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FARM TAX FAIRNESS

WEDNESDAY, APRIL 29, 1992

US. SENATE,
SUBCOMMITTEE ON ENERGY AND

AGRICULTURAL, TAXATION,
COMMITrEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 2:05 p.m,, in

room SD-215, Dirksen Senate Office Building, Hon. Tom Daschle
(chairman of the subcommittee) presiding.

Also present: Senator Grassley.
[The press release announcing the hearing follows:]

[Prep Relemeo 11-20, April 23, 1092]

DAsoir.E SCIEDULE A IIEARINCI ON FmAMN TAX FAr NEss, SUBCOMMI'1EE 'IX) EXAMINE
Posmsimnri CHANGES IN TAX CODE

WASIINOTON, DC.-Senator Tou |)aschle, Chairman of the Senate Finance Sub-
colnulittee on Energy and Agricultural Taxation, Thursday announced a hearing on
farm tax fairness.

The hearing will be at 2p.m., Wednesday, April 29, 1992 in Room SD-215 of the
Dirksen Senate Office Building.

Daschle (D., South Dakota) said the hearing will focus on tax incentives for first-
time farmers estate md gift tax issues of transferring a farm to children, and cap-
ital gains aid debt relief,

"T1his hearing will give us the opportunity to examine changes needed in the Tax
Code to make it fairer for family farmers," Dasclle said.

OPENING STATEMENT OF HON. TOM DASCILLE, A U.S. SEN.
ATOR FROM SOUTH DAKOTA, CHAIRMAN OF TIE SUB.
COMMI11E
Senator DAScHrE. The hearing will come to order. I want to web-

come everybody here this afternoon. We are here to discuss certain
aspects of the Tax Code as it applies to agriculture.

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

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

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



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

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

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

If we are going to maintain a strong agricultural economy in the
21st century, we have to do a better job of attracting our young
people to farming. The Tax Code is one tool with which to do that.

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

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

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

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

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

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

Today, we will focus on the feasibility of the various tax propos-
als presented from an agricultural and tax policy perspective. Le-
gitimate questions to ask are, "Will the proposals work?" and "Is
it good tax policy?"

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

There are so many provisions we want to assess and consider in
greater detail that we simply did not have time to cover all of them
today. In the interest of providing as much understanding as pos-
sible of these provisions, we chose to lunip them in the categories
we have today with the expectation that, at some point in the near



future, we will continue this series and hold additional hearings,
as time allows and the committee provides.

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

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

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

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

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

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

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

Federal law limits use of the bonds for loans for first-time farm
purchasers, and restricts them to a maximum of $250,000 per fam-
ily, per lifetime. Of course, State law may impose additional re-
strictions, such as net worth or residency requirements.

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

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

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

Iowa was the first in the nation to implement an Aggie Bond pro-
gram, and it has been extremely successful in processing over 1,200
rst-time farmer loans since 1981.
I appreciate very much, Mr. Chairman, that you have invited a

constituent of mine, Bill Greiner, wvho heads the Iowa Agriculture
Development Authority. to testify before this committee today.

He is truly an expert on the Aggnie Bond program, and will be
effective in underscoring the need to preserve this program. I
thank him very much for taking time out of his busy schedule to
be with us to present bis testimony, and, more importantly, for hiis
involvement in this program over the years which has been very
much the success of tihie program in my State.



So, thank you, Mr. Chairman. I look forward to considering all
of the issues before us today.

Senator DASCHLE,. Thank you very, much, Senator Grassley.
Ou' first witness this afternoon is someone who is, perhaps, the

most credible expert on agricultural tax issues in the Senate, a
former tax commissioner in one of the most agricultural States in
the country, and someone who has devoted the last 6 years to agri-
cultural issues and tax matters of consequence to rival America.
We are very pleased he could join us, and, Kent, we invite you to
proceed as you see fit.

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

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

I would ask that iny full statement be made part of the record.
Senator DCLmE. Without objection.
[The prepared statement of Senator Conrad appears in the ap-

pendix.]
Senator CONRAD. And I will try to sunmarize in a way that gets

us through this as quickly as possible.
I want to indicate to you, Mr. Chairman, that there will be two

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

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

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

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

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

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

They are being 'forced out of business, in many cases, have vir-
tually no assets, and are faced with very large income tax burdens.



Now, that is the final shock that puts many farmers in a position
that is really untenable.

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

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

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

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

The farmer in this example would also realize $50,000 of dis-
charge of indebtedness income unless he or she is insolvent or has
unused tax attributes to apply as offsets.

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

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

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

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

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

Mr. Chairman, Joint Tax has not released a revenue estimate,
but it is worth noting that, in real terms, the amount of tax reve-
nue foregone would be minimal, because it is highly unlikely that
any of these farmers will ever be able to pay these enormous tax
bills when they are flat broke.

Mr. Chairman, another bill I have sponsored S. 1061, a technical
correction concerning the special use valuation, is also before the
committee. After the large increases in farm prices in the 1970s,
many farm families had problems paying their estate taxes.



