Those operations, which are analogous to engineering and research

departments in certain industrial businesses, are :the foundation-

of the entire livestock industry since they provide the seed

livestock for all livestock operations. Because of ,the extensive

research and experimentation involved'in these bperations,- the.'

profit reflected is often very small and in many instances there

are sustained losses for a number of years until an Improved seed

stock animal is developed and'recognized by the industry. :,To-

restrict or deny the full deductibility':of thelosses incurred in'

these operations in any.manner, whether by reducing capital gains

on the cale of livestock under DA, by a hobby loss presumption,

by increasing taxable income under LTP,"or restricting the."'

deductibility of certain itemized personal expenses undur

Allocation of Deductions, would be unfortunate;' it-would dis-

courage, and possibly eliminate, the needed flow of capital

from non-farm sources into.these research programs, and it would

have the resultant and adverse effect-of restraining the pr'oduc-

tion and development of needed'seed stock. Already there seems

to be developing a trend away ofrm cow-calf operations.to steer

operations because of lower operational costs associated with

raising steers. This forecasts a far more serious development,_

since there has to be some entity or group producing seed stock ,

for the livestock industry.
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5. Would Dry Up Needed Sources of Outside Capital

and tostrict Altry of Now Blood into Industry

Inactmont of those unneeded provisions of H. R. 13270

would almost certainly place a restriction on the availability of

capital for farming purposes from outside sources. This could be

severely damaging to agriculture which has been largely dependent

upon the availability of outside capital.

a. Large Amounts of Outside Capital Necessary

Livestock operations need large amounts of capital to

begin and continue operations, and very often this capital is

not available from the farmer's or rancher's own resources or

borrowings. Thus, attraction of outside capital always has boon

Important to the livestock industry. "Any law, such as these

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 disappear. The

entry of new capitall into the livestock business, particularly

in the western states, has a long historical background.*

American agriculture was built largely by outside capital. It is

this capital which makes efficiencies resulting, in the United

States being the most productive agricultural nation in the world.-

See Gray, Ranch Ecohomics (1968).
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Further, it should be recognize, that the small and

medium-sized family farm or ranch is having its hardest financial

time in history. * The increased cost of machinery, supplies, food,

and such other necessary products and equipment is such that a

small operation cannot justify it. For this reason, many such opera-

tions are amalgamating with the assistance of outside capital and

thereby developing efficient and larger units over which the costs

of operation can be more economically spread. To effect this,

such farmers and ranchers need and are entitled to operate under

the tax laws without these detrimental provisions.

b. Essential Flow of New Blood into
Industr .Would be Stifled

The average age of a farmer today is about 55., With

expanding and lucrative opportunities in other businesses,

agriculture has not kept pape with encouraging new people to enter

the industry on a legitimate basis. With an average rate of return

on capital investment of between 1% and 3% (and in certain areas

of the country the rate of return is below 1%).,** tbere need to be

incentives not barriers placed in the way for such ncw people to

come into agriculture. Instead of creating such essential

incentives, these unneeded provisions of H. R. 13270 orect barriers.

* See generally Food Costs - Farm Prices, Cominittee on Agriculture
House of Representatives (90th Congress, 1st Session, July, 1967).

** Based upon compilation of studies conducted by U. S. 'Department
of Agriculture, national livestock associations,. anid colleges
and universities.
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Start-up costs for any legitimate. livestock operation could and

usually do result in losses for the initial years of operation,

subjecting tho operations to some if not all of those unwarranted

and detrimental provisions of If. R. 13270.

In addition, these unneeded provisions of 1. R. 13270,

in combination or in single application, woud make it virtually

impossible for a person .to borrow sufficient capital to purchase.

a farm or ranch or to acquire a farm or ranch subject to a mortgage.

This is because the interest on the mortgage and the higher and

higher property taxes being levied against agricultural property

would increase farm losses. Under IDA, this could result in

reduction of the full deductibility of such expenses by reason

of the required offset of IDA against capital gain. Under the

Hobby Loss Presumption, it could result in all farm losses being

disallowed if they exceeded $25,000 for any three of five

consecutive years, as they well might in the initial years of

operation. Under LTP, these losses could result in increasing

the taxable income of the farmer or rancher. Under Allocation of

Deductions, these losses could cause the reduction of the

farmer's or rancher's itemized personal deductions.

6. Could Result in Substantial Moat
Price Increases to Consuming Phiblic

a. Livestock Currently Produced at Low Prices

Improvement of livestock broods through dedicated

research programs, as previously noted, has produced overall meat

prices at lower prices to the consuming public than practically
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anywhoro oiue in the world* howovoer, the livestock business re-

coivos no govornmonti sulsidy'for raising moat. The livestock'

produce' operaItes as an individual with no bargaining power+ and 400.

unable to sot tho price at .which ho buys or sells his livestock." As

a matter of fact, livestock producers who are still operating at

below par ity prices subsidize, the consumers'. Still, 'tho livestock

business, because of its high capital investment requirements and

slim profit margins caused by increasing operational costs and

fairly'static livestock jrices, receives "one of the lorest returns ,--

on its Investment of any business.

* b. Food Costs Presently a Bargain

Under thepresent incom'tx system, and notwithstanding

the distressed economic condition of the Industry, American agri--

culture has done an outstanding job in fulfilling the nation's food

and fiber needs. In fact, food and fiber have been supplied by the

Industry'to the consuming public at bargain prices.' This is evi-

dencod by the fact that according,to 'the American, Meat'Institutb

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 ineome- '

for food. In contrast, the average family 'in Italy spends'about 38%

of its disposable income for food, and Peruvian and Russian families

spend about 56% of their income for food.

Even in light of these bargain food prices for the+,

American public, operators are still receiving, prices below parity

for their livestock. Until the slight upsurge In livestock prices

a few months ago, livestock prices were about the same as 20 years,,
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ago* although production costs have' increased by about 163%,0 * As

a matter of fact, since 1950 livestock prices received by oportors,

aro on the average below the total costs of production for, most,

of these years.'

c. Provisions of Act Could Increaso Moat Prices'

Enactment of, those unneeded provisions of ii. H. 13270 could

well result in a substantial, increase,-in moat prices to the consumiAng

public. By discouraging the entry of needed outside capital and, new ,,

blood into the industry and by driving many small-and medium-sizod

operators out of the business" it is v ery likely that as a resAtof

these provisions, livestock numbers will, be substantially docreasod,

causing a corresponding, rise in meat prices."'

IV. SOME SECTIONS OF H. R.' 13270 ARE SIMILAR TO
PROPOSALS OF NATIONAL 'LIVESTOCK TAX' COMMITTEE
AND WOULDPREVENT TAX "PROFITEERING WHILE NOT
HARMING LIVESTOCK INDUSTRY

Included in H. R,. 13270 are, two specific provisions extending

depreciation recapture rules to livestock and increasing tho holding

period for livestock to qualify for capital gains treatment. The pro-

vieion on depreciation recapture is the same as..ono of the proposals

offered by the National Livestock Tax Committee, while the provision.

relating to an increased holding period for livestock has been

modified slightly from that proposed by the Tax.Committee.

A. Depreciation Recapture Rules Applied to Livestock

Depreciation allowed or allowable on purchased livestock

* See Food Costs-Farm Prices, Committee on Agriculture, House of
Representatives,(9O'tlhiongiOss 1st Session July, 1967)'.

** See-Agricultural Statistics, U. S. Department of Agriculture'
Table 695 (1967),, Table 684 (1968).
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used for dairy, brooding or racing purposes would, tundor the pro-

visions of If. I. 13270, be subject to the depreciation recapture

rules of present law, as are all other similar business assets., This

would mcan that gain realized on the silo of such livestock would be

taxed at ordinary income rates to the extent of depreciation claimed

or allowable on such animals, and the remainder of the gain, if any,

would be taxed as capital gains, if holding period requirements had,

boon satisfied.

'The Tax Committeofeels that this proposal is fair and

equitable in that it equalizes the tax burden among livestock opera-

tions and other businesses and since it will discourage the entry

of tax profiteers into the livestock industry.

B. Increase in Holding Period for Livestock

H. R. 13270 provides that, in order to qualify for capital

gains treatment, the holding period required for livestock hold 'or

draft, breeding and sporting or dairy purposes will be at least 365

days after such animal normally would have been used for any of

such purposes.

The Tax Committee feels that, although soio modifications

are called for, this proposal in the main is fair and equitable

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 measured, shall be bascd on the time in-

each taxpayer's own operation that such use normally commenccs. This

will assure equitable treatment of all farmers and ranchers, :since the

first use of animals for such purposes normally varies from region

to region and from farm to farm within a given region.
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The second modification which would be" ifcludod 1s that,

there boa presumption of First In, First Out, as under the prosont,

unit livestock price method of 'inventoryjng' livestock If the animals

are not individually identifiable (as In most commercial range opera-

tions). Suchpresumption would assist in determining the age of.

raised livestock, since such age is difficult to'determine by weight

(method commonly used) after an animal exceeds, two years of age.-

Inclusion of such a provision would also make administration of this

provision easier and more effective, Including verification of

returns by :revenue agents.

A third modification would be to exempt from this increased'

-holding period requirement, as does the proposal'of the National

Livestock Tax Committee, animals subject to involuntary, conversion-

due to drought or disease._ The reason for this exemption is that_'.

premature disposition of such animals results from circumstances,-

beyond the taxpayer's control... .

C. ProOf of Intention for Holding Livestock--,

One of the proposals suggested by the Tax Committee was

that to claim capital gains on the disposition of livestock, a tax-

payer be required to prove the purpose for which he held the,' .

livestock in additionto showing the length of time they were held.

In adopting this proposal, the House Ways and Means Committee .Report

refers to the fact that ". .. the mere satisfaction of the holding

period requirement in the case of livestock should (not) ;,, .. be

considered to conclusively demonstrate that theanirals were held

for breedingipurposes (or any of the other specified purposes).. .

This determination should be made on the basis of all the facts.,
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and circumstncs, which my indicate the purpose for which the

D. Thx-Pre6* Exhang of, ttivqstoak

Another- proposal offered by-, the" Tax Committoo was that,

present, law, be clarified to show that it isnot proper,- to,. xo, ango

male, calvesor steers tax-free, for female calves, or cows. This

proposal was also adopted.by the House Ways and moans Committooiand-

appears in. itsReport on. H. R. 13270, where it is stated 'that,,"

" .Congress did not intend this typo of, exchange tobewdon-

sidered a Iike-kind exchange."

. Tr.eatment7of nLand Improvement .xpensew,

Under IDA, gain realizedon the sale of .farm or ranch land

would ,be recaptured and taxed at. ordinary income tax rates to the,,,--.

extent of land c lea -i and soil and ,wter conservation expenses

deducted in the five years previous to .the sale. Since such eX-

penses are frequently incurred and deducted on a continuing yearly

basis, this would result In the gain realized on the sale of much

farm or ranch land, which is presently taxed at capital gains

rates, being taxed at the higher ordinary, income rates, thereby

reducing-tho overall profit. Buch a provision could cause con-

siderable harm to a large number of farmers and ranchers who only'.

reap a substantial profit when their land Is sold.

Adoption of-the National Livestock Tax Committee's

proposal for recapturing these, land clearing, and soil and water

conservation, expenditures on'a graduated basis if farm.or, ranch.

land Is sold within 10years after acquisition would be more
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oquitablo and would not cause harm to the legitImate, loni4ftqr"

farmer and'ranchor, since such proposals b ased on -th0 o4lgthb:

of time the fari or ranch land W s held and: not whon theso ex-,"

penses wore sustained. In' addition, the Hatioha.1 Livestock Tax,'

Committee's Proposal would-havo the benfill effect of n- -

cot2,agiugI the Improvoment of farm and'ranch land by; P*8ie nent*:",-,'

operators, yet discotuaging the purchase of farm and: ranch landI

by tax proflt0ers on a-'short-torim'bais. -

F." Income Averaging Piciiision Wod ..
be Beneficial .to Industry

The Tax Committee Supports the ,sections of H. 13270,

improving and simplifying the Income averaging provisions of the

ta law.

V. T.AX PROFITEERING NOT WIDE8PREAD AND IS DECRESING

A. Basis for "Farm Loss" Provisions is Incomplete

The basis and reason for enactment: of the "farm loss

provisions" of H. R. 13270 is found in the statement in the

House Ways and Means Committee Roport that according to Treasury

Department data for the years 1964 to 1966, "as the taxpayer's

adjusted gross .income level increases, the size of the average

farm loss alsoconsistently increases."

This statement is Incomplete and fails to recognize

the entire economic picture. For the years 1963-66, the

1966 Statistics'of Income, Individual Income Tax"Returns compiled

and reported by the Treasury Department, analyzing individual
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income tax returns filed and, sources of income, reveals that re-,

turns filed by. lnd5viduaAs showing not farm lOSses amounted to

only about one-third of the tota!I retuirns.fLed showing farm

income and losses. This 1966 Report further indicatesthat the

number of returns reporting net farm losses has decreased from

1,086,000 in'193to 1,012,000 in 1966. Also significant is the..

fact that these returns reflect a slight decrease from $1,902,000,000

in farm losses in 1963 to $L,853,000,000 in such losses in 1985...

If as alleged, a large number, of high-income-tax bracket individuals

are being attracted into farming for tax write-off purposes, it

would appear that the number of returns showing farming Losses would

have increased substantially since 1963 inasmuch as the total number

of tax returns filed in 1966 by all classes of taxpayers Increased

9.7% over 1963.

From the all inclusive application of these "farm loss

provisions" of H. R. -13270 to farmers and ranchers, i"might be

concluded that tax profiteering operations were widespread. This

is not true as the 1966 Report shows that, except for the $600 and

under adjusted gross income bracket, where the aggregate amount of

net farm losses exceeded net farm profits, only in thc $100,000 and

above bracket did net farm losses exceed net farm profits. 'Further

significant is the fact that only 30598 returns (.001, of total

farm returns) were filed showing net farm losses in the $100,000

and above tax bracket.

-40-

176'



B. Far. Losses not Significantly Different
from othor Business Losses

Also relevant s thofact that the 1966 Report reveals

tlhat more losses wore ropo:tod by individuals in the $100,000 and

above adjusted gross income bracket with respect to other

businesses and professions than by individuals in the same income,

bracket who reported not farming losses.- This is revealed i ,the

following excerpt from the 1966 Report:

BOusilloss or
Adjusted Gross Profession Farm
Income Classes (Net Loss) (Net Loss)

$ 100,000 under $ 200,000 $430473,000 $38,375,000
200,000 under, 500,000 32,047,000 250605,000
500,000 under 1,000,O00 10,304,000 9,207,000

1,000,000 or more 16,045,000 3,729,000

However, no other businesses are singled out for discriminatory

tax treatment by subjecting ,them to an IDA or by including their.

business losses as "tax preferences" under the LTP and Allocation

of Deductions provisionsof H. R. 13270.

If the basis for enactment of those "farm loss provisions"

of H. R. 13270 is predicated on the statement-that the size of the

average farm loss increases' consistently as adjusted gross income

rise , then closer scrutiny of such Treasury Department data is

required. This is because this same Treasury Department data:

set forth in the following table reveals that the size of the

average loss from non-farm businesses and profossiojis also in-

creases consistentlyas adjusted gross income, rises.
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1965

AGI Classes
(thousands)

Number of
Returns,''

$045 448,749
5410 282,121 •

$104$15. 99i319'.
'$15-$20 28,692
$20.50. 29,951.+.
$50,$100 6u176 ,

'$1004$500 2,728-m"t
$50041, 00, 149
$1,000 & over 97

Net Business
Loss

.(thousands)

$1,064,775
p 56, 116

". . 1 14 ,8 9 5 +

49,787
101,444
53,460
63,115.
' 8,471
14,591 .

Average
Loss

$ 2,372.76"
907.82.

1,735.22
3, 387.00
8,656.0913,136.00

56,852.35
150,422.68

1966

AGI Classes
(thousands)

$045
$5-10
$10-S5
$15-$20
$20450
$50$100
$1004500
$50 0,000
$1,000 & over

Number of
Returns
429, 151'

306,737
115,883-
38,350
36,010
7,265-,
3, 128
S180

99"'

Net siness
Loss

(thousands)

$1,117,336
328,222,
140,939-
64,358.'+134,968
64,55~8

.751520"
10,304,

"16,045

Average
Loss

$2,603.59
10070.04
1,216.42
1,678.17
3,656.68
8,:886.17
24,143.22
57,244.44

162,070.70

Yet, these non-farm businesses and professions are not subjqctpd'

to EM or are thoses non-farm losses classed as "tax preferences".'

under the LTP or Allocation of Deductions provisions of I. R.

13270.

C. Average Farm Profit also Increases Consistently,
as Adjusted Gross Income Levels Rise

An examination of"this +sameu Treasury Departmen t data
further shows that the size of the average farm profit also
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generally increases as adjusted gross income rises., This is

reflected in the following table.

1965

AGI , ses(th h ;tds)

$0-$5
$5-$10
$10415
$15-$20
$20-$50
$504100
$100-500
$500-$1,000
$1,000 & over

Number of
Returns

l,243,666
532,485
135,458
42,776
39,003
4,984
1,045

32
17

Farm Net
Profit

(thousands)

$1,767,545
L1760,012

754,027
352,55L
474,633
83,027
23,521

518
1,671

1966

AGI Classes
(thousands)

$045
$5410
$10-$L5
$15420
$20450
$504100
$1004500
$500--$,000
$1,000 & over

Number of.
Returns

19,100,435
596,475
186,213
57,004
49,889
5,642
1,201

27
15

Farm Net
Profit
(thousands)

$1,618,827
2,058,458
1,055,339
504,127
630,545
92,852
25,191

620
172

.From the foregoing statistics showing the relative

size of net farm profits and losses, it would appear that in'

general the larger the operation the greater are the size of

both profit and losses. This is because a business such as

farming and ranching which is subject to so many elements

- -43-
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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



beyond its control can either have a profit or a loss in any

given year, and the amount of the profit or loss of a particular,

operation can be and is frequently in direct proportion to its

size. Under those conditions, and based on the foregoing

statistics, singling out the ontiro livestock industry for dis-

criminatory tax treatment under these unneeded provisions o

H. R. 13270 is not warranted or justified.

D. Drawing Farm Loss Demarcation Line at
$15,000 or $25,000 not Justified

H. R. 13270, under its Hobby Loss Presumption and RDA

provisions, would treat even legitimate farmers aid ranchers who

incur farm losses in excess of $25,000 for one year 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.

In similar manner, the official position of the Treasury

Department as stated by Mr. Edwin S. Cohen before this Committee

oil September 4, 1969 is to treat even legitimate farmers and

ranchers as non-bona fide operators if farm losses exceed $15,000

under EDA and to include all losses in EDA if such farmer's or

rancher's non-farm adjusted gross income is also in excess of

$25,000. As an apparent basis for this conclusion, Mr. Cohen

stated that:

large farm losses generally represent capital
expenditures which have been deducted under the
liberal cash method of accounting. The cash method
has been allowed to farmers primarily to help small
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farmers, but taxpayers with largo farm losses are
generally not in this class ESi-aro wealthy
investors who obtain a tax shelter." [Emphasis
added.]

This statement is too general. For instance, there are no

statistics cited by Mr; Cohen or of which the Tax Committee is

aware that show that large farm losses generally represent capital

expenditures which have 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 the

nature of livestock operations. To restrict or deny farm loss

deductions or use of the cash basis by legitimate farmers and

ranchers whq because of the size of their operation incur large

losses (or profits) in a certain year or period of years is not

Justified. Many legitimate and lifetime farmers and ranchers

have farm losses in excess of $15,000 or even $25,000. One bad

storm alone can cause this much of a loss in one year.

To classify legitimate lifetime farmers and ranchers

as "wealthy investors" seeking a tax shelter Just because their

farm losses exceed $15,000 or $25,000, besides being unsub-

stantiated, is not warranted. The amount of farm losses (or even

the amount of non-farm income) a farmer or rancher sustains is

no indication, nor should it be, of whether he is in the business

on a legitimate basis.

Mr. Cohen stated that under the Treasury-mudified EDA

only 9,300 individuals, with farm losses aggregating $418 million,

would be affected. This statement implies that this is an
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insignificant number of farmers and ranchers and only a rolativoly

few wealthy taxpayers ,.will be affoctod.,. Yet, according to-Treasury

Department data for 1966, there are 9 states where there were about

9,300 or loss returns filed by farmers and ranchers' These states

are: Arizona (6,784), Connecticut. (5,299), Dota~are (5,010),

Hawaii (4,002), Maine (9,753), Massachusotts (5,;83), Nevada

(1,941), New Hampshire (2,766) and Vermont (5,918). Further, this

same Treasury Department data reveals that a $418 million farm loss

would be approximately 22% of all farit losses in 1966 and would

represent about 7% of the total net farm profit reported for that

year.

VI. TAX COMMITTEE ALSO OPPOSED TO
PROVISIONS AND PRINCIPLES
IN MZ LF 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 S.500, Introduced and sponsored by Senator Lee Metcalf

of Montana and S.1560, introduced and sponsored by Senator Jack

Miller of Iowa, which would restrict or totally deny the deduction

of farm losses. Although these bills are obviously intended in

good faith to help the livestock industry, the Tax Committee feels

that these bills would seriously harm the whole industry and

perhaps cause the greatest damage to the small and medium-sized

family farms and ranches.
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'Under Senator Motcualf"sbill, farm"ioss d6ductlons'

would be restricted or to'tilly denied to farmers or ranchers who

wore not on a "proper" accrual method'of accounting and who h ad

non-farm income in excess of $15,000. ' LogitiaatO'farimors or

ranchers who earned '$30,000 of non-'farm income wou.d have all

farm losses disallowed. " Treasury' data for' 1966 'rooaIs that 'this

bill would advorsely'affect ateloast 70,263 returns (rOflccting

adjusted gross income above $15,000) and possibly more,* a number ..

equal'to approximately the totaI'returns'reflecting farm income

or loss filed by all persons in'thoeState of Okiahoma.. .

Legitimate farmers and rancho's who are elected 'to

political office and who receive moro than $15,000w would find

their farm loss deductions restricted and In Pme cases com-

pletely disallowed. The ramifications of this could discourage

qualified legitimate- farmeis and ranche's from' entering public

life.

In'tecent Congrossional hoarlngs on federal grazing '"

fee increases, Senator Cliffourdlanson of Wyoming, noting that

profits in the livestock business have boon low' stated that:

"I've had to find outside employment 'to keep my livestock .

business going." This statement is generally nppltcabie

* Since losses from business operations, including farming-and
ranching, are deducted from gross incense In arriving at
adjusted gross income, it 'pOssible that, the number of'
farming operations affected by this i)r')I''sal could be well
in excess of 79,263. ' .
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throughout the livestock industry and is supported by statistics

which reveal that in recent years, non-farm income received by

each farm operator family almost equals total net farm income.*

The previously discussed adverse and detrimental

effects of the'unneeded provisions of H. R.. 13270 are also generally

applicable to Senator Metcalf's bill. They would include forcing

many farmers and ranchers on the impossible."propor" accrual system;

restricting the flow of needed new blood and legitimate outside

capital into agriculture; discouraging diversification and invest-

ment in non-farm businesses by farmers and ranchers; impairing

existing and proposed Government programs; impedin -vital agri-

cultural research programs; isolating agriculture from the rest

of the nation's economy; and jeopardizing the credit base of

agricultural lands.

B senator Miller's bill would in general prevent the

deduction of farm 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 Motcalf's bill

in that it would base disallowance of farm loss on the amount

of non-farm income earned by a legitimate farmer or rancher.

M. L. Upchurch, Administrator of Economic Rlucarc'h Service,
U. S. Department of Agriculture, Address to Anil ul
Agricultural Outlook Conference on February 18, 1069.
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VII. SENATOR GORE'S BILL (8.2645) A PARTIAL SOLUTION

8.2645 introduced by Senator Albert Gore of Tennessee

contained a specific provision (Section 13) pertaining to

suggested changes, in the livestock tax laws. Senator Goro's

bill would: (1) provide that the Secretary of the Treasury could

not prescribe in his regulations for the useful life of livestock' 0

hold for'breeding purposes to be loss than 10 years; and (2) extend

the holding period for livestock from 12 months to 24 months in

order to qualify for capital gains treatment.-'

Because of its simplicity and ease of application, and

the fact that it would be at least a partial solution to eliminating

tax profiteering in the livestock industry, the National Livestock

Tax Committee fools there is considerable merit In the provisions

and approach taken by Senator Gore's bill.

However, the Tax Committee is of the opinion that in

order to meet the objectives of an equitable and sound tax

system, the depreciation recapture rules of present law which

apply to all depreciable personal property, other than livestock,

should also be extended to livestock. In this sense, including

livestock under the depreciation recapture provision of present

law would make the restriction on useful life provision in Senator

Gore's bill unnecessary.
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VIII. CONCLUSION

PROPOSALS OF NATIONAL LIVESTOCK TAX C0MITTE.
'WOULD ELIMINATE TAX PROFITEERING WHILE, NOT.'-

SUBSTANTIALLY HARMING INDUSTRY

Since the National LivestockTax, Comittee is convinced'

that this Committee Is intent on maintaining an,.,pquitablo.and

sound tax system and not, inflictingharm on the entire industry,..:

it is the urgent request of the.Tax Committee that thisCommittop.

amend H. R. 13270 to include Ju~t those proposals offered by the

Tax Committee, with the suggested modifIcations previously noted,,

that are contained in this bill and referred to in the House Ways

and Means Committee Report,. These proposals, would preserve for

the serious permanent farmer and rancher the time-honored and

essential cash basis and presently used unit livestock price -

methods of accounting# retain capital gains for livestock,.and

permit all farmers and ranchers the right .todeduct currently

the costs of soil and water conservation fertilizing and land,

clearing under sections.175, 180 and X82 of .the Internal, Revenue

Code. At the same-times these proposals would put an eqd to tax.

profiteering by. a few whose only motive is to entry the livestock,

and farming business on a short-term basis to make a tax profit..

The National Livestock Tax.Committee strongly, feels

that the enactment of the unneeded provisions of, H. R. 13270
would be contrary to an equitable and sound tax system would.

constitute an "overkill", would add complexity and confusion to

the tax law, would radically change the accounting and economics

of the industry, and could result in higher meat prices to .the

consuming public.
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•~~~~~~ H s_.1_ B'_, T . .. .

ERNST & ERNST
FIRST NATIaNAL BANK BUILDING

br6NVC.R. COLORADO 80202
- september 13, 1969 .. ,'-

Senate Finance Coimmittee
2W2 Nov Senate Office Building
Washington, D. C.

Gentlemen:

The proposed Income tax law nov being censideved by you createz
unrealistic complexities of computation in the agricultural area. Noti only'
does the taxpayer engaged In agriculture have to cope with the inordinate
complexities of the entire reform proposal, be alone has the problem of
maintaining an excess deduction account with its .arry-over provisions and
limitations and special rulas on farm lad.. This coupled with a liited
tax preference, with carry-over provisions, nd allocation of dwduction
rules that apparently forces an individual taxpayer to compute e. loss on
profit on agricultural operatipas ona strict accrual method semseto In-
volve more computation and record keeping thane impractical, or oven
possible, In the normal agricultural-operation. The Interplay and inter-
relation of these complex provisions, which will not be understood oreven
interpreted for years,' coupled with the already complex and little under-

stood rules on operating loss and capital loss (this being changed also)
carryforaards will obviously rea iIn lack of compliance and difficulty,
In enforcement. Tax reform doe$ not imply aspliity, but it should not
create impossible complexities such as this,

Very truly, your,

N. I. T mplin
Partner

NET/Wa
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STATEMENT OF JOHN B. CONNALLY
HOUSTON, TEXAS

ON BEHALF OF THE

LIVESTOCK PRODUCERS COMMITTEE

WITH RESPECT TO H. R. 13270

I. Introduction

My name is John B. Connally of Houston, Texs, where

I practice law. I am appearing here on behalf of the Live-

stock Producers Committee, a group of approximately 50

farmers and ranchers in the Southwestern United States.

I should add, however, that since I was raised on a farm

and have owned farms and ranches In SouthweSt*Texas Ince

1951, I am also appearing on my own behalf.

II. Current Economic Situation in Farming and Ranching

Many of you are familiar with the deplorable eco-

ncmio situation of the farmer and rancher in the United

States. Nevertheless that economic situation should be

,)utlined and illustrated as a backdrop to an examination

here of some of the provisions of "The Tax Reform Act

of 1969" with respect to agriculture.

One of the witnesses before the Way.s and Means Com-

mittee in the hearings on this bill referred to the "tragic
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oost-price squeeze" on those engaged in American agit-

culture. I could not agree movie; we have a crisis

arising from the, costs of the: armervrancher. rising,

faster than the proceeds 660m his ~production. For

all at this century those in the agricultural busi-

ness have bought ia seller'sarket ad sold in a

buyer's market.

This "squeeze" is illustrated graphically by

Chart 1. You will note that since 1950s the earliest

year shown, the major costs of producing livestock have

risen steadily but the-retail price of livestoog, par-

ticularly beef, has risen only slightly. Now only 6 1

o the consumer's disposable Income, the lowest percent

in modern history, is spent on food, which is the great-

eat bargain in the American marketplace.,,

A rancher has been able, to, absorb these spiraling

production costs without comparable meat price increases

only by cutting his profit margin tq the vanishing point.

For example,, to obtain an economic profit of $3,100 in

the cattle businesetoday, a recent Texas AN University

study concluded that an Investment of $112,000 was needed,

-2-
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a return of less than 3%. Seven .that return is Inflated

because'it does-not Include, athina or the ranoh.r's

labor or overhead. It the. rancher.paid himself Just, the

minimumap wage, his "profit' from this $112,000 investment

would vanish, to be repla;e4 by. a.loss.. ..

In spite*:o*this bleak economiapicture, obviously

the livestock Industry has sur!yved Iand continually

developed better quality products, without, receiving

any of..the approximately,.3, billion'dollars in.direot

annual:paymentsthat the UnitedStates Government has

made under the crop price support-programs.. .

This remarkable result has been achieved partly.,

through the dedication-to away of life of-those living

on farms and anohessdemonstrated as a heritage oftheir

forebearers, b4t- perhaps more .importantly,it- has come

-,from a continual Infusion of-new capital from the other.

segments of the American economy. -That new, capital Is

evidenced bytheincreasing amount.,of nonfarm income

that is earned by farmers and ranchers, Some of that

money comes fromthe earnings of those who have lived-

on a.farm or, ranch all of their lives, but more of it

I)
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at the present-time comes from those who lhue part' time

in Urban communities but'desire to return or begin to

spend time and, money in the rural community. These are

the people who are'experimenting with the new~types of

livestock that give more eatable beef per animal than

ever before, who-produce more calves-per'mother cow

than ever before and who bring that calf to market at a

greater weight;.these are the people who are developing

the new grasses and-weed killers; these are the-people

who have spent the enormous sums necessary for soil cpn-

servation and to restore the water level.

The Need for Outside Capital

As much as we would like to think of"agriculture

as being a self-supporting,,self-perpetuating Industry,

the'data demonstrates that capital outside'of agri-

culture is a necessity for its survival.' Agriculture,

In fact,'requires great quantities of new capital,

usually far beyond the quantity commonly'available to

the typical farm or ranch producer* This is particularly

true when we look at the capital requirements to build

up cattle breeding herds and similar livestock ventures.

Not only do the animals themselves require a tremendous

-..
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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 course, pur-

chased mature breeding stock but most herds are started

with young heifers or even calves born on the plaoe.

Regardless of the acquisition age the incidents bf non-

fertility, disease problems, and wrong types ot animals

often requires heavy culling 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 publication from Purdue University

the author made the following statements regarding
2

capital availability:

Financing and oapitl 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
battle, cattle feeding$ processing#
and the distribution oftbeef 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 undoubtedly been factor oon,.
tributing to the continued espansion of
the industry during recent lers; . .

cattle feeding certainly could not have
progressed to the point is ha in term
of $ime and eoals of operation without
the ayalxeb ilty of lorp amounts of
capital. . I .nvestments totaling
several millions of dollars in both
fixed and operating Capital ewe not
ucomon for- these operations.

Outside capital flowing into agriculture has r sulted

in improved land, developed new breeding stock, refined

teohnologloal developmentes, and has paid for public and

private agricultural research.

Beyond this, as Oeneral Rudder will discuss more

fully, It has also been responsible for thousands of

demonstration tarms at the local county level. The

entire concept of demonstratlonsowhioh awe usually

handled by the local county, agrcultural aents, do-

pend upon the ability of the agricultural producer

to withstand the additional costs involved in adjust-

Ing his production' maintaining additional records,

and enoompassing.additional cost expenditures, to
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demonstrate a now teohnologiola development or new

technique to his neighbors$

It must be, recognised that suoh of the land

clearing, brush removal,' took pond building and,

Improved pasture development whioh has occurred In,

the United States In the livestock production aea

hies In facts been accomplished by the larger profuoer.

The real Issue at stake -i whether or not this individ-

ual will continue to improve the agricultural produo-

tivity of the Nation's farmlands# If he is discouraged

by the Federal tax laws,

The battle against brush Is a continuing one,

and It Is one in whioh, even for:all .the monies which

have been expended, we seem to be losing. Massive

water development plans for the Southwestern part of

the United States can, In taot9 transform these arrid

regions Into virtual productive gardens.. In the mean-

time, however, suoh areas of the country must depend

upon the private and personal sector of the economy

to provide took ponds for livestock and privately

financed Irrigation projects in order to maintain the

-7-~a
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productivity of the ara All this can be placed in

Jeopardy and good sound range management oontervation

measures abandoned It the present tax laws ae changed

(except for the provisions suggested herein).

The tremendous investment Involved in land In-

provemnts Is emphasised In the Jogual, o, Fam Ioonomino
3

by Philip N. Raup,

In accounting for recent land-value Increases
It Is 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,
including structures, land-protootive
measures, and tillage practices. Another
prominent Investment in land has resulted
from rural electrification, improved water
supply, and water distribution and storagesystems.

Between 1932 and 1959 a total of 7 billion
dollars was spent for conservation purposes
In the U. S. Some part of this, and perhaps
the major part, has had long-run effects on-
the quality of the land factor, and should
be reflected in higher values.

Frequently, It s these farmers and ranchers with

substantial outside capital who have been the major

supporters of agricultural research at the Experiment

Station in land grant universities through private

-6-
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research fund donations. A study performed inCalifornia

and reported In the JoUrnal RE bnr KoonoMicS Indicates

that not only has the financial support of such groups

and individuals been quite substantial but that the time

lS between the initial project instigation and the actual

aooomplishment of the technological advancement has been

shortened considerably through the use of these additional

funds.

Probably no one statement has best expressed the

real needs for Increased capital in agriculture than that

made by Mr. Oene L. Swaokhamer with the Federal Reserve4

Bank of Kansas City.

The change In agriculture that we now perooive
is not a sudden development--only our attention
has made it seem so. Small-unit agriculture
was the dominant feature of our agrarian past.
The family farm was cherished and protected
because it represented the very best that
our democratic society could otter to man.
The farmer was laborer, managor,,and, gon-,
orally, land-and-capital owner all in one.
At his best, he was an entrepreneur in the,
truest sense.

. . . Yet, almost from the day the first
fence went up in the prairie, agriculture
was undergoing change.

* . . Land, labor, and capital are still
agriculture's principal resources, and
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the farmer is still the entrepreneur
masterminding their productive oomina-.
tion 4 TO$ the six of resource Is, over
ohaging and the entrepreneural role at
the farmer is much changed from the
nearly self-suffiolent status of pioneerfaomers.

. .oIn addition to changes In fam also,
the la d tenure pattern ot farming has
moved toward part ownership. :AS reported
by K. L. Upohuroh Administrator of the
USDA's loonomic Resesrch Service$ only
7 per sent of full owners had tarms with
sales of $20,000 or more in 196, compared
with 24 per cent of the part owners and
16 per cent of tenants.5

. . Capital has boomse agrioulturts
fastest growing productive resource.
This, too, can be soon in Chart 1. The
use of purchases nonfarm resources such
as machinery, equipment and production
Items has Inoreased the need for agri-
cultural credit. The use of credit in
agriculture has been expanded rapidly
since 1950, while the total farm economy
has been growing at a more modest rate.
Cash receipts from tarm marketing. have
Increased at a 2.5 per cent average
annual rate, compared with nonweal-
estate farm debt which has increased
at an average annual rate of 8.6 per
cent. The average annual increase in
realized net fam income since 1950,
however, has been only about .8 per
cent--reflooting increasing input "
prices relative-to product prices, ad
the use of a higher proportion of pur-
chased inputs. Clearly, accumulating
suffioint capital for eof'Laent farming
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is a problepI.-lpl that the noqd tor
tarn credit will continue to be oxotnsiv,

Another "peOt increasing the capital requirements

tor maintaining g a large beet breeding herd Is the growing

sno ot the market. Today the United States has beooe

a major exporter at beet, breeding battle. During the

year 1968, exports ot beet breeding cattle reached an
all time high af slightly aver 20,000 head. This repre"

scented an Increase o 170 over the 1967 level, Nast of

this Inorease was due to Increased exports to Chile and

Canada, although Mexico continues to be the leading ex-

port outlet tor U. 8. beet breeding stock. Venesuela

ranks as the second most Important market with Canada

third, and Chile fourth.

Other countries which purchase substantial numbers

of U. S. boot breedin cattle are Guatemala, Costa Rio,.
Rcuador, Drasil, Panama, Republic 'of South Africa and

the Phillipine Islands.

The Hereford broed' led all others numrilly in

1968, but the Drabman breed ranked second In Importance.
It is Interesting to note that hlgh on the list at breeds

of cows exported are the American developed breeds of
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Santa Oertrudlsj leeoasterl Drangus, Oherbw and arfetord

as vei a various other Oroms-brods that were not identi-

aoble as to breed.

The exportations of beef breeding cattle requires

tremendous capital. This capital is utilised In adver-

tising, contracting, litigation, foreign trips and numerous

merchandising techniques required to conclude suoh sales.

Such foreign sales cannot be undertaken by individuals

with listed capital. The beet breeder who desires to

enter this foreign market must have the financial re-

sources to withstand all the normal market development

costs involved.

The leading State in the United States for the ex-

portation of beef breeding cattle is Texas. Not only

does Texas count for well over one-third of all the

beef breeding cattle exported from the United States

but it, together with Plorida, counts for almost 600

of the total of such exports. Two-thirds of all the ex-

ports of beef breeding cattle in the United States are

from the States of Texas$ Ploridas Arisona, New Nexio

and California.

-12-
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The aorts of $oustop ad alveston are the *jor

points of debarkation for the United States exportation

for beet breeding catles, particularly, those desttnqd

for Latin American countries.

The exportation +t beef breedind cattle represents

a rare event to the aprIoltural teldo St a orqe of the

few livestock commodities that it exported from thq United

States, and one of the even'more rare ommodtite s'that Is

exported for *ash, urid not under a government subsidIsed

program. Such exportations, therefore, accomplish nuwer-

ous goals (1) they gain foreign exchange for the United

States; (2) they provide higher quality animals to foreign

countries whioh, in turn, canbe utilized to upgrade their

own domestic herds, and (3) they offer tho seed of a new

commodity - beet - which an ,be used to raise the. standard

of living in these underdeveloped countries.,

The magnitude of agrloulturoes eoonomIo Impact

upon the supplying Industries Is tremendous, and can

be best Illustrated by the following passage which in

-13-
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taken from the introduction in hi 'larb ogk fr bA UIl
6,"at 196816',

In thi mld.o1960'., r'armer4 ,Were spending
annually about 3.4 billion dollars for
new farm tractors and other motor
vehiglee, .aphlnery, and sqUpment,
providing Jobs for 12,0,000 employees,

They annP&l1 ptroh ed p'Cduoti Contain-
ing about 5 million tops of steel and
320 million pounds or rubber - enough
to, put tipes on nosl 6mllo auto"
mobISs. .

They use more petroleum than '&niV-oth~r ",'
single Industry,- and more oleotriolty
than all the people in'industries In
Chico, Detroit, oston$ Baltimore,
Houston, and Washington, DO.. combined.

It has been nOted by the U.S.D.A. that the

innovators of the agricultural community are also the

principal purchasers bt farm real estate.' So' too'*are

these larger'more progreiiive pioducers, the big users

of the latest technology th4 neWest equipment, the

larger quantities oertiliser, ahd also the experi-

menters o" new breeds, "teohniques and"produotion

mthodo'ogy'.

As the price of iabor Increases because of higher

wage rates, agricultural producers are moving toward

al4-
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more labor-saving devices. The result is an Inoreseod

reliance upon more *&pital expenditures for such equip-

nt , 1his conoopt of Increasing *apitl requiromente

as labor requirements decrease on the fate is gu ined

by an agroultural ooonomlit in the :3Mjor of- he
Soonomlos .

Is it possible that withdrawal of, labor
has forced the producer's attention to
labor-savins techniques and to equipment
that can be used otteotlvely only with
relatively large acreages? As labor
becomes soaroo and inorease In value,
operators shift to capital substitutes
that can enjoy eoonomies of seale over
lower ranges of input. The tractor ..
for example, permits substantial eoono-
mies of sale up to a given leval of
rate of use per year. To put It to
work requires nore, lend. ., Greater. of-,
ftioienoy can be achieved by adding
more aores, and part of this economic
advantage can be bid into the price
of land needed to bring unit cost
down. This oan lead to an active
demand for land, assoolated with
withdrawal of labor. It Is possible
to onclude that a withdrawal of labor
oontributes to an increase in the price
of land or oreates offsetting forces
that keep the value of land from fall-
inS relative to labor.

A great man ones wrote:

-15-
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No sm Is an Island, entire of Itsolf;
*very man is a plea* of the continent,
a part of themgin; , ., .8

I most respeotfully say to you that arloulture

is not an islandd. unto itself that can or should be

blocked off from the Infusions of capital so necessary

to it; it is a "part of the main" stream of progressive

America.

Let us be honest with ourselves. A small ranch

oln no longer support a family. No return of less

than 3% or a losses going to attract now capital so

desperately nooded, The farmersand ranchers need

a continuation of most of the parent provisions of

the Internal Revenue, Code in the manner I shall

indicate.

III. The Farm Loss Problem

I do not say that the provisions Of the Internal

Revenue Code with respect to farming and ranohiog should

be left as they are., As iesso often the case, over the

years practices develop that are in essence abuses of

the spirit of the Internal Revenue Code and the regula-

tions thereunder. This is true in every area of tax

law.

-16-
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now In tho last tow rears It hs beoooe apparent

that so" people have gone into the livestock Industry

solely, or primarily$ for the tagladntage. Neither

the Livestock Producers Committee, nor any other person

that knows the'agrioultural Industry defends these

"abuses." So far as I oan tell there Is no person

appearing before this qommitteeothat defends that

taxpayer who has been called "aWall Street cowboy."