The law was changed to base estate taxes for family farms on
what the farm can actually produce, not on the market value, If the
farm is sold outside the family or converted to non-farm use, the
heirs are liable for retroactive tax liability.

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

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

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

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

Neither the daughter nor the grandson qualifies for special use
valuation under a provision applying only to surviving spouses.

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

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

Joint Tax has not produce a revenue estimate for this year, but
last year indicated that there would be a loss of only $9 million
over 5 years, due to the very few number of people affected by this
legislation.

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

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

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

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

If you think about it, people affected by the Farm Debt Tax Re-
lief Act are without additional assets, without substantial income,
and yet, who, in many cases, face staggering tax bills. I have lit-



erally seen cases where people owe $30,000, $40,000, $50,000 in
Federal taxes, and they do not have a dime.

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

Senator DAscHLE. I tbink you are absolutely right. I would have
to verify this, but something in the back of my mind says it is 25
percent.

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

Senator CONRAD. Yes. I would not be surprised if it is that high.
Senator DASCHLE. Thank you very much. We appreciate your tes-

timony.
Senator CONuA. Thank you.
Senator DASCHIE. Our next witness is also someone who comes

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

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

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

And I think it iu important to group these ideas together and I
thank you for this opportunity and for the work that your sub-
committee is doing on the important topic of retirement security for
America's farmers.

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

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

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

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

So, the price for milk in the Dakotas, and Minnesota, and Wis-
consin, and Iowa has gone down significantly. And it is with that
backdrop that we are trying to struggle for solutions to some of the
problems that Amelca's family farmers are faced with.



They need our help, and I think it is particularly important for
us to listen to people who have had the day-to-day, on-the-job, full-
time experience like Jim Harris. So, I thank you for allowing him
to appear.

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

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

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

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

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

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

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

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

While farming and raising a fniily we had to reinvest any income in machinery
or upkeep and could not buy tax-deferred IRAs.

Now they are taking so much of our retirement investment for taxes that it leaves
little to retire on. Is this fair? \

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

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

AM farmers, we build a great deal of personal property mid other itivesttment into
our operations, the investments acca'ue over a long period of the.

We face exceptional investment risks and the uncertainty of weather problems.
Yet, when it comes time to retire, we are faced with a lunp-sum tax on the product
of our lifelong work and risk-taking.

Senator KAsTN. I believe that farmers deserve better, Mr.
Chairman, and the Farmer's Retirement Account is a straight-



forward and simple approach to help farmers build a better retire-
ment for their families,

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

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

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

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

As the Joint Committee on Taxation notes in its analysis of the
bills being reviewed at today's hearing: "The rollover of gain on
qualified farm property would effectively create income averaging
for the taxpayer,"

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

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

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

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

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

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

This is not a Republican or a Democratic idea. We have got Re-publicans and Democrats testify tig before vo,, a1( we had Repub-
licans and Democrats both supporting the Kasten aniendnent with
the 45 votes.

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



[The prepared statement of Senator Kasten appears in the ap-
pendix.I

Senator DAScr,1 . Well, Bob, thank you for your testimony. I ap-
plaud you, again, for your idea and the leadership you have shown
in this area.

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

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

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

Senator KASTEN. Mr. Chairman, each spouse is limited to a roll-
over of $10,000 of farm gain for each year of farming up to a life-
time cap of $250,000, however there is presently no income eligi-
bility cap.

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

Senator KASThN. Thank you very much.
Senator DAswtic,. Our next witness is a good friend and someone

I have worked with for many years. He also knows agriculture ex-
tremely well. We are pleased he could join us this afternoon. Con-
gressman Jim Slattery, fiom Kansas. Jim, we will take your testi-
mony at this time.

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

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

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

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

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

Senator DASCHI,. Thank you.
Congressman S Irr mY. ] would like to point out that our col-

league fiom North Dakota, Byron Dorgan, wanted to be with us
today. He is unable to be here.

But Congressman Dorgan is really caring the ball fbr us on
this issue in the Ways and Means Committee on the House side.
And, when I refer to the ball, I am talking about H.R. 1711, which
Congressman Dorgan and I introduced last this year.



As a way of background, let me just observe that, under current
law, a taxpayer, if he or she is aged 55 or older, can sell his or her
principal residence and the first $125,000 in capital gains is ex-
empt from taxation. That is the existing law.

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

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

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

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

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

And, again, just to reiterate, under existing law, taxpayers over
age 55 are entitled to this one-time exclusion from their capital
gains tax on the sale of their personal residence equal to $125,000.

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

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

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

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

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

And when we talk about the need for capital gains tax relief, this
is a very targeted approach that,, in my opinion, will provide sonme
very needed relief to a grou p of people in this country that, to date,
as far as i am c concerned, have not been treated fairly under the
existing Tax Code.

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



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

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

Congressman SL1A'rERY. 55,
Senator DAscHL14. 55. Excuse me.
Congressman SLA''rERY. Yes.
Senator DASCHIE. They have a one-time capital gains exclusion.

If a house with adjacent property is sold on the farm-and usually
it is a house and adjacent property, as I understand it, and I would
be interested in your clarification of that--it is only the house, not
the adjacent property, that is subject to the exclusion, which makes
it very difficult for tax calculation purposes, does it not?

Congressman SLArrmy. Absolutely.
Senator DAS(.cHIE. It is almost impossible to separate out the

house and its value fiom the adjacent property on which the house
sits.

Congressman SILATTEHY. The land.
Senator DAscH1,rT. But that is what somebody has to do, They

have to make that calculation before they can determine the
amount of the exclusion for which someone over the age of 55 may
be eligible. Is that not correct?

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

And, in the process, he learned that he had to segregate the
value of the residence, the house, in effect, fiom the value of the
land.

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

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

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

Senator DASCHE. But you put a cap on it, do you not, of
$125,000?

Congressman SJATTERY. We put a cap of $125,000.
Senator DASCHI,E. That is right.
Congressman SLAITErY., And we further cap it by the 160 acre

limitation.
Senator DA$CHILE. Right. So, it is subject to the same exclusion

as a house in town.
Congressman SItAr'TiY. Absolutely.
Senator DSCHLE. If you include the adjacent land, which is real-

ly part of the integral value of the property being sold here, all
would be subject to that $125,000 cap? I
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Congressman SLATTERY. Yes. And the other observation I would

make is that, luistorically in mann of our States, like Kansas, and

I would guess it is similar in the Dakotas, the State laws have his-

torically acknowledged that the homestead is the 160 acres. So, if

you had homestead exemption laws, for example, they would his-

torically exempt the 160 acres not just the house.
So, what I am suggesting is that that concept should be applied

to the Tax Code in this area and treat the sale of the homestead,

the farm residence, in effect, the same as we would treat the sale

of a personal residence in Topeka, or in Kansas City, or New York,

or L.A.
Senator DAscHItF. Would you not say that in Kansas, as we find

in South Dakota, the vast majority of farm homes that are now

being sold are being sold by people over the age of 55, trying to find

somebody within the family or somebody close by who maybuy the

farm and keep it together?
Congressman SIA'rrEIRY. Well, in fact, when you look at the aver-

age age of farmers in this country today, it is alarming to realize

that the average age is above 55.
And it makes the point that you are trying to make, and that

there are an awful lot of family farmers now tlat are over age 55,

many of them over age 65, that are attempting to sell their farms

or their residence in the country to a son, or a daughter, or to an-

other family member, or to anyone that is willing to buy it, for that

matter.
And, in the process, they learn that their entire homestead is

subject to capital gains tax, unlike their brother or sister who may

be selling their residence in the city. And that is the fundamental

point that we are trying to correct with this legislation.

I would hope that if the Senate Finance Committee later this

year moves any kind of a tax bill, that you, Mr. Chairman, would

ook kindly on this legislation and use your enormous persuasive

skills to include it in any bill that might leave your body.

Senator DASqc3-1,. Well, I am a co-sponsor of a similar bill on this

side, and I very much appreciate knowing the broad support that

appears to exist in this House for this legislation. Thank you very

much for taking the leadership to advocate on behalf of this pro-

posal this afternoon.
Congressman SLArTRY, Very good.
Senator DAscHL4E. Thank you, Jim.
Congressman SLATTERY. Thank you, again.
Senator DASCHLE. As Congressman Slattery indicated, Congress-

man Dorgan had originally intended to testify. Without objection,

his statement will be made a part of the record at this time, as well

as that of Senator Kassebaun, who also has expressed an interest

in these areas and has a bill pending similar to the one that we

have just been discussing. So, without objection, her statement will

be made a part of the record as well.
[The prepared statements of Congressman Dorgan and Senator

Kassebaun appear in the appendix.]
Senator DASCHi. Senator Jim Jeffords, fromi Vermont, is sched-

uled to testify. And I see he is walking into the room as we speak.

Jim if you have your wits about you, we will take your testimony

at tis time, as well.



Senator Jeffords. I have Aot half of them, anyway. [Laughter.]
Senator DAScHI,E. All right. Welcome. We are very pleased to

have you come before the committee. I had the good fortune to
work with you for many years on the House Agriculture Committee
and enjoyed that opportunity immensely. I look forward to working
with you on issues related to agricultural tax, as well.

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

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

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

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

Senator DAS(HLE. Without objection, that will be done.
[The prepared statement of Senator Jeflbrds appears in the ap-

pendix. f
Senator JEF FORDS. I will probably just proceed on the basis of

the fundamentals of the issue. Wea know that we have problems
with wetlands in this country. The preservation of those wetlands
is extremely important. It is extremely important because we have
allowed so many of the wetlands to be filled in and to disappear.
And the same is also true for undeveloped land, forest land, and
whatever.

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

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

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

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



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

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

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

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

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

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

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

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

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

I do not propose to change the local property taxes, but we can
change the Federal Tax Code. The approach contained in this legis-
lation is the same as is currently used to protect the family farms
fiom the tax assessor. The Inheritance Tax Code allows family
farms to be assessed at their cturent use and not the highest and
best use, providing that the family continues to farm the land for



at least 10 years. I propose the same approach for other undevel-
oped land.