Today I speak only for the farmers and ranchers

who are engaged in the agricultural business for an"

economic profit. Naturally there Is a problem in

distinguishing the legitimate farmer-ranoher from

those who seek-only a "tax profit." As indicated

above with respeot-to capital needs, the tact of non-,

farm work or income is not an appropriate test. Leav-

ing aside capital requirements' praotioality requires

a recognition of the fact that, aooording to the latest

census figures$ .460 of all farmers and ranchers In the

United States reported some days of work off their farms

and 32% reported suoh work amounted to 100 days or more.

The Importance of non-farmwork can be Judged from the

fact that last year it provided well over halt of the

-17-
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total Snoow of those farmers wth les than $10*000 In

fan sales IT$n the rwswer whose tae sales exoeode4.

$*O0000 derived,175 of his indome as the result of non-,

farm work.

Those figures demonstrate that whether you are.

large or small the ranher or farmer hso"outside"

income in an Inorea!ing amount.

In additions legitimate farmers and ranchers cannot

be separated from the "tax profit" Investor by the amount

of non-farm Inoome test as proposed In essenoe in

H.R. 13270 orby other bills before this Committee. In

justification of suoh test the Ways-and Means Committee

Report stated that as a taxpayer's adjusted gross Income

increased, the*average seis of his loss also Increased.

This is only to be expected In a normal business opera-

tion. All other thine being equals itf there is to be

a losse a large business probably.4n a risk operation

will lose more aotual.dollare than Its smaller

counterpart.

Yet It is Important, to note that the same,tatistios

show that the losses represented smaller percentage

of adjusted gross income as the site of theenterprise

increased, I have here a chart whIoh illustrates this
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(Chart No. 2). Poe example, farmers and ranchers with

adjusted gross incomes of less than $15 thousand had

an average net farm loss of over 24 of their adjusted

gross incomes. Farmers and ranchers whose adjusted gross

incomes were In excess of $100 thousand had net farm

losses amounting to about 6S of their adjusted gross

incomes.

IV. StatutoEy Changes ContressShould Adopt

There are certain concrete steps that can be taken

by Congress to prevent the "tax profit investor" from

utilizing the present'law (or at least one interpretation

thereof). The Livestock Producers Committee urges your

approval of tour provisions of H.R. 13270. These are:

1. Extension of the recapture of depreciation

provisions to breeding animals.

2. An increase in the holding'period for which

breeding animals must be held in order'to obtain capital

gains treatment on their sale.

3. Clarification of the non-applioability ofthe

tax-free exchange provisions of the Internal Revenue

Code to exchanges of male and female calves.

-19-
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4. Recapture on disposition of land improvement

costs, which were deducted currently, In the same manner

that depreciation lis recaptured on depreciable realty,

In my Judgment these changes will put a reason-

able stop to schemes which derive their profit from

offsetting ordinary income deductions with capital

gains in those oases where there Is no real objective

of an economic profit. In other words these steps

will eleminate the "tax profit Investor."

V. The "Overkill" Provisions

Nevertheless, the Treasury and the Ways and Means

Committee have not stopped with these changes, but have

gone on to far more radical provisions that will sub-

stantially destroy the essential qualities ofAmerioan

agriculture that I outlined above.

Pesticides, for example, although once hailed as

the salvation of agricultural industry' are now being

severely restricted for possibly causing detrimental

affects on human beings through the animals and foods

we consume. In our quest to eliminate certain harmful

insects, we have gone too far and the benefits previously

-20-
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praised have now boomeranged and bombarded us with

disaster.

So too will be the effect of provisions designed

to make farming and ranching undesirable to the so-

called "tax farmer" but also unattractive ,to those who

have capital from non-farm sources that could be placed

into agricultural enterprises. Care must be taken, 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 American citizen. We cannot

afford to jeopardize the American consumer by artifically

and suddenly revolutionizing the economic 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 perimeters,',

must be carefully analyzed so that their economic im-'

pacts are thoroughly understood and that they would be

in the long-run beneficial to the general welfare.

H.R. 13270 imposes unique restrictions on the

agricultural Industry. The House Bill: (1) creates

-21-
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The Exceos Deduotions Account. oiocept, r(2).singles out,

tam losses for treatment as a, tax preference Item

under both, the. Lmitation on Tax Preferen¢qeq qad

the Allocotion or DeductonA, an4 (3) reatesa

presumption that , ranch is a hobby, if -'tosses :,

exceeO $25,000 in an3outof 5 years. .

Aside from the disastrous rejection of needed,

capital by these provisions of the ,8, 1. these-

extremely complex oonept4, havea further b si .

diffilulty. (The proyisioSr)$.lso ,oontain ,a number,

of apparent technical detficenoies whioh are discussed"

In Exhibit "A" hereto,) ,

VI. The Obvious Diffloul ies otv ho Accounting Problem.

A fundamental difficulty of the "overI ll".:PrOviqions

arises from the use of what the Treasury described as ,

"deviations from good aocounting.practlce"s." As an example,

the Treasury stated that normally,,in businesses where the

production or sale of merchandise is, , sign;fican t,.fstor

Income can, be. properly ,reflected only,.f the oosts, o,!the

merchandise are deducted in.,the aoqounting period In- whioh

the income from the sale of,,"that merchandise Is realized,

ise., the accrual method of accounting. As a policy of

long standing, farmers and ranchers have been permitted



to use the.cash accounting method in which suoh expenses

are deducted in full when 4nourred. The Treasury added

that these agricultural provisions "were permitted for

farm operations in order tospare the ordinary farm r

the bookkeeping chores associated with Inventories and,

accrual aooountinl." Apparently the Treasury would argue

that those farmers and ranchers who have outside Income

of any substanoe should be restricted in the use of the

cash accounting rules because some of that non-farm

income might be offset by the farm losses.

This kind of reasoning will, not stand examination.

Congress' past approval of the, rancher's ,use of the oafh

method of accounting does not stem soely from'a desire

to spare him accounting problems. The most important

reason for using the oash method is thatunder the

peculiar nature of, the agriultural business, the

accrual method of aoounting doee not yield more acour-

ate results. The typical rancher r aiseslivestock both

for sale and for adding to hi breeding herd.'$ f it

-O23-

211,



were possible to always know which animals were destined

for which purpose, then it might be possible to make

allocations of ranching expenses between animals held

for sale and breeding stock so that the accrual 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.

Moreover, many agricultural operators engage in

both farming and ranching operations. The difficulty

in accurately allocating expenses in such situations

has been succinctly sunmarized by the Attorney General

of the United States in a brief recently presented to

the United States Supreme Court:

[T]he nature of farming and ranching opera- 0
tions makes an effective accrual method of
accounting difficult to operate. Each em-
ployee almost invariably worked on numerous
phases of the farm's profit-making endeavors,
such as planting and harvesting crops,
raising livestock, repairing fences and"
barns, etc. Thus, it was exceedingly dif-
ficult to allocate salaries and the other
expenditures among those farming operations.9

Frequently there is no way in surveying a farm

loss that a farmer or rancher can tell how or in what

percentage his lose arose. Yet the penalty provisions

-24-
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provisions, apply. Por example, iup'ose the loss

can be allocated to amalze operation;': the 'farmer-

rancher loses his capital gain in culling his-

breeding herd in in equal amount., Itis dif--

fioult to see any logio whatsoever in such result#

'In summary, the provisions of 14;.'R; 13270

r require that every sUbstantialtarmer or rancher-,

keep his books 'ofta OcOunt on the strict accrual

basis or face the possibilities that a part of

his usual 'eductions will be disallowed and

that part of any capital gains he might have in

future profitable years will be converted into

ordinary income. Yet even if the-expert account-

ing help is available to-thetfarmer or rancher,

the Attorney General of theUnited, States has,

admitted before theU.,"S.' Supreme Court that',,

an "effective accrual method Ofaccounting" is

exceedingly -dlffoult"to- _ere.", .

4",.
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VII.- 1iein4n PrIces

A major complaint rslsed before .the Ways and

Means Committee, as. to th~s- Bill, as well 4q by Qthe'

bills pending before thjs,C sttoe,ls relatqd to

higher land prices for the small farmer..

ThisOOmPl;nt- can be considered only, if, answers,

are provided for. the threp basio questions:

1. Are ,taR-prott" 4wmqr$ Peayl pushing,

up the priqe of land?,

2. Do high land prices work for or against,

the bona fitde, frame?

3. Do higher, farmland values benefit theo.

general public?

If we exmine these.q4estions sparately andin

detail, the .results will dmonstratetha .th9 Ocqplai .

Is not only,., in fact- unfounded but May be pe mised;on

the opposite-of -he *,acual situation. ,.

Are "Tax-ProfIt" P&aP sr Real4 1 ushz nl t S
Pp'ioe Of _Land? '..,,

An analysis completed In 1967 at Texas A & N

University dealt with the Texas farm and ranch land

market. The authors ln their publications state:
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"Fctors considertt rqlevant to .,gr~ers analysis

of Texa" land market activ tftax por Acre; prce,

volume of land',aies , minerl *otiq'ity, a4il-•

ability ofcredit *Interest -atqs yeternsn,'

)card activity.,& d.::ne Up@

Although tt4e.-vesearch stqdy.devotes, onide able

time and dqtail. to eaob of these v4#94,iosnr'lueo

upon land proqan*tiscal u iy o f

their magnitu , .they o, nVire men on th "'

profit" far- as, a,,.factor.-, , in tact,1te

profit" farmer does exert* an econopi 'influence upon

land prices, It. muset all, into 'a long, list, Qt other

probably more Important factors which these
economiat#, have, readily' identi fied', Thee It~ ~s

"Per Aoro Prie . . . P l9,7?'9 to 1t965,
the rel ionshipbetvegn average per acre land
price and. vpume of land sales wai that of an
Inverse oorreletion, land priceshiave, con-.
sistently inrease.vh, il#. the v0l i-e o .sales
has declined., ,

,iSie . . As a result of. large tracts.,of

land beingdivided and sold, $n smaller unit*,
the median peuo land sale In mpy areas oft
the., state..has. decreased since* 195.
Agricultural use of the smaller tracts, ofland Is pirlily that* of cnlawmht ob ,
existing t',r pnd ranches, 5 .s llor
trao t are also belns used for'-W-ti
farms, rural homsiteo ;sta10U, nv.stm'.
speculation, and roration. In thisfis
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type of land market, small tracts with a
variety 6f-possible useG'ustU1lly receive '
a higher per are price than large units,

-"Mineral Activity ' * . Mineral rights
$nfluenci 1 iid prices' and land market-,
activity in some areas of the state as
qvideneedby the fast that':*llers: retained
some or all of the mineral rights in 58
percent of the 1965 land 'timhsahlons. 4

"Saies Involin"Ck'edit '.., . The' availability

of credit is closel$ associated with the
volume, So$sas4 laky credit tenooutages
, sales while a tightenin$ of credit usually
reiultsa ina deo*'ease: in'sales volumee.
For example, in 1960, 50 percent of the
total land transactions wereOmortgaged.
In 1963, 73 percent of the total land
transaotioni were mort gaidi'ndvoluMe of
sales increased approximately 27 percent
over the#1960 level. Then in 1965,"mort-
gaged sales accounted for only 60 percent
of total sales, and volume ofsales
decreased approximately 40 percent,

"Inteest Rates A change in mortgage
intirst tates, could alterthe demandefor'
loans and be reflected in land market
activity. ci~oreasing or low interest, ,

"rates tend toenoourage "mortpe loins
and increase land market aotlvity.
SIncreasing or high interest rateS' tend
"to discourage mortgage '.loans -nd restiot'
land market activity.'

"Veterans Ld 6ard . .ince its beginning,
the"Veterans Land Board has been responsible
for 311.500 land transfers involving 2 million
acres of land. . . . In the' ranching area
of Texasi characterized by'l&~g land hold-
Ings,'th 0 Veter-ani Land"Board is inaotive'.o
In other areas of diversified land use,
characteried by small landholding, the
Veterans' Land Board' strengthens the demand
for land. .
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Land Use . A change In land us tfa n
traditional agricu~ture to mltiqe u .6
or'to n higher and better use is usually
accompanied by An Increase In,,.nd value.

aFor example, nearly 28 million acies of land
used for agriculturaX production are also
' leased far wild game hunting. Multiple use
or these aares produces Incom ,from both,
sources, and these, lands should command a"
hltier price, thAn c mparAbl. land deriving" IgO0ncomro only' ne as'ouroli', '.

"Many land markets have felt the imPaot
of. the urbandenfnd for land. ,,This Impact
on land markef activity has been" reflected
through increases tin, lan.p'rices. , Zn some,
counties late nat ,larg4e metropolitan
areae.up.,to, 65 percent of the 19.65.land
trahsfelrs involved out-o'f-county, buyers."

Theil'11cation In':the concept, that "tax-profit"

farmers and ranchers are forcingl:nd to extremely

high levels ls based upon the idea that so-called

"bona fide" fa&rmoe and ra'nchesi must 'pay higher than

*'economically sound prices, for. it or'are not, buying

"at all. It is true'. that the, rate of increase In

land price. has been due to active farmer and non-
farmer demands. -The Econoi;,i: Research Service of

the U. &-Department of Agriculture released a special
study entitled armRel sa Mrket Dvloents.

R. A.0 .

in December' 960. Thispublioation pointed'out that
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armerf s represent nea 2o atever 2 out o buyers

of land, ad- 11fbought this, land priual)" f

the enlargement, of' their operation.s' Theiy ha*6e, in'

enera ., Pen4ed 'to'be themo progres"ii "opeWators

in their ire,. In Contla0st, thi ionfarsipf which

have purchased land have been it the maretIfo

Investment an o the maeons. . .

Desite the zuaidi'fCggnt u0iveS 'ot entering.

Into the .d ua t lad values still cerlate

A Inui! r nitu s to land. the sam ' as, a'a e dividend

,* yelds do with oomon stocI. Land vaxjups have

appreciated annually at 5.3%, resulting in a total

return of 8.8%, per year upon sale. The report, In

its summy concludes with this statement:

"Although ooal onfarm demand will,.. • "- ''influence future iand values in n .

areas ftarm real estate price trends
will: general bear'-close resemblance'
to the economic health of commercial

quo , ion " . , ,th

The folloielh quotations apper ih the Same"
article:

"Fparm I operators, who make nearly, ? out
of" very 3" purchase o4 farmliand,
generally Iarj buyIn$ for farm pnlar'ge.

.. ment." beoiuse o the Ooest-01p0 iqueee,

* .I A, ,
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Increased output is one means of
maintatning or increasing future.inco.
Areage expansion can increase .pro u!,.tion efficiency, particularly In their
short run wopn adequate mahineiaj,,nd',
family labor are already available'. And"
as long aothese fiXed aosts roman
fairly oonstant with additional acreage,
the fari .enlargement buy er may economi-.
cally Justify bidding up prices for an
add-on unit.

"Inlargement b4yers:tend.to be the more
progressive and'efficient ftra operators
in their community.,

"Despite the oomplexlty of market forces,
the farmland market, in general, remains
sensitive to expected economic returns.

"Although yearly increase in lan4 values
need bear no relation to annualreturns
in the short run, price trends do resemble
movements in annual returns over time.
For 1958-62, repi4alreturs to land
averaged around 3.5 percent of market
value. Retuns in, toe,,1963-67 period were,
closer to 4.0 percent. Increases in'
land values showed a similar annual
pattern - f.l4peroent in 1958-62 and
6.6 percent in, 963-68.

"Perhaps the moost, substantial evidence that,
land values still depend heavily* oi
agricultural returns 's presented bY"
regional data, Variations in rates of.
return, among reogons. In 1966 '~d 1967 tended
to parallel the regjinal pattern of land
price movements. The Delta region, which ,.
has had the Lake States region., second only,.
to ountain States for the smlle.t;ncreas.,

in lan values oretshe lalt5r* oed
one or.. the )lost average, return t~ora

* estate during 1966 and'1967.',
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"It past rates of annual * ppreoiation ,in
land prices are considered along With nit
returns from farm production, the total
returns would sufftolently explain the
active frmland market of recent years." •

This change in value of farmland as its relates

to the productivity of the land Is dramatically

illustrated by the fact that the major increases in

dollar value of farm land have occurred during the

last decade in the Delta and the Southeastern States

of the United States, the Southern Plains and the

Appalachian area. 'In contrast, some of the smallest

gains have been recorded In the Lake States, the

Mountain States and in the Corn Belt.

Probably no'one statement can better summarize

the future of the'farmland market than'the following

paragraph which is taken fromthe same article:

"Urban influence will Increasingly affect
rural land markets. Numerous 'mini-
booms'will erupt whenever and whoever,
rapid urbanization oours. However, even
though industrial and population'oenters
are expanding dramatically, an enormous
expanse of farmland will remain untouched
by urbanization. Consequently, future
value trend for land remaining in -
agrioultural'use will'probably bear lose
resemblance to the economic health of
conmercial agriculture, and will continue
to be lnoluenoed by national, agricultural,
and economic policy."

32-
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The proportion of voluntary sales to total farm

real estate transfers has increased quite substan-

tially. In 1955, for example, voluntary sales

accounted for 70% of all total farm real estate

transfers. By 1960, this figure had increased to,

over 80% and in 1968 was" recorded at about 85$'.,

In contrast, estate settlements and foreclosures

have moved to much less significant leves.

Farmers and ranchers are thus reaping the benefits"

of the higher land values and are probably

carefully considering this land price appreciation

in their total income expectations.

In a more recent issue of the "Farm Real

Estate Market Development," (March 1969), under

a heading entitled Farmers Dominate the Market, it

emphasized that farmers made 59% of the purchases

in the farmland market during the year ending

arch 1, 1968. This article stated:

-33-
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"... In terms of acreages active farmers
buy 3 acres for every tro-'ares they sell,
and therefore are increasing their land
holdings.

"Despite dramatic increases In average
farm size during the past 2 decades,
farmland continues to be bought and sold
in' elatively'small aoreages.- More than
7 6utof 10 transfersin h ere4n
Marah 1, 1968, were less than 180 acre s ...

"Forces on the demand side of the market''
also encouraged transfer of relatively
small tracts -- 'the most important of
these, being farm enlargement. Purchases
for.farm enlargement' accounted for 5
percent of sales occurring during the..
year ending March 1, 1968,",

Dg HIb hAmd PrIces Work for or Aaingt 'the Dona

Fife Prmer?

Land ts recognized as the principal asset of the

American farmer and rancher. According to USDA

figures farm real estate represented on March 1, 1968,

almost 81% of the total farm assets. Rising farmland

values have, of course, forged land into this unique

asset position, although it has been the major asset

for numerous years. The total value of farm real

estate tas Increased from $130.billion in 1960 to

$194 billion in 1968.

W34..
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This USDA publication emphasizes the extent

of bigness already in the industry.- that expansion

can occur as easily' through land rental as purchases

and that the higher land prices provide farmers more

credit since land is his principal'asset.*

The ability of land to serve as a larger credit

bas' whioh can,;be used to finance additional land

purchases is also brought' o'u't°+ by' Protessort Raup -in

his article. 11

Still other concepts of farmland value gains

are tied to technological advancement in the society.

The following statements are indicative of these

ideas:

"... The evidence, both theoretical and
empirical, indicates that the expectation.,
of rising income from technological 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 technological advance
lowers unit costs and increases individual
farm incomes with supported prices, thus.
providing an incentive'to expand farm site,
which in turn puts an upward pressure on
land prices. Farmland 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 from technological
advance.

-: 4,,
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"But someone gains. The retiring farmer
or landowner who sells farmland at an
inflated price reaps the benefits of the
technological advance. And this process
will continue to push up farmland prices
as long as farm prices are relatively
stable and the march of technological
advance continues, "12

If as some witnesses before the Ways and Means

Committee said, the effect of H.R. 13270 will result

in lowering farmland prices, the result would be

disastrous. As indicated above, many farmers and

ranchers have borrowed funds and pledged their

lands as- collatval.'.i A reduction in farm land prices

would almost certainly man that many outstanding

loans based on increased land value would be in

jeopardy and could be called under the terms of

most loan agreements because of inadequate security.

In turn, this could have the adverse compounding

effect of causing businesses in local communities

dependent upon farming and ranching to close their

doors. The trickle of unemployed from rural to

urban communities would increase substantially.

-36-
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The Ad Valorem Tax Bae

The property tax payments so important for

local and county government programs, including such

essential items as schools and roads, also would be

in great danger if, some contend, there would (and

should) be a decrease in farmland value as a result

of enactment of the House Bill. It is Inconceivable

that the present local governmental functions could

continue with a meaningful reduction in the price of

land.

During the past 25 years taxes on farm real

estate have Increased almost five fold; those taxes

have gone primarily to support rural schools, which

expenditure does not substantially benefit the non-farm

resident. Henoe, it is important to note that the

farmer residing on the farm benefits as to the cost of

education of his children (as well as other benefiWo)

from the infusion of outside capital Into property

purchases.

VIII. The Competition Allexation

Another complaint before the Ways and Means

Committee comes from the assertion that the outside

-37-
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capital creates unfair competition for the ifamily"

rnch., The idea pparently''i. that the. rmowneri'
with non-farm Income' nhigh incomebrackets does

not have to depend on farm operations fora livelihood;

the highincome bracket taxpayer can demand less for

his products than the regular farmer, who needs to make

a profit to be able to stay in business.

This assertion cannot stand analysis. There Is

no set or "farm loss" oiroumeacsudrwiha

economic loss produces a more favorable tax result

than an economic profit. The greater the economic

profit from a tarmjthe greater overall economic

benefit to the farmer or ranchr. If the economic

profit of the agricultural enterprise can be increased,

the farmer or rancher is financially better off, despite

the imposition of income taxes on the farm profit, simply

because the increased economic profit is never going to

be taxed at 100%.

The fallacy of such assertion comes from the

premise that a farmer or rancher will sell his product for

less than its market value. Theroels no evidence to

support such illogical,, unreasonable course of action.



On the contrary, the livestock industry traditionally

is one In which the seller gets 'all he oan ina'buyery's

market.

* In conclusion, there are certain changes I

believe should be made in the'Internal Revenue Code to

eliminate what I call the "tax-profit" operation..

However, the other proposals in the House Bill

(Excess'Deduotion Account, farm losses in the, Llmitation

on Tax Preferences and the Allocation of Deductions and

the so-called hobby loss change) would cause'at least

two disastrous economic changes to the substantial

farmer or rancher. These are: (1) the drying-up

of new capital so bad! y needed in agriculture, and

(2) chaos from an impossible accounting situAtinoa,

As to the farmland price situation and the alleged

improper compvl.tion, the facts demonstrate that arguments

based thereon for this Bill, or others, cannot, in my

opinion, be supported,.

Gentlemen, while I am grateful t'r your attention to

my remarks, I appreciate even more your consideration of

the problems of the American farmer and rancher in light of

federal tax laws and the proposals for changes therein.,

39-,

2W7



Although there is a meat import quota, the quota
level has never been invoked.

2
Jack Armstrong, "Cattle and Beef Buying, Selling
and Pricing Handbook," Purdue University,
May 1968.

3
Philip M. Raup, "Land Values and Agricultural

Income: AParadox?" Journal of lg Economice,
December 1965.

Gene L. Swackhamer, "Growth of Corporate Farming"
Statement before the Colorado Feeder's Association,
February 8, 1968.

5
M. L. Upchurch, "Farming and the Rural Scene--

Changes in Organization, Opportunities and
Problems." A talk presented at the 45th Annual
Agricultural Outlook Conferences'Washington, D.C.$
November 14, 1967.

6
Orville L. Freeman, "Science for Better Living$"

Yearbook of AAiculture, U. S. Department of
Agriculture, 1968.,

7
Raup, op.cit. note 3.

8
John Donne* "Devotions No. XVII."

9
Petitioner's Brief in United

384 U.S. 102 (1966). ''
states v. Catto,

228

¢, C,

e



10.
P. B. Andrews and Alvin B. wooten, "Trends In

the Texas Ranch and Land Market, Texas '
Agricultural Experiment Station, B1063$ Texas
A&M University, April, 1967.

11Raup, op.cit., note 3,

12
William E. Martin and oene L. Jefteries,

"Relating Ranch Prices and Orating Permit Values
to Ranch Productivity,,Journal or Farm Eonomics,
May, 1966.

229

~'

4



EXHIBIT "A"
TECHNICAL DIFICIENCIES IN H. R. 13270-

1. It is not clear whether the Excess Deductions

Account under the proposed Soo ,tIon ,1251 oan,,ver have a

negative balance. According to subsection (b)(3):

"If there Is any, mount In the excess do-,
,ductions account at.the lose of, any tax-
able year (determined before any amount
is subtracted under this paragraph for
such year) there shall-be subtracted from
the account - (A),an amount equal to the
farm net inogme for such year . .

Thus it would seem that a negative balance Is permitted

since the year's farm net income could easily exceed the

amount in the acoount.

If a negative balance in the Excess Deductions

Account Is intended, the proposed Section l251 does not

appear to allow credit (i.e., subtractions) for profit-

able 'years prior to the first year of a farm net loss.

The proposed Section 1251(a) states thif itit ,sh&ll apply,

with respect to any taxable year only if - (1) there is

a farm net loss for the taxableoyear-or (2) there is a

balance In the Excess Deductions Account as of the olos.

of the taxable year after applying subsection (b)(3)(A)."

.' '/' ,, ., , • , .9 0
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In the preceding profit years, there is by definition,

no farmi net loss nor '$ there an balano inths E1xcess

Deductions Account t the loe at any of those taxable

years. There is no balance in the account because addi-

tions to the aocountare ;made ,forfar ne t losses (whioh

did not arise) and subtractions are made only'if there

Is an amount already in the Ixoess Deductions Aoount.

2. Proposed Seotion 1251(e)(2) defines "farm net

loss" as Including those special deductions allowable

in respect to land under Soo.tions ,1 ,(relating to soil

and water conservation expenditures) and 182 (relating

to expenditures .by farmers for clearing land). When

the net farm loss is added to the Excess Deductions

Aooountit has the effect, of a&4dng a portion of

these special land expense deduations, with rspeot

to the aooount. The balanoe.in the Excess Deduotions

Account will affect the character of gain on sale or

exchange of land only tQ th. extent of the land's

"potential pain." Proposed Section 1251(o)(2)(0).

If no dduotions under Sections 175 or. 182 have been,

taken with respect to theland within 5 years, the
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S"potentlal gain" in the land is zero (Proposed Section

1251(eo)(5)) and thus any gain attributable to those ex-

penses will never be recaptured. Yet such conservation

and clearing deductions will remain in the Excess Do-

duotions Aoount and will convert the oapital gain on

the sale of some other asset which Is totally unrelated

to the land, suoh as breeding stock, into ordinary income.

3. Proposed Section 1251(b)(5)(B) provides that

upon the gift of farm recapture property the donor's

Excess Deductions Account is transferred to the donee

if the potential gain on the farm recapture property

given in any one year period exo.ds 80% of the potential

gain on farm recapture property held by the donor iii.

immediately prior to the first ofrsuch'gifts. This rule

appears to lead to unintended hardships for the uniniti-

ated and to beof little effectiveness for the careful

planner.

If, for example, a rancher should give half of

his ranch (and presumably one-half of the farm recapture

property and one-half of the potential gain thereon) to

one son, the done. would not be required to take aW of
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his father's Excess Deluqtions Account. If more than

12 months later, the rancher gav* a second son the re-

maInder of the ranoh, that donee would be required to

take his father's entire Excess Deduotions Account.

With careful planning however ,the strictures seem

easily avoided. For example, a far oe could give his

son an undivided 80% interest in the farm without

causing a transfer of his Excess DIduotionsAooount.

Twelve months and a day later, he oould give the son

another undivided 16% (being 80% of the remaining 20%

of the original farm)q At this point he wi;l have

transferred approximately 96% of the original farm

without a transfer of the Exoess Deductions Account.

* By waiting another 12 months and a day, the remaining

4% of the original farm could be given to a charitable

organization who would then succeed to the entire Excess

Deductions Account. The farmer could then again take

up farming'with no balance in his Excess Deductions

Account and the son would have received 96% of the

original farm with no transfer of the account .

4, The proposed Section 125l(d)(6),provides
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that in certain transfers of farm recapture property

to ooiporations, the "stock roolved by a transferor

in the exhange shall be farm recapture property."

Securities resoeiod in the exohakge are not so treated.

This permits the'avoidanoe of the Excess Deduotions

Amount rules by careful planning. The farm recapture

property can be transferred to a o6rpoation for all

of Its stock and bonds equal to almost all at the'

value of the'transferred prOperty, Such an exchange"

generally will be tax free under Section 351 of the'

Internal Revenue Code. The bOnds (i.e., securitiess")

can then be sold and none of the gain'thereon would

be affected by the balanoein theBxoessDeduotions

Account beoause*the bonds are not farm recapture

property.

5. The depreciation whioh contributed to a

taxpayer's farm net loss will be included in addi-

Ition to the Excess Deductions Account.' When that

depreciable property s sold, the gain equal to that

depreoiation'will be recaptured and treated as ordi-

nary income under'the provisions of Section 1245 of

284



the Internal Revenue Code. Since the tax benefits

arising from the depreciation deduction will have

been totally eliminated by the sale, there appears

to be no reason to leave any of that depreciation

deduction in the Excess Deduotions Account where

It will reduce the amount of capital gains on the

sale of some other asset. The depreciation de-

duction ought not to be recaptured twice.
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A

STAT NT OP GENERAL HARL RUDDER
COLLEGE STATION8 TBXAS,

WITH RESPICT TO ,H.' R#' "13270

Introduction

Gentlemen, while I i the President of the Texa

AIM University System, I am also a ottleman, a native
of the Southwest, and an individual quite familiar

with the problems currently being experienced by

agricultural producers of this area of the Nation.

Although it would be difficult for me to' rfrain

from the'inolusion of some. aoademlo material per-

tinent to the situation, this testimony 1 offered'"

to you primarily from the viewpoint of these latter

positions.

I have been concerned about those individuals

who have ranches or farms but apparently intend only

to have some type of "tax profit." Certainly no one

can defend such Individuals as a platter of equity

289
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because it in readily reoognised that they would,

in faot, have some distorting affect upon the

agricultural economy. I am here 'to try to put"

the problem into its proper perspective. Cer-

tainly some oongrossional action is warranted,

but we should not have the severe ooonomlo up-

heaval due to "over-kill" provisions.

Care must be taken, not only to protect the

small farm and ranoh operations, but also the

larger operations that, have provided eoconomioal

food for the Amerioan oitisen.

Let us first examine the mike-up of the modern

American farmer and ranchers, the plight he is

currently facing, and the benefits whioh have

accrued to the Amerioan consumer under the current

framework of agriculture whioh' has developed.

The Modern Farmer and Rangher

In order to better understand the type of
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agricultural environment in which we are currently

operating, let's briefly look at the farmer '. and

rancher of the 1960's. Today" s average farmer or

rancher is 51.3 years of age, has an average

household size of 3.6 persons and has lived on his

farm for over 15 years. He has completed 4 years

of high school, operates a 351.6 aore tam which

has a value of close to $51 thousand, and works
1

about 79 days off the farm each year.

Oovernor Connally' has mentioned the "outside"

work and income of the farmer or rancher. I

would like to develop this topiofurther., This

work outside of the farm is.quitt Interesting, in

that it has become a way of life for most farm

families. For example according to the latest

census, 46S 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

-3-
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proportion too.., Almost one-half ,or the farm operators

in the Western region of the country reported some

off-farm work while this proportion was 49% in the,

South and 43% in the North. Of all farm operators

working otf their fms, 69% reported working 100

days or more, and 56%, reported working 200 days or,.'

more. In the West, 62% of the operators reporting

work off farms, worked 200 days or more, whereas,

in the North only 52% reported 200 days or more.

As might be ,expected, the proportion of farm

operators working off the farm and the number of

days that they worked varied according to the age

of the operators. Sixty-three percent of the

operators under 35 years of age reported working off

their farms, whtle 54% of the operators in the 45 to

54 age bracket showed off-the-farm work. In essence,

this data merely emphasizes the fact that the modern

day farm operator spends a considerably larger

proportion of his time working off-the-farm than

most people realize.

9
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Not onl iiofatli ilk i-tortan t In a,

time aspect- it represents an important source of

income to such falmers (Figure 1). In the latest

issue of'the aM Income Situation released by' the,

SU. $ Department of'Agriculture,* som. rather i6te"'

eating information iS offered regiing net Indome

realized on, fars versus off-fitrm Income. ,T The "

report shows'. for, example that in 1968, operations

which had less'thiA $2.500 farm'sales ,reported.

85% of the total income of the farm "operator's
family cae from off-the-fai souries. Thelar''

size classitioations of farms$ those with less than

$10,000 fam sales 'during the year,'relied somewhat

less upon offtfarm ipco'me, actually 53% of "th eir

total inoome Moving to the" largest -category of...

farms, those with $40,000 sales ormore, off-farm,

Income contributed only 17% to the total farm

operator's family income. (See. accompanying g

Tables 1, 2.and.3)
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In addition to off-farm pa2t-tiume emloymint,

supplemental returns from land-based activities such

as hunting, fishing, and oi leases contribute

significantly to. the bona fide farmer or rancher's

total family income.

Such aotivities.to most rural residents$
are considered as a partof farm income, although

there is a distinction.among them for tax purpopes .

Strangely enough, limitations placed upon the

farmers and ranchers with regard to outside income

is In direct opposition to the U. S. Department.

of Agriculture goals and expenditures aimed at

stimulating such supplemental income.

In the Yearbook of Agriculture for 1968, Science

for Better Living, Secretary Freeman made this state-

ment with regard to non-farm income:

"Working closely, with ,farmers and other
rural people, the U. S. Department of
Agriculture is helping to stimulate a
rural renaissance.

"Private enterprise is being attracted
to the countryside. Rural people '-both,
farm and nonfarm, are taking advantage'
of government supported opportunities to
establish part-time businesses or trades.

46
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"On thousands of farms, pinic and camp
sites, riding stables, game' and fishing
preserves, winter and water sports
faolities have become supplementary
and even primary sources of income.""

Since agriculture is a highly variable income

source, fluctuating with economic conditions In the

nation as well as climatic changes, it' i also a

business enterprise which has tremendous variations
in profitability. Net income can sometimes occur,

but net deficits are as equally likely. Whenever

farm losses do occur, it is obviously to the benefit

of the farmer or rancher to use such loss to offset

any non-farm income; indeed it is imperative in

many cases.

Beef Consumption and Retail Prices

Because of increased production# the development

of the commercial cattle feeding Industry, and

increased efficiency throughout the production and

-7-
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feeding levels of the, cattle industry , beef produo,',

tion In the United States increased from approximately

.13 1/2 billion pounds, in15 to almost. 21" billIio

pounds In 1968., Consumer demands also noreased
substantially d.ting this, period pO that per oapita

consumption was able to Increase from 82 pounds per

person in 1955 to 109 pounds perpepson in 1968 without .

(the remainder of this page was
Intentionally omitted.)
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any major change in price levels. 'Some' of this

increased demand exhibited'by the consumer was a

result of increased diSposable income, Sathough a

substantial pro'prtion of it was due to the

drastically reduced consumption of other redmeats.

In tact, during this entire period when beet

consumption per person increased 27 pounds, the,

retail price level for .beet showed an increase'

of only 20 cents per' pound. (Pigure 2)

Despite this substantial incztease In quantity,

a rise in beef quality, and almost "onstantly

increasing costs of production, the American consumer

has' been blessed with' an average" retail price only

slightly higherthan ,that which existed in the

mid-1950!s. Even a large proportion of this smalll

increase can be traced to the Increased demands, for

consumer services at the retail level in the form

ot packaging, closer,trimming, boning, etc.

Although today's consumers are appalled by the

relatively high prices of beet in the retail counter,

much of the oriicism is really focused at th e levels



for the so-called "highwprice beef cuts." Unfortunately,

all of a beef carcass is not composed of high-price

cuts and many "low-price cuts" are often ignored by

the consumer picketers. We must remember that only

about a quarter of the total beef carcass yields

steaks, another quarter roasts, a third quarter miscel-

laneous cute such as hamburger, stew meat, etc. and

the final quarter of the carcass is lst through

shrinkage, cutting loss, and trimmed fat and bones.

Let's spend a minute examining these retail

beef prices that have excited some housewives. The

United States Department of Agriculture bases its

average retail price for beef on prices collected by',

the Bureau of Labor Statistics. These are basically

gathered for use in preparing the consumer price

index. The Bureau's purpose is to measure changes

in food prices, rather than their absolute levels.

Even though the Bureau goes to considerable lengths

to obtain a good sample of cities and types of

stores in which to gather these prices, the data

really offers severe problems for the Department of

-10-
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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 retailer puts 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 not

weigh 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

7 : -. i -11-
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poultry in recognption of this problem. In the

year 1964',for example, the retail value of Choice.

beef was reduced 7 cents per pound, for Choice

lamb 3.6 cents per pound, for pork 4.1 cents, and

for veal 3.8 cents per pound. No data are available

with which to compute revised retail prices back

into the 1950's, but it can be assumed that there

is an overstatement of retail prices occurring back

as far as 10 or 15 years. Apparently, however, the

use of price specials in supermarkets has increased

in the more recent years* so it seems likely that

the overstatement is probably greater in the 1960's

than it was in the mid-1950's.0

Even when this overstatement of the retail

prices is ignored, the retail price for beef has

shown very little rise during the last 10 to 15

years. (Figure 3) Beef, of course, mans cattle,

and the pricesof high quality fed cattle have

reflected about the same basic type of price patter

as the retail beef cuts. The typical rancher,

however, does not producebeef, but rather, feeder

7-12-
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calves, that today move into a highly merchandised

and specialized cattle 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 encouraging.

Texas cattlemen, for example, received an average

of $26.27 per hundredweight for live 6alves in 1968.

This represented the highest return from calves,

with the exception of the record established in

1951, when prices reached over $30 per hundredweight.

(Figure 4) Price levels for calves 'in Texas have

remained within a relatively narrow range ever since

the latter 1950's, even though as we have indicated

earlier, the costs involved in producing such

calves has increased at about the same rate as

inflation.

The question, of course, is how can cattle

producers pay more for the inputs to produce beef,

yet still sell the commodity at relatively the same

or even lower levels. The answer to this, of course,

-13-



is that they cannot at least not without losing

money. A recent Texas A&M Universitystudy indIcated,

for examples thatin order to attain a $3,000 a year

return to labor and mangement, it would require an

average annual investment of about $4,900 In hog

production$ about $21,000 for broilers, $48,000 in

dairy, and a healthy. $1128000 Investment to get a

$3,100 Income from the cattle business.
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 ountainsp 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 $7,000 total return to operator labor, management

and capital with a $212,000 to $22O,000 total ranch

Investment. Certainly, the investment attractiveness

of such a cow-calf enterprise would be quite dubious

to a businessman considering this field of endeavor.
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According to the 1964 Census of Agriculture,

there were about 2.3 million farms and ranches in

the United States that reported having:cattle and

calves. Of that total, however, about 1.3 million

reported maintaining beef cows while another

1 million were farms that had no cows other than

milk cows ordairy 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 business 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 4)

-15-
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Table 4- Nubers ,o QgttJ1 and Calf Parms ad- P ohoes

1964 Cenjus N.Mer ot b'm.

Farms with Cattle and Calves 2,283,8.81

Farms with no cows otherthan milk cows 959,969

Farms with beet. cows 1,323,912

Of the 1.3 million farms with beef cows

-69% had less than 30 head

-only 3,645 farm had 500 head or more

-just 1010 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.

In the recent Ways and Means Committee report on

this ill, 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 substantial

losses? According to data collected by agricultural

-16-



economists at Texas AIM University$ it costs an

average of about $90.50 to raise a calft or keep a

cow for a year in Texas, if all costs are considered.

This composite average costs is obtained by

totaling the various expenses involved in maintaining

a cow for one year.5 (Table 5)'

Table 5 - Costs o Keeping A Cow For One Year

Expense ' Amount

Land Charges 28.70

Depreciation 5.60

Interest-herd capital#$ 10.70

Replacement cost 5.55

Operating costs 39.95

Total $ 90.50

*Land cost based upon fair lease or rental value.

*#Considers cow cost and a portion of the bull.

Note: No charge for labor or management is

included.

Let's now look at the returns Texas ranchers

probably received during the Report's test year - 1966.

-17-



In that year, the Texas calf crop averaged 84%,

the average price received for calves was $24.60

per hundredweight and the estimated weaning weight

for calves ranged between 350 and 400 pounds.

Assuming that our typical cattleman in Texas during

1966 produced a 400 pound calf, sold it for $24.60

per hundredweight, and had an 84% calf crop. Under

these conditions, the return per cow would 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 is easy to see with these figures that the

larger the herd size, the larger the loss would be

on any particular operation. Although there may be

some economics of scale involved, they are not

sufficient enough to change these basic cost figures

very substantially. The loss 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 operation, and a $780400 loss for a 1,000

cow operation. Thus, our analysis of probable costs

-18-
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and returni.of Texas ranchers in 1966 yields exactly

the same type of average loss-size operation rela-

tionship as the Report figures. A similar computation

of the 1967 statistics indicates that the average

Texas rancher realized a net loss of only $4.50 per cow

during that year, a substantially better return

situation, but still recording a loss.

These loss situations are more common to the

cattle businesses of the Southwestern part of the

United States. A recent U. S. Department of
e.

Agriculture report shows that cattle ranches which

operated in the Southwestern part of the United

States during the period 1963 to 1967 had consid-

erably higher operating expenses per unit of produc-

tion than did similar types of ranches in the Northern

Plains and the Northern Rocky Mountain region.

These operating expenses averaged 25% higher in

the Southwest, so that it is more likely for

difficulties to arise in maintaining profitable

operations in that section of the country than in

the other. Also adding to this less favorable

019-



cost situation Is a generally lower livest price

level In the South nd consequently smaller returns.

Expectation, according to Webster, i the

prospect of the future. Unfortunately$ cattlemen

ae not noted for their ability as fortune tellers.

Even the feeding of cattle is highly speculative

and very unpredictable. It Is not uncommon to

experience severe losses for one, two, or even five

years in a row and then do such better for the next

five. Most of these unprofitable per~,ds are

usually felt when the margin between the price paid

for feeders and the price received for finished

cattle, falls below zero. (Figure )

Agriculture, and particularly livestock produc-

tion, is a highly risky and variable income generator.

Not only is the farer and rancher subject to the

elements of nature, but he is also tremendously

affected by national situations, economic crises,

government program, and the whims of the American

consumer and her demands. No other segment of the

economy involves such a wide array of, risk and uncer-

tainty, yet at the same time, offers both a short,

as well as hazy, planning horizon.
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Agtricultur WeedW Outa, 'sid "a il t Reo:, arch

Governor Connally has referred to some of the reasons

for the noossity of outside capital I want to touch on

some aspects of the use of capital in ariculture.

It has not been moro than about 0 years since api-

cultural producers of the United States struggled with

primitive tools behind a mule to scratch the surface ot

the earth. The scientifio and technological prooss of

our agriculture has been so rapid that few of us recognize

that back in 1937. it required one person employed In'

agriculture to provide enough food and fiber for 10 per.

sons In the Nation. Yet, by 19671 Just 30 years later,

one farmer or rancher produced abundantly for more than

i0 persons.

No agricultural oonmodity has shown more pror e

than that of livestock, particularly cattle production.