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

Senator DA,9JHiE. Thank you, Jim, for your testimony. Let me
just ask a couple of questions to clarify the proposal.

Senator JEFFORDS. Sure.
Senator DASCHLE. You are recommending or proposing a preser-

vation easement for how long a period of time?
Senator JEFFORDS. Ten years.
Senator DASHE. Is it renewable?
Senator JEFFORDS, It could be, but such renewals would not be

required under this act. A minimum of 10 years is required for the
preservation easement,

Senator DASOHI,,. A minimum of 10 years.
Senator JEFFORDS. Right.
Senator DAsCHLE, And then, subject to a potential for an addi-

tional period of time.
Senator JEFFORDS. Right, but to receive the favorable tax treat-

ment, only 10 years is required. And I have no problem if longer
time is necessary to ensure preservation. I believe we picked the
10-year period because that is the present proviions with respect
to the preservation of farm lands.

Senator DASC(H,E. Would it be considered a charitable deduction?
Senator JEFFORI)S. I am sortr-.
Senator DASouHIF. Would it be considered a charitable deduction

for tax purposes?
Senator JEFFORDS. No. It would just be a difference in land valu-

ation, that the land valuation would be based upon the land subject
to the restrictions on its use, and, therefore, its value would be de-
creased, at least to the extent of the time that it could be used for
that purpose.

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

Senator DASCJIIE. So, the whole purpose would be to lower the
estate tax?

Senator JEFFORDS. Lower the estate tax so that it can be pre-
served. Basically, that is it.

Senator DAscHLI . What if the heir fails to maintain the contract
during that 10-year period of time, is there a recapture tax re-
quire d?

Senator JiEiFoRDS. There are provisions to recapture the tax.
Senator DASHmE. So. there would be a retroactive recapture tax,

or would it be a tax that would be implemented as of the date the
heir chooses not to--

Senator J1!F' ORDS. It is retroactive.
Senator DASctirLE. It. is a retroactive tax. Very good. Well, I think

it is an excellent idea. We have wetland concerns and problems in
our State, and, I know, in the upper Midwest. We have got to find
ways to resolve this matter.



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

Senator JEFFORDS. Thank you very much.
Senator DAsomH.E. Thank you for your testimony, Jim.
Senator JEFFORDS. Thank you, Mr. Chairman.
Senator DAsCHt,F,. That concludes our series of Congressional

witnesses. Our next witness is an official with the Department of
the Treasury. He is the Acting Deputy Tax Legislative Counsel,
Mr. James Fields.

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

Again, thank you for coming, Mr, Fields. We are pleased you
could be with us. You have had the opportunity to hear proponents
of various proposals that are currently pending before the Finance
Committee. We have your written testimony. We invite you to pro-
ceed any way you see fit.

STATEMENT OF JAMES FIELDS, ACTING DEPUTY TAX LEGIS.
LATIVE COUNSEL, DEPARTMENT OF THE TREASURY, WASH.
INGTON, D.C.
Mr. FIEIDS. Thank you very much, Mr. Chairman. The adminis-

tration appreciates the opportunity to provide its views on the
seven proposals that you are considering today.

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

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

In that light, we object to and oppose several of the provisions
on both tax policy and revenue grounds. We have not done final
revenue estimates; however, we have done preliminary estimates.
If we took the package as a whole-and we realize that no one is
proposing that, but just to give you an idea of the magnitude of the
revenue costs of the entire package-we are talking about $3 bil-
lion revenue loss over the 5-year period going forward. We consider
that to be a fairly significant expenditw'e without an offset,

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

I would like to start with S. 710, the Aggie Bond proposal. The
President's 1993 budget included an 18-month extension of the
Aggie Bonds.

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

Next, I would like to deal with S. 887, the Wetlands and
Greenspace Preservation Assistance Act of 1991. The administra-
tion opposes this provision. The Code currently provides for chari-



table deductions for both estate tax and income tax purposes for
the creation of permanent easements.

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

The current Code and regulations make sure that the easements
have social value; that the grantor does not benefit from the ease-
ment, and that there are means to protect continued preservation
of the easement. The bill lacks all of those.
IAnd, if I could briefly go through them, I think you can get a fla-

vor for it. First of all, the bill lacks any public benefit requirement.
Seemingly, any open space would qualify. It could be a rubble-
strewn lot with no social value that would qualify for the bill to the
extent that it provided advantages for estate planning purposes.

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

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

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

Lastly, there is no limitation on private inurement of benefit to
the donor or the donor's family. Under current law, if the developer
gives an easement in a land area, but his adjacent development ap-
preclates in value as a result of the gift, his charitable deduction
is reduced, which makes sense. There is no such reduction for pri-
vate inurement of benefit in the bill.

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

Next, I would like to address S. 1045 and S. 1061, the Expan-
sions of the Special Use Valuation Rules. In general, the adminis-
tration supports expansion of these rules. We would like to expand
the use of cash leasing by heirs, however, we believe that liberal-
ization should be prospective only.

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

Next, I would like to address S. 900, the Farm Debt Reform Act
of 1991. Again, the administration opposes this provision.



This provision itself though addressing a troubling problem, does
not require financial difficulty or an inability to pay tax for the tax-

ayer to receive its benefits. Even solvent taxpayers receive the
enefits of this provision.
The bill provides no benefits to any other taxpayers other than

farmers, though many, many businessmen, small businessmen and
otherwise, suffer very similar problems.

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

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

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

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

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

Next, I would like to address S. 1130, the Asset Rollover Account
provisions. The administration opposes this proposal. Clearly, this
is not a provision designed to promote the survival of troubled
farms, it is a proposal designed to assist exiting the farming busi-
ness by seemingly very successful farmers. The troubled farmers
we have been talking about do not have half a million dollars to
invest in asset rollover accounts.

If these accounts were really intended to assist small farmers, we
would expect to find some form of wealth restrictions, some form
of limitation on availability, but there are none. The only restric-
tion is a maximum contribution amount of $600,000.

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

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

This proposal means that a farmer could have a preferred sav-
ings and investment vehicle without providing benefits to employ-
ees. This is a benefit unavailable to any other small or medium-
sized businessman in the country. We think that is inappropriate.
Again, the overall revenue cost of this proposal is about $800 mil-
lion, and we consider that to be fairly significant.



The last item is S. 2202, which is the Extension of Section 121
Benefits to Adjoining Farm Land. The administration opposes this,
but would consider suggestions and ideas regarding deminimus
rules to reduce conflicts between the Service and taxpayers over
what is the farm and what is the principal residence.

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

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

Are we to say that renters should get to exclude their business
property, that mobile home people should get to exclude their busi-
ness property because they cannot enoy the $125,000 exclusion?
We do not think that is appropriate policy here, and we oppose the
provision. Thank you. I am willing to take questions.

[The prepared statement of Mr. Fields appears in the appendix.]
Senator DASCI'HI,E. Thank you, Mr. Fields. Let me just pick up

where you left off. You are not from a rural community, are you?
Mr. FIELDS. No, I am not.
Senator DASCHJLE. All right. Well, in rural communities, I think

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

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

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

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

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

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

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

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

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

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

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

Mr. FIELDS. All right. If there is no business use of that property,
no.

Senator DASCHLE. The lot the house is located on-
Mr. FIluI)s. If there is no business use of the property, no. But,

if you had, for example, an adjacent lot that was undeveloped, I do
not know the answer, but I believe that that is separately dealt
with, that that is not part of your principal residence. But I am not
sure of that. But the basic answer-

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

Mr. Fin,,DS. No, they could not.
Senator DASCHLE. They would not know either?
Mr. FIEDS. I do not believe they will know off the top of their

head, sir. No.
Senator DAs(cHIE. Well, I am told, and let us make sure for the

record that I have this right, that a house that has a lot-and obvi-
ously, every house has a lot-that that lot is included as part of
the calculation for exclusion purposes.

Mr. FIELDS. Oh, yes. The lot on which the house sits is excluded.
Senator DAscHI,. Well, that is what I was asking.
Mr. FIELDS. Absolutely. No. I am sorry. I was saying if there was

an adjacent property or a business property, that would be ex-
cluded.

Senator DAscHII,. No, no, no.
Mr. FuILDS. I am sorry. Yes.
Senator DAScm-,. Well, so, in essence, that is what we are say-

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

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

The contiguous land arotmd a house ought to be considered, for

purposes of tax treatment. the same as land in a town. And, so, I
have difficulty understanding why the tax treatment would be dif-
ferent in a rural setting than it is in a town.

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



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

It includes out-buildings, tractor sheds, the works. Those arebusiness properties which, traditionally, are not the residence andare deductible and generate depreciation deductions and the like.Senator DASCHILE, Well, but it is not just business. When you areon a farm, I mean, it may be business, but it is part of the defini-tion of that particular farm unit that goes beyond just business. Itgoes to the cultural and historical and traditional appreciation ofwhat that farm unit actually is.
In any case, let me ask you something with regard to special usevaluation and cash leasing. I understand it, you do not oppose lim-ited extension of the right to cash lease, and you say S. 1045 rep-resents a reasonable approach. But I was unclear as to your posi-.. tion with respect to S. 1061. What is your position on S. 1061?Mr. FIELDS. We would generally oppose S. 1061 as going too far.What we think the basic way to look at the problem is, and wehave testified in the past to this effect, is that essentially a quali-fied heir should be able to cash lease to any other person, memberof the family, that the decedent would have been able to directiydevise his property to, and that property would have been eligible

for special use valuation.
So, if the property had gone directly to that person and propertywould have been eligible for special use valuation in the hands ofthat person, we think it makes sense that the heir can cash leaseto that person. And that defines a family narrowly.
We believe that S. 1061 goes far beyond that, and gets a littlecomplicated. But, essentially, S. 1061 means that the propertycould be cash leased not merely to the family of the decedent, in-cluding spouses and in-laws, but also to the extended family of the

decedent's heirs.
So, you could have a situation which we think gets fairly tenu-ous, for example, where the stepson of the decedent leases to hisgrandniece's spouse. I mean, it may sound faifetched, but the cur-rent definition of family is very broad and you begin to get fairlybroad classes of people, who do not seem to be in the immediately