The first Hereford bull Imported in 1817 by the dis-.

tinguishOd American statesman, Henry Clay, bears little

resemblance to the modern brood of Hereford cattle so

prevalent In our country today, Simlarlys, the first

Shorthorn cattle Imported in 1783, the orials Brahman
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stock in 1853, and the initial Apsus lportatios in,

1873o held the basic seeds of new breed-developmonts

In the United States. Many of these original cattle

are hard to identify when reviewing the currently

accepted standard of' these breeds. Throughout the

years since their importation, they have been bred,

crossed, and reorossed and now yield superior animals

designed to reproduce effectively,, gain weight ef-

fiolently, and yield carcasses with a high proportion

of trimmed retail outs.

It has been through the efforts of the Agrioul-

tural Experiment Stations at land grant institutions

such as Texas A & M University, and the U. B. Depart-

ment of Agriculture that the basic research and exten-

sion work was performed. But more than that, it was

the brave and Industrious cattleman of yesterday using

applied research in their own herds who have developed

livestock to 'the point where it now yields more meat,

at a reduced cost, with less land, and less manpower

than ever in history.

Agricultural research contributions have been

-22-
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tremendous' particularly when you consider the small,

amounts of funds devoted to it in relation to other

research investments. During 1966, for example, the

total agricultural research expenditures by the U. So

Department of Agrioulture and,, the State Agricultural

Experiment Stations was $331 million. Industry con-

tributions to agricultural research In that sam year

were $473 million. Of course, we are talking here

about total agricultural research spending, not just

research for livestock or battle.' Sme idea of the

small amount of expenditures devoted exclusively to,

say& beef 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 million was spent for research.

Beef cattle and related research works Including such

things as consumer acceptance, control of Insect pests,

and economic efficiency in marketing represented only

$10.3 million of this total. Another $18.1 million

were spent by all the State Agricultural Experiment

Stations on beef cattle research, bringing the national

-23-
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total to only $28.5 million.6

At first glance this figure looks high, but compare

it with the research and development expenditures of 1968

for soe maoor corporations: IBM - $10 million; Texas

Instruments - $130 million; Xerox - $76.8 million; and

Nerok - $55.4 mil1o0. 7

Such public research spending is frequently, however,

not all that Is required. For example the sorewworm

infestation of the Southwest was attacked directly by

livestock producers who contributed a total of $4 mlilon

to help research efforts to erradicate this economically

important pest. Recognising the concern of the producers

and encouraged by their financial backing of the project,

the government came to the aid of the program with addl-

tional funds and assistance. As an administrator at Texas

A&R Universitty r can assure you that contributions to our

research efforts are frequently made by producers and

often represent the final financial push required for

success. Such reoearoh contributions by private lndi-

vidual. are usually from the more affluent farmers and

ranchers, the ones that can afford such generosity.
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An economic study performed in California indicated

that not only has such financial support of agricultural

research by private groups and individuals been substan-

tial, but that the time lag between the initial phases

of the project and the actual accomplishment of the

technological advancement, has been shortened consid-

erably through the use of these additional funds:

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 some 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
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and government achievements, but this would not reoog-

nixe the majOr stumbling block to teohnologioal progress -

adoption of new technology. Scientists at the Institu-

tions and in the research laboratories can experiment

and evolve now concepts, techniques and improved varie-

ties. Our extension services then must take this now

information out into the field to the producer and show

him how to use it. But it requires the oooperationsthe

field testing, the sacrificing in time and money of the

farmer and rancher that produces results and finally

develops the now breeds 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 is 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 crossbreed.

-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 relegated this

chore because of the expense and the poor returns on

investment. Our livestock producers have been blessed

with a realistic Congress which, many years ago, provided

some measure of relief for such Individuals through

somewhat less stringeit accounting procedures. The

result has been a livestock development in this Nation

that far exceeds any other country in the world.

This requirement for high quantities of capital

in cattle breed development is emphasized in the Year-

book of Agriculture 1968, issued by the U. S. Department

of Agriculture. In a discussion of hybrid vigor and

how this was used by corn breeders and later chicken

and swine 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 be-
fore a new generation reaches breeding
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age. 8o, it is quite expensive to
experiment with new. cattle breedinS
systems.

Yet$ this did not discourage livestock producers

and today United States beef cattle are amon$ the .

world's post desired types. This expanded ese of

the market for beet breeding herds has added a new

dimension to the capital problem. As Governor

Connally has said, the United Statei is now a major

exporter of beet breeding cattle. This explrtation-

of beef breeding battle offers an extremely favorable

situation for the United States, in that it represents

a commodity that is exported for cash, and does not

have to be subsidized under any direct government

program. At the same time, the good will established

with these developing countries seems to be far more

lasting than that produced with any other agricultural

export, probably because such animals really represent

years of research and development. -Secretary of Agri-

culture, Orville L. Freeman wrote in The Yearbook of

Agriculture 1968:
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But American agriculture is also the world's
biggest rstorehouse" a resroh,'factory"
for agricultural knowledge. Exporting this
knowledge' to improve fam production in food-
short countries can contribute Immensely to
world stability and peace - and to the even-
tual entry of the entire free world Into the
age of abundance.

Governor Connally mentioned that the Innovators of

the agricultural community are the utilizers of the latest

teohnologioal developments, the experimenters of new breeds,

and the land developers. Land clearing, stock pond estab-

lishment brush control and similar methods Of Increasing

the efficient use of the land are sound management prac-

tices for the progressive manager.

The serious oonsideratlon here Is the diametrically

opposed positions which seem to be evolving in the dif-

ferent branches of the government. During 1967 alone,

for example, $7 million was spent by the USDA In cost-

sharing brush control work with farmers and ranchers

of thisocountry. In that same year, slightly oveir,*l

million were expended on oost-sharing stock pond and

agricultural reservoir construction. For another branch

of the government to now contest in effect, the legitimacy"
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of these expenditures as a deduction, seem quite incon-

sistent. Certainly, such Improvements add to the pro-

ductivity of the land and probably to its net worth,

but unfortunately in some Isolated cases 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 Goveranent

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 cost-
sharing averages about 500 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,
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temporarily protect soil from wind
and water erosion, and .provide wild-
life and beautification benefits. •

These programs are designed to give technical

assistance and aid the conservation operations of the

Soil Conservation Service. During the fiscal year

19690 budget recomendations for these servloes wore

$203 million. Throughout the federal budget rccinnen-

dations it Is repeatedly emphasized that such cost-

sharing assistance 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 agriculture requires

outside capital, it can be dispelled by the recognition

that even the government has-found it necessary to pro-

vide funds to agriculture through several major rural

programs: 9

The Administration conducts two capital
investment programs: (a) the rural
electrification program to provide
eleotrio services to farms and other
rural establishments; and (b) the
rural telephone program to furnish
and improve the telephone service in
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rural areas. Funds for making repayable
loans are borrowed fvom the Seorettry of
the Treasury.

1. 'Rural eleotriicaton.-Thi5s capital
investment program is fManced through
loans which bear 2 interest and must be
repaid within a period-not to exceed 35
years. 'Loans are also made for shorter
periods at 2% Interest to eleatrifLeation.
borrowers to be reloaned to their con-
sumers for the purpose of financing the,
wiring of premises and the acquisition
and Installation-bf electrical' and plumb-
ing appliances and equipment, ioluding
machinery. ,:

,2. ., Rural telephonew.his capital Invest-
sent program Is financed through loans
which are made for the purpose of finane-
Ing the Improvement, expansion, construo-
tion, acquisition, and operationiof the- .
telephone lines and facilities or systems
to furnish and Improve telephone service
In rural areas. The loans bear 2% inter-
eat and must be repaid within a period
not to exceed 35 years.
Financina fa~mint and rual housina.--
Loans of the Farm Credit Administration
through the Federal intermediate c9rdit
banks for cooperatives an primarily to
help finance agricultural production
and marketing,

These extremely low rates of Interest, and long pay-

ment periods provided by government lending emphasized that

capital for such agricultural development Is not really

available even'from outside sources.'
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Agriculture,,in the United tates to .i. ...... .

and growing. In MY own States Tets, agrIultuft pro-

vided the market'with almost $3 billiOn worth -of'products,

during the past'year. Except foz ude oIl ad gas,.
agriculture bringesto the State Its largest'. iou roe of

income.

This agrilotltual growth., however, has not just

happened. It was a result of a number of sgnlfloant

-factors development of new technology, education and

promotion, 'the action program, of, both the'Federal and

State Departments of Agr~culture, availability of re-

sources, and farmers and ranchers willing to adopt new
practices. If agriculture Is to remain strongphowever,

it must be guided through new treacherous cros currents -

those of growing olties, shrinking resources, the con-

, tinued prios-cost squeses, and general Indifference

from the urban-oriented society which it services.

The preliminary Texas water plan, for example,

Indicates that by 1980, DI 1/2 million aores of crop-

land, about 3 iilion acres of which Is highly fertile,



will be removed from productive use. ost of this will

be land destined to become water reservoirs to service

the needs of the rapidly growing population centers as

well as agriculture and the remaining million and a

half acres will be roquIred for urban development,

highways, airports, eto. Our principal resource for-

agricultural production - land, is becoming soaroe.

Our Texas Agricultural Experiment Station operates

throughout the State. By virtue of its assigned respon-

sibilities it represents the focal point of coordination

for all agricultural research in the entire State. It

Is important that this knowledge base be maintained in

order to stimulate further aspioultural development.

Such efforts, however, must be supported by a massive,

continuous research, education and extension program -

a program combining all the diversified and interdepen-

dent strengths o the soientifio team expertise that

we can muster.

But, the Experiment Station, the Extension Service

and the entire University cannot succeed without the

efforts and assistance of the dedicated individuals
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with the will and desire to try "a now idea." Those,-,

innovators already realize that it- may not lead to'

glory, nor riches, nor,. even maybe compensation only

**lf satisfaction that,they have contributed.

Texas AMF University stands ready through it.

base team to helpmeet this formidable and ohalleng.

ing task. Gentlemen, we ask not for your praise, but

only for your cooperation In this effort.
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Table I - Off-farm Incom Exceeds Far Product Value

Tenure of operator

Total comemrlal farm

Full owners
Part owners
Managers
All tenants

Cash
Share-cash
Crop-share
Livestock-shar
Other

Peocent of faro with
other income exceeding
value of farm products

sold

16.7

24.4
10.5
4.5
9.3

16.4
4.2
8.1
4.6

20.7

125

16.9

10.1
12.6
7.2

13.5
5.1
6.5
5.6

10.9

Table 2 - Proportion of
income

farm-operator households having
frm off-farm sources

Percent of farms having income
from off-the-farm sources exceeding'

value of farm nrduets Sold

North
South
West

United States 38.7
30.1
47.4
41.4

35.8
28.1
43.2
39.5

29.8
23.1
34.6

'35.5

* Alaska and Hawaii not included

Table 3 - Far operated households having off-farM inM
exceedia the value of far0 products

Value of fam

Total

Under $2,500
$2,500 to $4p999
$5,000 to $9,999
$10,000 or me

Percent of farns with other income
excedia value of farm products sold

38.7 30.8 .29.8 29.1

76.0 62.5 46.6 43.0
33.0 27.2 12.6 10.2

9.8 .12.6 6.4 6.3
1.1 6e5 4.A 44

* Alaska and Hawaii net Included
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Presented by

Marvin L. MsLan, Legislative Director

September 22,' 1969.

Fam Bureau has long included the broad subject of taxation and ta
reform on its list of major concerns. At the time this losislation W ,....
under final consideration In the Bouse, our organization made this concorw I
clear publicly and expressed letemination to seek changes in the bill when-
it is considered in the Senate.

Rising rates of taxation at nearly all levels of govennt and the
progressive nature of the federal income tax have created both a tremendous
pressure for so-called tax shelters and a critical reaction to suc , sbeltors.
These factors are responsible for the current drive for various tax tefoms.

The ost pressing tax reform needed is a general reduction in federal
taxatim. Fr this to be possible, ore effort will have to be made to bring
spending under control. Likewise, it is also urgent that the tax lawa be
simplified.

H. R. 13270 would introduce many new complications into an already iplex
tax structure. For this reason, if for no other, we urge this Cocmtt4I th act
slowly and deliberately to make sure proposed tax reforms represent true reform
and not nam complications and frustrations for the average taxpayer. If
necessary to allow time for adequate study, the features of H.R. 13270 which
face tim declines, such as the excise and surtax extensions, should be removed
from the bill and given separate consideration.

Tax Treatment of Farm Losses

farm Bureau has proposed that the tax loss problem be dealt with by
placing a simple limitation of $15,000 on the amount of farm losses that can be
used as an offset to non-farm in, , ome.

U, R. 13270 would (1) extend the holding period required for livestock to
be eligible for capital gains treatment, and (2) repeal the livestock exemption
from the depreciation recapture provisions of current law. Ilohere In the report
of the house Ways and Means Comittee or in the debate on the floor of the House
is there any evidence of excessive "tax dodging" or other buses resulting from
these provisions of present law. We oppose both provisions.

P am Bureau does not oppose the proposed creation of an Excess Deductions
Account for taxpayers with farming losses provided the exemption from this re-
quirment is not reduced below the $15,000-level. We have no objection to the
proposed tightening of the so-called "hobby" loss provision of the current law.

Tretm of ooporative trone Refunds

in 1962 we actively supported changes in the low which clearly defined
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Tramt of Cooertive ft t Refnd(¢ontd)

the tS StOUs of cooPerative sUocations to omber patrons. The provisions of
.L 13270 would vasecsssuly Increase the federal govermints role in the
apusWt of cooperative fiscal affeire. The 15-year pay-out requiment for

retained patroMe allocation vould force cooperatives to treat these
allocations as debt rather thm equity, and thereby reduce their borrowing
capacity.

Uscog ii*g that cooperatives aft owned and controlled by umber-patrons,
w believe such smatter should be left to the decision of the mobars thomelves.

t ei opposed to the proposed extension of the capital gains holding
period to 12 aths because it would discousge the inestment that is needed "to
sustain sooqascS growth. We are also opposed to the proposed elimination of 'the
alternative ta rate on capital gain.' hil" the alternative rate is normally
of little con rn to farrs, a great my famers benfit from it vban they
sell a fo or liquidate their faming operations.

Tax TreutMS of I xMx m *- "

We are opposed to the section of R.I 13270 vhich deals with the tax treat-
ment ',pf laco" from presently tax-exaqt state and mmaicLpal bonds. We view
this propose federal subsidy of such bonds as being nothing more than a
nimick' which wou result in still further involvement of the federal govern-
Sent in the fiscal affairs of state sad local units of govetnt.

we alsoask the Comitte to exapt icome from- state and inieipal bonds
from .,hpAvisia of Li. 13270 which would establish a liit on tax prefer-
mesa and require the allocation of deductions. If local govermnts are forced
to psy higher interest rates to borrow money a part.-of the cost will fall on
overburdened property meors including famers.

Apin, w urge that the Committee move forward cautiously in order to avoid
actions that aght Oisrupt Iportant iosuats of our ecofma and to insure that
the actions filly taken re based on sound premiss rather than motion.
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STATMEN OF THE AMRICAN FARM BUiEAU nMEER O0N
EFORE TIE SEATE C(UTMTZ ON FUINACE

WITH UGARD TO TAX UFODS (H.R 13270)

Presented by

Marvin L. McLain, Leislative Director

Septeekor 22, 1969

Far Bureau has long included the broad subject of tetation and tax reform

on its list of major concerns. Earlier this year, uhb. the Douse Ways and luns

Comittes conducted hearings on this entire subject, Farm Bureu presented

testimony on several occasions.

Several aspects of the tax reform proposal no before you ae of con-

siderable concern to rar. Bureau Wmers throughout the country. At the time

this legislation ms under final consideration in the House. our ornmisation

made this concern clear publicly and exprassd detemination to seek chages in

the bill when it is considered in the Senate.

Most taxpayers view taxation as a uens of raising the reveme necessary

to carry out the essetial functions of government. The growing use of taxation

as a nse of regulating the ecomq has resulte4 in a great deal of confusion

end uisunderatanding Sg taxpayers. At the sm tim sharply rising rates

of taxation at nearly all levels of govemst and the progressive mature of

the federal income tax have created both a tremendous pressure for so-called

tax shelters and a critical reaction to such sheIters. These factors are re-

sponsible for the current drive for various tax refoms.

In our view, and w belim it is a view held by most citisens, the most

pressing tu reform needed is a general reduction in federal taxation. For

this to be possible, more effort will have to be made to bring speeding

under control. This Comittes, whatever its final conclusion say he, should
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sake every effort to facilitate end encourage future general reductions both in

the proportion of national income that is prompted by the federal government

and in the progressivity of our tax system.

ikewisel, it is also urgent that the tax lws be simplified. It is a

poor tax system which results in overtaxtion of millions simply because they

do not understand tax lows and cannot afford to hire *eone mo does. The

complexity of the tax laws is directly related to the high level of current

taes and the progressive nature of the rate structure. R.L 13270 would

introduce many ne comlications into en already complex tax structure. Yor

this reason, if for no other, m urge this Cmittee to act slowly and deliber-

ately to make, me proposed tax reforms represent true reform and not

complication and frustrations for the average taxpayer. If necessary to

allow tim for adequate study, the features of H.R. 13270 which face time

deadlines, such as the excise and surtax extensions, should be rvmd from

the bill and gIvan separate consideration.

Underlying Fam &areau's basic attitude towards taxation Is a statement

in the onetz7z, Spendings and Tax Policies" section of the ?arm Borea

Policies for 1969 which reads in part as follows:

A stable domestic economy mast be maintained in the interests of
a high level of employment and a proper rate of economc growth as
mail as the protection of the value of the dollar.

"Inflation is a serious threat to continued economic stability.
To bring inf laton under control #nd halt the decline in the value
of the dollar, we must follow vise tax, budget, and metary
policies*"

It is with this broad economic goal In mind that Farm Bureau sets forth

its specific recomendations relative to H.R. 13270.
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Tm Tratet of Fm l, esee

Original suggestion for, dalig Abtb he matt of t l1"s famin

includd elination of both *Ash escountig for farmrs sad reahers "nd

capital gains trestmt for livestock used for breeding. Si farm Doore

umbers believe the linatiom of these features of precst ta- 1 Would

be extranly harmful to a lame sspnt of agricultute. PAm Dure pro-

posed that the tax loss problem be dealt with by placing 4&sbpla limitation

of $15,000 on the mount of fam losses that cm be used as n offset to'

aoe-farm income.' This apprach me introduced by several moire of the
J~ose.

Subsequetly, the lsouse included in LL 13270 tw provision ubieh,

ubile alleged to be mthods of dealinw ith the abuse of farain losses by

taxpayers with on-fam income, actually would work to the detrimat of

thousads of fulltie farmers. le refer specifically to the provisln

which would (1) extmd the bolding period requiiod for livestock to be elitible

for capital gai treatmt, ad (2) repeal the livestock eamptm Irom the

depreciation recature provisions of current IM. Sodre in the opot of

the loun Vays md Mam Con ittee or in th debate on tbe floor of the goue

is there ay evidence of cessive "tax dodgi g" or other abuses rsulting

from these provisions of present low.

Vhils the proposed extension of the holding period for ioltst gAi

eight not work a serious hardship on the producers of cattle and hermes, it

would work an extrm hardship an fr ts engaged In tho bredif ml pro-

duction of livestock with a sorter life spm (sawly, bags sd fur-besig

animals).
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It also should be noted that the bill as drafted by the House does not

specifically state whether the one-year holding period would begin at te

begiuiug or end of normal gestation. This In itself has caused som con-

fusion. If the holding period Is to belin at the end of gestation, capital

gains tretmnt would largely be eliminated for st of the seller species

of livestock. For *Ie, mst hobg breeders mintaln fgrmle stock for only

one or two farrowing*.

The proposed extension of the depreciation recapture provisions of the

current low to livestock fails to recognize that livestock is different from

other personal property, i.e., that saintenme of livestock is a fairly high

risk business for which adequate insdrance is not available. Even though

some my vim this matter differently, farmers faced with a disastrous cost-

price squsexe during the current inflationary period view this chage a one

which would only lncreas their costs without eotributing a great del to

the economy as a wbole or the goal of tax reform.

Farm Burea doe not oppose the proposed creation of en Rcess Deductions

Account for tapayers with farming losses provided the emption from this re-

quirsent is not reduced below the $15,000-level which has been *sgested by

the Treasury Department and which is the level previously proposed by Fam

Dures as a ceiling on the deduction of fam losses froi o-fam Income.

We have no objection to the proposed tightening of the so-called hobby"

loss provision of the current 1w.
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TreanMt of CooperetiVe hatrO G R,, fnds

This matter ws not included in the House hearinSs on tax reform. There-

fore, when these changes were proposed in the Ways and NoseM CMMIttoe Faro

Bureau asked that action be delayed until interested parties could be heard.

9ow that this Conittee is giving the matter a hearing. our position is as
follows:

Over the years Farm Duress haa taken an active part n isrovin

and strengthening famer cooperatives. In 1962 me actively supported

chmses in the 1w which clearly defined the tax status of cooperative

allocations to member patrons.

We believe changes made at that time were sound and that current la

with respect to cooperative activities is adequate.

The provisions of B.R. 13270 vould umaceessarly lcresse the federal

over-ntIs role in the management of cooperative fiscal affairs.

The purpose clearly is to restrict cooperative activities rather

than to improve the equity of the tax system.

Among other things, the provisions of H.R. 13270 seek to force

cooperatives to adopt a 15-year pay-out requirement for retained

patronags allocations. This, in effect, would force cooperatives to

treat these allocations a debt rather than equity, and thereby reduce

their borrowing capacity. A mandatory pay-out requirement for all

patronage allocations also would make it difficult for cooperatives

to give priority to the redompton of allocations held by retiring

mmbers and the estates of deceased umber. . Recop in8 that coopera-

tives are owned and controlled by mmber-patros, we believe
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$atronage allocations also would make it difficult for cooperatives

to give priority to the redesption of allocations held by retiring

nere and the estates of decreased members. Iecognising that

cooperatives are owned and controlled by smber-patrons, we believe

such stters should be left to the decision of the membere themelves.

Capital Gains

We have already i-dressed ourselves to the matter of capital gains treat-

ment of livestock, Official Fan Bureau policy includes a statement on the

general subject of O'capital gain." is follows:

"The tax treatment of capital gains should encourage Lnvestment without
creating tax loopholes or discouraging the sale of property.

"Ihe present law results in the taxation of 'gains' which reflect
in part a decline in the value of the dollar. In periods of rising
prices this penalizes property owner and discouraged the sle of
property.

"As a partial ensr to this inequity w rocoemnd that the rate of
tax on capital gsas be reduced as the length of the holding period
increases. We favor retention of the present minia holding period.

%Ihere farmland t acquired for public use by eminent domain or
private treaty, the owner should be permitted a period longer then
one year to reinvest in farmng or another business with the sa
tax treatment. We support the present law with respect to capital
gains treatment for sales of breeding livestock."

We are opposed to the proposed extension of the capital gains holding

period to 12 months because it would discourage the investmnt that is needed

to sustain economic growth. The fact that capital gains can be tiam at the

end of 6 months makes Investors ore willing to supply risk capital to am

ventures, wm though they my have no intention of turni over their

investments at such a rapid rate.
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We are 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, a great umy farmers benefit from it when they sell a

farm or liquidate their farming operations. The capital gains realized by

farmers In the sale of a farm or a herd of livestock often represent a

lifetime of work which ends up being taxed all at once. In such instances

we believe the alternative rate is not only beneficial, but fair to both the

taxpayers and the government. This is particularly true in times such as

the present when much of what the law defines as "capital gains" is the

result of inflation. feassive taxation of inflation-created gains represents

destruction of capital end should be avoided.

Tax Trument of Tax-h s
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

view this proposed federal subsidy of such bonds as being nothing more than a

ijgmimick" which would result in still further involvement of the federal

government in the fiscal affairs of state and local units of governmet.

We also ask the Comittee to exempt income from state and municipal bonds

from the provisions of H.R,. 13270 which would establish a limit on tax pre-

ferences and require the allocation of deductions. These provisions are clearly

a back-handed effort to impair the tax-exempt status of state and muicipal

bonds. We believe that these bonds should remain tax exempt, and that their

status should not be impaired by indirection. If local government are forced

to pay higher interest rates to borrow money a part of the cost will fall on

overburdened property owners Including farmers.
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The uncertainty created by House actions affecting tm-exempt bonds has

made it difficult for state eaw local overumente to sell new bonds. We

urge the Comittee to take prompt action to remove the $loud on the future

treatment of the inom from such bonds.

£2,clgsion

Many have argued that tax reform has been too long in the making and

that ye most have action now. Butt with our own economy and that of the

entire Western World in a rather delicate balance, hasty action could prove

disastrous. Again, we urge that the Comittee 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 promises rather

than emotion.

We thank you for this opportunity to express our views.
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statement of

Harry Lo Graham

Legislative Representative

National Farmers Organization

Senate Finance Committee

September 22, 1969

The National Farmers Organization is an association

of farmers which is engaged in collective. bargaining

in an effort 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.

The policy of the organization is to support the

family-size efner-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 economic, social and political goals, and we oppose those

acts which contribute to the weakening of our desirable

and essential objectives.

With this background, this distinguished committee

will not be suprised that the N. F. 0. opposes any tax
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la or its isplemtation which will give an economic

advantage to the farm and their Owners who do not depend

upon the farming operation for their peefits and especially

those which enable those who have large losses in their

farming operations to deduct these losse" from their other

economic lossesofrom thier other economic operations.

The use of short-term capital gains as a usans of

creating a paper loss or to avoid taxes which would be

collected if this income was treated as corporation income is

particularly objectionable to us as it should be to the

Congress.

The preferential tax treatment extended to l.armars

by the Congress was a Justified attempt to help alleviate

the lock of economic equality vith the rest of the qonomy

which has been the lot of farmers except during wartime for

over fifty years.

It seeM to the N.F.O. that the Congress should do two

thingsfiret, it should limit the farms losses which

may be charged off against non-farm incomes second, it

should tighten up the privileges being extended to reduce

taxes by the application of capital gains to relatively

short term investments.

If an animal is simply fed oft for the market, there

probably is no justification for treating the profit .from

this operation as capital gains. If an animal is held

to maturity and used for breeding purposes, the profits which
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which aere to the operation should be treated as capital

gains.

There is an problem In this area which troubles us.

The two year minium Is certainly Justified in the case

of cattle. Maybe it could even be increased. However, in

the case of swine, the time which it takes for the animal to

mature, be bred, and reproduce is less than two years. Good

gilts can be bred at about four months and prod&ce
a litter in nine or ten months, Thus, in about a year, the

gilt has become a sow and is at the maximum size to sell

without taking a substantial loss due to a site for which

there in not much demand.

We would therefore recommend that the minimum time

requirements to make swine eligible for capital gains be

reduced to one year.

We also would like to make reccommendations on two other

matters which are before this comittee.

First# 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 these factors when they are committed to the other segments

of our economy.

Second, we would point out that the N.F.O. is not
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effected by tax laws as they apply to cooperatives.

However# we believe that cooperatives usually use their

earnings in a way which contributes to the welfare

of their membership. 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 low, which was only recently enacted by the

Congress$ be retained.

We commend the committee for 'its efforts to improve the

tax lav. We have great confidence in the ability,

integrity and wisdom of this Committee. We hope that you

will agree with the positions which we comamend to you as

also being reasonable and fair.
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Statement and Sumary of
Angus McDonald, Director of Research

National Farmers Union

PERAINING TO THE PROISZONS IN THU TAX REFORM ACT. OF 1969 WHICH
RNlATE TO FARM COOpzRhTES. AND in SUPPORT OF 5. 500 WHICH

WOULD IMT TH AMOUNT O DD1CXTION UNDER OUR TX LYW
ATTRIBUTABI TO FARMINO USED TO OMST NON-.FARM IWONS

Presented to the
Senate Fnance Comittee

September 22, 1969

NATIONAL FARMERS UNION . SUITE 1200-1012 14ok STREET, N.W., WASHINGTON, D.C. 20005 PHONE 621-9174
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1. National Farmers Union is unequivocably opposed to the
punitive, non-revenue 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.

2. The National farmers Union supports a. 5oo, 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.

3. 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 be forced out
of existence.

4. 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-
ise cooperatives regardless of the wishes of a majority
of their members and would entail additional bookkeeping.

5. The provision requiring all redemption of paper within
15 years would affect adversely the capital needs and
credit of cooperatives.

6. The suggestions made in regard to farm-loss abuses are
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.

7. The Metcalf bill would, on the contrary, bring in addi-
tional revenue and would effectively close the loophole
during the year when tax-dodging was resorted to. It
would not foreclose taxpayers using the accrual method
which is required of other businesses. It would, con-
trary to the House and Administration recommendations,
protect the farmer in regard to losses incurred because
of drouth, flood and In regard to certain other deductions.
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Statement of
Angus McDonalds. Director of Research

National Farmers Union
PERTAINING TO THE PROVISIONS IN TUB TAX REFORM ACT OF 1969 WHICH

RELATE TO FARM COOPERATIVES, AND IN SUPPORT OF S. 500 WHICH
WOULD LIMIT THE AMOUNT OF DEDUCTIONS UNDER OUR TAX LAWS

ATTRIBUTABLE TO FARMING USED TO OFFSET NON-FARM INCOME
Presented to the

Senate Finance Committee
September 22. 1969

Mr. Chairman and Members of the 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 5. 500, introduced by Senator Lee Metcalf
and sponsored by twenty other Senators. Our comment on all legis-
lation reflect our concern over the decline of farm income due to
inflation, to lack of bargaining power, to discrimination against,
cooperatives and against farmers.

Historically the farmer has always been a second class
citizen. His income has consistently been much lower than those
of persons 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 S. 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 my
petition Congress to enact laws which introduce some kind of
rationale into the marketing of his commodities. Me may ask that
certain devices be instituted which will shore up prices which
often fall below cost of production. The other action available
to the farmer is to pool his bargaining power by mefns of coopera-
tives. The history of the farmers effort to build a oountorvail-
ing power to offset the gigantic power of corporations is long
and tortuous.' He has been persecuted: he hais been discriminated
against, and he has even been charged with criminal activities
when he and his neighbors pooled their economic resources.

Congress has recognixsd the farmer's right to organize
cooperatives. Beginning with the year 1899 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 bargain, but they also attempted to clarify the relationship of,
cooperatives to the antitrust laws. Mere is a partial list of laws
which set forth the policy of the Congress. They repeatedly stated
that cooperatives War* good, were legal, and should be encouraged
fostered and preserved by our Governmants

(1) War Revenue Act of 1698 (30 Stat. 448, 461)

(2) Corporation Tax Statute of 1909 (36 Stat. 11, 113)

(3) War Finance Corporation Act of 1918 (42 tat. 181# 182)

(4) Federal Reserve Act Amendment 1923 (42 Stat. 1479. 1480,
12 U.S.C.A. 351)

(5) Federal Intermediate Credit Banks Act of 1923 (42 Stat. 1454,
12 U.B.C.A. 1021)

(6) Agricultural Marketing Act of 1929 (46 Stat. 11, 12 U.S.C.A.
1141)

(7) farm Credit Act of 1933 (48 Stat. ,257 261, 12 U.B.C.A. 1134,
1134f)
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Were it what OVeess aid in the Ae9#6cltural COodIty
Act of 19291

"It is hereby declared to be the policy of Coagtess to
promote the effective merchandising of agricultural comodi-
ties.o.o...

"(3) y encouraging the organization of producers into
effective associations or corporations under their own con-
trol for greater unity of effort in marketing and by pro-
moting the establishment and financLg of a farm marketing
system of producer-owned and producer-controlled cooperative
associations and other agencies."

Congress not only stated very clearly its policy in regard
to cooperatives, but set up institutions for the specific purpose;
of assisting cooperatives. In the Federal Farm Board Act and in
the Farm Credit Act of 1933# it sot up organization* 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
Frm Credit Act set forth certain rigid rules in regard to coopera-
tives as follows$

"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 also means any association
in which farmers act together in purchasing. testing; grading,
processing, distributing, and/or furnishing farm supplies
and/or farm business services i WIVW3D, MOWVB, That such
associations are operated for the mutual benefit of the members
thereof as such producers or purchasers and conform to one or
both of the following requirementas

"First. That no member 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.

"Aid in any case to the followings

"Third. That the association shall not deal in farm.

-3..
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products, farm supplies, and farm business services with
or for nonsembers 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
member and nonmember business transacted 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 business.

It should be made clear that all patronage refunds under
our tax laws, in whatever form, must be reported to the Treasury
as 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 unwarranted.

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 provisions
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 do not think that the importance of these damaging
recommendations 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, or at

-4-W
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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 asset 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 Farm Credit Administration and the Rural Electrification
Administration, 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 example is given:
Assuming that the expenses of raising a herd of cattle are $200,000,
it is obvious that the taxpayer in the top tax bracket will incur
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 economically is merely a break-even.

S. 500 would go far in eliminating 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 Loss 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 Excess Deductions Account.

The recommendations of the Administrtion 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 exceeded $15,000. Originally the Treasury's
suggestion was that this latest figure be $5,000. It appears that
the alternative to S. 500 in some respects has gone from bad to
worse.

-6-
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Another provision in the souse bill i 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 note for tax purposes, include in the #15,000 ceiling
deductions attributable to taxes, interest, the abandonment or
theft of farm property, losses of farm property aising from fire,
storm or other casualties, losses or expenses attributable to
drought, and losses from sales, exchanges and involuntary, conver-
sions of farm property.

-7-,
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EHIBIT "A"

The following statistics lead us to believe that wealthy
individuals have been using farm investments to escape payment of
taxes

ALL 1965 INCOME TAX RfTURNS OF INDIVIDUALS
RELATING TO FARMING BY ADJUSTED GROSS INCOME CLASSES

not LOss

Amount
Number of (Thousand
Returns Dollars)

Amount
Number. of (Thousand
Returns Dollars)

Taxable Returns, Totals 1,151,882 $3,951,260
Under $1,000 ..........
$1,000 under $2#000...
$2,000 under $3,000...
$3,000 under $4,000...
$4,000 under $5,000...
$5,000 under $6,000...
$6,000 under $7,000...
$7,000 under $8,000...
$8,000 under $9,000...
$9,000 under $10,000..

$10,000 under $15,000..
$15,000 under $20,000..
$20,000 under $50,000..
$50,000 under 100,000..

$100,000 under 500,000..
$500,000 under 1,000,000
$1,000,000 or more

6,546
65.519

107,019
139,737
140.030
132.512
114.602
96,434
72,525
57,875

132,109
42,160
38,752
4,974
1,040

32
16

SOURCE: Statistics of Income. 1965.

$ 4,338
69113

168,442
259,685
314,961
345,937
334.594
293,086
267.080
242,904
724,204
347,490
471,138
82,700
23,464

518
1,606

Individual

661,860

16,603
35,891
64,020
80,522
83,450
80,887
68,302
47,547
39,555
79,564
23,843
30,380
7,424
2.874

170
103

Income Tax

$1,001,106
$ -

13,739
32,770
63,354
92,672
84,166
85,396
64, 550
50,125
50,706

123,177
60.292

133,187
76.852
54.872
6,625
7,630

Returns,
U. S. Treasury Department, Internal Revenue Service.

ACTIVE 1OORATION INCOME TAX RETURNS
July 1965 " June 1966

No. of Returns with and without net income ............ 18,526.
With Net Income ........ ............. .... 10387
Without Net Income... 8139
Form 1120-8 ....... .............................. 4,862
Without Net Income (Form 1120-S) ........ . 2330

SOURCE: Book of Statistics of Income. U. S. Treasury Department
Internal Revenue Service
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EXHIBIT 1,, of

ALL 1966 INCOME TAX RETURNS RELATING TO PARKING
BY ADJUSTED GROSS INCOME CLASSES

. et Profit

Number of
Returns

Taxable returns, totals 1,280,274
under $1,000 0.......

under
under
under
under
under
under
under
under
under
under
under
under
under
under
under
under

$1,000
$2,000
$3,000
$4,000
$5,000
$6,000
$7,000
$8,000
$9.000

$10,000
$15,000
$20,000
$50,000

$100,000
$200,000
$500,000

$2,000...
$3,000...
$4,000...
$5,000...
$6*000...
$7,000...
$8,000...
$9,000...
10,000...
15,000...
20,000...
50,000...
100,000..
200,000..
500.000..
1,000,000..

7,357
62,996

101,077
142,674
140,953
128,965
124,300
110,725
88,926
78,989

180,645
56,150
49,658

5,622
986
209

27

$1,000,000 or more ....... , 15

Amount
(Thousand
Dollars)

$4,816,041
$ 5,368
63,922
156,069
265,644
324,578
340,690
362,437
358,421
338,673
353,168

1,007,111
495,227
626,647
92,412
19,833
5,049

620
172

Net Loss .,
Amount

Number of (Thousand
Returns Dollars)
674,220 $1,023,640

13846 " 8,800
32,625 36,417
54,468 46,642
69,685 74,080
78,951 73,197
76,057 81,706
70,246 78,998
57,179 65,461
42,090 50s269

100,209 137,525
30,520 73,530
35,621 150,365
8,580 73o457
2,357 36,663

895 24,507
201 7,816
88 3,563

SOURCE: Book of Statistics of Income, U. S. Treasury, Department of
Internal Revenue Service
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Ti APvAMMAG 91t CA ToEMuTIo*

Economic Situations

Gain from sale of breeding cows classified
as section 1231 property................ 40#000

Ordinary income frmm .ale of feed and gain
from sale of calves and .teers..0.... .. • 70#000

Groan Profit. 0 6 0.0... . . . i 110 000
Less: ordinary '*peses' includingdeprciaton ' " "100 0000

economic net Income ................... $ 10.000

Tax Situations

Ordinary income from sale of feed and gain
from sale of calves and steers.. .... $ 70,000

Loss t Ordinary expenses including
depreciation. " . . 100.000

Ordinary loss............ e....... ... (30.000)

Section 1231 gain ... 0000000000*0*0000060 40,000.
Least Long-term capital gain deduction... 20.000

Taxable portion of capital gain. ....o.•• 20*000
Not Loss for Tax Pulpo oo. . ,, . (10.000)

*Sources Prentice-Hall, Inc., "Tax Ideas"- July 3. 1968
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STATEMENT BY ROBERT M. FREDERICK* LEGISLATIVE REPRESENTATIVES
OF THE NATIONAL GRANGB, BEFORE THE COMMITTEE ON'
FINANCE UNITED STATES SENATE September 22, 1969

Re:H.. 3i0."Tax Refom Actvo 1969",

SIS(RY SHBET

I. Tax-loss Famine

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 non-farm income.

To do this, H.R. 15270 requires the taxpayer to maintain an excess

deductions account to record his farm losses., In the case of individual

farm losses would be added to the excess deductions account only, if

the taxpayer had income from nonfarm sources of more than $50,000 for

the year, and only to the extent .that the farm loss. for the year

exceeded $25,000.

In our judgment, the E.D.A. account approach does not strike at

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

so, it includes the "tax-loss". tax-dodging farmer. In referring to the

latter, we use the word "farmer" rather loosely.

It is our firm belief that the provisions of the Amendment No.

139 introduced by Senator Metcalf on August 13, 1969 will correct the,

abuse of the liberal tax rules provided in the Internel Revenue Code,

for the use of bona fide farmers. Therefore, we'respectfully urge

C that Amendment No. 139 be inserted in H.R. 13270in place of part of

Subtitle B-Parm Loss, etc., starting at line 10, page 139 of the bill

and striking all that follows through line 6 on page 152. .1

In our judgment, this method will be more inline with true

tax reforms in providing more revenue for the Federal Treasury, a.
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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 D.D.A. and other farm tax

proposals of the House bill will only apply to an additional 3000

persons and bring into the Federal Treasury an additional $25 million

by the year 1979, such increase to come from correction in the tax.

loss farmingdepreciation recapture, holding period for livestock,..

and- a negligible amount from hobby-farm losses.

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 $20S million per year as soon as the

bill became effective. In our opinion, this is true tax reform,

because it increases Federal revenue at the same time it shifts the /"

tax 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 will affect only non-farmers with

large amounts of nonfarm income who invest in farming to obtain tax

losses.

Senator Mletcalf has explained that he considered the E.D.A. ,

approach when he first began to look-into ways to correct the tax-

dodging farm problem. In remarks before the Senate August 13, he said:

"After a great deal of technical discussion with experts,

I was convinced that the most effective way to get at this problem

without hurting the legitimate farmer would be to take the loss

limitation approach. Under this method, a dollar limit would be

placed 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 oust be

given an even break with others engaged in agriculture for profit.

It is our opinion that Amendment 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 livelihood.

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 If.R. 13270, 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. Hobb 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 limitation

approach would include the hobby loss farmer and would limit 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 amendment

'introduced by Senator Metcalf. In the opinion of the author and the

Grange, this is not the case.
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Summary Sheet -4-

III. HOding Period foi Livestock

In H.R. 13270, livestock for daity, draft 9V breeding purposes

are discriminated against in only this one!jor provision. It

requires that such animals Oe held for at least 365. days after such

animals would have first been used for such purpose. There is no

similar provision for other personal property, such as machinery.

Basically the requirement ts that the item not be held for customers

in the ordinary course of business.

We do not believe that the tax rules should be made more strin-

gent against the farm industry at a time when it is undergoing severe

economic problems. We therefore believe that the same rules regard-.

ing holding period for capital gains should apply to livestock,

This can be accomplished by striking the following in lines 7

and 8 on 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."

We realize that one of the problems of our proposal would be one

of intent. However,,we believe our, proposal fully meets the necessary

requirements in this respect. In, essence, under our proposal, until

an animal became a draft, 4airy or breeding animal,' it would not

qualify for long-torm capital gains treatment. Once it had reached,

such status (draft,,dairy or breeding) it would clearly show that

this was the intent of its owner and that he was not primarily holding

it for sale to customers in the ordinary course of business.*

IV. Cooperative Tax Revisions,

The National Grange was shocked to learn of the proposed changes

in co-op tax treatment contained in H.R. 13270 as passed by the

U.S. House of Representatives and now pending in the tax reform

legislation before this Committee. Quite frankly, we do not see that
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Summary Sheet -S.

co-op tax treatment has any ,connection whatsoever -to "tax rWforW",

the announced reason for holding ,those very hearings,,.

In our opinion "tax reform" should' eet the. following tests: .

i(),increase revenue to the FederalTreasury;, (2). expedite the

collection of the tax; and (3) shift the tax burden ,to those who are

not carrying their share of the tax burden-from 'those.who are present-.

ly paying more than their proportionate share. The Cooperative tax

treatment in-H.R. 13270 meets none of these tests.

We followed each press release of the House Ways and Means,

Committee, 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, neither we,nor any other

farm organization waspermitted the privilege of open debate on

such an importantmatter, toagriculture as -the tax, treatment of,...

farm co-ops, -that was accorded'the satioco-op lobbyists who were

permitted'to have the subject introduced during the closing.days of

the executive hearings of the House Ways and Means Committee.