family, covered by S. 1061,
Senator DASCHRE. What about brothers and sisters?Mr. FiiEuDS. Brothers and sisters would be covered by S. 1045,and we think that is appropriate. Brothers and sisters should becovered. I think it is *just a question of line drawing.But it seems to us that all of the complaints we have heard dealwith fact patterns that are somewhere in the range of S. 1045 andpotentially a slight expansion of it. But it is not necessary to go toS. 1061, which may, in some cases, take in large numbers of peo-

ple.
Senator DASCHIA-. But is family member not very narrowly de-

fined in the Tax Code today?
Mr. FII;LI)s. No. For this purpose, Mr. Chairman, we believe itis very broadly defined becAuse the intent was to try and allow a

fair number of heirs to be able to use it.



Senator DAscmIE. Well, actually, the fact is, though, Mr. Fields,
we have a case in South Dakota right now where brothers and sis-
ters are excluded.

Mr. FELDs. Absolutely. And that is the cash lease problem.
Senator DAScHLE. Well, that is what I am talking about.
Mr. FIELDS. Yes.
Senator DAsCHLE. Where is it broadly defined?
Mr. FIELDS. Well, the relevance of family member is who is a

qualified heir, who may receive directly. We believe that to be a
fairly broad term. It includes parents, grandparents, brothers, sis-
ters, all descendants of brothers and sisters and the particular
party, as well as spouses. The problem is, that we cannot cash
lease between those people.

Senator DASciHE. That is right.
. Mr. FIELDS. And we agree that there should be some cash leas-

tenator DASowntE. So, you think the same broad interpretation

for cash leasing ought to exist?
Mr. FIrILDS. As long as the lessee could have been a qualified

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

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

Senator DASCHI4E. Let me ask you about S. 900. You say that it
would cause a significant loss in revenue, and, yet, you are dealing
with farmers, who, by definition, have no capacity to pay revenue
today, pay taxes today. Is it not true that you are actually losing
revenue with these people today?

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

Senator DASCHIE. But if you are talking about a lot of farmers-
and I am told that it mayl e as high as 26 percent who are insol-
vent today-who fit this category-what alternatives would you
suggest they consider?

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

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

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

The only thing you can do in that circumstance, if you do not
have the cash to pay your tax and you are not bankrupt but you



are insolvent, is to enter an agreement with the Service. The Serv-
ice has the authority, and, in appropriate circumstances, enters
into installment agreements and defers the tax if the taxpayer can
prove hardship. The Service is actively doing that when appro-
priate.

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

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

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

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

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

Mr. FELDS. Yes.
Senator DASCIILE. We would like very much for that to be made

part of the record, as well. Can you do that?
Mr. FIEI.DS. Yes. We can stay for an hour or so, if that is helpful.
Senator DAqcHm-,, Great. All right. Thank you. We will bring

them to the table at this time.
Mr. FimIs. All right.
Senator DASCHIE. I appreciate very much your testimony.
Mr. FIEiDS. Thank you very much.,
Senator DAS E[,,. Our panel consists of Sarah Vogel, the com-

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

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

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

STATEMENT OF HON. SARA!I VOGEL, COMMISSIONER OF
AGRICULTURE, STATE OF NORTH DAKOTA, BISMARCK, ND
Commissioner Vor,, i ,i. Thank you, Senator. I am very pleased to

be here today to testify ol this very important issue.
I have prepared remarks and I would like to have those just in-

serted in the record, and. instead, today, bring out some of the
practical realities that face farmers in North Dakota, and, I believe,
throughout the United States.



[The prepared statement of Commissioner Vogel appears in the
appendix.)

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

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

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

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

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

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

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

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

One thing that happens on occasion is that if the farmers are in
their late 60s, they will seek to postpone the day of reckoning until
they can qualify for Social Security instead of cleaning up the issue
with a lender directly.

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

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

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

Sometimes, the farmer will go out of business, incur the tax li-
ability, and just let that liability exist until the farmer dies. And,
again, that is a very harsh way to treat these people who have
worked very hard.
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I was interested in hearing the comments of the administration
witness who was talking about farmers versus other kinds of busi-
ness. I have attached to my testimony a chart of the incredible rise
and then fall of land values and property values for farmers.

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

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

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

I also support S. 1061. I will conclude my comments and would
be happy to take any questions.

Senator DASCHiu,. Thank you very much, Sarah. Mr. Greiner.
STATEMENT OF WILLIAM GREINER, EXECUTIVE DIRECTOR,

IOWA AGRICULTURE DEVELOPMENT AUTHORITY, DES
MOINES, IA
Mr. GREINmm. Thank you very much, Senator. I appreciate the

opportunity be before you today. 1 will brief my statement, and I
would like to ask that it be placed in the record.

Senator DAqcmtiu,. Without objection, the full statement will be
made part of the record.

IThe prepared statement of Mr. Greiner appears in the appen-
dix.]