Our last ditch efforts in the Ways and Means Committee were

successful only in extending the time in which snallbc-opswill be

permitted to live and serve agriculture and rural: America. Such

hasty action on a subject of vital concern to the'ifeblood of all,.I

small co-ops can have a devastating" effect and completely ipe, out

many such co-op-marketing organizations,. In attacking the- giants",

the"Davids"will also be slain, quite contrary to the Biblical story.

We would all agreeit is' desirable that, the farm: receive as,

big a cash refund ras,"possible, as'. quickly as> it can b pa&tdf' This

already is being done. Parmers, through an elected board of, directors,

decide each year what amounts they can take in cash and what amounts

they must defer in order to provide capital for the cooperative. ,
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Summary Sheet -6-

But the proposed new regulations would, take that decision away

from the farmer and instead write a 15-year limit into law., This would

put a "due date" on the farmer's investment in the co-ops and change

the nature of that investment from "equity", to "debt capital". This

could completely disrupt the capital structure of the cooperative and.

impair its ability to borrow money.,

The IS-year payout provision is one of the least-understood yet

potentially the most damaging of the new rules being proposed for

cooperatives.

Secretary of Agriculture, Clifford Hardin,, inaddressing, the

annual meeting of the American Institute of Cooperation, .in Urbanap,

Illinois on August 4, 1969, stated:

"Cooperatives are a positive and: dynamic force .in rural

development. They have proved.,themselves an effectiveinstrument

in helping farm families make more.effectivq use of their

agricultural resources., Many cooperatives are also providing

the original impetus for new community enterprises. In some

communities the cooperative. is the area's biggest industry.

- "But cooperatives can, and must, do more, not only,to increast

job opportunities and income, but to be a positive force in helping!

local communities initiate and carry out new, development projects.'

We suggest to this 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. .

Official figures buttress our case. They show, for example --

* That the income of farm. families is about 7S percent as

'much as-that of nonfarm families.

. That prices paid by, farmers increased 28 percent, from ,197-

S9 to mid-1969, compared with a 17 percent rise in the overall
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Summary Sheet -7-

consumerprice index and a 24 percent increase.in retail food

prices.

. That food prices have risen only two-thirds as much as

those of all other consumer goods in the past 10 years.

. Agricultural output-per man-hour increased 82 percent

between 1957-59 and 1968.

, One farm worker in 1967 supplied the needs of 43 people

compared with 23 in 1957-59.

. Farmers in recent years have increased their productivity b

5.3 percent, rate twice that of industry.

To date we, as producers of this abundance of food and fibers

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 relationship to other segments of our society --

and now this avenue of economic improvement is being threatened by

so-called "Co-op Tax reforms". 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

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

lengthy hearings and debate.. Here you are confronted with what has

been called the most sweep-ing tax reform measure in history. And

among the many sections is a measure Which has nothing to do with tax

reform; which would not yield any additional tax revenue nor any

additional tax benefit; but which could greatly restrict the growth

", of farmer, cooperatives. **
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Summary, Sheet -8.

We see no justification for new laws governing cooperative,

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.,.

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 problem

of the tax treatment of property passing at death. 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'

clooey-held business.

As we indicated earlier, long overdue legislation has been

introduced in both Houses to correct this tax inequity, in the House

by Congressman Price and-in the Senate by Senator Dole.

The present inherii:ance taX laws were enacted in the emotion-

laden depression years when, men were selling apples in the streets

at a time when a few heirs and heiresses cano into their inheritances ,"

which they proceeded to flaunt with worldwide publicity. -Thus, the

legislation was to prevent this from happening'in the future,.''
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ut the result has, been that theextremely wealthy have developed

means of escaping the full impact of the law while the closely-held
.business and, the family farm, the back one of-thecmiddleclass, bears

the brunt. . .

There distj, ict aira, of discriminatIon in tho valuation, of

an estate that is comprised of a business or a farm and one that is,

comprised of publicly traded stocks.and securities, the Texas Con-

gressman maintains. While in an estate consisting of stocks, the

earning power of the, shares are, the basip for valuation," on.ous ness

enterprises or farms, the ,value ,,is, placed on the presumed market value-

of the property.with no attention given to whether or not speculation

has substantially and unrealistically inflated the going price.,

We-therefore respectfully request that this Committee include

in the Tax Reform Act of 1969g the provisions of Congressman Price

and Senator Dole. The American family-held form needs this tax

relief if we are to maintain the family farm structure in American

Agriculture and, ild, not obstruct, young farmers continuing in'

agriculture.

VI. Conclusions and Recommendations

The tax structure should be so constituted as to fall as equally

as possible, on all, individuals and all segments of the economy accord-

ing to the income and resources of each. Accordingly,' no individual

or industry should enjoy unduly favorable or unreasonable advantages,
nor should any Industr.or individual be penalized by unfair tax
no - "tr ad ,.",",,: . .

lvies: or regulat ions.

It is generally recognized that deficit financing is a.prTe ',

cause of inflation at the Federal level and jeoparidzes the ability %

of state and local' governments t meet the needs of their areas in

r . , ; f x• , , . 0
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the future. We, therefore, reaffirm our position favoring a balanced

Federal budget at the earliest possible time.

We urge the Congress to review'the budget with the purpose of

reducing the budget deficit by eliminating or modifying programs not

absolutely essential to the economy and immediate welfare of the

nation. If budget reductions thus effected are not'sufficient to

relieve the inflationary pressures now 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 avoid wage and

price controls which are not consistent with our 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, educational,

fraternal or eleemosynary institutions 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 may'bejustified by reasons of reduction in

expenditures, the means employed in achieving such reductions should

include: (a) elimination of the recently-enacted income surtax; and

(b) a substantial increase in the personal'exemption of individual

taxpayers for themselves and their dependents. The present exemptions
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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 innent until proven guilty; however, in cases involving the In-

ternal Revenue Service, a person is- in effect, guilty until proven

innocent. Therefore, the Grange favors legislation which would place

the burden of proof on the Internal Revenue Service whenever that

agency 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 St 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.
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Mr. Chairman and Aembers of the Committee:

I am Robert A. Frederick, Legislative Representative of the

National Grange, with offices at 1o16 H Street,, N. W., Washington,'

D. C. The National Grange is 'a farm and rural-urban community and

family organization, representing 7,000 community Granges'located

in rural America. Our-membershlp lives in rural-urban areas in 40

of the SO States and has a vital interest' in the legislation being

considered by this Committee' Our interest in tax legislation has

continued over a period of 102 years.

In general sense, we support H.R. 13270, a bill to reform the
income 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. We would like

to take the time allotted us to discuss with the Committee the

changes which the Grange believes should be made,4c

The most glaring differences between the position of the Grange

and H.R. 13270 are in the following areas:. (1)tax-loss farming;

(2) hobby losses;'(3) holding period for livestock; and (4) coopera-,

tives' tax treatment. .. "'

In addition to these areas, there exists inpresent tax law

an inequity in the Federal inheritance tax apparently not dealt with

in H.R. 13270.' We believe a corrective provision should be included

in any tax reform bill. Corrective legislation has'been introduced

by Senator Robert Dole of Kansas and Representative Robert Price of

Texas. ' .

With the Committee's permission, we would'like to discuss briefly,

each of these areas, and in some instances to point-out what we think

are better alternatives to the provisions of H.R,-i3270. .
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Taking up in order the areas which we have enumerated, let me

comment first 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 arming have used farm

losses to obtain a deduction in their high-bracket nonfarm income.

To do this, I.R. 13270 attempts to provide that a gain on the

sale of farm property is to be treated as ordinary income, rather

than capital gains, to the extent of the taxpayer's previous farm

losses,

The taxpayer would have to maintain an excess deductions account

to record his farm losses. In the case of individuals, farm losses

would be added to the excess deductions account only if the taxpayer

had income from nonfara sources of more than $S0,000 for the year, and

only to the extent that the farm loss for the year exceeded $2S,000.

In our judgment, the E.D.A. account approach does not strike at

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

so, it includes the "tax-loss" tax-dodging farmer. In referring to th

latter, we use the word 'farmer" rather loosely.

It is our firm belief that the provisions of the Amendment No.

139 introduced by Senator Metcalf on August 13,1969 will correct the

abuse of the liberal tax rules provided in the Internal Revenue Code

for the use of bona fide farmers. Therefore, we respectfully urge

that Amendment No. 139 be inserted'in HOR.,13270 in place of part of

Subtitle B - Farm Losses, etc., starting at line 10, page 139 of the

bill and striking all that follows through line 6 on page 1$2.

324



-3-

In effect, wnat we are suggesting is the adoption of Amendment

No. 139 11 place of the [louse bills U.D.A. approach to solving tax,

loss farming.

In our judgment, this method will be more in line with true tax

reforms in providing Moro revenue for the Federal Treasury, a shift-

Ing of the tax burden and expediting the closing of tax loopholes

that allow revenue losses.

It is our understanding that the E.D.A. and* other farm tax

proposals of the house bill will only apply to an additional 3000

persons and bring into the Federal Treasury an additional $2S million

by the year 1979, such increase to come from correction in the tax,

loss farmingdepreciation recapture, hole'ing period for livestock and

a negligible amount from hobby-fam losses.

The amendment proposed by Senator Metcalf, Amendment No. 139,

would apply to 14,000 taxpayers, thereby shifting the tax burden and

would bring iii an additional 20S million per year as soon as the bill

became effective. In our opinion, this is true tax reform, because it

increases Federal revenue at the sane time it shifts the tax 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 will affect only non-farmers with

large amounts of nonfarm income who invest in farming to obtain tax

losses.

There are numerous safeguards in the amendment to protect the

"family farmer who depends upon his farm to produce a living for his

Senator Metcalf has explained that he considered the E.D.A.

approach when he first began to loo; into ways to correct the tax-

dodging farm problem. In remarks before the Senate August 13, he said
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"After a great deal of technical discussion with experts, I

was convinced that the most effective way to get at this problem

without hurting the legitimate farmer wnuld be to take the loss lI-

tation approach. Under this method, a dollar limit would be placed on

the amount of artificially created farm losses thatcould be used as

an offset against nonfarm income in any given year,,"

Amendment No. 139, as introduced by Senator Metcalf, is identi-

cal to S. 500, tne legislation introduced by Senator Metcalf and 26

other Senators and endorsed by all major faro organizations and many

of the comodity groups, plus many other'trade associations.

The family farm structure in American agriculture must be given

an even break with others engaged in'agriculture for profit. It is

our opinion that Amendment 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 livelihood.

It is the opinion of the National Grange that the provisions of,

Amendment No. 139 meet the needs of the American farmer far ,better thu

the first part of SubtitleB of H.R. 13270, thereby making any further

changes in the Internal Revenue Code pertaining to agriculture unneces-

sary.

This correctiveamendment 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 setoff.against their non-farm income.

There is an important exception-to the dollar limitation in the

amendment introduced by Senator Metcalf. This amendment in no event

prevents the deduction of farm losses to the extent-they, relate to.,
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taxes, interest, casualty losses, lossesfran drought, and lasses

from the solo of farm property. An exception is made for those do*

ductions. In general they are deductions which would be allowed

to anyoneholding property without regard to whether it was being

used in farming or because they represent deductions which are clearly)

beyond the control of the farmer, such as losses from casualty

and drought.
Under provisions of the amendment, if the total of these deduc-,

tions is higher than fifteen thousand dollars, then the higher figure

may be used without any reduction because of nonfarm income above

fifteen thousand dollars. In other words, the fifteen thousand dollar

limitation is directed, solely'at the type of deductions that-areS

artificially created through the abuse of the special accounting

rules designed for ordinary farmers.

We are confident that the suggested amendment will not have

a detrimental effct on legitimate farmers or non-falners who-invest

in farming to earnsfarm profits. The amendment is unique, in that"

it is pointed directly at the abuse of the liberal tax accounting

rules of the Internal Revenue Code, provided by Congress for ordinary

farmers or those interests outside of agriculture that make invest-

ments in' farming for a profit.

The amendment also provides for the large commercial farming

interests in cattle, citrus and other farm specialty crops to be

. exempt from the provisions of the Act if they 'follow standard accrua

accounting methods. Surely, such' large privately-owned 8ricultural'

interests or investors in agriculiuie that use i'either grove manage-

sent firms or cattle management,,firms have available to them the
accounting expertise to follow such accounting methods.

' "2°7.
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The National Grange would be the last organization to support

legislation to prohibit persons outside of agriculture frong entering

agriculture as full-time farmers or as investors supplying capital for

those already engaged in agricultural production. We have insisted,

however, and will continue to Insist, that the rules for playing the

game be the same. The adoption of Amendment No. 139 will equalize the

rules and make farming a fair game for all interested in agriculture

for profit.

Invasion by Conglomerates

We realize that.the elimination of tax loopholes in the Internal

Revenue Code as it applies to individuals and corporations investing or

engaged in agriculture will not stop the conglomerate corporation in-

vasion. It will, however, eliminate the financing of such mergers and

take-overs by some taxpayers through the use of "tax shelter" windfalls

The real control over conglotierate corporate invasion can be done

by tightening of the anti-trust laws, which we realize does not come

under the jurisdiction-of this Comlvittee. However, we feel that this

intrusion into agriculture is part of the same kind of problem which

the Committee is considering today and perhaps is a far Ireater danger

to the family farm structure of American agriculture. Curtailing tax

abuse is tue first step, and a necessary step, in controlling conglomer.

ate corporation invasion of agriculture. Ue welcome this and similar

tax legislation to take the "tax profit" out of such acquisitions by

non-farm interests.
:,' " , ,,, ' .. . Benefits from Tax She~tors -

We, as responsible members of the, agricultural society, would be

remiss if we did not consider any possible economicbonefit to

agriculture and rural America of the so-called "tax incentives" provided
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in the Internal Revenue Code.,

Those who are in opposition to plugging the Internal Revenue loop.

holes that permit "tax-loss" forming present the following arguments ii

favor of a continuation of the laissez fair:

1. They are not tax loopholes but are tax incentives to

attract into agriculture outside "risk" money-

2. That outside capital investments in agriculture have

assisted iL improvement in livestock breeds;

3. That farmers have benefited by outside capital in that

they can expand their operations, buy more cattle,

more land, which in turn benefits rural America.

Vie cannot help but agree that outside capital has benefited

certain individuals in agriculture as well as certain specific rural

communities. flowever, we hasten to ask, is it worth the, total cost to

the Federal Treasury of approximately-$20S million in lost revenue?

The total increase in Federal rovenue would be much higher since farm'

operations carried on by corporations usually are not separately re-

ported on the corporation tax return., Consequently, data concerning

the number of corporations and revenue effect witi respect thereto

are not available.

Thousands upon thousands of family farme, the backbone of rural

communities, are adversely affected by 'the activity of a small per-

centage of individuals who are lucky enough to have benefited directly

from outside "risk" capital.

Improvement in livestock breeds has been and continues to be a

major research function of our land grant colleges. These institutions

are supported by public funds and devote time, money ad labor into

herd improvement by breeding as well as scientific feeding. We suggest
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thlat those laboratories of animal research have made major contribution ,

to brood improvement,,foodingimprovemont and similar advancements in

the livestock industry far in excessof contributions made from outside

"risk" capital.

We submit to this Committee that. the interest, of American agricul-

ture anid rural communities will be best served if-the family-farm

structure does not have to compete with a select-few individuals who','

are deriving direct.benefit from the loopholes in the Internal Revenue

Code.

Three categories 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 investor, the financial manager and

tue farmer who manages the livestock or agricultural crops in which

outside risk capital is invested, this at a tremendous loss.to the Fed-

oral Treasury andthe further' economic loss to the family. farm structure.

that is dependent upon profit for its very existence. Gentlemen, can

we affordthis kind of "Cowboy Economics"?

An Unwholesome Trend

The National Grange recognizes theimportance of preserving and

protecting the integrity of the owner-operator-manager farmas 'a

guarantee to the Nation .ofthe efficient and abundant production of,-

high-quality food.and fiber at reasonable prices for the domestic-and-.

world market.

We seek to obtain for American farmers a return for their labor,

management, risk and investment which bears a reasonable relationship

to that received for those same economic factors in any other segment

of our economy, as well as adequate compensation for their contribution

to the general welfare.
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The activities of conglomerate corporations and other non-fram

interests in agriculture arenot consistent withlong-range Grange

objectives and have resulted in commodity market price manipulation.

unrealistically high prices for farm land and increased farm real estat

taxes, (which have made it increasingly difficult to pass farms on to

heirs). The net result has been a loss in rural America of fart

failies. Those farm families are frequently forced to'migrate to

urban centers and into situations fdrvwhich they are ill prepared,
S which further aggravates the explosive problem of our central .cities

and urban areas, including flooding of the labor market with additional

unskilled workers.

If large corporatibos and non-farm interests become predominant

in agriculture, ithe need'for many Main Street businesses, schools,

churches and municipal facilities will be eliminated., It' will destroy,

job opportunities in rural America and wil4 not bo in the best interest

of long-term national objectives.

This impact on'comounity life makes the non-agricultural corpor-

ate farm invasion a human as well as an economic problem. It is 'a

problem that should concern all Americans and demand theirimmediate
i attention. . ... . .

Incidentally, the Grange has aiong'history of interest in thi's

problem. At the 73rd'Annual Session of the National Grangel held in

1939 in Peoria, Illinois, tho Delegate Body adopted'the following

resolution:

"In order to discourage corporation farming and capitalists

acquiring large acreage of farm land, we recomend that'
the 'Fderal income taX be amended to provide that losOss

on agricultural operations can be deducted only from in-'

comes derived from agricultural operations."
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The policy of the National Grange, adopted 30 years ago, was a

lone voice against the inequities contained in the Internal Revenue

Code. The continuing validity of this objective lips been subsequently

recognized by action of the Delegate Body takenin 1963, 1964, 1965

and again in 1967, at the 100th Anniversary of the founding of the

National Grange.

At our 102nd Annual Session held in Peoria, Illinois, in November

1968, as we started our second century of service to rural America,

the Delegate Body. orce more reaffirmed Grange position on this impor-

tant and vital matter of great concern to family farms and rural

communities.

The Taxation and Fiscal Policy Committee that considered tax

revision resolutions made the following staterient:-

"The mounting concern of the family farm operator over

the accelerating acquisition of agricultural lands byindividuals

and organizations for the purpose of building up a loss position

from farming operations conducted on the lands acquired and de-

ducting such losses from income tax liability is indicated by the

fact that resolutions to prevent this practice have been received

at this Annual Session of the National Grange froi eighteen of

the 38 State Granges.

"Farmers and their families engaged in bona fide farming

operations are being forced to leave the farm, as a result of

net income being at a depressed level.

"'Competition of non-farm investors inflating the price of

agricultural'land and using loss on farming operations as a

deduction against non-farm income is'a factor in this lower net

farm income.

"Resolved, that the National 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 dec:ction

or write-off against non-farm income."

Hobby Losses

lie 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 "Ietcalf before the Senate on August 13, 1969

when he introduce his amendment, "...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 II.R. 13270 would dis-

courage hobby farming to a greater extent than the amendment intro-

duced by Senator Iletcalf. 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. lie feel that

the hetcalf amendment does just this.

Iloldin. 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, waile other capital items hird 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 holding period for them, in some cases

to periods in excess of three years, or three tines the general

holding period.
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In H.R. 13270, livestock for dairy, draft or breeding purposes

are discriminated against in only this one major provision. It re-

quires that such animals be held for at least 365 days after such'.

animals would 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.

We do not believe that the tax rules should be made more stringent

against the farm industry at a time when it is undergoing'severe

economic problems. We therefore believe that the same rules regard-

ing holding period for capital gains should apply to livestock.

This can be accomplished by striking the following in lines 7 and

8 en 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 treatment of

livestock in line with the treatment of other property used in a trade

or business.

We realize that one of the problems of our proposal would be

one of intent, however, 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, it

would not qualify for.long-term capital gains treatment. Once it had

reached such status (draft, dairy or breeding) it would clearly show

that this was the intent of its owner and that he was not primarily

holding it for sale to customers in the ordinary course of business.

Cooperative Tax Revisions

The National Grange was shocked to learn of the proposed changes

in co-op tax treatment contained in H.R. 13270 as passed by the U.S.
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House of Representatives and new pending in the tax reform legisla-

tion before this Committee. Quite frankly, we do not see that co-op .

tax treatment has any connection whatsoever to "tax reform", the.

announced reason for holding these very hearin-s.,

In our opinion "tax reform" should meet the 'following tests:

(1) increase revenue to the Federal Treasury; (2) expedite the

collection of the tax; and (3) shift the tax burden to those who are

not carrying their share of the tax burden from those who arepresent-

ly paying more than their proportionate share. The cooperative tax

treatment in H.R. 13270 uteets none of these tests.

We followou each press release of the house Ways and Heans 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, neither we nor any other farm organiza-

tion was peruitte4 the privilege of open debate on such an important

matter to agriculture as the tax treatment of farm co-ops, that was

accorded the anti-co-op lobbyists who were permitted to have the sub-

ject introduced during the closing days of the executive hearings of

the Iouse Ways anu Means Committee.

Our last-ditch efforts in the Ways anu meanss Committee were

successful only in extending the time in which small 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 completely wipeout,'

many such co-op marketing.organizations. In attacking the "qiants",

the )avids" will also be slain, quite contrary to the Biblical story.

In 1962, the same anti-co-op lobby was successful in writing into

the tax code the requirement that the tax must be paid on dividends
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earned by the 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 money to pay the

income tax on the dividend. The remainder could be retained in the

capital structure of the co-op.

The proposal now before you, although it is a compromise; still

means slow death to the small-to-medium farm cooperatives,' especially

those tuaat have been orarized less than S years.

Farmers will lose another measure of the right to say how their

own businesses are to be run unless Sec. 531 is Oeleted from I|.R.13270.

The proposal would dictate the amount of a cooperative's earnings

that must be returned to a farmer in cash each year. It also would

state wjnen the remaining patronage refund certificates must be redeemed.

Refuiads not paid in accordance with the new requirements would be sub-

jected to a current corporate federal income tax.

TLie borrowing rower of farmer-owned businesses will be jeopar-

dized if the proposed restrictions on cooperative financing are allowed

to remain in the Tax Reform Act of 1969.

We would all agree it is desirable that the farmer receive as

big a cash refund as possible, as quickly as it can be paid. This

already is being done. Faraters, through an elected board of directors,

decide each year what amounts they can take in cash and what amounts

they must defer in order to provide capital for the cooperative.

But the proposed new regulations would take that decision away

from the farmer and instead write a IS-year limit into law. This would

put a "due date" on the farer's investment in the co-ops and change

the nature of that investment from "equity" to "eebt capital". This

could completely disrupt the cal~ital 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

potentially the most damaging of tho new rules bein- proposed for

cooperatives.

The co-op tax provisions of II.R. 13270 completely ignore the

role farm cooperatives play in improving the incomes of farmers by

providing t.aem with alternative methods of marketing their crops or

of purchasing farri equipment, machinery anel otsier farm supplies at

reasonable prices.

Also, as pointed out iii the "Summary of H.R. 13270, The Tax

Reform Act of 1969" prepared by the staffs of the Joint Committee on

lInternal Revenue Taxation and the Committee on Finance, "There is no

showing that tnu present balance between farm cooperatives and reaular

businesses should be upset to the detriment of the cooperative

movement."

Tue cooperative movement in the United States has had the en-

couragcment and support of every Administration as far back as Presi-

dent Theodore Roosevelt, who stated:

"W\herever 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 machinery of government for tasks to

wI:ica it is unaccustomed."

President Nixon at the start of his Administration stated:

"Some of the things that will'be done in my Administration to

help farmers include:

"--encouragement of farmers to improve their barenining

positions through their cooperatives,

"--assistance to farm cooperatives, including adequate
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funding of the rural electric and telephone programs...

"--Improvement of credit programs within the Farm Credit

System and the Department of Agriculture to meet the-capital,

requirements of modern agriculture, especially young farm families

trying to get a decent start..."

Secretary of Agriculture, Clifford Hardin, in addressing the

annual meeting of thenAmerican Institute of Cooperation, in Urbana,

Illinois on August 4, 1969, stated:

"Cooperatives are a positive and dynamic force in rural

development. They-have proved themselves an effective instrument

in helping farmufamilies make more effective use of their

agricultural resources. Many cooperatives are also providing

the original impetus for new community enterprises., In some

communities the cooperative is the area's biggest industry.

"But cooperatives can, and must, do more, not only to increast

job opportunities and income, but to be a positive force in helping

local communities initiate and carry out new~development projects.'

We suggest to this 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. 13Z70.

All farm leaders agree that more income for farmers should be the

objective of any national program, taxation or farm policy. Our

ideas on how to achieve this objective may differ us to farm policy,

but not on co-op tax treatment.-

Official figures buttress our case. Theyshow, for example

That the income of farm families is about 7Spercent as

such as that of nonfaro families.

That prices paid by farmers increased. 28 percent from 1957-

59 to aid-1969, compared with a 17 percent rise in the overall
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consumer price index and a 24 percent increase in retail food,.,

prices..

That food prices have risen only two-thirdiLas much as

those of all other consumer goods in the past 10 years.

* Agricultural output per man-hour increased 82 percent

'between 1957-$9 and 1968.

* One farm worker in 1967 supplied the needs of 43 people

compared with 23 in 1957-59.

* Farmers 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 way that farmers can increase their

economic position in relationship to other sePents of our society-

and now this avenue of economic improvements being threatened by

so-called "Co-op Tax reforms". 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

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

lengthy hearings and debate. lare you are confronted with what has'

been called the most sweeping tax reform measure in history. And

among the many sections is a measure which has nothing to do with tax

reform; which would not yield any additional tax revenue nor any

additional tax benefit;.but which could greatly restrict the growth

of farmer cooperatives.
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We see no justification for new laws governing cooperative

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.

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 problem

of the tax treatment of property passing at death. 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.

At the 102nd Annual Convention of the National Grange,'held in

Peoria, Illinois, on November 11, 1968, the Delegate Body adopted

the following resolution:

"Federal Estate 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

340



-19-

purposes results in a burdensome levy upon those who wish to remain

in farming; and

"WHEREAS, 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 farms in an area, it is a futuristic

value concept which adversely affects the continuation of farming in

areas of prime agricultural land and needed open spaces; therefore,

be it

"RESOLVED, that we recommend that appraisals of farm real es-

tate made for inheritance and.estate tax purposes be made on the

basis of agricultural use value."

Under present inheritance, or death tax laws, when the principal

owner of a family, or closely-held, business approaches the end of

his life span, a crisis results. Knowing on his death the business

will be forced to pay an inheritance tax far In excess of any ex-

isting cash position, and often not even in line with Its earning

record, the usual procedure is to.seek a merger to avoid liquidation.

The family head of a family-owned farming operation faces the

same situation, inasmuch as today's inflated land and property values

are not at all in line with the profitability of t4o enterprise,

whether it be an independent business firm, or a farming operation.

As we indicated earlier, long overdue legislation has been

introduced in both Houses to correct this tax inequity, in the House

by Congressman Price and in the Senate by Senator Dole.

The Greeks did have a word-for it -- Harpyiai -- which trans-

lates to "snatchers". The Greek word, subsequently anglicized to

Harpies is apparently, in the opinion of many Americans, synonomous ,

with the inheritance tax collector.
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While we may not go that far, e do agree with Congressman Price

of Texas' legislation to drive the Harpies away by ending what hasL

been a major cause of mergers, as well as the liquidation of.the

fauily-held farm.

The bills by Congressman Price and Senator Dole would permit the

value of an estate for inheritance tax purposes to be set, at-the

option of the executor, either ,on thebasis of the deceased's costs,,

or on the basis of the profit of the enterprise as revealed by income

tax returns."~

;-'Congressman Price cites the hypothetical example of,a family-

owned cattle ranch that under the present system of appraising at-

today's inflated values would be assessed at $300,000 leaving the,

inheriting son liable for'$l10,500 in taxes, according to'his compu,

7 Using this hypothetical example,.to further illustrate,.the Texas

legislator says the actual profit being realizedis. only $7,500....

Thus, using +i reasonable factor for determining value, the estate

should only be valued at $105,000 which would result in a-death tax

liability of $22,500.

On top of she Federal death tax, most states also assess a

similar tax, but usually-the states will follow the Federal pattern.,-

Operation of the inheritance tax has and continues to create.

many problems which are probably more middle-class 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 present inheritance tax laws were enacted in -tho.emotion-

laden depression years when men were selling apples in the +streets.

at a time when a few heirs and heiresses came into their inheritances.

which they proceeded to flaunt with worldwide publicity. Thus, the
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legislation was to prevent this, from happening in the future.

But the result has been., that the extremely wealthy have developed,

means of escaping the full impact of the law wbile the;closely-held

business and the fairly farm, the backbone of the middle-class.,bears

the brunt. b.

Perhaps the comparison between this situationwand Greek mythology

is even more pert nent. Jn early ancient mythology Harpies were con-

* sidered somewhat semibeneficial but in the later era of the Argonautic.

sagas Harpies had degenerated into, foul and loathsome creatures. The-

inheritancetax appears to have followed the same course. ,

Whether or not Congressman Price and Senator Dole will be able to

emulate Calais and Zetes who drove off the Harpies, remains.to be

seen..Not only must they -secure support from fellow legislators,

but they must also educatethe less knowledgeable that the inheri-

tance taxes are no longer a "soak the rich" device, but a powerful,

destructive force of the middle-class backbone.'

There is adistinct area of discrimination in the valuation of

an estate that is comprised of a business or a farm and one that is-

comprised of publicly traded stocks and securities,-the Texas Con-.

gressman maintains. While in an estate consisting of. stocks, the

earning power of the shares are the basis for valuation, on business

enterprises or farms the value is placed on the presumed market value-

of the property with no attention r given to whether or'.not,'speculation

has substantially and unrealistically inflated thegoipg price.

We therefore respectfully request that this Committee include

in the Tax Reform Act of 1969,the provisions of Congressman Price.,

and Senator Dole. The American family-held farm needs:,this tax

relief if we are to maintain the family farm structure in.American

--- ''Agriculture and aid, not obstruct ,.young farmers continuing in agrc ur.
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Conclusions-and Recommendations

It is the opinion of the National Grange that tax reform should

be affected, but only inaccordance with certain economic principles,

Recognizing that the economic'policy of the Federal Government has

a direct and important impact on the economy of the nation and affects

all citizens,.it is essential that these policies be sound and in

keeping with the obligations of the various units of government and

the services rendered by the respective units of government.

The tax structure should be so constituted as to fall as equally'

as possible on all individuals and all segments of the economy accord-

ing to the income and resources of each. Accordingly, no individual

or industry should enjoy unduly favorable or unreasonable advantages

nor should any industry or individual be penalized by unfair tax

levies or regulations.

It is generally recognized that deficit financing is a prime

cause of inflation at the Federal level and jeopardizes the ability

of state and local governments to meet the needs of their areas in

the future. We, therefore," reaffirm our position favoring a balanced

Federal budget at the earliest possible time.

We urge the Congress to review the budget with the purpose of

reducing the budget deficit by eliminating or modifying programs not

absolutely essential to the economy and immediate welfare of the

nation. If budget reductions thus affected are not:sufficient to

relieve the inflationary pressures now 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 avoid wage and

price controls which are not consistent with our free enterprise
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system and a growing and expanding economy.

The following tax reforms are recommended by the Grange:

1. We appreciate the steps that have been taken to simplify

the tax report form. Further change'and simplification,

we believe, can have the effect of making reporting easier

for thetaxpayer, and will result in more exact reporting.

An easy-to-understand form will alsobenefit the government

by bringing more accurate reports and thus save on auditing

costs as well as the expense of refunds and billing.'

2. The Grange believes there definitely is merit and justifi-

cation for mineral depletion allowances. however, it is

our opinion that present legislation and regulation in

this-regard should be carefully reviewed.-,

3. 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 mandate that farmers

report to the I.R.S. on an accrual basis.

4. Remove the tax-exempt status for industrial development bonds

issued by state and local governments.

S. No favored property tax treatment for religious, education-

al, fraternal or eleemosynary institutions on their property

held for enterprises conducted primarily for profit in

competition with tax-paying private enterprises.

6. As it becomes apparent that reductions in revenues received

from Federal income taxes may be justified by reasons of

reduction in expenditures, the means 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 in the personal -exeption of individual taxpayers :

for themselves sand.their dependents., The present, exemptions

provide less than half the "buying power" that they did

when they were incorporated-in the.Code.

7. The Grange does not favor sharing Federal income tax with

the states.. It is the ,opinion of.the Grange that there is

little to be gained.by havingthe Federal Governent collect

taxes, for blanket re-distri utionto the state governmtns,

and therefore we roc~nsend the policy of special appropria-

tions by, the Congress to care for any necessary sharing in

state financial difficulties..

We, believe that the present distribution and control of

Federal funds coming into states for specific comity

development or similar, projects should be free of, Federal,

, ;ontrol. 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 allocation of the funds.

Until permanentand equitable "in lieu of tax" legisla- ,

tion is enacted, the Grange recomends that present law

be amended to provide thatstates shall receive a percentage

of gross,.rather than net, income from sales, rentals and

other revenue fro national forest-lands.

8. It is one of the basi;.-precep s of our legal system that'

a person is.innocent until proven guilty; howeveriin cases

* involving te Internal Revenue Service, a person is, in

effect, guilty untiproven innocent.. Therefore,'the Grange

favors legislation which would place the,,burden of proof

on,.the Internal Revenue Service whenever that agency takes
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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. This

has caused then to suffer severe financial hardship through

no fault of their own and is unjust and inconsistent with

the stated principles of our society.

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 then.

The National Grange supported the Immediate passage of the ten-

percent surtax when 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 the 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 also like to go on record at this time

in favor of the 6 months' continuation of the surtax at St 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 sets 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.
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FARM CREDIT ADMINSTATION
WASHINGTON, DC 20570

September l. 19OP

Homorable Russell Do I"
Cirmn, Comittee a F"
Ikited States Sets
VS.-.Alts P. C. 23010

Dar ro. Cairma:

b8 behalf of the 13 beks W CeopetiVeS Sad the FedeMl PrOO C" t
heN., I request the attcbed etatemat be g$ve favorAble cesidero
sties by your Camittee i its dllbosat an H., 13270a the TA
Inform Act of 190.

Our request is only for alauifiti of the tea treatmst of the
13 beks for cooperatives, H believe this could he aeacplished
tberugh thm odditiem at the sentenoes to the reo tht will be
issued by the Cmittee m NIt 15O2.
T e M 141168 o" W W t fw thOt rW is IUIWd Is th

attchod stmet vuder tbe houdim, " ry of oepe .w

1e first se nece is in.tedatery

The secon sdestee is latmded to assre tha the additims to the
bodeobt serve moessm by the bmb -ope-tives be treated II
the me amer s these of Commrial boks wmeer the bob er
cooperatives have repid the lvestnest of the 6e Ine it ad bome
suJect to Federal imom tw.

IU thir nt etme suggeted fm t r woum ir the position
of Comes that a sall pm (wer the is It has v ls thesm
S percent) of gse irnme of the bas b o cooperatives hmuld be
accte A patrose 1em tor iicom tea ~p sos. whih e clearly
the laetof COSps as stte in the leil tiv rpots ad hisowy
whm Public law 42 S m esideed is 1M4.

ve appleciate yoro9 de Is m.
Slmoemly. /

. |,A. j "
Govern

AttacheSt
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FAI CaIOIT ADINlISTTIO STAOMW
submitted to

Senate Comittee on Fiunce
in connection with

Section 441 of Tax eftom Act of 1969
(B.A. 13270, 91st Congress)

September 12, 1969

Suinrr of Popseal,

In view of the specific provision in section 441 of H.R. 13270 as to the
deduction to be allowed coenreial baks generally for Federal Iaome tax
purposes, fo addLtio, made to a bed-debt reserve, and the scope of-the
Tax Beform Act of 1%9 In other respects, the Fae Credit Administration
wSoo that there should also be olerificatien of the Federal inme tax
treatmt of tbe-13 baks for cooperatives which operate under its,
supew.sions

First, to sure that the beaks for cooperatives, each of widch
TEE became subject toFederal inome tax whe it recently -
retired all of its Grvpmemt capital, and whose loans are si-
1r to the loans made by comrcial beaks generally, may be
allowed a deduction for mual additions to a reserve for loses
on loans which dos not exceed that allomble to commercial banks
generally for taxable pear before the tax refom bill become
effective; and

Second, to assure that a. deduction may be alloned for the full
b ot patroup dividends paid by a beak for cooperatives, so

far as concerns eeh amount representing net somins fre buses
dens with or for beowonm from the bak, in accordance with1 he
intention indicated by the congressional mmittees which in 190reammAded eacstment of Public Lao 68-528 to mend the Isn Credit -
Act of 1933.

It is suggested that ack clarification can be accomplished, even without
specific amendment of the bill, by including something like the follai
in the report of the Senato Cmstte on Finance on' e t Refore Act of

The Comittee considered two aspects of the Federal Imcg tex
treatment of the 13 beaks for cooperatives, which operate ier the
Fatm Credit Act of 1933 and the soprvivio of the Fr Credit
Adniastration to ake loans to farmer cooperatives, and is of th
vie that there can be clarification without additional legislation.
Because of the similarity of the loans made by the beak for eweopg-
tiUvs and the loans sade by commercial banks generally, It is ow-
esdered that a benk for cooperatives for the jiuar since it wswtl
become subject to federal icome tea oay end should be allweW an
annual deduction for addition to a bad-debt reserve asto allosble
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for commercial banks generally under Revenue Ruling 65-92 while
that ruling continues applicable. Further, the ComLttee believes
that the relatively ineLpificant portion of patronage dividends
paid by a bank for cooperatives which is from temporary invest-
ments rather than interest collected on loans may and should be
accepted as front business done with or for the farmer cooperatives
that borrow from the bank, in accordance with the intention ere-
toore IndLcated in connection with the enactment of Public Law
8-528 (Sen. Rep. No. 153, H.R. Rep. No. 1368, 88th Cong.,

2d Saes.).

Banks for cooperative

The 13 banks for cooperatives, one in each of the 12 farm credit districts
and a Central Bank in the District of Columbia, were established under the
Farm Credit Act of 1933 to make loans to eligible farmer cooperatLve.asso-
cistions engaged in marketing farm products, purchasing frm supplies, or
renderLg farm business services. The loans are made with funds obtained
by sellog the consolidated debentures of the baks in the public socuri-
ties market. The leading, is on a self-sustuining basis; and Auh bank is
required to operate on a cooperatLve basis tor the benefit of the farmer
cooperatives which borrow from the bank and now o0t its capital stock, and
without profit to anyone else.

lach of thi 13 banks for cooperatives was started with capital stock ownd
by the United States and became subject to federal income tax only after
all of its Goverment capital was retired: 'Two ah year on Juno 30 of
1965, 19", 1967, and 19; and the other five on December 31, 1968. bs
first year for which a benk for cooperatives is subject to Federal income
tax, therefore, is the year after all of its Qovriment capital was retired.

Further information about the banks for cooperatives will be included as
my be helpful in the separate explanation of the two deductions, and the
desired clarification at each, which now follow.

Dad-debt reserve deduction

As developed in more detail later under this heading, the similarity of
loans made by a bank for cooperatives to loans made by a national or other
coercial bak, has been considered to entitle a bank for cooperatives to
the as Fderal income tax treatment as is allowed such other banks, for
amual Additions made to a reserve for losses on loans. The basic statu-
tory provision is section 166 of the nternal Revenue Code which allim
"a dedution for a reasonable addition to a rmry for bed debts" (in 1Leu
of a deduction for debts which become worthless). In 1965, Revenue Ruling
65-92 (0.6. 1965-1, 112) in effect specified the annual deduction which
would be allowed coine rcil beaks for additions to a bed-debt reserve, until
the accmulated reserve equals 2. percent of outstanding loans. Section
441 of U.K. 13270 would cut back the deduction allowed enoarcil banks for
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additions to bad-debt reserve and base it on the ratio of loses to out-
standing loans for the torrent year and the 5 preceding years, However,
whatever provision in this respect is included in the tA reform bill as
finally enacted, it is urged that a bank fot cooperatives should be
allowed a deduction for annual bad-debt reserve additions which does Aot
exceed .that provided in Revenue Ruling 65-92 for commercial banks generally
for the years that ruling is spplicsble.

By Its tems, Revenue Ruling 65-92 is applicable only to "banks", as therein
defined, "a substantial part of the business of which consist* of receiving
deposits and king loans and discounts". Although the banks for coopera-
tives make loans and discounts, their business does not include receiving
deposits. Because of this, Revenue Ruling 65-92, by its terms, is not -
applicable to a bank for cooperatives. Thus for, too, the Interl Rev.
enue Service has not seen fit to broaden Revenue Ruling 65-92 to include
banks for cooperatives; or to apply a similar ruling to them; although .
either course is considered to be within the present statutory authority
of the Internal Revenue Service to.alllo a deduction for a "reonable" ,
bed-debt reserve addition. In any event, as developed in the next three
paragraphs, the loans made by the banks for cooperatives are of the sam
general character as those made by cmsrcial behka, and such similarity
is considered to wrrant a deduction for annual additions to a bad-debt
reserve which does not exceed that allowed ommercial banks generally under
Revnue Ruling 65-92 for the years that ruling is applicable.

Under the Farm Credit Act of 1933, as mended, the banks for cooperatives
are authorised to obtain loan funds by selling their consolidated debentures
in the public securities market (12 U.S.C. 1134m) and to make logo to
cooperative associations as defined in the Agricultural arksting A9t, as
mendd (12 U.S.C. 1134c). The types of loans mds by a bank for coopera-
tives are generally indicated by the following from the Agricultural Mar-
heting Act definition of a farmer cooperative association to hich such
loans may be ade (12 U..C. lllJ):

the torm "cooperative association" meas any association
in which farmers act together in processing, preparing tor
market, handling, and/or marketing the farm products of per-
sons so enaed, ad also means any association t which farmers
act together in purchasing, testing, grading. processing, dis-
tribeting, and/or fersishing f arm supplies and/or fare business
services

A bank for cooperatives makes loans for all of the foregoing purposes.
This includes seasonal leans (usually payable with 12 months) to help
finance inventories of ferm products and supplies for farm productioe,
receivables, and operating expenses. It also includes ter loans (payable
or more than 12 months, but ordinarily not in excess of 20 years) to
help finance construction of physical facilities and purchase of equimsnt
required by the cooperativs to render needed services for their members.
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At June 30, 1969, thu banks for cooperatives vra finaning 2,955 faum
coopratives with total ;eam outstanding of $1.6 billion. The average
amount of loass outstanding tOe borroer at that time 'ma $s,0000,
About 78 percent of the 2,955 account had loan totaling $300,000 and
unde, Hvorwe.r 22 percent ofthe n6er' had 87 percent 'of the loa 
"lme outstanding. Studies by the U. S. DepartUet of -Agriculture have
shoe that the baks for cooperatives provide about 60 percent of the
edit used by famr coo ratives in the United States.

CmMercial MM wake the ame types of loam to both Private a4 compes-
this eope tioms with similar security and repaywent provisions. - over
omawreial beaks, is fiseogs wide diversLty a1 Individuals and
businesses, ovoid the risks of landiugto a single industry. Opportunity
for such loe potolo divereiicatie and risk diminutin is not svil-
able to the baks fo cooperatives.

In the oicmttnsa, it se Urlsd that the Camitte my see fit to indi-
.ate, is Ste report om the tax retor bill or otherwise, that it sees so
objection to a bank for cooperatives being allowed a deductie for annual
additions to a bed-debt reserve which does not exced that provided under
Revenue Ruling 4592 while that ruling is applLeable as to comercial
baks generally, for amy year that a bak for ceopoativa is subject to
federal income tax, T hIs all the more deemed nesseable because overtl
the, total deductins claimed by the 13 banks for coopratives for their
taxable yes thus tar have actually bees only about half of the deduatims
allowable uder the revenue ruling for emueial bks gemlly.
Patronme divided ddetim

In its report an the ta reom bill or othervise, it is urged that the
Cortittas em Finae also express approval or recogmnitimn of the intentie
bretofore idicated by Congms in 1", in connection with the mestNt
of Public Law W6528, a to the deduction to be allaud for patronae lvi-
deads paid to its borrowers by a bank for coopeatives when it baeemN
subject to federal Lmeme tax. The intentSm is that 11 of suck patringe
divideuds should be accepted as from busimsess with or for beer~w from
the bask; and that the relatively Inaipi iLcut amounts, if any, from
teopwary inveetasmt, seed not be distingelsbed in this respect frm the
Interest colleted from berm n their loans. Thi stetm w
epred in reports of the Agriculture On tteaes of Congress wlch is
It" coeidered and rme ded Public l 6-528 inasu as it involved
an aiaent of the Man Credit Act of 1933 to able a bank for coopers-
tives to met certain requirments of the Intornal eveue Cede. To meet
an objctLom that the intts. vea not beetoore betwo thu Qenttes
of Congress which ae juriodlti on tax legislatin, the matter is am
being presented to the Comitteo oe iaosse.,

The Irm Crodit Act of 1933, as mended in 19 5, requires a bank for
coopativeos, at the end of each fiscal year, to pey ptronages dividends
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to the frmer cooperative asociatios that are brower. frmo the bank
(12 U.S.C. 13#), All pstruie dLvids are paid Inthe proportis
that the m "st of interest eased ob the loess 4f each borrot, been
to the total Lterset euad as tt leane of all borows dring the
tiocal year, fre 105 to IOR, the farm Credit ct required suau prati.
ao divifftda to be is surpluS aecuat ellocatious Ow ql w 0 stock, and
tbr we so asukaity to pa ptroap dividendis ' ousey.

i lIM the istotina oeh beak tot pertives wae to mPlto retire.
meat of its ovenrmAt capital within the next several pears after U4k
it Would be subject to Wedeal iLome ta. Xt these would be "eeesary to
set the req ts the Isteanal tavew Cede applicble to say corpe.
ratios oprtiag us a cooperative, basis (sehehpteT atf cheOe It
It 18)14), i the p troma divideads of a taxblo beak for oopentve
wor to quality tat dedusti fe goras Wm in toautiag taoab's
mem. ' 0On st ameq t ir"e sa is that at least 20 pareet of a petra.

age divided be Paid in mse CIS (a C) 0l%) Tai ine'thLo re"Luis,
IPublic Iv W520 approved A"oat 31, 19, added a oese O to the Vem
Credit Act (12 0.3.C. ll3kb), last setae)kAbb isaffect nqubre
a beak torcoworativee to pay partien of its patrooge dividends U
moner (proestly t pero") a Will pesit its table iOO to be'
dotemnmed without iscludiag sek pstresage dt"A&Oeda.

Wbat we eae sa concerned wtit, so t a easopoeas tho pttimne dvidoodo'
of a bask for cooperatives qualiftyg for dedutLio, is the deftiatsiw is
the Interval Aevern. Code to' the efect that the patroauge dividends SNeuld
represost net sarnto from b etess dose with ot for beoeowas from the
bak C 1 (a) (3)). The beksl or GeOpeetivo eis t sell to mUle leqs
to eligible fame cooperative aseocetioss, stlt with toads obtaisod by
periodically selling thei cossolidared deboatsra in the public aswities
arbot, All of the eaLng of a bak f or coOporives mnist of istoneot

collected an lens ms to famer cooperatLves inapt tbAt there a
relatively imalpiLt t esig frm foods h ead w my be inweted
i iatermtboaiug seswrltas or laned to otbr a Credit Sesks
t 1porrl, lyaamak as sac boe k for coopeatives must heep as hea
a s fficietmea t e foeds o tbat it at all tma way be is a pe~ee.
to -mbe loses a required in its distcLet, it is eoMidered that OW
ear ni from the feads e held ar so less from bulews doe with or
for the farer coopertive, asocstLos that borrow frm the beak tha is
the intereat pad by ouch coopetives ou thef lea. Ths is 'pported
at -oly by the term of the IM ammb t to the Fars Credit Aet, but
aso by the followlg from the reports ot the emgeaiosl ciitteses
w ich r mm oded the I amadent (Public Law 88S48) to the fVt
Credit at (Sea. ap. No. 1453t p. 5, 3.. Uep. No. 13", p. 4, 58th cou.,
24 Seas.):S

Another requirement of atb pt t I, it the patrosape a loa.
tioss sod reouds of a bak tor coopertive are to be dedutible
trm its poss imsNO in empetieS table inco, is"that the
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amounts involved shall cw WithIn the definitLoo of a patron-
age dividend as that tors is defined in subebaptor T. One elesmt
of the definition is that soch mounts cam out of earnins from
business donor with or for petsso, Is the case of a bonk for
cooperatives, practically all or at least as such as 95 percent
of its fros incm ame as a result of the loans Mad to the
farmers' cooperative that borrow tran the ba. Thero also my
be a very minor inest of Lncome from Securities in wkich a bank
my invest and fram teaporarly ourplus, funds that it my have
loened to other banks ot the coopoetLve tam credit system.
The letter amts ae relatively Lunpitigcast and the Lto-.
ties is that it sheld not ha mocossary to diatiuguish the from
the interest collected om leans soter as concerns being Aowro
frm business with o for the bortwin cooperatives.

Thus far the lnteuel Reveum Service hes mot sees tit to acknowledge cos-
own=*e in See hLatesties, resbly emly beuvs the 1964 aw t to
the face Credit At se rememaded by the Agriculture Comittees and ma
so thee emeiored by the Comittece ot Cougress wich have JriLdLction
of the tax provisions of the Interul Reveos Code. It 6. to mot this
objectiu as the pert of the lteral Levesue Service that the matter is
fered tor reviw by the Comittee em Finee. Based on suck revLee, it

is hoped that the Comittee em Vinace my see fit to indicate that there
is so ebjetie to givin offeet to fublic Low 8e-5, as to the deduction
tor the ftll munt of petreMge dividede, Is accordance with the Intention
idliated is cosetie with its ensctiut il941 (Sea. p. No, 14$3,
1,. Rtep. Ne. 1364, 65th Ceg.# d Se.). Ovell the monte Lnvolved,
an noted aboe, ra mre moU than 5 pocIst of tras" LomS; and 14 9es of
mt earnin g or patreage dividedmoe, the p involved is eves lees,
it my.
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Statement
of

3. A. Jsenke, Governor, arm Credit Adniastration
subitted to

Seate Comitte on laes
In connection with

Section 531 of Tax Reform Act of 1%9
(1.1. 13270, 91st Compose)Septacher 19, 1909

ts Federal 1sm Credit oard, which sets policy for the Farm Credit
Adinistrationt ed the 13 bats for coopertives consider it to be in the
pubUc Interest that section 331 should be strickn frm the tax reform
bill.

The dditioal requiremets which would be imposed by section 531 of
.L. 1)270, in order to quality patrm dividends of cooperatives senrally

for deduction in computing icom subject to Federal incom tax, would
seriously impair the ability of both the 13 banks for cooperatives end the
farmer cooperatives to which such baeks ke loae to serve frers
effectively.

The resom s for these coaclusique follows

(1) Ue increased money pqment requiremets of section 531 (from
20 to 50 percent with the render to be paid within 15 years) would
present special problem for a bank for coopratives hich alst
operate as provided In the Farm Credit Act of 1933, as mended.

(a) Alternatively, the 30 percent nctsesed 'msey pymnt
requirement of sectie 531 my be net by payment on
outstanding patronage dividends. Imever, the Fen Credit Act
requires that the oldest outatdin p"atroneae divideds be
retired first, ad those ssued by a hok for cooperatiws
so l956 ed before it recently beome subject to Flderal

incom tax betweenn 1965 and 190) at & uder
the maternal evnm Code.

(b) In the emt of a year with net loses, the Farm Credit
Act provides that they shall be absorbed by chaps against
or impairnt of outotading patronage dividends, which lbt
ake the moust pay ble thereon lass then their value wbe
issued. If this possibility vare cosidered to preclude a
bok for cooperative from mti-4 the additional 15-yewr
money paynt reqaommut of section 531, It would n= that
nose of its patrosoa 14.vidends, except those paid in money,
could qualify for deduction.
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(2) A geeral problem for all' cooperatives, including o bank for
cooperatives, under the 15-year uey paymnt requirement of
section 531, Is whether their financial position in the year that
the usoney paymnts are due, will be sach that the pants can be

(3) IMe additional requirements iwposed by section 531 would
seriously impair both the finamais strength ad the debt repaymnt
capacity of tomy farmer-emeu cooperatives which borrow frm abak
for cooperatives and they Also wold seritsly Lopair the capeaty
of a bk for cooperatives to carry'or o*c a lowe to a firmer
ooperative on a seof-swtaain8 basis, particularly term lows.'

therefore, section 531 would greatly haer fam rs' efforts to build
stron cooperative or even maintain esisttng 9rgisations that famers
designed to help tbemeelves solve mony of their an problem, as CMgres
has Ia encouraged them to, do.

Scoe of stattmefI

uasmeha a section 531 of LL 13270, the Tex Psfom Act of 199, w
Impose additional requirements on cooperatives genrally, iftheir patronage
dividends ae to qualify for deduction from g oss ln in coqutiag their
inom that Is subject to Federal incm. tax, it ceoerns beth th 13 bae
for cooperatives, which operate. under the supervision of the Tare Credit
Administration to adfing lows to famor cooperatives, ad the famer coopera-
tives which borrow from the baks for operatives. In the cicmtones,
after noting the additional require t s n section 531, this statomt will
undertake to review tbe saplication of those requi remnto to the books for
cooperatives and to the fare cooperatives Which borrow from the bls~s.
Comment will also be mde relative to the lediag operations of tho bak
for cooperatives. Before doing so, thou, it ma be helpful to have In

lind the present tax state. ol tho banks for copertves.

TM stat of b ks for co rativns

The 13 banks for cooperatives ae established uder the am Credit Act
of 193 to mdi. loes to eligible farmor cooperative associations a
therein anthorlsed; and since 1935, the Act roquires that the bake tbe-
selves also operate on a cooperative basis with d borrowtag cooperatives
Investing Is capital stock and surplus of tb, bam by rettion of patre-
ap dividends and by direct stock purcho,. Suh Investments have been
ued during tb put 14 yems arply to retire Goveremet stock. Rack
bank for cooperatives first becae subject to federal ncome ts hm it
retired all of its Government capital and, for each bk, this was during
the period June 30, 1965, to Decober 31, 1968. 2he bas for cooper -
tives, therefore, ae subject to the Federal incom tax troamtent prov'- 4,
in the Internal Revenue Code for or stations doing business on a coop ra-
tive bois, a ar th farmer cooperatives which borrow frm the banks.
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o"4 by the Reee of Seprs~mt~Wvo. coAl 531-.L Ml. 13270,
a Ust Act, of 190. wield assund the toteguel 5eumSOCods4 to
the fedsrl Istm tastes -of orpmhstioms doles buwlmss as

crative batis. d. their potroms., a "speats pot"oe dividmeds
of-t re o),ffrep a eAt pereier to It@ p ,tme.

Rist Suiutlog la, pattemqodIAdeed (am porw- rtim ) ,At.ch
inst the specific requireate Ol th do terel, ms Gods -to queofy,
for sues troe ,esto an euledible or dehmestble from prse elmis Is
cmotia the to*shl immsm of One mooppgtiv w, O.te yeafr. -t

* paid. .a a imlois* te, dpo e gw locs" ql. pat. et
lh PAe 'foglAreshdi o l 1^ l dbck zo~me , .&. " * ... ,

healm 531., as passed by the Msll without l11c910u1", tox ea
ts my r lc, weld uyoe additloa rqeUwsmmeIt, pe esua --

dlwdemi (W "rait retas) O tso qualfy fudwe ftVeea8
taxn tnMst for teuthle y76r 1einp -1-Ia fterM O" )i..~adit
Nquirommot. sted must (4) belt-,ulM iPly ely -to pAtries,dtv/d.4s; a seedl.aIdtissel reqa---,-t. mee mdst (5) heo!m.

Would apply to both petumost. dividmefs - perm-lt, met4,

(4) Oe addeitel isquitowt wold be to 1mm1se to, . pori st (fr"m
the proset 20 peroeet at ,de i-- of 3 perem a year for 0 yers)
the pectido Of mie potragis dvidesdo to be paid Is noy Is order
fto 4119fY them for dsimetiom el~tbo hedooaded, (it to, 30 "Coast)

ume poust rquiwmt emliheat, by popinit e u~f

(5) A Smsed aasielrqltm t to the womiadet of' elmot
patroep dividomie or prmi retalms not already peid Is mety.,
weld be (e) thst the byln of th cooperative provide fo psymet
of the rmainder Ia msy withl the SM 15 yems or ( ) th
msmdiisel writt mide"c -a IsietOd&ss, to Mat" Viawh the
amt I5 Years* be issed for suto rpeid

As •eai of Ltsm t taai Sf toa fox cmratiu,

if ts potet 20 parent Ommy pormst rORq"roust In O's lstoemrl sw
Goas bold be funneaed to so peroet, as proposed fit otectt 531. the
Iscrasd wamy pMsMt Would el1" be rquired to be, MOO by WM for
coogertlep sr the lem Cndit Act. der the bill O udkitim .l
30 ptest cas puost cowld l treated is m of twe ways: (1) As curMt
pStroms refm1s, or (2) to retire Imahi ee petrO refowls reoitias
from ormlsp Is prior, yer. As, a practical mttsr the bmho for, apee-
tives prbly weld mot distribWA tlW aUti$ =to am al"t
Msades hatees ofte 0 d" lys" lstogt ofthe a*, e Cr~ t th SM.,
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capital inputs should be used to retire the oldest outstanding equities
of kooperatives. Insofar s the alternative is limited to psyme t on
ualIf8 dpatrone dividends issued for earlier *tab18 years, there
would be a special problem for the banks for cooperatives.

Ihe la Credit Act requires that retained pstronae dividends of the
books for cooperatives be issued In the form df allocations of surplus
and class C stock. The Act also provides that after the retirement of
all elms A (Governmet) stock, clas C stock also may be retired in may
at par by the board of directors of a bank calling the oldest outstanding
stock. lhen the surplus acoMt of a bank exceeds 25 percent of total
capital stock, the excess smnovt of allocated surplus say be distributed
in the form of class C stock. Never, It was only as each bak for
cooperatives retired all of its Government capital and becm subject to
federal income tax starting with the period June 30, 1965, to December 31,
1968, that a bank issued patronage dividends that o8lfie&2d for deduction
under the terms of the Internal Revenue Code. Accordiagly, although
section 531 would permit the additional 30 percent NmOy payment -require-
ment to be met by peoant on outstanding qualified patronage dividends,
the Pm Credit Act in effect requires that a patronage dividends,
issued since 1956 and before a bank for cooperatives bacm subject to
federal income ta, ast be retired first.

since the Farn Credit Act requires that retained patronsag dividends of
a bank for cooperatives be in the fore of allocations of surplus accovat
and class C stock, such patronage dividends cOnot be issued in the fore
of an unconditional written evidence of ndebtedness -to mature within the
net 15 years. Such baoks e---opt a bylaw providing for payment of the
remainder of Its patronage dividends for years after 1969 within the 15
years after issue. ilawever, such a bylaw would be- subject to the provi-
sions of the Farm Credit Act concerning allocated surplus ad elms C
stock, and special problems occur under these circtmstances.

nret, the books for cooperatives could have difficulty in meeting the
15-year limitation on retained patronage dividends. At the present time
the revolvil periods for the allocated equities vary by banks and range
from 8 to 14 years. four of the banks ar at the 14-year level since
they have just recently repaid all Goverment capital and have not yet
had the opportunity to consider the retiemet of their oldest outstanding
capital held by cooperatives. There is uo assurance that the ,ount of
patronage dividends to be earned iu future years will be sufficient to
retire equities on a 15-year basis without weakening the financial structure
of a bank. In such circontnces a bank might not be able to fully oerve
the needs of farmer cooperatives as Intended by Congress.

Secondly, in the event of a not loss in the operations of a bank for coOp-
eratives In my succeeding fiscal year, the Fam Credit Act requires that
such loss be charged to allocated surplus end, to the extent not absorbed
by surplus, to the impairment of class C stock. The bov losses.
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tborefore, would reduee the m iut of patronage dividends to be retired
at a future dte. If there ar sufficient earsinge in swomeedig yam,
my impeimet of tbe em C stock would be restored, but there to no
provim in the VeIa Credit Act a to the restortion of my loem
Charged against allocated surplm. Coeoeiwly, the moot py le am, at
least the allocated surplus porties of the patronage divides se yea
hone m"Bt be Is"e them the pstomW divided wre Issued. tf
this poseibiUty woe comiderd to preclude a buk for cooperatives from
ntia the addition 1-ya requirem-t of section 531, altbogh a
I hle Interpretation could be othelftse, it would wa dhet mmo of
its patronoa dividbeds, encept those paid Is mey could quality for

hes provitems would 8ive tie bake for cooperatives two poor altera-
tive.. either they would bae to accept a wohmed finamiel strutu
and, thus, a urtailmt of doeir bility to serve agriculte, or am pt
tam burdens dua wre t eteoplated in 1955 Anm Compns, is effect,
asked cooperatives to tke over the umerahip of the bake by providing a
plan rder whie cooperatives would invest thir funds In the capital of
the bok Is order to retire tho Govrment stock.

LAdl ostatiam of the baks for om raive

The banks for cooperatives provide seasmal end term loms to skeet 3.000
of te natiom's 8,100 farmers' ma*eting, supply, ad business service
cooperatives. Suth loom cemtitute about 60 pereat of all w-er d funds
by then ergisatne. At June 30. 1949, the bos had looms ouatiding
of $1.6 billion of whidt $650 million wor seasonal losms. mogerally d
witdan m year, ad $945 milUm wore term looms mturin in from me
year to sket 15 yam. since the banks begm operations In 1933, lom
totaling $22 billion bsve bow mode. Th bank extend credit en a Sind
business buts ad they comeel with bemere a developing semed f1ncial
structures ad operating prqrms. wurm t to farme to bld
cooperatives thowe which they cm imve the profitaUi&t of thtr far
operatim has bon restated om mey wocime as a Intent of Cg oS".

the proposed requiremits for the metbod of po) t of patronp Uideode
unquesetionsly will wvese the financial structures of moy eeerwiv
partimlaly tho that rm smller and ineer. It will beom eram
difficult for them to aum melntaln thlr present capital structure 'bu
in am cases, they a in dire neod to build additional capital C-
nqumtly, nmy of the loms could develop into se ous "dn""a0 aid

possibly reult In loos, thue adversely affecting the operations ad
financial enditime of the bake for operatives.

fft of sectiom 5S1 - cme tenw srremm

The cooperative pproat has bee effectively utilized by famre to
improve the profitability of their far operation wMk hav hstorically
been d anr yot typically smll, independent enterprises withi etrmly
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United baralata per ia the m eghetag of dtt predate mad purdeha
of prodetima spplie sad service. f asociatia8 topdhr la ceepete-
tims, fom hem ensted _e etias Whke ty muel as =ter-
a ien med fra whisk they befit as parm,. tho bowia8 eapsati
Justifying the cedit rqduird te me the cepereUis effective be
largely bea cgate by e impUcit ad emplielt owmutm t of their
rnsherg to veimuest portiam of tei allocatione a as ML basa
a distigiehed fm a Aft bai a eti 531 usuld rquire. Tsm
laess ca be rodo m a gomad basis by a leader mly it be is rmeaskIy
assesd that earsap, or Is the cas of coeperativee, emvinag or per
mit retail, will be emrstd la the feture AJ tha oem petia of
tbee Inputs or swiap will be eqitallsed ad retalmed ts the bimrnea
as rlsk caital thus cretlag repopm eacity. So result to be
epeeted if goctia S31 is enacted to dt em torn loan will sot be
nds thmt ethemise uould hve bwss med, oeu loas mW be smaller ad
sot fully sopeasive to the fiscal l requiremest, smortimd Imstallms
so dombt will be Iqpr thm practical ad aturity pertode will be shower
thes otherwise. tes restrictions is the examesirn of andit will
ehwieoaly be baurful to mt ceoperatiws md to the frmer they srm
md to the commiti e s h they eperete.

Most cemperstiws ham soe typ of cpitaualate plea wk pivdee
for the replemest of savmp or retail opitallsed i prIer yeas with
currnt mrst or pemit netds. te objective ad efften of eask of
thos pleas i to plen the berdes of mqpitaUIsg t coep-ratw am thes
armt pat r s who am boamfia Ia the d perastia of th eeramtm
In diret piorim to teit utilieias of m eperati. Ie lae
at tim fer whisk copitid eviar ot be rtaed Is the cepraiw
is depeadmst m my fam te Iladla te d cpaity of the eee Im to
irata ut mrlsm, wethe or st am itmssts la failtiee and

eqalmtm bee8 maeo, ad th ezteat to Whie the woerative cm ad
detres to utlie lowrap oa ts " er- d cApital. i cui"ee
el ja is te eapitautim prepamo all ooperlmts is that te

etamesm and retitamet of rae aed sot maergiu t estirely at do
disemeim of te bed ofdire=0 ad. ultmelr, the Uereaip to
wh it is directly aseseastble.

Tho p maefoet o this s ectia the bill is to d"y to omperatives and
thetr eewN the d to eaplli1g earmis allocated to m eI is
am retalsod is the eperatiws. The capital tlUm pnrm of the
vast majority of cooperatveN based a tho vI a I illapa o
eseoatwm ers to Nism t in equity form portias of do oarni
of theft -eerativ whk ban bm allocated to thm. Us tmt of
theo prewmies of sectLm 531 would seriemly jopandieo the catimad
fiameltl stability, beewiwag capacity, md efftetiwus. of mmy
cosoertives is imprwlng the prolit&ilty of thit mm a amng
woeras. Ui judpest is based a ou elas regarding
iplqcaltne of the dm-nmotoead prim offset of thes pritses as
Illustrated by the fellam brisf emloeo.
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Table I o sma the flamclal coaittom of a m opevrawe at the d of
15 years as th basis of pr at los md em the buts, 0. e previtlme
of seatm 531. Ti mur/ausa swa that the S ftsail sdtiee has
da d sohtastially for to Cmperatw ermua war setle 531 ad
tht my relents by it for term lam at that poet eat be lIva e~-
sidetble smlysis, gad If med., wt be a ao mar eereft tve bests
tiw to the othr eooperative. TLs to truo beemee the ri"k to the lmde
Is ratsr, tere bet so mot wth to protect the loader.

mis 1. Caqariee of chp ri asea Cinditiam, 1s Years of
0perstw sbder t Socrm 531 md Present L

Total assets la m
Crmt liablites $000M 100000 M m0,000
Tomn Llblultie:

Outside boIAs 100,000 00,000 00,000
15-year 6e umwst- -funts XNA a

Total liltls * $200,000 $S00,000 $MO00

Net woth __

Total U1lItt48 md
mt worth la m mI0

1. bet eammlas of M,000 misally.
2. Cash roost of 20 peramo of caisa each year ($500).
3. Anatol" $20,000 ath y0er retaled a esal d Ola lke

moat of a prior Ioom of 06ber Ital retired fa sah.

M St Im total sbash pq me is tsma 2 wl 3 weld fulfill t
so pent sash reqiwt, of sectes 531.

Ta1te 2 e a the fi um 1 e dittee S year$ later after eperieLmie
a period of redimed svisge from that of the tevio 1t yes.On, D uui
the 5-yar period, the Coqeratie aperasg vd1r smetien $31 would Seed
to retre $I0,000 of I-yea -e- r t Ltumt (M0.M0 per a was
votalmed Is *ath of the first 1 years), but $MiasM availle for re tatlom
would total Mly $20,000. go deficit Of $10,000 1. CSiPItl f&nd is sbM
as balm borre d m a ter bas. Alth*eV* this period of edeed $staPo
has asriously affected the fLSgaial coedttioe of the eOetatiw eoperstla
vdsr sem 531, If it wore operate adoar prseest tax tlos it would
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remain financially sound vith its borruwinR capacity and ability to reader
service to its mers mimpaired. This is because the board of directors
has limited the retiremt of equities retained in prior years to the ammt
of funds available frm savings. This has necessarily increased the revolving
cycle of equities to mars thn 15 years but this flexibility is estial
if cooperatiw nmers an to assn the amership risks of their em sesp-
eretive ventures thus creating the boravuiag capacity their cooperatiws
require to be effective.

Table 2. Coqparism of Financial Coeditim follouing Five Years of
Uafavorablo operations Under Section 531 ad Peset LM
(Based am figures *imm in Table 1)

Vader Under
sAMS h etion 31 ge &m in

Total mets lmto=

Current liabilities $100,000 $100,000

Tom liabilities:
Outside borrmeinpg 180,000 100,000
IS-year member investments -ADM

Total liabilities $500,000 $200,000

let worth -0 0

Total liabilities and net worth AN,000

1. net earins of $5,000 annually.
2. Cash payment equal to 20 percent of eanidas euch year($1,000).
3. Cooperative under present 1W uses excess cah ($4,000 per yeu)

to retire old equities to mantain net worth at $3",000.
4. Cooperative operating under section 531 retains $4,000 per yeat

but smast retim $20,000 per year of 15-year investments.

MEN.: The total cah payments in Items 2 and 4 would fulfill the 50
percent cash rquinremst of section 531.

mectmeat of sectim 531 would, as then to Table 1, transform the
character of the mabet investment in mest cooperatives frm ommers' equity
to debt. The most salient and injurious implicatim of this result is that
the term borrowln capacity of cooperatives would be itresaly reduced if not
destroyed by their inability to f(sencially withstand periods of unfavorable
operating results as demmstrated in Table 2.
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A bak for cooperatives or my other lender costalatia a term ton to
a cooperative operattig uder section 531 camot amid tivin prim cm-
sidertim to two nfavorable facts: (1) ae cosperative is faced with
Smual oblgatory retiments of asher Imvesmnts persuat to setM 531
which as equal to 80 percent of its average long-te emmual avis ad
shbeteatially greater thea its rment capacity to generate sings; end
(2) no nrpq aot cam be aticipated unless end mtil Net savings eased
the lmgterm avre or as it may beom possible for the cooperative to
adeve its eagrterm average net saving with a lmr aset investment.
Obviously, the tem leader would be forced to tailor his lending policies
regarding lows to coopet Lves in reconition of the fact that a lams e
a torm lo is outstanding to a cooperative operating ruder the provisions
of section 531, be met be prepared to realize on security in satisfaction
of the oan. Ie potential for rapid deterioration of tim financial
condition of the cooperative and hie position would be coatinual and, to
a great extent, beycd his control or that of the orSseisatton's board of
directors al•minqg at best, a restricted grace period during which necessary
adjustments to operations cam be identified end effected.

The inesapable conclusion is that the enactment of section 531 would do
serious hrem to most cooperatives end might actually destroy a nmbser of
them. While the purpsee of section 531 appears mnthe surfa*e to alsure
cooperative mbers of receiving their allocations in cash within a stated
period of time, it would in actuality deprive many cooperative ubers of
the organizations which they haen bee encouraged by Congress to build in
their mm interest. Additionally, the enactment of this section of the
louse bill would effectively preclude fawnre from acting together in the
future to alleviate their income problem on their we initiative.

lmacmch as section 531 would not increase tax reveus, but would impair
the capacity of farmers throuh their cooperatives to provide, end obtain
financing for, marketing, purchasing, and fam business servIces for
tlelvs, the Vederal rar. Credit Board and the banks for cooperatives
consider it to be in the public interest that section 531 should be deleted
from the tax reform bill.
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b. Tx Reform ill, s it passed the HOe of lepretMtive. contamnb

provisions affecting cooperatives Which are ill coelved, ditim atory,

extremely daneging to mericm ferm es and which, if finally acted into

law would be punitive Is mature.

One such provision would require after a ahort period of years that

cooperative smet pay out fifty per cent of their patronage refund in cash.

Another Would require that capital inesmeat of cooperative nmer be

returned to them in cash Within 15 year*. These provisions Wre i td Il

the Tax Reors ill without any notice whatsoever baving been given to

cooperative organizations or businesses. roey wte inserted after the

omittee on Vaye and Me bad* however, heard testimony from ptofeUe10o

oppomte of cooperated business enterprises. t e all not in this statement

mdertae to expend on tho obvimou unfairness of this procedure. for it 18

plain to see. I will only express deep appreciation to this di tinguieh

Camittee of the ited states Senate for inviting teatimy from Cooperatives

on this vitally Important subject.

INeithr ehl I dwel at any Im th upon the values and contributions

to the health of our national life and economy vhich cooperative institutions

have made aid we asking today. I $hall only point out that agricultural

cooperatives are the one best hope, if not the only substantial hopes whic

the independent owner-operated farmer of this country have to survive in an

sco dominated by huge moopolies. soe of hich U attemptin
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at this very es t to b de the field of alt"ere ad drive se ldo-

pedent farmer out of slasse. comaiq operatives is ~el, it my

be pointed out that thw area leitivat. d maw ferm of velvatery eater-

Pri se Which ask It possible for .1l14.. *f people, Iadims eve very pOeW

one. to Participate as omers of tkir own b"imesee s Is our AMicM ecoii

life. Something like a quter of OW American families re* * ews of %0e

nesses today oaly because the cooperative form of busina eatsmse opeas

that door to them.

Surely this Is smestbfi that CoUees oee sot vst to destroy. Is

facet the t of the .8. is rlIat m ujrg, the forstime of cooper

ti,. q is v-10" peopl 0. of the mo t coestructive veys of saublia

the to Work their my out of poerty. Z" Critical preble is hov to secure

amough capital to am suh cooperatives viable imatitattems. rY en tomwe-

neat shoul be Lven to the cooperativ to aecOuNate capital. AW It need

;ardly be pointed out that Imestot5 inM't goi" to rush to provide it. It

,,st be suppi billy by the OUere.

out if Section 51 twe to be petaitted to rensla in the Tax Wform till

a fatal blow would be suck at the hope of cooperatives of l-einet people

to accuMM te the modest capital Vwh they mot bes.

a provisais IS the pda i s -Meul sot rise a si,e cent

of additional revenue. Me laeme Act of 1962 ,ih we well end bhoghtfully

hmard out by the Comofres mie absolutely certain that bot cooperative

ad tir p"M will pay tf ult l shve of taatifo. Indeed th ,t

salredy requires that twest per cent of ll patroawe refd he paid in cash

to umbers ad contains requlznets of the strictest c ater bch require

coeativesto obtaie from their umbers thi cosetn to receive a 'ortiom

of thaft paro" refunds is stock a certificates of iwvestasat before the
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cooperative is allowed to treat those peaymts as qualifiedd patronage refunds."

Wle thi provision a very oerous additional burden pn coopratives,

it nonetheless received almost general support ho cooperative or nisetions,

and I n confident that practieally every mber of Compaoe be4leed when

that Act was passed that the quwtiou of taation of cooperatives bed bee

well and thoroughly settled for a Ion time to com.

I feel, therefore, Mr. Chairmtan that cooperatives 1n this country are

entitled to red as ill tined, ill conceived, and a breach of faith the

Inclusion of this discriminatory provision In the pending Legislation.

Compas does not presume to tell the other sepents of the business

commity boo'they nt dispose of their dividend payments or their patronage

refund rebates if they sake any. Vhy, then should cooperatives be singled out

i this mer? It is Important to ben In midx that cooperatives cannot, is

the nature of the case, ralse capital in the same meair that other businesses

do. The share and securities of cooperatives never rise above pU, are not,

therefoce, in any way objects of investment for the average invstor, and are

of real value only to those wbo seed end use their services.

fatronage refunds paid is son-cash form constitute the mib--ptVo's

contribution to the capital of his cooperative. The nature of that a a

capital subscription cannot be blurred without sariously dating the oppor-

tunlty of cooperatives to secure the finmanclg they must have to stay In

business. The 15-year pay out requiremat would probably do that very kind

of damage. The enami. of cooperatives know this very vel Lndeed. That is

why they have proposed it,

And again - why should Coress place such a roquiremont on .copera-

tives when it does not propose dotn the same thing witb rospOct to their

competitors? Such a provision - across the board -- would have to provide
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that all corporations retire their outstanding stock every 15 years and

begin all over with their financing.

It is pertinent at this point to recall that the obligation to return

as patronage refunds to patrons their proportionate share of earnings is no

exclusive province of cooperatives. Any business, including the large corpora-

tions, may obligate itself if it chooses to pay back earnings to patrons in

proportion to their patronage Just as cooperatives do.

lhe pertinent fact is that other businesses do not choose to do this.

Cooperatives by their very nature must so choose.

opponents of cooperatives make it their business to misrepresent the

essential differences between cooperatives and other business. They dolib-

erately call patronage refunds dividends and speak of the net margins of

cooperatives as profits. They speak of amber-patrons and shareholders as if

they were the sam. They are not. They disregard the essential fact about

a cooperative business.

'that fact is that the cooperative is formed, owned, and controlled by

the sand people who patronize it and by no one else.

Hence the cooperative binds itself to operate on a non-profit basis so

far as business with its members is concerned. The earnings which result

from business with members legally belongs to those mebers, not to the coopera-

tive. In other businesses the earnings belong to the business not certainly

to its customers or patrons. Such a concept sounds ridiculous on its face.

The cooperative business must return to its members all of their share

of the earnings.

On any business a cooperative does beyond this and which it Is not

obligated to return to mmbers it is fully taxed at reguLar rates.
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But the second point is that any business may if it chooses operate

as cooperatIves do - provided it obligates itself ahead of time to return to

its customers -- not its stockholders - their share of profits. Other busi-

nesses want to keep their profits or to pay them in dividends to shareholders -

mostly the former.

They can do that.

Cooperatives cannot.

This is an "asential basic difference and the tax 1.av* Avo always

recognised it. So hava the courts.

It should not now be blurred by action of this Congroas, instily taken.

Nloither should it penalize cooperatives nor deny them their main oppor-

tunity to gain the working capital they so badly need.

Remembering that hardly any cooperative members Aro t.a any sense wealthy

people, it should be quite clear that the one best tine for thou to make invest-

meats in their cooperative businesses is ven they ceciave t eir patronage

refunds. What in practical tam it means when a portion of those patronage

refunds are paid in shares or certificates of ownership is this: it means

that instead of simply receiving a certain number of cnsh dollars, the coopera-

tive member receives his share of a now or Improved fertilizer plant, milk

processing plant, cotton sod oil mill, petroleum facility, feed Ul, or other

facility, which will strengthen basically bis economic position and enable him

to stand taller in the market place.

Again, in practical effect, what the bill as it came from the House

proposes to do is to tell cooperative members that they aru forbidden to

authorize their cooperative to invest their patronage refunds, above the 20Z

cash requirement, in any kind of plant that would expand or Improve the
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services of that cooperative to its members.

I do not believe the Senate, or indeed the House on reflection, wants to

say a thing like that to American citizens.. It Is, however, precisely what

some of the most clever opponents of cooperatives and those who would like to

cripple their competitive 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 Comittee will In its wisdom eliminate section 531 from

this Tax Reform Bill because it is a punitive provision against coopertives,

and raises not one cent of additional revenue.
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atiuml Coumeil at famr 0oopetives

in OwgoItion to

Section 531 of it. no 1W70

Tax %eform Act of IN9

before the

Senate Comittee ON piones

either 22, lW9

I as Melvin a. sn. President at the wtitmnl CoNcil at hmr Cooperatives.

The Council is & national orpmatom wboe motors are bmmr'.md and tare-

controlled cooperative aseociatLm wgd in mesketing tactically every type

f agricultural madity and fnshiMng th major types of tam eqplies to

their umers and patrous. AWpponmtely 4,S00 gasmer coopertives serving several

million farmers are presented In the Council insbership.

I mslf am a tamer and rsids at Uberty, Illinois. since o retar te

active duty in Wold Wer It, I have in partnrship with my brother operated our

family tam in Adam Caonty, Illinois. W livelihood comes frm farming and I an

not now and have never be" a salaried e0plo1 of any . the cooperatives with

whih I have been affiliated.

I became interested in coop native work when I beps famine in the IO's

because I learned early that only thromA cooperation can tarers bope to get a

fair return for their products and share equitably in the national ltne. I

have contributed uch time, effort and capital to the local, state aid regional
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coopetives of whick I have bese -mer ad an ofler, I hve does tis be.

cause I have learned through emper ence that self-help is the only somd and

endN basis on whteh tsms cm hope to protect their interests In building

a stror arultmtur ree free gvernmnt aid ad dominatto.

In appearing before you today me behalf of the Coueil, I speak as mne .t

budreds of thousaes of banm" so te nt be bare n person but ho are seeing

daily through their mm cooperative business orpaisations to pt a fair etum

frm their ftamn opemtims thromo their -w efforts. spesk as a of that

lare group of farmers who hmve built their am oooperstive orpistLems and

uthm the sponsors of the cooperative section of this bill pres they seek to

help. I knm that their proposal would do us irreparable ham.

Ve are opposed to Section 531 of It. . 13270 ubib would substantially ad

adversely chae the present methods of fLnauing cooperativs sad we urge yeur

Cmmittee to delete this section in its etirety thee you report the bill to the

Sent. In support of our position I shall sumsris what the section pravides.

sholl discuss the backrnd to inclusion ot this section is the bill and shall

otplait the substantive reasons wht the section should be deleted.

Ukt e,. 531 Preies

The present minLmm 20 percent required to be paid in cash a patroneage

refunds of all cooperatives and non-patromage distributions of "en~pt" co-

operatives in order to qualify the total pstromelp refuds and non-pstrona

distributions for deduction by the cooperatives would for taxable years begimming

380



Pep)

in calmdtr 110 nd 9W to trOn therafter be amrfW 3 percent amlly.

Is tar table yer begimmiag in 1917 and thereafter the required total mil.

- cash pamt would be 50 peraot of the total patromago retwi CC all c0-

erttves and 0oep-atroeep distruItions Of "ea" cootopetives LAStead of

the present 20 paremt In order to qualify the total paUtrop roetude aml sush

NOn Wafrt& distributiom for deduction by the cooper&tives. Iler, the

4mrnts in eases s 20 percent required to be paid out In ask Is future Ian

could be Paid to trotes at the oarreat Year or could be paid to redmptim ot

past allocations.

Ia addition, tor taxable yars begimatg In oeedar year 1970 and there-

attr (I) that pert of Ptrmm reuams ofe all sooperatives sad ma-patroms

distributions of "mWpt" cooperatives ot pAid urr ntly I cash and (2) per-

uait retain allocatioas, in oder to be qualified and thee dedatible careatly

by the cooperative would have to be psyeblo in ssy within a 1S-yser period

begim ing with the lose at the taxable yer. Ths requirmeat, uder the bill,

could be met by appropriate 9-1w, provisimu requiring such papoet or by am

uecoeditional written evidence ot ilndebtedmess isued for th reminder sot paid

Ln cash which metures within the 15-yro period.

The present basic tax trsant of cooperative nd doeir petroms ws eaeted

by the Congress in the Revenue Act of 192. Preeding this emeamst there oere

public hearinga n the suject before the Nouse Ways and thn. Comittee as 13

bearing days in the consecutive years I641 at which 1.000 paeps of public

testimony wer presented. Thereafter, z72 peps o public testimony were pre-
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emted before yerm ittue as two beebq "p in 1I WuI to the wmiatft

La thie o e Aet to that 7ear f the arrst tax ttmet 1 soospettivo5 ead

their petwomo

botm,--1th rmthl est ib5U ...Se it.eeI

hp e - ---er -ea ttiv dm ____- , f e ~ tfre s e m trvy em S t ... hi et b ad or the .

U bw mad Ho e C ttee, or marsh efe 5,0 s e e s I the fteem

volume 5 the rIsfxt heeela before th Usme Ways ad U.u Cmittee e

la Usom. 190J, diseloeO refeesno to the subject bp ly imeetns.

Ihat vtaes., Nortime Nt. Ceplis, of the law firm 51 Cplia sad Dgrsdslo,

a fomer Citseoeue si lntemsl Usreme tm t evieo Ac of 193 s em.

aed, teetifytag e beolf 51 the Uitlemal Thi Equmty Leoaetiom em lbmsq

2bo 190O. before the Ulausa Ways ead WasNe C;mttee, advoested that thich the

Wtiseel bin Usllity Assesiatim has edestad eme sfllp for eve 20 pears--

that the eamiags gmeated by farmers thrsul their eoeretives should be s-

jeeted to a double trot, firt at the eoopesstive level and whet them i loft at

th Lmer leve. This lees time aim 51 the Ustioml Thu Iqe!ty Aesitom

wa rejectedeclearly aid me thubt fimell by the Cegrese La 1913 ub it

established a detailed proeedme for the oblmiagl o a siegle imeoe ta either

at the cooperative or lpetrem level em mU elarma gesatad by theopqeratiome

#A the ooperative.

This plea tf dpr le bearmtap o .nctheelot*ve" b n MO Ca at th loves

a d se s Cm eittes heeris s Ineerlv fn mss to the n" A ueoId sub-

jet of the hso ehl am the prtss relmas of Jameuyl 2, 1919, by the Ptamea

o2 the befo Vepe smd was C m ttee, ommici thr ublt htata to begim

a Ftebrary 18, 1b", there was cvs a celete outline of the subject mtter of

382



tPP

the brisp a ihicb -rtei-, wisl bs t 5Iw d. noer the It subjects Is-

eud" 6l a *b- jects ammead, Is the pree eelee there uM, o eswd

w"i directly or todiretly emted thet MIn Ndao'v w Nd -h reivnd or

saw actin woeld be c erd On the oJect of tatios of coopostiVeo ino

development of a tax refo bill ths jear. re me sovd rom My this sub

Jett ms not isclaed and Mo sot cnteplated to be Included Viths, the seoe ot

actSi. bythe us an * m tt Is tho a s o tx reos.

Am haest effort Wo boa wa by eeqppotives and hir mr m 's

m the covatsy to comply with the spirit and the ltter Of the proviso so

athe aw tax treatmset of coo ratives aid tMir patroe provided by Congre

in IOU. The cmplaista concesing this tax treeteest esve bowe Saw and heve

co larely from the competitive buas. inteests uWieh met %to, handle 8 larger

share of the fUmers business. There o bees pmaticly so litigation over

thmse prowisions.