Mr. Gn1,rNImot. Thank you. I want to appear here to support S,
710, which is sponsored*by Senator Charles Grassley, which calls
for the much needed permanent extension of tax-exempt Small
Issue Private Activity Bonds, more commonly referred to as Aggie
Bonds.

And, as Senator Grassley stated, Iowa has a highly successful
Beginning Farmer Loan Program, and the continuance of the pro-
grain is dependent upon this extension of the sunset. Iowa was the
first State to offer a program whereby tax-exempt bonds would be
utilized for agricultural projects. And we have operated a program
since 1981 under which an individual bond is issued for each loan
approved by our board.

Now, the Iowa program is highly targeted in that an applicant
must be a filrst-time farmer, and, tuid er Federal guidelines, a first-
time farmer is a person who has never owned any substantial
fa-niland.

And a beginning farmer, under the State of Iowa guidelines, and
that is a person who has a net worth of $200.000 or less. including
spouse and minor children.

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



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

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

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

The calendar year 1991 was the best year ever for the Iowa pro-
gram, with 287 loans being closed, for a total of more than $26 mil-
lion. This includes the financing of 23,683 acres of Iowa farmland,
plus numerous buildings, equipment, and livestock used for breed-
ing purposes.

Calendar year 1992 is off to a very good start, with 44 loans
closed thus far, totalling over $4 million. And we have financed
4,752 acres of land this year. Our average size loan in Iowa is ap-
proximately $86,000.

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

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

Re program in Iowa has been copied by many other States dur-
ing the last ten year. As a result, more than 4,200 first-time begin-
ning farmers have been assisted with their purchases.

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

In Iowa, the largest purchaser of Aggie Bonds are commercial
banks. And, currently, the interest rate on our bonds with banks
are running about 75-85 percent of the banks' in-house prime,
base, or agricultural rate, and generally falls some two to for per-
centage points below the conventional rate.

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

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



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

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

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

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

Senator D~qcHLE. Thank you, Mr. Greiner. I appreciate very
much your testimony. You make a very compelling case. Mr.
Saxowsky.

STATEMENT OF DAVID M. SAXOWSKY, J.D., ASSOCIATE PRO-
FESSOR OF AGRICULTURAL ECONOMICS, NORTH DAKOTA
STATE UNIVERSITY, FARGO, ND
Mr. SAXOWSKY. Thank you, Mr. Chairman. I have a written

statement that I would like to have as part of the record.
Senator DmSciH*,i. Without objection,
[The prepared statement of Mr. Saxowsky appe., in the appen-

dix.)
Mr. SAxow$KY. Thank you. I appreciate the opportunity to ad-

dress S. 900 this afternoon, the Farm Debt Tax Reform Act of 1991,
and I will focus my comments on that legislation.

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

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

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

I would like to re-emphasize what the Commissioner has already
indicated, and that is that this is a major tax consequence for our
mid-career, low equity farmers; people who have been in the indus-
try for 15-20 years, or longer.

This is not the same problem for those people who have been in
the industry for less than 15 years. Again, we are looking at pt1-
marily the mid-career, low equity fariners that are facing the type
of tax consequences that are being addressed by S. 900.

The taxable gain that we are looking at with S. 900 is not limited
to farmers that are leaving the industry, nor limited to farmers
that are simply trying to restructure within the industry. Bank-
ruptcy is a possible alternative for both of these groups of farmers,
the Chapter Seven liquidation.



Unfortunately, that does not seem to resolve the tax problems be-
cause of the abandonment issue, which we have already alluded to.
That is, when a farmer goes into bankruptcy in Chapter Seven, he
may find that the bankruptcy trustee wii abandon the property be-
cause there is no value in that property to the bankruptcy estate,

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

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

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

Consequently, the tax implications of this type of legislation, the
tax revenue for the Federal Government, probably is not as great
aslit might appear at first blush.

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

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

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

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

My experience in working with farmers, as well as dealing with
practitioners in our States, reinforce my understanding that the
issue of taxable gain remains a problem for the farmers who are
restructuring their business.

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

I would conclude by making the statement that the financial re-
structuring that we had experienced in agriculture is perhaps at a
lower rate than it was several years ago, but business reorganiza-
tions are going to continue to occur into the future.We expect that the restructuring will occur for farmers that are
currently delinquent with their debt, or that they will become de-
lin Puent in the future for various economic reasons.

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

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

58-578 0 - 92 - 2
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STATEMENT OF BRAD W. McNUTY, PARTNER, McGLADREY &
PULLEN, RAPID CITY, SD

Mr. McNuLrv. Mr. Chairman, thank you for the opportunity to
provide oral comments, as well as written testimony on this issue.
I would like to speak briefly on each of the three topics and com-
ment on how our certified public accounting practice in South Da-
kota has dealt with these three issues.

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

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

I believe that the program needs expansion. As was previously
mentioned, South Dakota has been questioning Iowa on how the
operation works. South Dakota currently does not issue tax-exempt
bonds.

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

The second topic is transferring the farm to children in S. 1045
and S. 1061. When Section 2032A was originally adopted, it was
meant to help ease the estate tax transfer liability and help over-
come that obstacle to the transfer of the farmland to children.