Secondly, and mon Isportest, there bs bos no published stady on A Uti-

wide basis by the Itr ue Service, the U.go Department of Agriltu..

gap gewernest agency or anyone else a to the capital stnctuee and method

oflnem fSc of all ftner oopertives in the 9o*mtz for j& jg or for the

Call sin-year period since the arnst tax treatmmnt at cooerative becme

effective for fiscl yoas begising after Decesber 31, 1M. Coepeso did hbe

fell fets before tti 1961 is the fm ot two stadi*e by the fuo Comeretve

Service, U. S. Dapartant of Arlcalture, lb ods of n Co-

operatives." published as Gonl Report No. 32 to June. I5 and a1wolvn

f td Ihdhd of fiancing Fawner Cooperativeses, pbliahed ae Gomserl port No.

4I in lbreh 195. Your Cowmittes and all interested parties than bed rcent

faets As to the prtineat operations ot farmer coooemptiv en Which to tees

de iLsons. But thedy do not have any such facts today.
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&eAee1, In the aseme of eW pUbloed or tme feats m LO to %eam

an Safogeat 41.1.. atr te emettwVO sesf ot the 00 amf om C .te

O J01 23# IM as It es QWtS' the md at its woutLve mes it me

asmmd tht the mitto. bed 4."W" tmtsifly to m the ewlrst do

qulrad emh paemmt d .e-eprves to mobea ow putram teomg Ia 1970

trm 20 onmi to so ogme fla *om par period At to reqoov eb pyI

et cc all wfatimd emamJqp is 1iw psM. After ah umber' a the c lttee

he th pea et a t hW qto " a4a sob a woml ltqdate

mtet t the bmw serow s Wa OS.m Othe O "tts, ats sPu Slt1e 0

y ag. Is is fEnl deilm &lepted thm peemsl s t orn before m pou.
Ishell me Ilsuse the mdhs os petlel raem Ub th~s IJopsU1l

$"it 11e daet m" s otinttupfesm VOb.optabould be "JeONl tat 1W oftnq. -

tt th1i ml a& DalAtad

Th q am I*eW @w e leo t a-woanis o th~ A ill stt s mPeat

to rsse ft the On"mps ope bS, e.1 dot vmle the meth&sat

byeu fag th 1 --ri to e4etrluts pa oc the ptmg r"tend to the eapltel

of the eoepentivs, "the "%no~ ate do" ot hes as sadepeqiet choice

betws Iawttq evh ptatrmpg alloostlas or pet-a~em t tas alloostiom in the

asepertle ar comiala t for hUs onse The repr a&I" state. that MUhi

abodes Is fraquestip aft by the mbers as a owsp, and it myp #oo the wee

at atpu ' tee es th bugh e is nt a mber, or teams a umber aftor the
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Coopeatve's prmtesl Ii this e wprd ves eablnid.' these etatemnts are

not in accord with pCesent law aad patice.. .

Of "on o th in a of way business eeterprise adopt ne Hd operating

proedures for the coaduct oe the business. Those ralse and operatfng Procedures

are as 'to cooperatives, adopted by their mebes or by the momhe W tie kard

ot Directors elected by the members in aecovdmee with the specifie reitettm

at the governing state statutes. hoee rles ad epertig pt olem whe

adopted by the mej ity at other legally required pereeatoe af the boerd or Of

the mshere are bindig upm all neIbe mnd sot only an thoee who favor their

adopted. In suea esmet an all deortte baminess enterpriees operated. In-

deed. decLsione by a iJorItt pemate the whole fabric ofour ecommic political

and social structure.

ht with respect to the pert of a patronep refud that a ferar or patron

is required by a cooperative to invest in the capital of his association ad"

include in his table imeam, he does have dkvidl dW&, indeed au "L-

depemdent" choice. Under Sea. 1388(c) of the Intermml Resme Code,. adopted by

the Ceegress in 1M2. rs of cooperatives hes to be furnished "A written

ntification mnd cow of einh bvA requiring capital coetributime of parts

af their patmage retands )AM the obliation Is effective as to th. In-

deed, the income Tax implation. (11.13f-I (c)(3)(10 issued by the Internal

Revenue Service for the adMinistration of this provision in the law gee step

further to inure thtt m ptrs and prospectbe meme-s of a cooperative have an

individual and fully iuomed choice by providing that:

"The written notificatiou ftmn the cooperative organization

suat Lnter the patron that this bylaw hambee adoptodsd sL.Li
gLokWtcmeg, the notification and copy of the bylaw. shell be
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gives jgM to esh ember (of Prospective umber); 4,.

a written aotke AMd c ot the bylaw Ic t R IO p i i

a &mOPpe W pooe at h opoerative's plea 4 1IeS are

not eu9woot t qualify a Witte aotic of allow" WA
this 'ebdi~visie." (nlsis added)

os, t up to g or to mk s as

and fully Iscued decision pd exist n l" W whether he will rotats WO btaein

mubrshp uin the cooperative with the obligtion fo capital ocetrihtie cowos.

Ponying it. If.he abe the indtil, et s voluntary choia to

obtain or retain umbership after reeotving witta ,wtteo o the required capital

contribution accoenyiq pabarehip, he tbereby copsents to the Lm"eaeoet to

the capital of the associate ion fts his patronage refund income.

As to Petrone of a coe ratve who are mot Gao -but deal with it as

member petrems they hae the right lider Sec. 1388(c) o the Code acted in

192 to detide individmally whether they will sake a caprable coatributo to

the capital of the cooperttve &A Include it In their tamable incom. As to

those individual nesmbor patraos wbo do not elect to do so they imur no r-

rent tax liability with respect to the patronage refund. As to these nowumber

patrons whc do not thue consent the coopetive and not the petron pays the

current Lncom tax thereon.

Contrary to statements a pe 146 of the U1use Iays and ans Comittee

Report this bill, under present tlIs the smers of a cooperative aJEW"

do not and cannot wa the choice for a patron who is not a mMr between In-

vesting his patronage allocation or, per-mnit retain allocation, or a pert thereof.

in the cooperative of Lainng i't for his oan use. The nonmember patron mist

give his consent JiJLJ zl in a written agreement and if such consent is not

given the cooperative pays a current corporate tax on the patron's patrouge

refund, or part thereof, which is not paid in cash. (Sec. 1388()2)(A) 1.R.C.)
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lbers of a ooperative heve an IMLXjj Choiu enee existing l80

(Sec. 138(c)(2)(3) I.R.C.) a to whether they lout to cmtime Smbership in

the cooperetive and aoms the obl4atims "e well a rmep the beefits of

aeberhip-AUK they he meved " written aotlioation ad copy of [the]

bylavw advising then of the required capital, cotribution of all mrs.

2bs, the embers and the -mb alone and the nommemet petrms CC go-

operatives sake the j~ j3, deions whther they- rmenti oral becme sembers

and patrons of a cooperative and whether t thus asamo the obligations for

capital contribution that company ther membershp and patroneg.

It ia arbitrarv _, andwold, le an umntad_ detetic. b t,pm federal (imn-

20112 to NOWe em sof coonerati Of 1s to SOn t W fiacad UOYeAt their b"usie9

It is clear on the basis of the recorded action of the Wouse Skys and Means

committee that the final selection of the additional mndatory minm cash pay-

meat of 3 percent per year for 10 years until a minim, of 0 percent is reached

and the final selection of 15 years as the period within which the reinder not

cnrrently paid in cash ast be paid a r W, Weuae thi word thought-

fully oan the basis of its dicti nery seaming of allieded at random and wthot

lirst, the Ways ad Means CmLttee annonced a tentative decision folloe-

ing an escutive session m July 23, 1969 to propoe an inrease in the present

requirement for caph peIt of 10 percent per year in 3 years to reach the 50

percent figure and to propose payment of the reminder in cash in'$ years. Tm

6 days later, the eomittoe changed t e period in which the Increase in cash

payment from 20 to 50 percent should be acamplishod from 3 years to 10 years.
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likewise, in the sam short period ot 6 4ay the time Within hich the retained

capital oust be paid out e aLncreseed fron $ to 15 years,

Not one "reason" is given by the Ways and Ns Cowittef tof the selection

of any of thes increased perotages or periods., rere is no indication that

the COitte gave any consideration wbatesMee as to the effect upon the opera-

tions of farmers' om busiiess assoclations of sel dictation to hi of how NOc

the embers should contribute to the oapitalof their association* and wh. they

mast pay out the capital thu Contributd. , ,

Th Ways and Manse Coittes Report states only the c that:

"tour ccmittes boltevs that patrons should be given

assurance of a larger share of the patronage allocations

that ar ,included in their taxable income , and that amounts

retained by the cooperative wh ch have been included in a

patron's income, whether patronage allocations or pr-unit

retains, should be paid to him not later than 15 years after

the close of the. taxable year with respect to Which the

allocation is made or the retain certificate is issued."

In striking contrast to the absence of any know or stated "reason" for

adoption of the proposed ultimate.minima 50 percent cash Payment figure by the

House Ways and Means CmUittee, the Senate Camittee on Finance in 1W had

and stated a seific ason for adopting the 20 percent fiure which bca*m law

and is no in the statute.

Sone of you who were me rs of this Coisittee in 1962 wIll recall that wAem

the Revenue Act of 1962 (R. Rt 10650) came to you Conmittee fot the House

of Representatives it provided for withholdingbon in tert, dividends and patron-

age dividends at the rate of 20 percent. The specific e*angeso n this point
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Which were made by your CommLttee and later enacted into law were
page 112 of the Report of the Comittee an Vinance on M. a. 10650

67th Congress, 2d Session) as follows:

"tour easmittee's bill has substituted for the with-

holding provision a reporting system for dividends,

interest, and patronage dividends. However, in the

case of patronage dividends, withholding also served

the purpose of providing the patron with at least

enough funds to pay the full first bracket tax on any

qualified allocations taxable to him. Your committee

believes that it would be unfortunate to require the

patrons to report these qualified allocations for tax

purposes without being sure that the cooperative seds

available to the patrons mnoufh cash to v atlest

the firtt brae t incm tx. To give assurance that

the cooperative provides the patron with atlaMi
AnoMAb money to n this first racket ax., your com-

reported at

(Report No. 1881,

sittee has provided that cooperatives must PAY at least

20 percent of their patronage dividends (and in the case

of tax-empt cooperatives other income distributed on a

patronage basis) in cash it 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)."

(Imphasis added)

389



let us look at the results of the application of the reasoning of your

Omisttee in 1962 to the situtio today. For 1%8, 1 as inomed that the first

bracket inome tax rate we 15.1. percent, including the surtax. ender the pro

visions of the bill as sent to o free the lose of representative, I under-

stand the effective first bracket rate would be subetntially les.

let us eMmne the pertinent factual Situation a bit further. The Ly&OU

realized net far& ncome per farm operator in the U. 0. in 1962 we $39424.j/

For the AUn tar operator with eh ftam iWcoe in 1962 who was single and

took the standard deduetion, his net taxable inoe would have been $21481.60

with a tax of $496.32 at an effective rate of 20 percent.

Row does this couple with the current situation?

The &jM realised net tame inee per fae operator in the 0. 6. in 1968

wel $1e041.00,1/ for the M tare operatOr with such care inoe in 1968

who was single and took the standard deduction, his not taxable ineme would

have been $3,756.90 with a tax of $708.19 at an effective rate of 16.6 percent.

rtm 1965 to 1968, net taxable income of at least $22,000 would be required

to be subject to an effective tax rate of at least 50 percent.

Rence it is unmistakably clear on the basis of these facte and the L

stated by your Camittee in 19%2 for setting the minim required cash payment

at 20 parent, that there is no Justification for the proposal to increase the

satum cash pymnt in order to qualify the patronage refunds for deduction by

the cooperative.

Ve have been unable to learn any rUo for the selection of the 50 per-

cent cash payent figure or the 15-year figure. There has cme from saws mbers

of the Rouse Wye and Means comittee reference to one point that might have had

some influence on the action taken.

3/Farm Inoms Situation, July, 1969, Table 3D, page 70
3conmic Research Service, U. 8. Departmet of Agriculture
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Notion has. been undo of a Report issned in IM6 by the 0awdiS Ao1l

Cmdestom an Taxation which in Meet that the Coadian 14w be e4464

so that patroae dividends would be deduetLble by cooperotives in compti tM

able Incme only to the extent that half of them had been pad 4n 9ah. Ve ae

informed that this and the other far-rahing rcomendatLons O the Canadian

oyal Cmisston on Taxation are ad iuimmnditions and that

many of the recuendations 9 thie -cnLion are likely to be adopted when

bill is proposed by the Canadian Qoverement. Aside frm the feet that there is

no relationship between a rsin. tc- a Canadian Coemissio and the formla-

tion of a fair tax treatment for cooperatives and their faror miemers in the

United Stat.o, it is significant that won this Cnissi n in Canada has =

£LIMan) tim liit on the retimat at cooperatives' membership capital

as Is now proposed in See. 531 of the bill before you,

.3-

Tbhe nrosoaed reouiramnt that coonerative oornoraticn9 retire_ the_ caDitat

co.tributed I -e-brs and nattoms within 15 vjjr or any ote-r m-acif t nar,_d

of tim is discriminatori and Nmitivp 11p thqt no such reuiramet is a of

otha ornorationa. Nsrtnarshbdca or other business_ antaIriasee

It is quite clear that the capital invested in no..ooprstive corporations

or other hesine enterprises is subject to no regulatory or othr requirement

by the federal lgovernasnt that it be retired at any particularr tinte or within..

any sec~eified period as La mow p~ropoed for coolperative.,

The practices and policies of cooperatives vary widely in their capital-

isation plans as determined by their members on the bests of their individual

needs, In ome cooperatives there i s a ontinuing need for nem and improved.
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acilitle, to deicently ger the haketing and pirchesng "ws e of their so-m '

bets. Cooperatives canot find outside of their MbOWO gad other patrons adequate

source for providing the capLt to amt these 044ds. 1004 faners kno and Are
Willing out ot the earning of their cooperatives to contribute this needed capital

to furnish the base an WMhih to finance the needed faclitties. They do this ins

a- case with the intent to prove a pemanet or lometerm eapital bieso nd

with no epetatio that their capital Lnvestmnt Will be retired at any specific

time in the futre.

IV the singling out cooperatives in Compelling retirement of equity capital
by arbitrary federal edict, the 1s year retireet requiremet would greatly no

strict or cuse abandoument o beneficial service historically provided by co-

operatives to famer patrons Which benefit not only themselvea but consumers and

the entire public.

The historical method by which farmers he generated the needed capital to

finance their cooperatives is from their operations. Sale a issuance of securi-

ties to the Investing public has not been feasible or practicable for cooperatives.

LUited pendisible returns on investment -in cooperstive, the fixed value of the
securities and the seasonal hasarde of fCrming operations have had no appeal to

growth minded investors. lece farmers have found that the only sound art

practical way to finance their off-the-farm businesses is to reinvest mnies

otherwise payable to them from their self-help business entarprises to provide

the capital requind for faOlities, operations and as a babie for ordit.

Some of the larger, older and stronger coopertives could perhaps survive

with a 15 year requiresment for retirement of their membership equity capital.

Many however would suffer a continuing strangulation, became Ineffective and

finally collapse.
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Uder mW sections of 1. It. 13270, the Report of, the Weye and Nuns Com

mitte lives the 'eveMe Iffect, estimating the reveme pin or loss wbLch

would result from the adoption and application of the proposed changes. The report

Is entirely silent as to any Revenue Ifoct" estimated to result from the adoption

of the proposed hanGe pertaining to "Cooprtives."

In theory, and in theory only, it is estimated that these proposed changes

would not have any eLpificant effect on tax revenue, This is because the i-

position of a requLrment tot a larger current cash payment and ot a specified

time for retirement @t the equLty capital would not change the amount of the our.

rent or ultimate tax liability thereon,

foever, in actual practice it is Inevitable that the damage that would be

done to the operations of cooperatives through the uandemining ot their capital

strctures would gradually retard and impede theLr operations wLth decreasing

earnings subject to tax either to the cooperatve or its memere and patrons.

This is the practical and predictable consequence of the application of the pro-

posed new rules* While sone of the larger and older cooperatives mLht be able,

to weather the storm, at least for awhile, the oe whLh would suffer the most

are theee operating at the local level seryIng the small and sdium else family

armre wbo need thLr services moot. lhky o these would gradually disappear

and be liquidated through the undermining of their capital structures.

. In at least one area, the proposed requirement thAt membersbip capital be

changed from equity to debt would definitely cause the loss oft so tax revenue
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to the wovermnt. in oea instances osenmpt cooperatives pay limited dLvi-

derds an the etock or other certificateo toned to evidence invested patrMae

refunds by emben aud ptroose. Tbese dividends are paid out of not earnings

AM payment of taxes. Through the conversion of these Inveetments from equity

capital to debts by the proposal in Seetlon 531, the payments the~o would be

lne Iaa& and deductible in determining the net taxable Lome of the cooperative,
eme the taime paable by the cooperative in such eases would be oowreWpondinWgy

reduced.

-s5

There are several sources tic. hich farmer cooperatives borrow capital to
finance their operations. Mile some cooperativee can obtain limited financing

through comeruial banks anid other sources the major source of credit is the

Banks for Cooperatives of the Farm Credit AdminiLtration which were established

in 1P3 to provide a specialised credit service to fomr#O marketing, supply and

service cooperatives*.,

There are, no recent statistics on the amot of total borrowed capital by

the farmer cooperatives in the United States trom sources other than the Banks

for Cooperatives. The latest study by the Farmr Cooperative Service of the

United States Department of Ariculture indicted that almost SS percent of the

outstanding borrowed capital of emer cooperatives wes supplied by the Banks for

Cooperativs.
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According to the latest information fIm the ratm Credit A"a rtttm, the

Manks for Cooperatives hMd loans outstanding s t June 30, 190, in the oiePte

amout of $1,59t400,000 to 2,955 cooperative assouoiat s. 01 this totals

$6a,200,000 (40.7%) w in "Seasoal" loans and 1.35,200 ,000 (5.0) in KrtB"

loans. The number ot cooperative associations with S loans outstanding as of

June 30, 1969 s 2705 or 91.5S of the borrowing association. Although a

specific breakdown on the maturity periods of these outstanding loans is not avail-

able we understand frm officials of the Farm Credit Administration that in em

instantes the maturities run up to 20 years, the range o the majority of these

loan is from 4 to 12 years, a significant number mature within 12 to 15 Feat

and a relatively small nUber mature within 15 to 20 years.

The latest information on the financial structure of the tarmer cooperatives

of the country is included in a study by the F rmer Cooperative Service of the

U. 8. Department of Agriculture for the year = which io expected to be pub-

lished in the near future. Although this is not current intonation an it does

not reflect the situation for a year after the new tas treatment for cooperatives

and their patrons became effective in 1963, it is the met recent information

which we have been able to obtain on a nation-wide basic. Pertinent intonation

resulting from that study Is as follow

Total No. of Associations 8,532

Assets $5,322000,000

Labliktiea and sauitv mial

Iquity capital $3,215,000,000 (60.i%)

borrowed capLtal - 1,032,000,000 (19.4%)

Other liabilities - 1,075,000,000 (20.2%) 5,322,000,000
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lat do tt"s fCIO"$ oen Se dielcoe the ieeapablo fet that the

capital structure of fanmr cooperatives wol be immediately impaired and un.

dermndd and gradually destroyed thtM*e the Imposition of a is Year requirement

for the retirement of their equity oepital,

It the proposal for a due date within 15 years or any other find time on

all membership capital should beome effective, embers' investments would eae0

to be equity and instead become debt Capital. As the Pet investment$ of Nebers

in the equity capital of their assooaticas are retired and Vith no now invest-

ents by current members in the equity capital, there would necessarily be a

continued shrinkage and ultimate disappearance of their net worth. Obviously

the sources of credit for financing their operations would gradually disappear.

The real victims of this arbitrary and discriminatory action by federal

edict 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 committee of the Congress or any

Administration would single out this one type of business - cooperatives - and

dictate to their former members when their investments from their own tax paid

dollars must be retired from the business. Certainly the federal government has

not attempted to so regulate the investments of partners in partnerships or the

investment of stockholders in their proprietary corporations. The 15year pro-

posal in no respect can be classified as revenue measure or tax reform. It

can properly be classed oply as a replatory measure which would bring about the

ultimate destruction of farmers' elf-help cooperative business enterprises and

reverse the declared policy of Congress which states

"It is declared to be the policy of Congress to promote
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the effective uerhamdieing a# agricultrl se esitties

in Interstate and forei s oMMr so that the isty

of agricultire will be placed an a basis at es'•ntoi

equality with other industries, and to that end protect,

control and etabillie the currents of interstate and

foreign commercp in the marketing of agricultural aom-,

moditie ant their food products -w

(3) by encouraging the organimation of producers

into effective aeociations or sporations Zgde

&hir gla control, foar reate uni1 o effort in

marketing and by promoting t/ eitblieint and

flmulna of the fiertina acon of urodf o aro.

ownedi croduer-controlled oonativa asii0-

tIons.and9 thIr. lI*.i " 12 ,.S.C. ll4l(a)(3)

(hpbaeis added)

to6.

IU

The Secretary of the Tteasury in his testimony before your Comittee on

September 4, 1969, stated thit 'Theadditional 30 percent requirement is complex

and creates serious administrative problem " Re recommended "that the additional

30 percent pay-out rule be eliminated.",

With this recognition on the part of the Treasury Department which would

be responsible for administering such provision, we believe no more need be
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said to establish the eamplete lUsk do Juetifieatem for suCh provision an the

baste alone of the admintstrattve problems that would be eaountered in an attempt

to admintoter it. Mministraetin and emplIance under present law is relatively

simple compAed to what it would be under the MW proposals. We ask the members

of your Commttee to try to visuals the utter aose and exorbitant expense tn

governmt auditing procedures and coopertiwV bookkeepin: to attempts to re-

speotlvely audit and maintain records on caoh patronage refund Payments I

vat? ereantaeewief Maeh year overa tan-va. Nr&od and which might under the

proposal be used either a Nmenta to 2urnot Ntron o In ratirmat of a1u

eatios of nst ara It can properly be aelkred 'fee what purpose would this

exercise tn extravagance and futility be andleatakn?" In any cases, the coats

in record keeping would far exceed the amounts of the patronage refunds involved.

This would be particularly true in the cases of cooperatives operating over a

wide area with thousands of small farmers receiving patronage refunds in em-

paratLvely small amounts,

It io regrettable that the Secretary of the Treasury in his appearance be-

fore your Committee on September 4 did not point out the complex and serious

problems that would be imposed on cooperatives by adoption og the l$-year cash

pa ment rula and recommend that it too be eliminated, let me point out Just one

example of the divisive effect# upon many cooperatives that would be earteln

to result free the application of just one provision in Setion 531 for lo-

plenting the IS-year rule.

Section 531 provides as one wy to implement the 15-year'rule, s follt

"at all times on and after the date of' issuance of such

written notice of alloatLonq, the bylaws of the organisa-

tion require the remainder ot such patroage dividend, or

such papuet, to be paid in mey within the 5-5ye r period
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beginning with tho etce of the tumble year with

respet to which, eh written Aotice of allocaticn

Is made, and the uu irUt that sh mu1rOkat
shall in no eve nt echanted vthy~at tha ameNt of ,

Sthose adverueli efeted, ,. .. " mpse sppple)

What do the underlined worde seen and how would the Internal evONe service

interpret th if such provision should be enacted into law? et's take the case

of Cooperative A with 1,000 members. These, 1,000 members receive for fiscal year

1970 patronage retund allocations averging I0 each amounting to a total Of

$60,000. The plolaws of Cooperative A contain the provisions in Section 531 of

the bill as quoted above. The By-laws also provide that amendments thereto my

be, made by the affinative vote of 75 percent of the member, present at a meet-

inLg at which a quorum is present. In 1965, there to a severe drought, Cooperative

A operates at a loss and is unable to retire the patronage refund allocations

issued for fiscal 1970. A membership meeting is duly clled, 600 members are

present. 90 percent of the Rembers present consent to extend the time for retire-

ment of the 1970 patronage refund allocations and 10 percent of the embers pres-

ent do not consent. Vat happens than? What happened whe the oard of Directors

of a proprietary corporation votes not to declare a dividend to the stockholders

by a vote of 00 percent because there hve not been eacui~n trm which to pay

a dividend? Vat happens when 90 percent of the member of the Senate vote for

a bill and 10 percent vote apinet, it?

The answer Is obvious. All the members of a legally constituted body are

bound by the decisions of the majority or other legally prescribed percentage.

But Section 531 would as to cooperatLves by federal law repudiate decisions by

a majority in their application to a *nority who do not consent.
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This 1S-yar proposal in Section 31 when Analysed in its practical applies-
tion would represent a flagrant abuse of federal power and unprecedented inter-

fernce With private business. It would tend to divide tether than encourage
cameras to cooperate to help thameelvea. At this period in our national life whn
so such is being done materially by the federal government to assist disadvantaged

groups in our nation, it is beyond comprehension that the Congress would spend
any time In even considering a proposal 'which could only add handicaps$ burdens

and problems for farmers who are trying to help themselves through their own

efforts.

I appreciate the opportunity that has been given for me to present this state-

sent on behalf of the Council.

tor the reasons docomented in the statement, we respectfully urge your Com
mittee to eliminate Section 531 in its entirety from N, 3. 13270. Us also respect-

fully urge that the conterees from your Comaittee maintain this position without

ccepromise when the bill my be considered and action taken in conference.
We recognise that there is a general disposition to seek comarmise when

controversial issues are at stake,. We sincerely believe that there is no Justifi-
cation for any compromise with respect to Section $31 solely on the basis of the
fact of A& public hearings on this issue before the House Vays and means Coittee

and It adequate time now for thorough analysis in public hearings before your Com-

mitts* of any compromise which my be suggested.

The operations of any farmer cooperatives today are being disrupted because
of difficulties in the Interpretation of hastily drawn provisions inserted by the

Senate In the Revenue Act of IM to amend what is now Section 521 of the Internal
Revenue Code, authorising specific deductions for farmer cooperatives which meet
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certain stringent requirements In tiat section. Since Vebraggse iS - over

yers ago - th Council has been trying to get the National Office of the Internal
Revnu Service to publish an official interpretation of certain provisions ef
that section for compliance purposes. About five year ago Internal revenue agents
in their auditing functions began placing Interpretation@ on certain provieons In
that section different frog the interpretatLone that had been followed since 1926.
To date we have no answer from the Service because of differences in the National
Office between the attorneys and administrative officials as to what the pro-
vieLons in question were Intended by Congress to mean. We urge your Cornittee
in the interest of sound legislation and its subsequent proper interpretation not
to compound the problems for government and tarmer cooperatives that now ist
through further hastily drawn legislation which ,heraterises Section 531 as re-
ferred to you from the House of Iepresentatives.

There are defects and problems inherent in Section 531 in addition to thoee
already covered in this statement. An appendix to this statement describes some
of these defects and problems as additional evidence why Section 531 should be
entirely etriken frog H. R. 13270. The appendix also gives factual information

concerning certain opinions which have been rendered concerning the so-called
constitutional question involved in the tax treatment of cooperatives and their

patrons.
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A. Section 531 would undermine the Capital Fund Hethod of Financing"

which has been adopted by an increasing number of cooperatives with

approval of the Interal Se i. I n e Srvice. . . , . . . . pase I

I* Section 531 would impose hardships and inequities on the mebers and

patrons of many cooperatives through the proposed limitation of the

application of cash psyments in excess of 20 percent to retirement

of "any qualified written notice of allocation".... page 3

C, Opintn o the ConittintLonl Question. P. '...,. .p 4e
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APPENDIX

W,*tion 531 would undermine the 'Capitl1 Pond Method of Financing" which haskgon adoted Ilk -an increasing ngjtr o[ €oogjrgtiveeWith approval of the Inter1
Ienenue ftr-vic*

It has already been pointed out to members of the Senate Finance Comittee
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 Vs
adopted without sufficient 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 l Fund Method of Financing." We feel
that exploration of the unanswered questions which are raised 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 Comittee."

DESCRIPTION OF "CAPITAL FUND" APPROACH

A basic precept in a farmers' cooperative is that equity capital should be
provided by the grower-mmbers. The capital fund approach is deemed by many co-
operatives to be the fairest and most equitable way to determine what share of
capital needs should be borne by each of the grower-members. Under this plan, a
grower's capital contributions are directly related to his use of the cooperative
facilities.

The plan essentially works like this. A period of time is established for
measurement of total crop deliveries by the cooperative's grower-members. This
time period consists of a 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, customarily 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 wads for each grower-member of his proportion of
deliveries during this time period. A!o, during each accounting period, the
capital needs of the cooperative are determined. Bach smber is then responsible
for a portion of the capital needs which is in direct ratio to his proportion of
deliveries of product to the cooperative.

This is 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 assessment 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 in-
dividual grower's account every year. For example, if in a particular 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 (assuming
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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
which represents an excess over his established level of capital contribution.

In the event a ember withdraw from the organization or ceases to produce
the crop handled by the cooperative he will have received his entire capital con-
tribution at the end of the period 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 is no longer de-
livering to the cooperative will have received full repayment for capital con-
tributions earlier made.

The basic question which is raised in conjunction with the Tax Reform Act of
1969 is how the 15-year limitation period involved in Section 531 of the bill
affects this capital fund operation, particularly in the case of a now meber or
one who continues to use the cooperative facilities.

FULL DISCLO8ERR AID APPROVAL BY IMTINAI. URVEIE 81NVICS

Prior to adopting the capital fund method of financing, the cooperatives
which have gone to this approach have obtained rulings from the Internal Revenue
Service. In all instances the rulings have indicated full approval of thief 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 assessed against the individual mmber are fully disclosed to his and
the amber includes these amounts in his income at the time the credits are created.

APPLICABILITY OF PROPOSAL TO CAPITAL FUND CRDIT8

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 ember who has with-
drawn or ceased to deliver products to the cooperative will receive repayment of
his capital contributions within the period of ties established for measurement
of the percentage of use of the cooperative's facilities by each individual grower-
member.

A question which is totally unanswered and apparently received no considera-
tion whatsoever from the House Ways and Kmons CmaLttee is how the IS-year period
for repayment nf per-uuL totaine will apply to a cooperative Whoen embers have
adopted the capital fund approach. Perhaps an illustration will be helpful.

Let us aseme a member of a cooperative who has capital credits standing
in his name in the amount 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 situation, niely that for the next 13 years no adjustments are
required in his capital fund. Then in 196, 15 years after creation of the credit
in 1971, mst the cooperative redem the $100 which ws created in 1971? Does the
adjustment that was made in 1972 qualify as such a redemption? If the cooperative
does not redeem the 1971 credit in 1986, what are the tax consequences to the
ember and the cooperative? Do we get a different result depending upon whether
the capital fund credit is created as a result of a per-unit retain or as a retain
from a patronage dividend or by assessment?

co,0USION

It is obvious that the Rouse Ways and Means Committee gave no consideration
at all to the complex problems and disruptive results that would flow from the
application of a 15-year limitation period (or any other limitation period) on the
capital fund method of financing which has been adopted and is now in operation
with the approval of members of an Increasing number of cooperatives.

This is an additional compelling reason why Section 531 should be deleted in
its entirety by the Senate Finance Committee and no action be taken to change the
present tax treatment of cooperatives unless and until there has been an adequate
opportunity to consider the full Impact of any changes proposed.

.--

Section 531 would amend Sction 1386c)(1) of the Internal Revenue Code to
provide in pert that the additional three percent required to be paid in cash

each year for ten years beginning in 1970, until an jg jj 30 percent is paid
in cash in 1979 and subsequent years, is paid either:

"(i) as a part of such patronge divdendt or such pent,

(Ii) 2 in.1dmmia (to the extent allocatd by the payor
to such ptronjedividn for the purpose of meeting the require-
ments of this clause, if not previously allocated to any otherpatron ge dividend) of any ualifed written notice of lloctitn

ureviouslv us as a sart of a Ntom d~led or such payment,
for a'ny tasalble year, and.*.',(llphes is added)

The tere "ousified written not~cs of allocation" wee first introduced in theInternal Revenue Code in Subehapter 1 enacted by the CInress in the Revenue Act
of 1962 to provide a new tax treatment of cooperatives and their patrons. Hene,
"qualified written notices of lloucaton" exist to evidence the paetronae reund
investment of member end patrons in their cooperatives only for fircl years of
cooperatives beginnin after ecember 31t 1962. t
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Many cooperatives have adopted systematic piln for redeemi or evolving
their equity capital and the$ plant to arg6 Part provide for Such retiremct in
the order of the yest o is shieh the equity capital was invested.

Appltation of the underlined provision in Section 531, quoted above, would
oen that the eurret cash paypets in 1970. and thereafter used in retirement of

aest patronage refund Investments would have to be applied in retirement of such
tuents made for 1965 And thebeatter even though same pm. - 194 investments

had not been tiend,

The Inequities that would thus be imposed as to the embers and patrons of •
the pre - 1063 year compred to the treatment of the embere and patrons In 1963
and thereafter are elear and etld not, we believe, be intended or Justified.'
This to another glaring exaple of the deects inherent in section 531 and a
further specific reason why Section 531 should be deleted from the bill.

0gnios on. the ontitutional question

When Nortimer N. Caplin testified before your Comittee on September 19, 1969,
an behalf of the National Tax quality Association, permission ws given at the
request of a member of your Committee for the Inclusion in the record of the hear-
ings of two opinions related to the taxation of cooperatives.

Although these opinions appear to have no pertinency to the policy question
before your Camittee, we dem it important that the members of your ComLttee
have factual intomtio, as to the Identity of those opinions and their basic
conclusions, It is also important that your Cewittee be informed of another
opinion that has bee rendered oan the so subject and its bseic conlusion.

'The Power of Congress to Tax Cooperatives on Net Ifrgins"

Prepared by the Staffs of the Treasury and the Joint
Committee on Internal Iteveaue Taxation - April, 1951

This staff report prepared over 18 years ago was first released by the
touse Ways and Means Comittee for publication in 1960.

The basic conclusion of the staff opinion Implicit in its title is that
Congress does have the gM under the Constitution to tax cooperative on net

Too significant statements in that opinion supplementing the basic con-
clusion are as follows$

'Congress has an equally broad poer to determine, on practical
grounds to whom income should be taxed "

**** *** * *** **** *** * *0*
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'"Tis shows that Compess may we an al.onak stall
in measuring the taxable income of a coopertive, and the were
fact* that the corporation is a cooperative, does not impose a
constitutional restraint on Congress in the measurement of its
taxable income." (VaphasLe added)

II

"Taxing the Not lkrgine of Cooperativees
Application of Basic Tax Principles
and Analysis of Constitutionality"

This is an opinion by Hortimer M. Caplin made for and published by his client,
the National Tax &quality Association, on Hay 22, 1969. is basic conclusion to
the 51-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 income would violate no rule of constitutional law. Any
discussion of the tax treatment of cooperatives mat begin with these
conclusions. Proceeding frm that basLs the essential l iZ Issue
A M- whether the inome of today's large-scale cooperative
should continue to receive a special tax preference - must be sub-
Jected to careful and rigorous re-exaLnatLon on its oewn urits."
(hephasis added)

III

'Constitutionality of Legislation Taxing to Patrons
Income Equal to the Pace Amount of Non-Cash Patronage

Refunds Distributed to then by Cooperatives"

This opinion was prepared by Mk Asbill, Jr., a partner in the law firm of8utherland, Asbill and Brennan, Washington, D. C., Jauary 25, 1962 for the
National Council of Farmer Cooperatives.

In his 18-page opinion Hr. Abill reached the basic conclusion that:

'Tor the reasons set forth above, legislation requiring patrons
to include in income the face amount of docuents evidencing their
share of current patronage income of the cooperative enterprise would
clearly be constitutional."

Hr. Asbill testified before your Coiittee on April 16, 1962, at public
hearings on the Revenue Act of 1962 and his opinion is included in the part 5
of the printed hearings on that bill at pages 1709-178. 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.
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What to the unanimous single conclusion drawn from these opinions? It is
simply that the issue before your Committee in 1969, as in 1951 and 1962 is not
a constitutional question. It'is solely a matter for basic policy determination,

In 1962, after extensive hearings your Comittee and the Congress decided as
a basic policy matter that net earnings generated through the operations of co-
operatives should be taed to the embers and patrons to the extent that their
individual patronage created such not earnings. You also decided that such net
earnings not distributed in cash as patronage refunds on the basis of patronage
should be taxable to the mebers and patrons currently only where there is in-
dividual ag8r w on the part of such embers and patron to invest the part
of the patronage refund not paid in cash in the capital of their association.We believe that after careful consideration of all the facts before you, your Coo.
mitts will reach the basic policy decision that the action taken by your Committee
and the Congress in 1962 is fair to farmers, their cooperatives and in the public
interest and should not be changed, 
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I appreciate vea~ mch this opportunity or aIPPearins before this

distinguished Comittee, on which I bad the pleasure of serving for A

years while a seber of the Senate, to o ess the via of the ier

of the Natlowl Federation of Orain Cooperatives on the proposal cotained

in section 531 of .R. 13270 dealing with the tax treatment of fam

cooperatives. A complex subject, I might add, which I tbno*t had been

resolved both equitably end satisfactorily by ewtment into lw of the

Revenue Act of 3962.

Appearing with me this etterwon are the Federation's executive

Vice President, Bruce J. Hendrickson,. and the organization's Oeneral

Cotmsel, Irving Clark, who is a partner in the law firm of Do. e ty,

imble & Butler of St. Paul$ Minnesots I have asked both of these men

to sit with me to provide assistance with respect to any t~chnio. points

uhich my &rise sime this has become an inreasinsly coiplicated subject

as to details.

It was not so at oe time. But I m afraid that as our farm

marketing cooperatives have become more and more of an effective forcs

in the selling and the processing for sale of grains and oilseeds for

the IaUal benefit of its embers, opponents of this perfectly proper

method of doing business have sought by a variety of extremely tecnical

mOans to drive a "tax wedge" between mor.patrons and the institutions

they have tirelessly built and financed to furher their own economic well-

bein. It has also been at considerable cost to these faormerpatronsp
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nc*ttthstWW* allegations to the contrary by those vho hae ese sly
showered the Congress year after year with "o0-op tex rfbor" schemes

desired to deprive amercmners of tbese Institutions o the full

econ omi benefits wich both the Congress end Rxecutive branches of

Federal System have in their Visdom saw tit to encourage over =us decades

In the interests of eound publi policy.

As I recal the mn instances In the past vhe I wae perbonsfl

involved In Judgw made with respect to cooperative taation both in

ti disti gaished Cmttee and cn the floor as a Senator from the peat

State of ems, the principle of the papeynt of a single tax vcn the

savings (earaings) of a ferm cooprative at the Investor level wee never

lost sight of despite the repeated attoWAt by ipcmnwuts, of these orgai-

sations to have the taxed otherwise under t!e guise of "reform." !his

has even inclined successive atteepte to Impose the "two-tier" system at

levying taxes on the "profits" of these feamar-owaed and controlled
associations.

Despite the repeated efforts of farmrs and their cooperative lenders

over the years to ccbst this divisive tactic ve have seen a successive

encroaciment by the government into the conduct of the business affairs

of both patrons and their cooperatives as regard tax matters.

Thinovmt aper to be getting deeper too, judging tw the

proposals contained in Section 531 of H.R. 13270.

Both the proposed hased-in cash payout requirements to 50 percent

by 97 aM the statutory directive to treat future contributions of

cpitl investments ) by patrons in their cooperatives as debts of the

organization. ae perfect iustrations of this excessive tendency by saw

to or sink wel establised pbli policies via th taxation route.

.
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It Wmiht be polnte4 o s to tst either 0 O s wOX 1 e

Interests ot the govrmont fron he ""a"~ otendPoi six". so t

tiowa tos iu be ooiaete4o wowMtu6 to ectimets s19w3io by *0

Treasury Dvartt

Si te h s to 00 0 so hmmZheno w ro@som 4Iowbs

theft estuateof 1 0s st S' s0 to wont" ft" OW e Q ei or

redistribution af still or bt tax bWv (the bject CC tx ftm)

vii om. about as a result te e at tese prs4ossism.

On the O i le ba viZ3 be GUm to both finus

wd their cooperatives If Soctio 531 is SeO iO 1W. I 0404t

believe that mser at this Octtee 't "A see s b sop '

Ths Is eupee 3 twm to the Present 4o0e% of e tra US

dauba bet*g put on our iinttod rqouroe bWatg*vi0, tWi"i~ the

U S. Department at hpio4tare ?rm recopiso Whs berG tadt of ilt

own In cases involvin Ou w I pows "r pM$ lbm V*tl 340mm

of this, they ae attempting tbrV varism nae to 4464 their gym

propsms. A mjor effort in this 4ir"Uton tQ ~%*tuUs' rlieM the

government of Its dmtimnt role In this are is being OpUbWMs by

COLVeorties. Vot certaIaiy, IWo uIttoitely 49e1"" viii too

ti. But experience conuries m that the voM bt#0utO 0ih ve4

be destroye4 by the emsotment of these harsh proposals * pain SuPAMt~

Ingj cooperatives - repest the =at promising 4hOle for eventu3.1

effecting the transfer of gain prora to the Wrvate sector s ntin

in the distant futu.

w, as to the subje t atb au, I wof. l*oa the 6s of eteie

an this Cnd.ttee prior to the enactmsnt i nt o1 of the BeVM. Act of

3$62 iben we exhaustively studied this sbjet.
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At that tim Z r w wev o v e oaM l to eret set Of

",qualifications" to Insure that 1U nosceub patrols aflocatioms would

bo taxed at their stated dollar value in the bau or the patron or h40

cooperative would be taxed, In order to be sun that the patron bed

crovgb cash to p the tax an these m oU we required that the oooperso

tive include at least 2D percent of the savings in cesh.

That seemed like a resomable ition then. It still does.

I believed then and still do hvever, that the timfacial needs of these

businesses Is a matter which shoul be left maor qP eY for them to

determine by their ou potios and not be, UvMMse on them by some tax,

authority. %hIs Includes such Jointly agreeolto, decisions as those taken

with respect to who is going to psy the tax on patroag distributions too,

so long as the proper tax Is paid by somebody.

The point which is often overlooked t the fact that these

assocltions are voluntary as to mebership. Io one is under any co-

plueion to patronise them either* an Item that those unfrienly to this

form of business organization never bother to mention for self-serving

reasons.

Now# it seem to me that as this Comittee considers Setion 531

of U1.R. 13 20 It ought to vei* very carefully the fatal consequences

uhich it would have on the future ability of local pain, rketing

cooperatives like or own back in Kos" - the Cloud County Cooperative

Elevator Association at Concordia - to provi e the badly needed and

crowing series which its farmr-owners demand and (et right there in

town.

Of equal, if not of more importance, t PAR-I-CO., IM1., hed-

quartered in utchinson, Kansas. This latter organization, a regional
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rain marketing cooprative make it possible for mebers at ma loal

to play a significant roi* in the key tenualand apor awn m rxkhs
whe forces of sqpW an dwAn o ,daiAte to establish prices. a esits

created day In en day out by this major regional aloW with mrkets

created by the other 29 regisals carisng the mmbership of thig

Federation constitute ao indispensible service for the cw millon prain'

producers atd 2,680 local. cooperatives oning the.

RnminGs darrd from the activties of these regionals represent

a major source of revenue for the locale. At the sme tine the locals'

maJor investmnts (and consequently their sber-ovners) ar generally

those ad in their regional. These ar substantial too relative to others

in most oase.

With limited exceptionso the capital which has been provided by

farmrs to build wan enlarge their sphere of matetina Influence has come

fr m reinvested eandgs on lch amers have vili(;y paid tnxes an in

Order to supply to themselves as a group mq of the services they could

not economcally afford to Individually do. This vould include such

thinIs as building ad maintaining grain eleators, plants for processing

their gralns Into move valuable products mning rail nd barge equipment,

and even acquiring their own lending institution - the Baks for Cooper-

tires through the systmic repaymt of ger=ont Capital frem their

olm fnds.

All of these have cost peat sums of amney, but they are providing

their maber-overs vith an iaortent array of services which Is the way

they wnt It.

Thus, as you study and deliberte the pros and com of section 531
of LBR. 13270 in the weeks and amths ahead, I vould urge you to ponde
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The Federation

There is no conflict of interest between farmers and their agricultural

cooperatives.

The Federation's statent accurately reflects the farmers viewpoint,

because 75 percent of our board of directors are required to be farmers

and our policy positions are adopted at meetings where farmers predominate.

2.

Farmers Cntrol Cooerat ives

The boards of directors of cooperatives are all farmers elected by

farmers. Farmers set the policies of their own cooperatives by democratic

process.

3.

The FaErs Fedom of Choice

Arguments to the effect that Congress must protect farmers from them-

selves, or from their own cooperatives, are unsound and are merely an excuse

to undermine cooperatives so processors and middlemen can take greater profits

at the farmers' expense.

Farmers must be permitted to operate their own organizations, financed

with their own funds, in whatever manner they deem best.

Congress should not undertake to substitute its Judgment in the operation

of a farmers' cooperative for the sound Judgment and experience of its farmer

mebove, who have at stake not only their own capital but also their own

welfare and future as dairy farmers.

Business requirements change from time to time. An inflexible across-

the-board rule prescribed by Congress would be impractical.
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4.

What are Coogrstives

Cooperatives are a basic form of a self-help program in which farmers

acting together seek to solve their own problem, Improve the quality and

service of their produce, and try to obtain a mre reasonable return for the

labor and investment required to produce the Nation's food.

.5.

Conarssional Approval of Cooeratives

There is a long history in Congress of legislation to encourage farmrs

to improve their own position by organisins and operating their own coopera-

tives.

That cooperatives have justified the confidence placed in then by Congress

is amply attested by the fact that this policy of encouragement has been main-

tained consistently for 50 years.

6.

Cooperatives Help Farmers

Cooperatives provide services for farmers when needed services are not

otherwise available.

Farmers keep processing and marketing margins in line, and also the cost

of farm supplies, by setting up and operating their own cooperative businesses

when margins charged by others are excessive.

Cooperatives check the weights and tests of their members milk to assure

fair treatment in an area which otherwise is easily subject to mLitreatmnt.
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7.

Cooperatives are Uwtort-nt to Consuers

Cooperatives have not sought unduly high prices. They ask only for a

price level which will reflect to the frmr a fair return for his labor$

taking into account the investment and risk involved.

Hourly returns for the labor of dairy farm operators, as reported by

the Departmnt of Ariculture, rouge from $.91 to 01.08 in the three test

areas reported.

Cooperatives keep middleon's margins under reasonable control.

Cooperatives help provide the abundant supplies of high quality food

which consumers enjoy.

8.

Opposition to Coomeratives

Cooperatives met vith strong opposition because the opportunities for

processors and middlemen to take large profits at the expense of the farmer

is greatest when farmers are disorSanised, when there are no checks on

weights and tests, and when there is no regulating influence on processing

and purchasing mrgins.

9.L

Businesses operated by individuals, by partnerships, by cooperatives,

and by sall corporations are a11 taxed alike in that only one level of tax

is imposed.

Large corporations are subject to a double tax. This is wrong. But

extending the double tax to cooperatives and then, in turn, to small corpora-

tions, partnerships, and individual businesses is not the proper way to

correct it.
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Large corporations can use the tax advantages available to cooperatives

if they choose to operate on a cost basis as cooperatives. do.

10.

o Issue in the Present Bill

There are no valid tax objectives to be achieved by the cooperative pro-

visions of the pending bill.

All savings made by farmers when they market their produce, or purchase

their farm supplies, on a cost basis, through their own cooperatives are tod

at full value to the members and patrons of the cooperatives. This is true,

under the present law, regardless of what percentage is paid in cash or left

in the cooperative as capital.

11.

Discriminatory nd Destructive Leislation

The cooperative provisions of the pending bill are an unwarranted attack

upon farmers cooperatives, and are designed to undermine their capital and

financial structures, thus making it easier for processors and middlemen to

reap a greater profit at the farmer's expense.

- 12.

The Federation's Positig

We recommend that Section 531 be stricken from the bill for the follUowing

reasons:

(1) It serves no valid tax objective;

(2) It is a destructive and discriminatory attack upon farmers

agricultural cooperatives;

(3) Its real effect would be to undermine the capital and financial

structure of agricultural cooperatives;
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(4) It would interpoes the judpnnt of Coress fo? that of the

farmr boards of directors of cooperatives;.

(5) It would prescribe an across-the-board rule which would be

inflexible and inadequate to met changing requirementSe '

(6) It is an attempt by Congress to interfere in the internal

affairs of farers' organizations;

(7) Problems relating to the internal operation of cooperatives

should be considered by the agriculture comittes and not

the tax corittees;

(8) As long as ons full level of tax is currently paid* as it now

is, farmer* should be free to menage their own cooperatives

and to finance then with their own soney in whatever manner

they deem best.
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The Fedaftiou

The Ittonal Milk Producers Federation is a national faro qrganisation.

It represents dairy farmers and the dairy cooperative associatio(O which they

own and operate.

The policies of the Federation accurately reflect the viewpoint of dairy

farmers who are members of cooperatives as ell as the viewpoint of coopera-

tive associations which dairy farmers have organised and joined, +

This is true, because our bylaws require that at least, 75 percent of the

Federation's board of directors' must be active dairy farmers. Attendance at

our annual meetings, where our basic policy resolutions are determined, is

predominately that of the active dairy farmer.

The men who serve on our board of directors, and those who serve as voting

delegates when our policies are adopted, are all chosen, either directly or

indirectly, by farmers and they mst be responsive to the wishes and thinking

of the dairy farmers they represent.

This is most Important in this hearing, because it will be argued that.
Congress must protect farmers against their own cooperatives*

F+++,]armers Control Co utatives

The boards of directors of dairy cooperatives, in practically every case,

are all active dairy farmers. The directors are elected by ferrs, and they

must be responsive to the welfare of, the dairy farmers they represent and also

to their wn welfare as dairy farmers themselves.

The bylaws of the cooperatives require their boards of directors to be

active farmers, thus assuring control of the cooperative by. farmers. -This ,

further assures that the cooperative will be operated in the bat interest of

farmers and that its policies will reflect accurately the farmer iiwpoint.

The principle of one-man one-vote is traditional vith cooperatives, and

democratic control by the farmers themselves is a fundamental concept in
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these 48*niaiVous..Vs k*no of.no' .lUtion *a" ' OUr *mbetsi ovs r wa y r*

years of "i*nc, ,oe6 6 foW laote prod ices have, doit""d a coop t "

t o the 4erlwot of 9l14'r producrs. The on. wons'-voto principle -

diudei thifjedM, in any, events feare Just, don't operate that vay in cnopera .

t ives. The reason they have cmind' together in acoperatie is. to, pro"te

the c o good of all-through their united ffort ,' '...

Thea~rsVreadoni of oits

-The 'control 'which farimr, exercise ovet the Federation and over their wn
co perative asocitionls as we have pointed out', is mt $ ant to a poper

evaluation of the Issue$ presented in this hearing*.'

Some will argue that famrs must be prot ted agist,.their -on coopers,

tives and that, unless Congress itervos, cooperativet .willet unfair ad "

vantage of the farmers that n d conloi them., ,,

This. Lis the o , as saying that farmers mast be prqtto'stad inst thei- "

selves ad that farmers i not be pomitted to use their oen best Jugment"

in the management of thsir oun affairs.

It will our.ition, ;,id ,) a of'the deity •armrs we reprsent ,, that

farmers should.*be p6vrtttid to ope lte their on or.SAnisatons *inan evith

their. on, funds' in whatevet. Ikulnar _ they de014 besti

Congress should not u dertke, to substituM Its J mi n thq operation

of farmers' cooperative for, the found Judgment ad extensive auaiedge and

experience of Its farmer mbr, who have at stake not Only their own apiLtal

butalso their. wnmwlfae and-future as daiyofare' ,v
We are not,-Ipresedith the rgwpt that Congress should project, the "

farmer against himself, by- aking him do what he does: not wantto do -a,. and

by =king him handle his men business* in his own 64rnistio -A a, mannr

which is contrary, to his: own beet ju48aknt, and contrary, to the wishi a of a "

majorityof his o mb ers..,'
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An examination of the present proposal, along with similar proposals that

have been mad. in the'psatt will disclose' tht the"real objective of such lesit-.

lation is not to help farmers but to undermine the effectiveness of agricultural

cooperatives and thus enable nonfarmer enterprises to reap a grseter profit at

the expense of disorganized ftr er ,

This is particularly true of the pending legielation, because' it serves no

tax objective whatever, Its sole result would be to undermine the capital and

financial structure of important agricultural cooperatives, thus leaving farmers

at the mrcy, if any such qulity exists, of the purchasers and processors of

their produce.

Farmers must be free to make their own decisions in their own cooperatives

-- and Congress must not attempt to make decisions for them by a general rule

of law -- because the facts are different in practically every case.

for example, in a new or expanding cooperative, or in one planning to set

up a new plant, it sight be mast important to farmers to build up capital in

substantial amounts and to leave capital funds in the cooperatives for a rela-

tively long period of time. In a cooperative already fully financed, the

farmers say prefer to withdraw a large percentage of their current savings ,in

cash.'

In one cooperative, farmers may prefer to take a large proportion of their

current savings in cash and leave their invested capital in the cooperative for

longer periods. In another, the farmermq prefer to leave their current

savings on deposit in the capital of the cooperative in order to bring about a'

more rapid revolving of older capital certificates, /
Business requirements change from year to year. The right to make bpainass

decisions must be flexible and not hampered by general across-the-board rules,

prescrlbqd by Congress, which in many cases would be impractical to meet current

problems.-
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As long as the current payment of one level of tax is adequately provided

for, as It now. is, 0w see no reason why .faersr should not bepermitted to

maks.their own decisions concerning their own funds in their own orSanixations.

'It is entirely out of prder, apd most, inappropriate, in such, cases, for

Congress to substitute its judsment'for the business decision. of the farmers

and thus meddle in the internal affairs and operations of these important

agricultural, cooperatives,

at Are CoonerAtives

Agricultural cooperatives are organization of farmers who have banded

together in an effort to improve their own economic lot.

They are entirely voluntary; and no farmer needs to join one, or to remain

a member, unless he wishes to do so. In practically all cases, membership Is

open and any farmer who wishes to avail himself of the services of the coopera-

tive and to participate in it is welcome to do so.

Cooperatives are a basic form of a self-help program in which farmers

acting together seek to solve their own problems, Improve the quality and

service of their produce, and try to obtain a reasonable return for the labor

and Investment required to produce the Nation's food.

Som cooperatives are bargaining associations through which farmers can

bargain as a group for the sale of milk to processing and distributing plants,

Without such associations, farmers have no group bargaining power and are in

the position of having to take for their milk whatever price the dairy companies

may choose to pay.

Cooperatives also check weights and butterfat tests of the milk sold by

their members, thus eliminating the possibility of false or inaccurate tests

and weights.
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Othtr dairy cooperatives are . nufacturing units* s. Te are simply

groups of farmers who, instead of selling their milk as a raw agricultural,

product, have organized cooperatively to manufacture it, on a cost basis,

in their own plants, built with their own capital, in order to obtain a better

return by selling it in the form of finished dairy products.

Cooperatives also 2urchae for their members, on a cost basis, the supplies

and equipment needed on their farms.

Conressional Aovroval of Cooeratives

There is a Iong history in Congress of leSislation to encourage farmres to

Improve their own position by organizing and operating their own cooperatives.

The policy of Congress in this respect is well established by many enctments.

To mention Just a few, the Capper-Volstead Act was passed in 1922, the Agricul-

tural 14arkting Act was passed in 1929, numerous provisions relating to coopera-

tives were enacted in the 1930's, and legislation relating to cooperatives and

to the Farm Credit Administration has continued to the present time.

That cooperatives have justified the confidence placed in then by Congress

is amply attested by the fact that this policy of encouragement has been gain-

taed consistently for approximately 50 years.

gCoortive Holy Farmers

Cooperatives have rendered a tremendously valuable service for agriculture

over many years. Through them, farmers have provided services for themselves
where needed services were not otherwise available.

They have kept processing and marketing mrgins in line by processing and

marketing their own produce in their own plants when the margins charged by

others were excessive. In the' sams manner, when prices charged for feeds and

fertilizer and farm equipment have been excessive, farmers have set up their

own purchasing operations.
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The savings farmers have made by performing their oen markettug and

purchasing services for themselves in their own ¢ooperative runs into many,

many millions of dollars, This has .benefited not only the agricultural economy

of the Nation but'the eonomy as a whole, because agriculture is an Important

part of the total economy. •

Cooperatives provide a yardstick for measuring excessive processing

margins and provide a brake on middlemen's excessive profits.

Even in areas where there are no cooperative plants, the fact that farmers

can set up their own plant if processing margins become too excessivs serves'as

a strong influence to keep the margins within reasonable. bonds.

Farmrs do not organize cooperatives for the fun of it. In most cases,

they are driven to do so for their own protection, either because the services

they need are not being provided or because excessive profits are being taken

at their expense. Dissatisfaction with wetghts and tests is another factor.

Unless there is a wry real need for farmere ,to organize, the setting up of a

new cooperative is qidt% likely to fail.

* Coogeratives Are- Imroitat To C-onsumer* -

Although frmrs' cooperatives have been 'reasonably successful in the

agricultural field, as Congress intended them to be; they have neither achieved

nor sought unreasonably high prices.,

Controls against undue enhancement of prices are provided in Section 2 of

the Capper-Volstead Act, but in actual practice it has never been necessary to

use this section.

This country is so large, and its agrizultural resources are so great, that

cooperatives could not have unduly enhanced prices, even if they had desired to

do so.
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But cooperatives have not sought unduly high prices. Basically they have

taken the position-that prices should be at a level which would reflect to the

farmer a fair return for his labor, taking into account the investment and risk

involved.

Consumers have no right to enjoy food at prices which do not provide

reasonable compensation to farmers any more than they have a right to enjoy

industrial products made with swatshop labor.

Hourly returns for the labor of dairy farm operators, as reported by the

Department of Agriculture, have been far below $1.00 per hour in many of the

past years. The most recent figures for the three test areas reported are $1.07,

$1.08, and $.91 (Agriculture Information Bulletin No. 230, September 1968).

Actually cooperatives perform a valuable service to consumers by keeping

middlemen's margins under reasonable control.

F urthermore, the cooperatives are an important and vital factor in the

production of the abundant supplies of high quality foods which this country

enjoys.

Opposition to Cooperatives

It is not difficult to see why farmrd cooperatives meet with strong

opposition and why such determined efforts are made to hamper or destroy them.

As we have indicated above, the cooperatives provide a control on excessive

processing margins and on excessive 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 Influence on processing and purchasing mrgins.
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Tax Equality

Businesses operated by Individuals, by partnerships, by cooperatives, and

by snall corporations are taxed alike in that only one level of tax is imposed,

This tax is paid by the individual, by the partners, by the members of cooper.

tives, and by the stockholder members of small corporations.

Businesses operated by large corporations are double taxed, because one

level of tax is charged to the corporation and another to itq stockholders.

The same tax treatment that is accorded to cooperatives is available to

big corporations if they choose to operate on a cost basis, as cooperatives do,

and return to their patrons gross receipts less operating costs. In such" a

case, no profit would accrue to the big corporation and there would be no

corporate tax. Cooperatives must operate on a cost basis and no profit can

accrue to the cooperative.

All of the savings made through the operation of a cooperative must be

passed back to its patrons, and the patrons are taxed on all such savings cur-

rently and at the full amount.

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 then, in turn, to small corporations, partnerships, and individual

businesses.

No Tax Issue 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 ovn cooperatives are fully

taxed to the members and patrons of the cooperative.
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This tax is charged currently, without deferment, and all sch savings

are taxed at full value. This is true whether the farmers elect to receive

their savings in cash or to leave them vested in the cooperative as capital

funds of 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 Destructive Lexislation

The cooperative provisions of the pending bill are highly discriminatory

and destructive and serve no useful tax purpose,

They are an unwarranted attack upon farmers' cooperatives, and are designed

to undermine their capital and financial structures.

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 Congress

to suddle in the internal affairs of the cooperatives.

Neither is there any valid basis for Congress to substitute its judgment

for the business judgment of the farmer boards of directors of agricultural

cooperatives. These men are well informed and they are farmer oriented. They

know what is best for themselves as farmers and for the successful operation

of their cooperatives.

An across-the-board rule imposed by Congress without knowing the day-to-day

and year'-to-year needs of each individual cooperative would be dangerous and

ill-advised.

There is no need co protect the farmer from his cooperative, because the

farmer controls the cooperative and membership in it is voluntary. A cooperative
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whose capital and financing arrangements did not'have the support of its ama-

bership 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 tools, his own cooperative,

This legislation is a thinly disguised attempt to permit processors and

middlemen to take unwarranted and excessive profits from the former by crippling

the farmers ability to perform services for himself, when such margins get out

of hand.'

The Federation's Position

The Federation, and the dairy farmers we represent, have consistently_

supported the principle that' one level of tax should be paid currently by

farmers on the savings they make when they process their own produce through

their own cooperative plants on a cost basis.

We have vigorously opposed, and continue to oppose in thisbill, attempts

to undermine the capital and financial structure of cooperatives under the

guise of tax legislation.

We recamnd that all 'of Section 531 of H. R. 13270, relating to Agri-

cultural Cooperatives, be stricken from the bill for the following reasons:

(1) it serves no valid tax objective, since it neither increases

nor decreases the tax liability of cooperatives or farmers or

in any way changes the tax revenue as a whole;

(2) It is a destructive and discriminatory attack upon farmers

agricultural cooperatives, wholly unwarranted by any valid

tax objective;

(3) it is designed to undermine agricultural cooperatives by In-

pairing their capital, and financial structure in a manner not

necessary to any revenue purposes;

484



i!i .1 . I o i ! ! '• L r ... * . .. * j'r - 11 ii!i

(4) It undertakes to Impose the Judgment of Congress for that of

the farmer boards of directors of cooperatives;

(5) It prescribes an across-the-board rule which does not take into

consideration the fact that the capital requirements of coopera-

tives vary as between cooperatives and also vary from tIme to

time in the sas cooperative, depending upon its expansion and

building programs;'

(6) It is an attempt by Congress to interfere, unnecessarily, in
the internal affairs of farmers' organizations;

(7) If there were any problem-relating to the internal operation

and financing of cooperatives, this would be ,a mtter for the

consideration of the agriculture committees an4 not the tax

committees of Congress;

(8) As long as one full level of tax is being paid currently, as

it now is, farmers should be free to mnage their own coopera-

tives and to finance them with their own monay in whatever

manner the farmers prefer and in whatever maraer the farmers

themselves, in their own sound Judgment, deem. best for them-

selves as farmers and best for their cooperatives, which are

so very important to them.
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STATM OF IRVING CURK
BEFORE THE

.... T ONIN . i E STUE SET
' PW8M 22, 1969

I am Irving Clark of the law firm of Doherty, Rumble & Butler of

Saint Paul, Minnesota. This statement is made on behalf of Farmers Union

Central change, Inc., Farmers Union Grain Terminil'Association,. Great

Plains Supply Company, Land O'Lakp Creameries, Inc., Midland Cooperatives,,.

Inc., Northern Cooperatives, Inc., North Star Dairy, Twin City Milk

Producers Association, and the Minnesota Association of Cooperatives.,

Those organizations conduct marketing'and farm supply activities fo "

farmers Primarily in Wisconsin, Minnesota, Imwa, North Dakota, South Dakota,

Mntana, Washington,, and Idaho. . They are owned by approximately 2800 local

cooperatives and approximately 800,000 individual rural patrons.

W firm is also General Counsel for National Federation of Grain

Cooperatives, a federation of 20 regional grain marketing cooperative"

which are farmers' marketing organizations serving approximately 2,800,

local grx. marketing associations. You have already heard testimony on

behalf of that organization and its members. I am authorized to oay that

it also concurs in the opinions I am about to express..

After a thorough and careful consideration by Committees and.

the Congress, the Revenue Act of 1962 established a fair and workable

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 per-

cent of its patronage distributions in cash, and obtain the consent of the
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recipients to treat the entire dividend'as, Incmm-or else the ooperative

would Pay tax on itsvntire earnings.

Following enactment of the 1962 Aot tens of thousands of

cooperatives amended their by-laws and took other steps, to comply with the

Act. Their patrons have been paying the income taxes on patronage dividends

contemplated by the Act.*

In other words the 1962 Act Is working Now Section 5.of the

Tax Reform Bill would add new and. impossible burdens 'to those placed on the,

cooperatives by-the 1962 Act.

If the purpose of this legislation is to cooperatives, it

will succeed in its p rose.

If the purpose Is to hdJ the American frer, it will fil

miserably.
" rThe gres has repeatedly e stablised that farm cooperatives

are essential to Am rican agriculture. Those experienced in'the cooperative.

Movement are now using that experience to assist VxkM cooperatives- n the

ghettos of our big cities and wherever the problem of the poor can be sided

by the American principles of self-help.

This bill would bring about the liquidation of that essential

tool needed for both agricultural and rbon workers-the cooperatives.

It most be, we conclude, that those who voted for'the inertlon

In the Dill of Section 531 thought they were "helping the patron."

It Is our purpo" to show YOU In what respects they were mistaken.

Section 531 Is hot a reveueaproduinfg'measure. The objective

was stated to be to put a biger portion of the earnings, of the cooperatives'*1

2.
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Into the hands of the patrons, In cash. fte Report of the ,Comittew an

Ways sad, Mum soas In, put:

"Farmrs today bave* l$ttle dominion over the treatment

of patroage dividends despite the fact' that theAy mit pay'

tax on them as ifthey d-."

This rests upon the illusion" that the patrons want the -cash,

but their cooperatives are, withholding 1t-a&4 though by a small group

of willful directors. But there is no such situation in the cooperatives.

Unlike-ithe case of A business corporation, eaoh stockholder'or iur-r'

the cooperative typically has oe vote,, tngardless of the opera of es
held. They elect directors peroal kmtohewosaetir views

They attend the annual meetings. If a majority of them tist upon a large

proportion of earnings being paid In caeh, they have the power.

So.-the patrons control'the cooperative., They hae power to

decide how, much of its earnings the cooperative shall pay in cash. Legis.

lotion to compel an Increase will simply bust the coop t Some. 8 will
go broke sooner than others, but it is only a question of time for all of

them-if this proision. is enacted.

In the guise of helping the patron, It will force liquidation of

a tool he needs-now more than ever.,.

1km is this so? It Is a matter of cash requirements-.of pressing

needs for capital...

of the aproistely 2600 local cooperatives which are the owners

and Patrons Or the groups for which I appear, two-thirds hae earningao of



$23,0o or loss. As with all wal business.; annual eer..)gs. do not.,

come In th form of cash* They are soaked up in increased: accounts

receivable, in increased costs of facllties, andin Increased Investmet

in the regional cooperatives.,

Traditionally, the capital for these uirements has been. provided

by patrons agreeing to reinvest their patronage dividends in the cooperative.

The patrons have not had spare cash. But they have been willing to let the:

cooperative treat" th6ir patronage eatnings as a reinvestment, after paying

20 per sent in cash to the patrons to enable them to pay their income',

taxes. This Is because, the cooperatives have been a needed somre-in

many places, the only soure-of supplies, of marketing services, and of " 4

other services. ..

The cooperatives need to retain the largest part of their earning s

as they are not able to attract cash investments in the way a business with

profit potential for investors can. In other words, they are a service,

a tool, not a profit venture.

Two-thirds of our local cooperatives have net earnings of $25,000,00

a year, or less. A sample of 400 of the stronger ones showed that their,

net earnings had increased very slightly during the las". five years. Mny

of the 2800 cooperatives have been barely able to suvive, using 80 percent

of their earnings during the last five years for capital needs and redemption

of older outstanding equities. The Bill would permit them to retain only 50

percent. Yet an ordinary business corporation earning $25,000 or less can retain

78 percent of its earnings, and usually does,

4..
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The problem is compounded by the provision that. the cooperative,

must obligate Itself to redeem all non-cash dividends. within 15 years from

date of issue. Our typical local cooperative has MW ta ten years '

past equities outstanding. In order to be in position ,to rede" in 15 years

those equities Issued hereafter, many of them mt first redeem all of their

present equities during tht next 15 years. They are required to by -their

by-laws, and by simple principles of fairness. That requirement, plus the

20 percent cash peymut, will require a total cash peayut of 85 percent of

average earnings. That is JMoeu blge.-

It 'is Impossible for the local cooperative because it is necessary

to plow back somewhere between 50 and 80 percent of earnings into inventories,

receivables, and facilities Just to keep even.

This brings us to the regional cooperatives. It Is charged that

these organizations are giants, expending into manufacturing, oil refining,

and other enterpies and comptingu fairly with private business. The

fact is that the "regional" or "fedeated" cooperative is made up of local

cooperatives which own it and control it. They have banded together to extend

their purchasing power, or marketing power. To allow farmers to Join together

in the ownership of a petroleum storage tank and a delivery truck while denying

them the right to Join together in the ownership of an oil refinery is to'

dey both history and the facts of modern economic life. Local farmers'

cooperatives have always been provided services and supplies through regional

cooperatives. Nearly all business orgenisations have had to grow larger in

recent years in order'to be copetitive, and farmers' regional cooperatives

have had to grow with them in order to survive. The regionals' cash tied

:',.
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up in receivables' Inventories, and facilities has also Increased, and the

amount of their cash has correspmidingly declined. 'Ant Important, any

regional cooperative, no matter, how well managed, can have a loss ywea.

That mane that they will be unable to redeem patronage, refunds previously

Issued, which cuts dow still"further the flow of cash to the local

cooperatives.

All this comes down to the poposlItlon that Section 5A of the

Bill is based on a series of fallacies:,

The fallacy that earnings are cash.

The fallacy, that there are no prior claim on,

that cash which is in fact realized-such as outstanding

debt, or equities which the cooperative is obligated to

" redeem ahead of the new ones.

The fallacy that cooperatives don't have to

acquire new facilities and equipnt in order to provide

services to keep their members alive.

The bsgj" fallacy that, Congress will help the

patrons by putting their cooperatives in a strain ght-Jaoket..

We urge that Section 531 should be striken from the Bill.

6.
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ANALYSIS Ct COOPMRTIYR PAOMIION (SK-?IOt MY1

OF TAX MItem LL0 16

b , a Lys , a b ,n ]we , , behalf of the fOl wli

ooopeistives, their 28WO local coopertVess, an Wii Over O5WUW

rural pcro

Farmers tJno (ntal ,tcohai e, In P

Fnmers, poip Orn Teroinal Association

* Great plains Supply 0opzw

Land OIakes8 Cromrieu, I

*.. Midland Cooperatives, n.

Northen Cooperatives, Ino.

North Star D&Wr

Twin City Milk Producers Asso iation

and the Minnesota Asiooatin of' Cooperatives.

d statement is Intended to give factual Wnoatio roo rdai r t

at #wi provisions of Section 031 oft the Tax Refci'm BL'U'of i9690 Hi

and to show the fatal damage, it will do to vzW cooperatives.,

I 1GIV1GUIA.

ie effect.

RB. 33270,
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ad 22Bathfill ECOvAIL

The entire proposed cbnge of law as it relates to cooperatives

Is contained in one Section of the' BilU-Sectin 331. It would amend only

me section of the Internal Revenue Code, Section 1388. The esent

Section 1388 contains various definitions of terms used in Sections 1381

through 3388, IW, which with Secticn 521 set forth the tax status ot ooop-

eratives. One of those definitions is a complex one, .defining the term

"qualified written notices of allocatic., *,A p tion of the defidition,

subsection (c)(1) of section 1388, now provides that at least 20 percent

of the amount of the patrwage dividend distributlns of a cooperative most

be paid to the patrons In cah,. and certain other. requirements mwst be mt,

or the document ropesenting the balance of the patronage dividend (acme-.

times called the "non-cash portion") will not be a ". lfied' written notice."

Us Bill would aand that definition by addig two requirements:

New Reauiremt QAe. The amount paid out in cash must increase

at the rate of 3 percent a year until 30 percent is eahed. This amout o

Increase is called in the Bill "the applicable percentage," and it is stated

at 3 percent for taxable years beginning ih 1970, 6 percent for those

beginning in 1971, etcp until it reaches 30 percent fr yome beginning in

1979 craw' subsequent year. T*ether with the existing 20 percent, the

applicable percentage makes a- total'of 50 percent of current earnings which"

must be paid out in ch for years beginitg in 1979,' and thereafter.

While the present 20 percent in cash now required mst be paid

out as part of the g=ja patronage dividend, that is not true of the

'applicable percentages" or increased amounts.. The sy either be paid out

in cash as part of the rent patronage dividend, or be paid out in cash

Appendix Poge 2
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"in redemption . . . of any qualified written notice of allocatio, previously

Issued.

Cement. Wo ae informed that this my not have been the intent

of the framers, but the provision as now drawn has the effect of limiting

redemptions which would be credited against the applicablee percenteges" to

redemptions of documents issued in 1964 or later. Older documents which amy

have been distributed prior to 1964 are not "qualified written notices of

allocation" within the present Code definitions nor in the Bill. This would

mean that although a cooperative my have older evidences of patronage

distributions outstanding, and my be obligated by law or by its by-laws ce..

other contractual arrangement to redeem them before it can redeem the 1964.

end later documents, such redemptions would not "count" toward the "applicable

percentage." This disadvantage, which perhaps could be corrected by a change

of wording, is pointed out here as a matter of construction or interpretation

of the language of the Bill. Cometion of it by altering the language

would nA ocrect the drastic hardships imposed by the ,Bill--see below.

Ne ResgfeMt Two, The Bill also adds to the definition of

"qualified written notice of allocation" a requirement that the issuing ooop-

erative must be obligated to redeem the "written notice" in cash within 15

years. The oblieaticn may be created in either of two ways:

(a) The cooperative my adopt a by-law so providing with a

further provision that thP3 obligation cannot be changed "without the

consent of those adversely affected;" or

(b) The written notice smy be in the farm of "an unconditional

written evidence of indebtedness . . . hich matures within such 15-ear

period."

Appendix Page 3
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The Bill also requires that "qualified per-unit retains" issued

by a coopera; ve include the same oblgation of redemption within 15 years,

either by by-law or by beivg in the form of an evidence of Indebtedness

which matures within 15 years. Thus, those cooperatives which use the method

ct distrilbution of earnings called "retais," or "capital retains," or

"per-unit retains" would be subject to the same new requirements as those

cooperatives which use the patronage dividend method alone--namely, the

required increase in the percentage of earnings paid out in cash, until it

reaches 50 percent (see below as to the t rue effect of this), and also

issuance of obligations with fixed raturities of 1 year or less.

2. The Provisions of the Seti Would Not Work

UMr of the illustrations 1i this analysis are based upon published

summarized data covering 400 farm supply cooperatives. These cooperatives

are. not t typical, but are amos the, strongest of the 2,800 cooperatives in

the upper Midwest. The barsh impact of the provisions of Section "1 would

apply with even greater force to the 2,400 weaker cooperatives not covered

by the published data. The data covering these 400 cooperatives is set

forth at the end of this analysis as Exhibit A.

Ai Most o. the 2.800 local cooneratives in the unDer Midwest

have annual earniIs of les than K2).000. Such oreaniza

tiM cannot be executed to survvue under a 50 recent t cash

distribuion meuiM~nt.

Available ino tLon on these upper Midwest local cooperatives

indicates that 65 percent of them had annual net earnings of less than

Appendix Page 4
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$40000 each. The vast maJarity of them are sall businesses operstig in

sail rural c unities. Thq weft organised by their patrol, and pecre,

a vital function as a source of supplies of marketing services,, and of

other services at reasonable price.

Like all small business organizations nearly all of their rela-

tively sail annual earnings my be required in a given year for the

repayment of loans or for the replacement of facilities and equipment.

Inflationary pressures alme result In the necessity for additional working

capital to finance larger dollar amounts of receivables and Inventories.

The Congress has long reognised the economic necessity for sall

business tx retain a major portion of tsir earnings, bg the smaller

corporate tax rate of 22 percent on the fir't $25,000 of net Inoose. This

is especially true in the came of cooperatives, which cannot attract equity

nvestments motivated by profit potential.

The effect of the proposed 50 percent cash requirement on a

cooperative with annual earnings of,' $20,000 would be as follm:

AMual Income Cash Retained
Curn Rules

Ordinary corporation $20,000 $4s,00 $15,600
Cooperative 20,9000 S 4,000 16, 000

Proaoed egg¢s
Ordinary corporation M0000 $4j400 $15 600
Cooperative 20,000 $10,000 10,000

Thus this provisim of the Bill would allow the small cooperative to "plow

back" into its operations Jles 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 being obviously unfair to the cooperative.

Appendix Page 5
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3, section 531 of the Bill aneaRg to based on the erreous

assuanton that. in the Cue of oooeratives.. aual eaim "

an aomhM equivalent to "additional Mh."

Section 531 iqces arbitrary cash distribution requirements o

cooperatives based upon patrcmege dividends which are annual earnings. Thae.

cash requirements are stated at 50 percent, but tether with the 15-year

revolving requirement, they my easily amount to 100 percents as will be

illustrated later.

Narly all cooperatives in our area are business oranisatione

handl"n inventories of farm produce or of supplies. Under the provisim or

the Internl Revenue Code they are required to ocapute earnins on the "accrual.

basis. They are not on the cash basis of accountirg.

The" is no necessary correlation between accrued earnings and

cash. In individual oases 100 percent of accrued hearing my be represented

tW a nomination of increased inventories, increased accounts receivable,

additional fiollities, 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 increase

in earnings tied up in non-cash forms, in a period of five years. These

increased items were accounts receivable, inventories, facilities, and

investments in their regional cooperatives.

Portions of the above increases were financed by increased liabili-

ties. However, the Pxaple illustrates the dramatic chanes that can occur
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. in aWv business organization, with substantial amounts of earnings reflected

in a nc-auh for.

These changes are compelled by necessity. Tecnological changes In

farmlng, such as Increased numbers of classes of fuel, increased kids and

mixes of fertilizer, chemicals and other supplies have compelled local

cooperative associations to put additional mnm Into facilities.

The Regulatioms under Sectiou 537 of the Code give full recugniticn

to all of the above tActors for accumlation of earnings to meet the reason-

able needs of the business, in the case of an ordinary business corporation,

in' the following words:

*(b) Reuonable accumulation of earnins and wrotits,.

Although the following grow are not exclusive, me or more of such

grounds, if supported by sufficient facts, my indicate that the

earnings and profits of a corporation are being accumulated for the

re Isable ends of the business provided the general requirementp 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 purchasiog

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

establishment of a sinking fund for the purpose of retirimg bcads

issued by the corporation in accordance with contract obligations

incurred cc issue;
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449



"(4) To PWovide ne i working Capital fw the businss,
'such i, *fca the procurement Or invenories; or'

"(5) To provide ftw.nvestm Nt! loans to supplier or

customers if eoessary in rder to mantain the business of the

corpwation." (Reg* §1.537-2(b))

Section 531 of the Bt111, contrary to this Regulation and to all

business experience, equates annual earnings with ability to make cash

distributions, 

C. In the case of the fairly level earnings experienced by at

cooDeratiyes in WMI. years, th1 2-year redemtign groviaion

amounts to an irnxsible rgufremnt of annual ouh diszibu-

tiu of un to 100 oercent. which in a reat M cuaes wilU

beig at once. ratheW than in 15 vears*

Despite substantial increase IL sales volume, the published data

on 400 strong local supply cooperatives shows relatively level average

nimgs during the past 10 yam: thousandss omitted)

OPEPATIMS (averaMd . 1 M lu
(400 local cooperatives)
Sales to patrons L2i Am M

Local operatig earnings $4 $13 $13
Regional patronage dividends UkA L,2 12&

Net earnings (averaged) $27 $33 $35
Percent to sales 11.2 10.7 7.9

percent percent percent

DWrIM 1968 the above cooperatives issued patrwonage dividends of

appmcnimtely 20 percent in cash and 80 percent in qualified notices. Assuming

continuation of the trnds of the past 10 years from 1970 through 1985, these
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copeftives would tace a 100 Be#A gah distribution requirement in 19 :

Assumed net earnings In 1961 . 2,41
Cash distribution requirements:

20 perent of 1985 not earnings In oash $ 7,048
ualified notices of 1970 (80 percent of

^5241) aL ~ 31,241

The necessary cash would simply not be available =nles all ot

the tollowinl impossible assumptions were mde f r 196 and all subsequ t

years:

100 percent of the dividends received from rgioal cooperatives

were in cash; account receivable did not Increase; inventories

did not increase; no replacements or additiew were required for

ftailitiee and equipm t; all patrons' equities issued prior to

1970 had already$ been redeemed.

Local cooperatives are omed and controlled by their patrcos.

In general, they have followed the equitable procedure of retiring patrnaqe

equities In the order of their issuance-oldest first. It an be fairly

assumed that the would desire to continue this procedure. INV at then are

obligated to do so by provision IIn their by-laws. To do so (in order to

retire such presently-outstanding equities before the redemptims

called for b' the 15-year requirement of the Dill), the 400 cooperatives

covered I the data would somehow have to make average annual r~ L s ao

the follopug dimensions beginning in 1969:

Assumed net earnings for 1969 $ 35,241
20 percent of 1969 net earnina, in cash $ 7,048

A5th of presently outstanding patronage
equities of $344,921, In cash 229992 30043

An 85 percent cash distribution can be made because none of the
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necessary assupticU are true for 1969. In other words, it is simply 1

UKv that the dividends from the regioal coaperstive are 41 in cash. it

is a lAtue that the aoaints receivable# inventories and facilities Invest-

meats fall to Increase. On the other hand, thq mast Inevitably increase.

In at least cut state (isomin)p a dairy mrketl cooperative

is required law to maintain a ratio at ourent assets to current liabili-

ties of 1.2. The issuance of notices of alloatim with a fixed mtuwity

will alter that ratio adversely, puttlif the cooperatives subject to that

law into receivership within the first few years.

Thus, the 15-ya requirement has 1 MAUiLpat an the my

cooperatives ot our area which are alreadl obligated to retire their oldest

itetandug equities first. It will force them to strive to retire those

existing equities at a pace they cannot achieve or mlntaln, with muV

Inevitable failures far sooner than 15 years.

D. Recent business trends have diminished the ability of

Jne eaang nuners of cooneratives to revolve atrns' •

g1nitaJ aMn o sort of etermined batis,

The ability of a business oranisatim to make cash distribu-

time is not determined by either not eamLgs or by cash on hand. Assumf

no plans for facility additions and no shortages of working capital, it is

determined by the 'aoid test" ratio: The ratio of the total of cash and

accounts receivable to current liabilities.

This accept applies in the case of cooperatives and of ordinary

business organizations. The factors involved are Ignored by Sectica 531 of

the Bill, ven though they are given full reaqgnitiom in the Regulations

under the present Sectiom 537 of the Internal Revenue Code, determining
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eeaolmRdt at eaminigs t7 mdinz oa'pmatim are reeascable

or mnasambia.

As Indioctsd ps'eiamls -tho det c the NMat~o 400 strag

local Oooperatives reveals iotamomaawts ot capital tied up In

recelbless Inventaries* faoilitie md lmnvtems In Lu rniaml *operatives

&wbga the past 10 1ers !ar~in the pest 1.0 years thoe staw cowpertives

have, o the aveme9 be able to mm csa distrlbutim and r~detims

aveegiW 50 peromat their tol wafts, but the ailit to ooatim

suc poymnts has been market dUdAhdW, as tee fatigue sboer

PAW. T~t* bltio lAeaed) ~ ~ L
(400 local ocopratWe)6VW

Osh pAd receivables $49,099~~l $00284
6480 czue t UsbiUtie Am me WA J49

* Iiai~ak ~ am as rdemicamt
ivestm~tA ftiLt4 Wtdtt W,5, g 3%9l $ 9907

Avenge 1966 enmiags wer $31241 ad nouboesh patrCOnag diT1idenda

distributed avenged 0.1g.

ftWther m ls ibm o 155 o the 400 "s " ooopeativee

had 11 wowes as anid reesIvblems, and waild be a" to x~i asW sash

11edeqitia without tuer bne eas their Poo" finncIl difficulis

By disrqarift sasb hua In owrall business trmbd and

emee in finanlal abli 4 t t idl ecopeattve, the r i-ets

at Stin 531 wud i . the t cc the 400 stra loma

cooperatives covered tW the s'ised data$ and even e certalWy. the

mJcrif* at the 200 cooperatives not covered b the data.
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3 ], ~lmaAi iam"r the tat that as S roter of economic

necessity substantial mion om t e annual mairts

individual cOONerativsu are remesed Im inc aed

Local farmers' cooperative hae bmd together to fow regiial

cganisatiocs to povide two with mrketug services cc a socle of ftam

supplies at resemble prices. The aial4 acganiatiw ate a necessary

exteica cf the opersatow of the local cooperatives,

In the ase of the 400 far. suppJy cooperatives, earnings developed

tbmwh their r e inl organiuatio have Locressed to over 60 percent at

their total ivereg earnings. To dvlop their sources of supplAy at

reasonable costs the ptrem, vho first Joined together in the omnership of

petrolm staMne taub and delivery trucks, have had to Join tcgthetr in the

meh of Interests In cdl retineries and pipeiUOo

he maintenance ot tbese rvical wgaisatians is essential to

the operation of the local cooperativeU. he e Inmets to

finance these nganIsatim have Inoivased substantially in recent years to

flace Increased wcrklq capital needs end me complex and osatly faili-

ties and aiupent. iagial cooperative Investments account tor apgpru°.

mtely half at. the capita invest-@Its required ofi the patrols at l oal
eeoeatives. '

The rimal uganisatiuw have obtained the cash needed fcr their

faclities receivable, es.o, b retainlb a potionat th

cas and dist4btg the equivalent in "qualified written noices o

allocation.' To require the reglams to increase their distributic. to an
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ultlinte 100 percent cash, vo d rult in, their Ing3,a &W the loss ot

both the rqgiml Inveetmots ani the necess a pIa thqay In the

operaticsa of the local coopersatives.

C*Mlqi ecooanauio ocaditims of recent years (higher vdUwme

lower marginst incweast costs of Militis) have seriously reduced the

ability of the regiomels to sakmecash distributions ofat "ac as 0

perent Ccseuest)~',a major part of the total earnings ot ea local

cooperative has been in the ftm of ncs-cash ern s, which dimini he 1ts

ow ability to sae cash distibutim at a maJo part at Its on total

earnings.

&OhefmeD am regiol coopeative, no matter how well mnged

an have a los ye. Two ot the regioals in our idwestern group have

had loss years ithin the last five yeare, and it cdA happen gain. That

m that the@ will be VMWg to redeem t ptrosge reundm previously

issued, even thcih the5 m have a "due dat to under the ProVisVI ot

Sectiaa 531 of the Dill.

F. The Maitrer oash distribution movIsi S f ectinOn 531

IMu busIno-- e a s at "ia Alv_ o e--- ie,,to

lonr DC5~~W oM. Dane facilities awdenue

bul Uw w a Ita to aet MUM S fanal

TOe abilty of aw business erganisatin to sake substantial cash

ditributicns Is determined br its tiam ial positive and " by its amau

rings. E ignof thi eact, Section 231 at the Dl bece a possbl .

sue aoevetul inolvem to all cooperatives under eertan eiousaoes
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he toll table ohms that even the bea3thidst of the three cooperatives,

cooperative A, will be trapped by the obligations iqWosed t the Bll, And

will be unable to meetthose obligations Inespite cl an increase Iwnuuu

e*arnI . Cooperative D, having level eedrn s, wil be even farth.e behind.

Cooperative C, whose arnlgs ave dropped, will tail that moc some:

Annual eanlngs: 1970

1905

1965 earnbgs presented by
increased accounts receivable,
increased inventwies, invest-

aunts in regioals, rle ts
cC equipment, PyYMants on lcw-
tem debt

Cash available for distributions
and redemptions

Section 531 rquiremnte:
a*, Atleest 50 percent In

totals ci,
b. 20 percent o total 195

lus redemption of 1970
non-cash distribution

Total cash 0991M In 1965

$ 02000

$12,000

$ 8,000

$0000

$10000

$ 000

$12,000 $12,000

$(2soo) $(7,oo)

$10,000 $ 5,000 $ 2,500
$ 4,000 $ 2,000 $ 1,000

Ao(oo0 U( M 9.o0
$(4,oo) $(12#000) $(16#000)

hi these pertioular cases are kqpotb*tical, the factors wich

cas the failures ar g2 kpotbetical. The data on the 400 strg local

cooperatives shos that average zfinlal positions at such crgenisatians

have been seriosly weakened in recnt yeas.

As a groups thq face Inreulrgly severe fim oiad solem nd

Wreht conditions. Tis is clearly shoen b the data fcr the 400 st g
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laal Coopertiv and applies with evea m faroi to the 2400 w

local cooptives not oved tW the data. For example, the 400 Cooers-

tives e strq supply cooperative. A sape at grain sarketing local

elvtes shmoed a12g of 31 pmeGnt In iowal erISa In the five yer

1963 to 1968. At the am ti.. the regional to Ubich thq belon ere

gggJJ in earNs of 40 peuent. A silar saWm lg of dairy cooperatives

shoved a dec a 1 percent in ombined local and regioal earmimg In

the se period. Thia Is a highly critical period of time In the tinanial

affairs of cooperatives and their patrol.

It would be Wood Iradi it deotio¢ U. In the name of aid to the

patrnts, is Loed to wrak financial bavoc upop such cooperatives resulting

In the loss to patros at the necessary service thq require tcgether with

their accusAtd Investmnts. in these organisatim.

0. IT u a in amvor o thn orovisica are

te Staff Report of the Jobt Coittee an Internal Re"=m Txation

and the Cmritte n mfine, dated Augst 18, 1969, attempted to sumarlse

g ants 7or ad "A mumm AhpUtU SctioM 1 of the Bill (peo 93)o

The first Arg= mt FWr reader:

'(1) By reqWrin the cooMrative to pay to the patrom al

of the patr o dividends within fifteen years, the Billa

the patro that he will sventuly receive the pitroe ms

on "aLh be h be taxed,

In fact, the Bill assume the patron nothing at the cart.
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Jxatiad, It requires that all patrnage dividends nt paid in

cash shall be In the form ot tixed obligations due within fifth year 

sower. Since the effect of this provilcm rest be the eventual replacement

at all ot the equity capital at each coopemtive with a form of long-term debt

with a fixed due date, the me probable result Is to saw the patr that

he will Jce both the services of Ids operative and all of his accuulated

I s t in It in sm fMu year when It has low earnins or a loes,

eaaslq Its Insolvency and tworce liquidation, ?he report reocplses thim

to a degree in Its "Arguments Against," sayir:

"(4) goe reqlzfm.rsts for an early psy of patroatge

divdends and retains will imps, the w rm:tw apitac. f the

cooperative, sine these aounts represent, In effect, bie cooperatives

equity capital and save as a base to support its barwbgs."

Ow second wArgument Form reeds:

"(2) Farmers today have little dominion over the treatment

ot patronage dividends despite the fact that they mist pay tax on them

as if tboy did. The DiU will give them full control over me-alf

at the patronage dividend Imediately with assurances that the

rmining one4alf (retained by the cooperative) wll be paid out to

them in 15 years. This greater control over the incme on which they

are taxed makes the tax me equitable."

This Is saply not so. The patrons k have control, unlike the situation

in an ordin= business corporation.

Doinion over treatment of patronage dividends is vested in Boards

t Directos of masers elected b members at annual metings with oe vote
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* per stockholder. Most local cooperatives have less than 5O members.

Their directors are neighbors who share their viewpoints and are personally

known to most of them, Their control and voice in the affairs of their

cooperative ic real, unlike that of stockholders of large business

corporations.

Patrons of a local cooperative who pay the tax on their share of

the earnings of the cooperative do so voluntarily under the 1962 Act. They

have consented to this tax treatment voluntarily, Under the 1962 Act they

ay withdraw their consent if they are not a member. or revoke their member-

ship if they are a member, and the cooperative will pay the tax on their

share of the earnings. They are aware of this right but, except for a

very smal number of cases, have not withdrawn their consents.

Through their elected Directors, the members of each cooperative

currently do have full control of the patrcnag dividends taxed to them.

The Directors 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 distributicms and redemptiona.

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 "Argument For" reads:

"() D~y requiring cooperatives to pay out more of their

income currently the amounts they can retain tax-free for expansion of

facilities in competition with fully tax-paying businesses is lessened.

This Is a desirable way of limiting the tax-free growth of business

enterprises."
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7 This is mistaken policy, and unfairly diecriminatory. Ordinary corporations,

under current law, are required to pay income taxes at the rate of 22 percent

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 required

to make azW payments to stockholders of earnins 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 patromge 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 rMtain

a maximum of 50 percent of their earnings for the needs of the business-

and often less. Ordinary business corporations of comparable earnings will.

on the other hand, be able to retain 78 percent.

That this discriminatory policy is a mistaken one is well stated

in the "Arg:ments 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 crops or of acqufrirg farm equipment,

machinery and supplies at reasonable prices.

"(3) There is no showing that the present balance between

farm cooperatives and regular busineinumWuld be upset to the detriment

of the cooperative movement."

It is a voth that cooperatives and regular businemsere "Jn balance;"

cooperatives are, in fact, losing ground. While active business corporations
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as a whole gained 52.4 percent in sales In the period 1960 to 1966, forar

cooperatives gained 29.6 percent. Statistical Abstract of the United States,

1969, Tables 694 a 903.

3 . s s n

a. The Dill 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 Ividend in a form

which it is obligated to redeem within 15 years,

b, These provisions would not work: "

A, Most of. the local cooperatives have annual earniNs of

$25,000 or less, Their cash requirements are in excess of 50 percent'

o( their ea nings A business corporation havin earnings of the

same level is permitted to retain 78 percent of the earnings,

B. It is erroneous to treat "annual earnigs" 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

redemption in 15 years has the effect of forcing annual cash distribu-

.tions in excess of 50 percent, often 100 percent of earnings. This will

begin in the near future, not in 15 years.

D. The ability of cooperatives to revolve patrons' capital on

a "due date" basic is diminishing, rather than increasing. The

legislation would put them in a straitjacket.
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3 ih nWestimets In rqglamw agenisatiom an' a aitte

ot eamouoldo ncusit, tor the looal oooperatives.

F, ?be cash distribution requirements of the Irovision

Ignorwes xistlrg debt and other business needs.

0. The lgusJ mt advanced In favor of the provistm an

mistaen and illusory.

END OF APPENDIX
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sUMRIZED DATA ON 400 LOCAL SUPPLY COOPERATIVES

1968 j916 1958
5 Year Increases
1964-68 1959-63

FINCIAL POSITION
(Averaged)

Current Assets:
Cash
Receivables
Inventories
Prepaid expense

Less Current Liabilities

Net Working Capital

Investments, primarily
regional cooperatives

Facilities & 'equipment

Less long-term debt

Patron Equities (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

$ 28,149
55,135
89,693

1.643

74,197

$100,423

171,821

98,386

(25,705)

$ 33,963
35,952
49,671

1,040$120,626

26.524

$ 94,102

134,996

52,353

(9,481)

$ 28,918
21,071
38,508

754
$ $9,251

18,435

$ 70,816

86,499

33,612

(4,890)

$ (5,814)
19,183
40,022

603
53,994

47,673

6,321

36,825

46,033

(16.224)

$ 5,045
14,881

11,163
286$31,375

8,089

23,286

48,497

18,741

(4,591)

Qi= W.LM AIL= Ll.U=

MA5,797

$103,996
90,641

$ 13,355

21,886

7.9%

$308,371

"$ 69,594
56,221

$ 13,373

19,478

10.7%

$243,525

$ 52,633
39,039

$13,594

13,672

11.27,

$137 .426

$ 34,402
34,420

$ (18)

64,846

$ 16,961
17,182

$ (221)

2,408 5,806

L2M L(5)
(2.8)%, (.5)%,

EXIIBIT A
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um7ry of the Statement of
Caettes Davenport on

Farm ax Loas
Before the Senate Comittee on finance

September 22a 1969

I appear in my mn capacity as a citizen Interested t equitable tax
lam ad represent no other person In makiag this statement.:

Iars tax losses raise a iroblm of tax equity and foster unfel
competition for many of America's frm families which suet rely on
farm income fe a living.

he tm tax loss problem arises from the cmbinatif6 of (1) a unique
adinistrative 4islpOsation permitting the reporting of farm income and
expenses on a cash basis and (2) the conferring of capital pin treatment
an ese far assets.

this benefit is available to a taxpayer who (1) hes a "farm tax
lees" which is not an economic les and (2) substantial non-faor income
against which to absorb the "farm tax loss." bore is no benefit to one
who hes only the faro investmt, bus, high bracket nom-farm taxpayers
enjoy a competitive adva tage over farmers.

tere are three proposals to deal with this problems

(1) th authority to use cash accounting and to deduct some expanses
uhich are capital expenditures could be revoked. I would ure this solu-
tion.

(2) Section 211 of N.t. 13270 proposes an eess deductions account
which would convert certain sales of tam assets from capital pin to ordl-
nary iLome. Ibis proposal does nothing to prevent the offsettin8 of
artificial farn losses against other Income. It thus permits a deferral
of tax on current income and is a wholly Ineffective means of dealing with
the problem.

(3) If the solution set out in paragraph (1) above is not adopted,
I ur e adoption of 8.5009 herein called the Metcalf Bill. It is struc-
tured to reach only artificial fArm losses, and it denies current deduc-
tion of them.

the present scheme is highly inequitable since it permits mayn hilh
bracket taxpayers to shield their ordinary income from tax. More impor-
tantly It subsidizes by redution of tans on other Lncome the "tax
farmer" and puts his at an Wnfait competitive adventse over the "lsgiti-
mete" forer.

the Metcalf Sill should be adopted by Congress to solve the "farm
tax loss" problem.
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Statemmut o jharlen Covempert
en Para 2x lose

Before the 3sente isace Comittee
3epteuber 22, 196;

Thia otateot dicuse several peAing poposal for cebages In the
iU:come tax teatuent of k.come from certain !arm investmaeitz. Bafre turning
to the sub titce of this discuaoion, permit me to Idetify wqelf.

I teach Fode41a lrcom tax Ua at the Ohool. of LI, guiver"ity Of
California at Davis, California. I preheatt no client no: orgnisation In
writing this atate ent. I am "ritiag it 3olely in my o.m capacity a a cit-
izen with special knrolode of taxation and an interest in an equitable tax
oysteam. I have had whet I think is unique experience riorking with the taxation
of far invemtsuts. Vres 1060 to 1967 I was Lu practice i. 3an Frencisco,
Cliforaia, with a firm that reproes.ted say farm investors a.d operator.
During that time I was a amber, Vice cheiruan, and Chairman of the Committee
ou Agriculture of the Tax 3ection of the American Bar A3sslation. From ;y
1957 until Auguat of 19531 I worked in the office of the Tax LeGislative Cemusl
it the Treasury Department. Durin.8 the tisse that I wa with the Tre#u
Departments I participated Ir the cnot-idertiot. of m.ay and in the development
of o proposals concerning the farm tax 103s pi'oblea, including that contained
in "Tax Reform 3tudies ad Proposals,' which -v.a published by this Commttee
and the '4use Cmittee on lay3 and ieans, amnd~ncl dsg be.propoeal reminded
by the Treasury -ihen it appeared be'or* the Houe Committee on tfya and" !UW
in April of this year.

There is a general connus that there is a fare tax load problem. The
House Coas ttee or. 'ays and Maui devoted at entire day to the di.3-.usiob of
this jubJect, The hear record ,uJ VS$ peae. The CoittAe hea presenta-
tions frou at loat 15 different grupJ ad p:r-tod in the record it.numerable
letter &W coments from persous Aho did Lot appear before the CoLittese All
of thee per ion3 agreed there ,m joem diffiulty in the fars tax area, but
there :?e;e dif-eriLg opinion as to the nature of that difficulty. Ibe purpose
of this statement is to help in explainis what I believe to be the nature of
the farm loss problem and to discuSs the various solutions nov pending,

The Ziar 1oos problem artses from tifo different t provisions of the Federal
tax la#. One of them is &L adamiLitrative decision mede a early as 1915 whichh
provided that farmers could report their income on either the cash or the
accLual method of accounting. -hethei: or rot such ,athod acurtaly reflected
Aucome. It also permitted farmers to deduct their livestock ralsiLg co-te even
though the*e were capital expenditure.:. :3ub.erquwtly, in regulations proml-
Sated it. 1919, the TreasuLy also authorized farmers to write-off capital expen-
ditures ii cured in the development o! o:chards at d ran,-he. Thus, very early
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to the administration of our ta ls Lamer were acordod Mlralities we
accorded to nn other Industryo they could use cah coemetta espooa.
capital expenditurea evn thom* the. diopemti violated per ceet
ruls cnd distorted the reported of income.

At the tine that these rules oere developed, the. my hew been defensible
om the grourd that the identtficatim of specific osts attributable to pertiul .
products on band at the end of the year wuld have bein difficult. Farthetmore,
the accounting prirctplca them available were nophisticated sad probably net
prepared to deal with the problem of seperpting cad capiteliing costs asso-
toted with livestock and assets such " fums ad orchards. In additions there
sa to have bea some notion that the verse fom did not repreoset the type
of financial investment usually fomd to other husisa operetions. S,
Lamicg was looked at as a wy of life rather then ast businea, and it semd
inappropriate to require the use of highly developed sicomatig tedmils

oven if they had bee aveilabla*

It i interesting to note that these rules developed before there was asl
concept of capital Via. 2hey ere also developed by am aduiuitrative euy
uhich use charged with prescribing aecomting rules which would properly reflost
Income. bpdtcMy udoubtadly one their chief justiftetion, and there sw
to hove beet no consideration as to their isact oan Ia tsset and fao swets.
Indeed, such comideratio would have been Improper by im administrative a*emy
chard with the collection of a to. on income. lot over so, it Is dsubtfl
that they had say such Impact at that tim.

In 19 2, Coa4ress expanded the category of Ssets eLtitld to capLial pin
treatment to include property used U, the trade or ,inuies -here there wea a
net pin for the year on such assets. After sm period of contovomr, the law
was clarified to mek* clear that livestock held for draft, breedin or deity
purposes for a period in excess of 12 months qualified wrder this prevlsion. The
controversy them moved to a detemination of whether the particular tamal hd
bew held for one of these pupos. The courts Interpreted the section very
favorably to taxpayer and conferred capital pin in a mober of ecemestances
which may not have beam within the int.demt of the Iw the result is that a
eubotential pert of the fam profit realised Lu certain types of foming oper-
stos are am reported as capital p n while the cost of the assets yildb
that capitol pin have bew fully written off.'

he consequences of this interaotion of fully deductible capital costs and
the reporting of proceeds as capital pin have been fully deplored ad coseetly
sumarised by the Rtional Livestock Tax Committee in a letter to romoroble
"lilbur D. bills, Chairman, House Cumittee on lays and Weans, dated Norch 23,
1969. (This letter appears in Tax Reform, 19691, earins a3efre the Comittee
on !fay asnd 1kans, ".oue of Rpresentative;, 91st Congress, let Session, at
pae 2054 and folloahiN0) IM illuotration there assumes a "'typical commrcisl
cattle operation" which yields im econoi profit of some $22,5,0 over a five-
year period. U .ver, after application of the present incme tax law which
create "fare tax loss" while also taing the sals proceeds at capitol pin
rates, there to a total net reduction of taxes on other irgM (derived by
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ubtracting the net capital pit tax f: the sviap in tax reaultig fnm the
"farm tax loss) in the mount of $56,344. Tai is referred to ss s"tax
pcofit,u o., a payment from the U. i. Tressury'to the taxpayer throoo the
tax system. 2bms, the taxpeayr's overall Pi to apametely $79,000.

here are too striking features about this overall pain. Pint the "ts
los" generated from the raising of the Uvectock is of so value to em who has
so other income. If the taxpayer Is e.Saged in no endeavor other thea that
44 relsins livestock, the 'tax loss" Is of so beefit. Ths, the "tax profit"
to available only to those pam who have ehetantial other Income. Secondly,
althoh there has been a "tax lose" there le. beso bee a true economic farm
profit of nearly $3,00-), and the taxpayer -ho has this outside source of i ome
has paid eo tax on that farm profit. Instead, this taxpapr has received
additional psyments in the form of reduced tamea on their Income in the ament
of warly $57,000 from the Pedael goverumat. On th other head, - taxpayer
who had only the livestock income would hve paid soe tam ths. $23,00
far profit eariad over tbe five year period. ge emot'ament would depend upes
the taxpayce personal exemptions and itemized deductions tm, 'the taxpayer
having as-form ineme has a competitive advantage over the taxMer ubohad
only the farming Interest. this advantage, ar g solely by'ream of the
tax low, is $57,000 o an investomat which yielded an economic profit of only
$3,000.

Contrast this also to a taxpayer engaged in the grocery business, If he
earned $23,000 over a five year period, he vould also pay sam tax. Thus,
taxpayers having both (a) sos-farm income and (b) certain kinds of farm invest-
mists dhich produce "farm tax tosses", also have a substantial advantage over
taxpoyrs engaged L& other busiessa.

thus, the taxpayer ho has the happy combitionn of ars" nom-farm income
and certain farm invotments which produce "far tax loaser is granted an
inequitable advantage over (1) those rm taxpayers who have no other income sand
(2) those taxpayers 16o have only Vo-farm income In the former case, this
advantage is also an unfair competitive advantage heich permits the "tax farmer"
to obtain hier profits on lom: price. the "tax farmer" thus is in a pos-
itian to drive the "legitinste" farmer out of business. Any change in the tax
law, the, should have the purpose of removing the unfair competition between
farming interests hsviLg outside income as compared to those farming interests
which have no outside income. In addition, such change should remove the
inequity betreon farmers and non-farmors.

POSSUM5 SOWTTMMU

Frm time to time there have been suggestions for changes which would
accomplish the pals just described, Perhaps the simplest of these would be
the outright ;-evocation of authority for taxpayers havit farm Income to use
the cash method of accounting there it does not accurately reflect Income and
also to deny to them the right to expense e certain capital costs such as the
cost of raising livestock or developing orchards, vineyards, and rachs. here
are a nuber of practical probe in this approach, but none of them is insol-
vable. Ihis approach has such to commend it andis theoretically the correct
one. If this Coumttres should decide to move it. that direction, it certainly
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would be taking a proper action which would be a substantial reform of the
income tax 1I. It to the action I -uld recommend. If this Comittee does
not, however, desire to adopt such a sweeping reform, it undoubtedly will p
on to consider two other pending proposals. The first of these t embodied in
section 211 of Ll.t 13270. The Treasury Department has recently uade rem-
meuiations to odify this provision. The other proposal Is that contained in
the bill introduced by Senator Metcalf on Jauuary 22 of this year, 3. 500.

The solution adopted by the House is a four part solution. Ih first is
to require that to the extent that the "farm tax loss" exceeds #25.000 it be
entered into an excess deductions account if taxpayer's non-farm income for
the year is in excess of $50,1M00. seconds the House voted to extend the hold-
ing period or livestock receiving capital gain to one year beyond the time from
which such livestock is placed in service by the taxpayer. Third, the bill
provides for a recapture of depreciation 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 my other provisions which this
Comittee my choose. They do not, however, solve the fan loss problem.
fourth, the Eouse revised sam of the so-called hobby loss rules. They apply
to all bosinease of any kind. Since their application is not limited to farm-
ing, there is no reason to discuss them in the context of the farm loss problem.
It seeam appropriate thus to exclude them from our present discuasion. This
leaves us vith the excess deductions account, thich certainly is the major plank
in the farm loss program. '7e shell compare it to 3. 500.

The excess deductions account (herein referred to as LI)A) adopted by the
House ,uould appear to be a most ineffective tool because it falls to recogniss
that the major difficulty in the ferm tax ares is the ability to deduct cur-
rently, against non-farm income, expenses which are capital expenditures. By
so doing, the "tax dodge feor" continue to create artificial farm losses
which reduce his taxes on current non-fam income. Now uuder HDA it is true
that at some later date, he may be required to include in ordinary income the
receipts from the sale of certain farm assets hich, absent the MA provision.
he would return as capital gain. Sut the subsequent returning as ordinary income
amounts deducted in prior years permits the taxpayer to defer taxe on current
Income earned from sources other than farming. The consequence of all this is
that in an industry t-there profits are relatively lot, and I understand that in
livestock farming total economic profits are often claimed to be as low as 3%,
the ability to defer taxes ot. the income arned In the other endeavors is en
extremely valuable benefit. Indeed, the ability to defer taxes may be more
valuable then a complete exemption from tax. A simple example will illustrate
this.

For the purposes of this illustration, the income and loss limitations
contained within the bill are ignored because they are given special consider-
tion beloti. Thus, ve can assume that in the first year the taxpayer incurs a
$100 raising cost on a breeding animal which he will ultimately sell at capital
gain rate. He incurs the sane expense in the second year, and in the third
year he sells the animal for $210. Eis economic profit thus is $10 (or 51). If
he hod been required to capitalize the raising costs and to pay a capital pins
tax on the profit element only, his tax iiould be but $2.50P Under present law
and under 3DA, however, the taxpayer may deduct the raising costs of $200.
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Assming a 70 tax rate, in the first year he would reduce hit taxes on other
income IL the amount of $70. The sae would be true for the second year when he
would reduce his taxes on other income in the amount of $70. These reductions
in tax are in essence on Interest free loan. Under MA, the, taxpayer would be
required to repay the Interest free lose upon sale of the waimal in the third
year when IDA would recapture the prior deducted expenses at e $140 tax cost,
just equal to the total of the taxes on other income saved in the first two
years. In addition, there wouldd he a $2.50 capital pin fcax on the profit#
The net tax cost thus is the capital gains tax on the profit. But in addition,
the taxpayer has had the benefit of an interest free lomn from the goernment.
The value of this loan, assuming an interest rate of 6%, ridiculously low at
current berro rg rates, is $12.60. The net benefit is the value of this loan
($12.60) reduced by the capital Sins tax (02.50) or $0.10. This my be con-
trasted to $2.50 benefit which the taxpayer would have realized if he had capit-
allsed his cost and not bew required to pay a tax &A the profit. earlyrl,
then the value of deferring taxes on income earned in, other endeavors my exceed
the valti of entirely exempting fem profits from tail. Any EDA proposal, or
any otbi oropol,, vhich operates on the basis of permitting taxpayers to con-
tinue to daeea current tam by the deduction of capital costa is excessively
generous and does not handle the fare tax loss problem. Finally, since the
repayment of the interest free loan from the Govremt depends upon a sale by
the taxpayer, he has within his own hands the ability to decide when the loan
should be repaid. certainly a strn4e position for a debtor.

In addition, the bill as it came from the House, had two further difficul-
ties. One of them seems to be irremediable. Vhn farm assets are transferred
in non-taxable transactions, there either ast be a transfer of RDA to the
transferee or the transferee is in a position to sell the asoots at capital gain
rates ,Atile the transferor will have deducted the capital cost of the assets
against ordinary income tax rates. Due to the q'riad kinds of traosactions, it
is impossible to devise a single 'orkable rule which iill adequately prevent
this kind oZ manipulation. Thus, the bill has a hodge-podge of rules which are
neither rational nor curative. They my, siowever, be the beat that can be
devised to deal with an insoluablo problem. Secondly, the income and loss limits
of the bill are such that it would operate on approximately 3,000 tax returns.
As far as can be ascertained, this imuld be about .1 of one percent of all
farm tax returns and less than one-half of one percent of farm tax returns
showing a farm loss. The long rut, revenue estimate is something less than $20
million. The almost negliible effect of these estimates undoubtedly led the
Treasury to recomend that the outside income limit or. the bill be reduced to
$25.000 and that the farm loss be reduced to $15,000. The Treasury estimated
that as so modified, the bill would affect 9,300 taxpayers and in the long run
raise $50 million of revenue.

In concluding the discussion of IDA, let me point out that however modified
ZA will be ineffective, It is presised on the belic7 that the payment of
taxs one. two, or ten years from today is %thm same as the payment of taxs today
as the income is .9arned. Wea all klow ths.is.not so, and deferral of'p fang taxer
is now the "name of the Some formpany.highly skilled tax prictitionaks. IBven
if every dollar of farm loss ver& ehtekeL.nto SDA-by ever, farmer in America,
the substantial period-of deferral and tho benefits t6 be derived therefrbm wmuld
render R)A ineffective to solve the farm tar.loss problem..1hu, .even if. mod-
ified as suggested by the Treasury RDA will rein an inappropriate tool to
deal with this problem.
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In contrast to this rather ineffetive proposal, Senator Metcalf
has introduced 8. 500, which i now pending before this Comittea
I believe, as Amendment No. 139 to I.. 13270. That bill would achieve
the objective of removing the tax subsiy from tax loss farming by
limiting to $15,000 (or the amOunt of the "special deductions" men-
tionid in the bill, whichever is higher) the deduction for a form loes
which the taxpayer could use to offset non-farm income. Generally
speaking, a farm loss would be the amount by which farm deductions
exceeded farm income, For these purposes, the untaxed one-half of
long ter capital *!ins attributable to farm property would not be
included in income. Farm deductions will include all deductions attri-
butable to the farming business. If the taxpayer's non-farm adjusted
gross income exceeded $15,000, the limit on his deductible loss would
be reduced by $1 for each $1 of such excess. on the other hand, this
limit would be resed to the amount of the taxpayer's "special deductions"
if it were higher. The special deductions are (a) taxes, (b) interest,
(c) abandonment, theft, fire, storm or casualty losses, (d) drought
losses and expenses, and (e) losses on the disposition of assets to the
extent they are attributable to farmig. If the farm loss of any year
is greater than the allowable aemt, it would be reduced by the untaxed
portion of farm capital pins in that year and then be avallable to be
carried backward three years and forward five years to offset farm income
in other years. Partners and shareholders in corporations electing to be
taxed under sub-chapter 8 of the code would then be treated as engaged
in the farming operation of the partnership or corporation. It also
provides that if a taxpayer is engaged in farmin and one or more busi-
nesses which are directly related to this farmUn and conducted on an
integrated basis with his farming, the taxpayer could elect to treat
all such businesses as a single business of farming.

Finally, a taxpayer who elected to report income usiug inventories
where significant and to capitalize capital expenditures would not be
subject to the foregoing rules limiting the amount of this fam loss
but could deduct it in full if there were no other provisions of the law
which would disallow the deductions. It does not require anyone to adopt
accrual accounting. As is mentioned below only 15,000 (out of 3,000,000
farmers) taxpayers would be faced with the eolee of non-deduction of
the farm tax loss on the usa accrual acc4unting. The purpose of the bill
is to preserve cash accounting for those farmers who have not made exces-
sive use of the liberal accounting rules.

This bill offers as good a solution as can be devised short of
requiring that all farmers use accrual accounting and be denied the
right to deduct capital expenditures. y exempting all losses of less
than $15,000 from the operation of the bill, it aoures that the small
farmer who mst supplement his income from other sources or take part
time or seasonal employment will not be subject to its provisions. How-
ever, this $15,000 limitatoo is not a blank check to all taxpayers to
make deductibldinveto ii o. 0W) pbr yw . :stead, as the-adjuited
gross mcO ezcee .$51$000'0, the momet of the. 1ll1MblA lat U reduce.
so that
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at $30,000 of no-tarm adjusted gross income, no farm lose is allowable.
This seems clearly appropriate and is a necessary tool to reader the bill
fully effective. Also, any so-called legitimate farmer who satisfies
the reasons for the special accounting rules will not have as much as
$15,000 to $30,000 of non-form adjusted gross income. The bill thus is
a cleverly devised bill for which Senator Metcalf is to be complimented.
If this Cmittee is not prepared to require accrual accounting and full
cost capitalisation where necessary to reflect income properly, I cannot
urge too strongly that this Comittee adopt the Metcalf ill as a rea-
sonable solution to the farm loss proble*.. Let me add, however, that
there are a few changes which you may want te consider. They are discussed
in the Appendix. They merely improve what vw-ld be a good tool.

One might take a look at the bill's operation. It would probably
affect about 15,000 taxpayers and vould raise as much as $200 million
In revenue. Tids is only about one-and-one half percent of the total
returns showing farm losses, but this group obviously are the taxpayers
who 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 any other farmer, have any sort of catastrophic loss
that could not be absorbed by current farm iwomes, it could be carried
over and carried back against farm Income of other years. Additionally,
moset deductions which produce true economic losses are special deductions
which are allowed even if they exceed the $15,000 loss limitation. They
are taxes, interest, abandonment, theft, fire, atom 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 allowance of the enumerated deductions. It attacks the farn loss
problem directly, and it tends to disallow only those artificial losses
which would rise from the deduction of capital expenditures that is
now pemitted under present law.

The amount of revenue raised and the number of taxpayers affected by
these various bills are not, of course, the sole criteria by which to mea-
sure the effectiveness of provisions dealing with the farm loss problem,
however. Obviously, they do, however, So to the question of whether the
proposal reduces the Federal subsidy going to taxpayers who have the kind
of farm investment which produces a "farva tax loss" which is not an economic
loss while lseo having other sources of income. It must be remembered that
this subsidy does not provide any benefits to those who have only the tarm
investment producing the "form 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 is 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, ED would continue to permit a substantial
deferral of taxes on current income for a large number of taxpayers.
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CONCLUSION

A number of arguments defending the present provisions of the tax
law were raised in the hearings before the House Comittee on Ways and

eens. To a large extent these are economic questions which claim that
the present system yields a large "incentive' to invest in farm assetse.
It is doubtful that this incentive is desirable in light of our other farm
programs designed to assist those most harmed by the tax subsidy. In
addition, the "incentive," or more properly the "subsidy," questions the
integrity 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 substantial non-farm income should be induced to invest in certain
farm assets and receive the Federal subsidy described above. They are
thus accorded a substantial competitive advantage over persons who 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 amended 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 opera-
tion and which benefits only those who 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
whether it is supplied by one having large non-farm income or is supplied
by one who must rely on the farm for his sole livelihood. The overall
result should be a healthy re-introduction o.-thk unsubdizted-fre eiaterprise
system in the farm area.

It seems to me that we would all applaud such action and that this
committee would receive the thanks end comendation of millions of farmers
throughout the country who today are struggling against Federally tax
subsidized competition by high income taxpayers who need not rely on the
farm to produce a profit, but rather can look to the Federal Government to
supply a 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 strensthening the family farm.
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APPENDU

Sugested Imrovments in the Wtcalf ill

The operation of the bill could be proved by the following chansess

(1) Losses on ordinary assets (as distinguished from section 1231

assets) might be included in the category of specially treated deductions.

Such losses are true economic losses* and there is no reason to disallow

them. The failure to include them would appear to be mere inadvertence.

Such losses probably would not occur in many cases, for most of the far

assets producing ordinary income either have no basis or are held in an

inventory. In the former case, a loss could not be realized on the sale,

and in the latter case the taxpayer probably would not be subject to the

bill in any event because he would qualify under the provision excepting

taxpayers using inventories and capitaliing capital expenditures.

(2) The provision permitting a taxpayer to treat a "nonfam business

as a part of his farming operation if it is related to and on an integrated

basis with the farm business raises a definitional problem in determining

whether the two operations are related on an integrated basis.

This problem could be cured by providing that a business would not

be considered as related dad conducted on an integrated basis with the

farming operation unless it consiats of the processing of a product raised

in the farming operation. Furthermore, the ale of such processed product

should produce a substantial portion of the total receipts of the over-all

operation. In addition, the provision should make clear that treating

the two businesses as a farming operation would be for the purposes of this

bill only, i e., measuring the size of the "farm loss" to ascertain whether

certain deductions are allowable. The bill should clearly preclude the
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treating of the other business as a far operation for the purpose of

adopting accounting methods, the filing of estimated ta returns, the

filing of final returns, and the like.

given with this modification, however, the bill siht fell to achieve

its goal and would permit the offsetting f soame "fam losses" arising

from the farm tax ccotatig rules against Ince.earned In other business.

For example, a taxpayer might be engaged in processing frsen orange con-

cntrate fram an orange grove on which lerge expenditures and consequent "

"farm losses" were incurred because a part of the grove had not yet reached

full production. The rove, as a whole, presvoebly would met all the

tests set out above. thus, the special benefit of dedutLng "farm losses"

against other income would be continued for those taxpayers wo have th

capital and resources which would permit them to operate Im a business

related sad integrated with their fetmig operations, /bus, with respect

to such taxpayers the bill would not semplish Its objectives even tbough

they would not appear to be the tyl of taxpayer for ula the special

accounting rules yre devised.

Thus, even if modified as su sted, the bill might not accomplish Its

purpose. et, the treating of separate businesses as a single operation

departs frn the usual practice in adntistering the tax law and my

raise problems neither foreseen nor forseable at this time.

(3) A auer of taxpayers my purchase breeding herds, depreLate then

for a short period, sell the herd and reallse substantial capital gains

on the receive depreciation. While this practice appears improper,

there my be an enforcement problem arising fro mthe inability of the

Internal Revenue Service to audit all taxapyers. She enforcement problem

could be solved automatically by including livestock in the recapture

provisions under section 1245. Logically, there is no reason to exempt
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livestock, and it wuld pro ibit fiagling with dpreciation eves though

the taxpayer elected accrual accounting In order to avoid application

of the bill.

(4) Under the bill the fom loss would be permitted to offset other

farm income, and it my also be carried over to other yeu. In slither

case does farm income include the untaxtd portion of capital plu, A

loss of $50 my thus continue to offset $100 qo capital pin incom in

either the year of loss or wn used as a caryover, 1his difficulty

could be removed by requiring the lose to first be applied ainst ordi-

nary Lucme, and any balance then applied spinst capital pin Income

before the section 1202 deduction or before application of the alternative

capital ain rate. te saems treatment would be prescribed for carrovers.

?bus, in the case where the farm capital pins in the current yer are

100 ad the farm loss is 0, the capital pin vould be reduced to $50

on uhich a tax would be paid. If there were also ordinary far income

of $20. the frm loss would be reduced to $30, and the fam capital pin

would be $70. bectly the same treatment would be accorddd carryovers.

Ior exunple, if the current loss is $50 with no capital pin until the

follving year when $100 of farm capital gains are realized, the $50 loss

carryover would reduce the capital pin to $50 on which a tax would be

paid.

An alternative to the sugested treatment would be to require that the

far loss to be an adjustment to the basis of assets. Ibis would necessi-

tate deciding whether to adjust the basis of ordinary income or capital

pin assets. It could also raise administrative problem if depreciable

property wre involved by presenting a new depreciation base each year. If,

hoever, the alternative of a basis adjustment were chosen, presumably the

adjustment would not be permitted to crest. losses but only to reduce gains

to sro.
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SMWTh COMITTRE ON FINAECI
HKARINS O H.R. 13270

TAX RZFK ACT OF 1969
STAMM= O? WILLING 0. DALEY, C.P.A.

TAXATIO OF COOPBRATIV3S
ONCIMON 531

aIDn=I¥ OF PUWjCIPAL POZWT

The fifteen year redemption provision of

section 531, respecting taxation of cooperativesis,

for the following reasons. inadvisable and should not

be adopted by the Committees

1) It would tend to make it more difficult

for cooperatives to finance their operations adequately.

2) It would present cooperatives with an

arbitrary redemption requirement unrelated to business

realty.

3) It would force cooperatives into increased

borrowings ahd, 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 comon with the certificate

payments, are deductible during the taxable year 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 0? WILLIAM 0.- DALEY, C.P.A.
TAXATION OF COOPERATIVES

SECTION 531

My name is William 0. Daley. I am licensed as

a Certified Public Accountant in the states of Florida

and Arkansas and am the senior member of W.O. Daley &

Company, Certified Public Accountants, with offices in

Orlando and Vero Beach, Florida. We specialize in coop-

erative accounting and tax practice, and represent approxi-

mately 80 percent of the cooperatives in Florida as well

as some sizable cooperatives outside of Florida. Our

office in Orlando, Florida, was established in 1944.

I would like to place before the Committee, on

behalf of rmy firm and our cooperative clients, our con-

sidered augments respecting R.R. 13270's section 531 which

proposes certain changes in the taxation of cooperatives.

A. Fifteen Year Redemption Requirement.

The proposal requires that written notices of

all(ation and per-unit retain certificates be paid in

money within fifteen years after issuance. We believe that

the proposal, if enacted, would create a particularly

hazardous situation for most, if not all, cooperatives.



1. Financing Difficulties.

The fifteen year pay-out requirement would cause

a transfer of the cooperative members' investment (repre-

sented by the 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 make it almost impossible for these

organizations to obtain proper financing. This difficulty

would exist even for those cooperatives which may follow a

practice of revolving the cortificates over a ten or twelve

year period. It is quite certain that financing institutions,

such as the Bank for Cooperatives which makes sizable loans

to cooperatives would require a subordination of the fifteen

year paper by each cooperative member holding such paper.

Without such subordination, it is exceedingly likely that long

term loans will not be made. In fact the subordination may

often be required for short term loans. Considering the

fact that cooperatives have normal changes in membership,

the task of obtaining subordinations from a majority of

members can often be insurmountable.

2. Arbitrary Effect of Forced Redemptions.

The fifteen year pay-out requirement 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, freezes,

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 procedure*, 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 jud(ment 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 recognize. the

fluctuations in general economic conditions. For example.,.

in many cases in order to meet.redemption obligations,

cooperatives will doubtless be forced to borrow additional

monies from other institutional sources. in effect,,such

cooperatives will be placed at the mercy of the money

markets and may b required to incur increasingly high

interest rates and other unpalatable restrictions simply,

because-of a statutorily directed redemption of their

certificates. The not result of the higher cost to the

cooperative will be a further reduction in thq relatively

low return to the farmer for his farm product.

Of perhaps ore serious consequence is the fact

that farmers' cooperatives today have difficulty in ob-

taining long-term financing from any source other than

Banks for Cooperatives. If the cooperatives, 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 m.ke all loans that may be necessary. 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 be no less than chaotic.

In view of the difficulties as described above,

which may be caused by the enactment of section 531, we

urge upon the Comittee that the fifteen year redemption

provision be struck from the bill which will be reported

to the floor of the Senate.

B. Cash Payments in Lieu of Per-Unit Retains.

Moving, if we mayr 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

we feel has a sizable arbitrary effect and needs immediate

correction.

Under existing law, a marketing cooperative

operating on a pooling 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 certificates. 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 specific guidance on the

question of when such a qualified per unit retain certificate
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must or my be redeemed. 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 the member simultaneously with the issuance

of the certificate or soon thereafter.

Alternatively, although the statute would seem

to permit this quick redemption av 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 have the same retroactive deduction consequence,

i.e., deductible in the prior taxable 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 isuance of

the interim paper) and, in most cases, (2) in the placing

of a liquidity squeeze on the member.

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 becomes necessary to prepare and mail

to members the per-unit retain certificates. Following

this step, the cooperative may redeem the certificates

for cash.!/

This entire process of audit, issuano. ol certifi-

cate and redemption for cash may often not be completed

until four or five months following the end of the taxable

year. During that tire the member is deprived of the funds

represented by the certificate and must obviously use alterna-

tive and much less favorable sources of financing 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 period, of not only

qualified per-unit retain certificates, which will subse-

quently be redeemed for cash, but also direct cash payments

in lieu of such qualified certificates. Under this procedure

cash could be distributed to members (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 language to accomplish this proposal.

Thank you.

. / Although the statute does not direct itself to the
point, the Internal Revenue Service has taken the informal
position that redemption of such certificates may not occur
at any time prior to 30 days following issuance.
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5IA7 COWUTTIN ON PZNAIC
ATTACNST TO STATUBS Or

WUIPZAN 0. DAM3K
MIaRIs ON N,13270

Section 132 (b) (3), (relating to the doer-

ination of the taxable income of oooperative organiSa-

tions) Is amended to read as follows

(3) as pr-unit retain allocations, to tho
extent paidin money, qualified per-unit retain
certificates (as defined in section 138(h)),
or other property (except per-unit retain
certificates (as defined in 11388(g)) which do
not constitute qua!ified.per-unit retain certifi-
cates) with respect to marketing occurring during
such taxable year, Qox

Section 1386(f) (relating to the defini-

tion of per-unit retain allocation) is amended to

read as follows.

4k "(f) P3R-UNIT RETAIN ALLOCATION.- For.
purposes of this subchapter, the term 'per-unit
retain allocation' means any allocation, by an
organisation to which pari I of this subchapter
applies, including payment in money, per-unit
retain certificates, or other property to a
patron with respect to products marketed for
him, the amount of which is fixed without
reference to the not earnings of the "organisa-
tion pursuant to an agreement between the
organisation and the patron."
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