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

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

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

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

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

I prefer the broader definition of S. 1061, which uses the quali-
fied heir definition, over S. 1045, which uses a more restrictive def-
inition. The broader definition provides additional capabilities for
improving the transfer of farmland, as is the intent.



The third topic the capital gain and debt relief issue. This was
an area in which we saw a great deal of activity during the period
1986 through 1991.

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

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

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

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

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

[The prepared statement of Mr. McNulty appears in the appen-
dix. I

Senator DAS(1Iit,'. Thank you very much, Mr. McNulty, for your
testimony. Mr. Dees.

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

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

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

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

This creates a perverse incentive for the next generation to sell
rather than operate the farrm or business. The beneficiary of that
incentive is the real estate speculator, the wealthy investor, or the
big corporate competitor.

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

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

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

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

Yet, with respect to two issues that I want to discuss today-the
qualified use test and the election requirements-the courts have

felt constrained by the legislative history from liberalizing these
statutes and have refused to help family farmers.

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

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

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

They went back and assessed a $54,000 recapture tax with pen-
alties and interest more than twice the amount of the tax.

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

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

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

From the very beginning in 1976, Congress recognized that farm
owners did not want to disinherit their children who were not
farming. And so, they set up the touchstone of material participa-
tion.

As long as one family member of the qualified heir continued to
farm, then that was sufficient. I heard the government statement
today, which would impose a second level of tests for qualified use
for these persons.

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

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

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

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

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

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

[The prepared statement of Mr. Dees appears in the appendix
Senator DAScHii. Well, Mr. Dees, thank you ,very much for your

very enlightening testimony. I appreciate having a chance to re-
ceive it this afternoon.

As you alluded to, the farm couple in South Dakota is fairly rep-
resentative of a lot of farm families that are experiencing the prob-
lems that have been addressed in the testinoly this afternoon.

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

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

I also disagree with the administration's estimate of $1 billion.
The bill is very clear that it is limited to very low-income farmers
and that at the resolution of the restructure the farmer cannot
have assets worth more than $25,000 or 150 percent of the tax li-
ability.

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

Senator DASt9CHIJE. Anybody else wish to comment on that? Mr.
Saxowsky.

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

As the Commissioner has indicated, and as we are all well
aware, various forces caused our land values to rise rapidly
throughout the 1970s and into the early 1980s. Very similar forces,
only the reverse direction, caused our land values to drop signifi-
cantly the following years.
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This rapid rise and fall in land values, I do not think, has been
experienced in other industries on their major assets to the same
extent that agriculture has endured it in the last 15 years.

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

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

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

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

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

Mr. FiEiDS. No, I would not.
Senator DASCHTJI,. So, there is some recognition of the unique-

ness of various industries and the applicability of tax features to
those industries.

Mr. FIDLDS. Yes. Industries are different.
Senator DASCtLE. So, then, if that is the case, how can you put

the stock you appear to in the need for some kind of broad applica-
bility of tax features in agriculture to other areas as the condition
upon which the administration would support them?

Mr. Fii,,)s. Becatise the conditions which generate the problem,
that is satisfaction of debt with the bank and cancellation of in-
debtedness income, are not problems that are unique to the farm-
ingindustry.

Yes, the farming industry is different, but the source of the fun-
damental problem they have is not unique.

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

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

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

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

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

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

Commissioner VOcxm. That is right.
Senator DAscmi,. But home and business are all one unit in ag-

riculture, so it does make agriculture unique in that regard. Does
that not sound like a pretty logical defense of the uniqueness of ag-
riculture for tax purposes, Mr. Fields?

Mr. FIELDS. If it were true.
Senator DAscHLE. It is true.
Mr. FIELDS. I do not have the statistics at my hands, and I do

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

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

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

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

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

Mr. FI:LDS. Yes. Again, the Code-and let me repeat,---
Senator DAScHLE. Well, I know what the Code calls for.
Mr. Finux. Yes. It requires that a qualified heir make qualified

use of the property. The legislative history describes qualified use
as more than mere passive participation, that is, more than merely
cash rental.

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

Perhps someone could have argued--and the Service has in cer-
tain cases when the participation gets tenuous--that that is not
good enough, that is not enough particeipaih.



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

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

Mr. McNur'ry. The people that would be cash renting would still
be at an economic risk. Just because you have a cash lease with
somebody does not mean you are going to get paid.

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

Senator DaCHLE, Mr. Dees.
Mr. DEEs, The government equates the words "passive rental" in

the 1976 legislative history with cash leases. That shows their lack
of experience with the word in the long histor-y of farming.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Mr. DF,ES,. I would call attention to the definition of qualified use
so no one is misled as to what the definition is in the statute. It
says, "use as a farm for farming purposes."

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

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

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

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

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

Mr. FIELDS. Yes. I will say, the notion that the 1981 legislative
history somehow subtly opened the door to this--may I just quote
from the legislative history? "The bill does not change the present
law requirement that a qualified heir owning the real property
after the decedent's death use it in the qualified use throughout the
recapture period." This is not made up.That requirementhas been
there. If you go back to the original legislative history, a mere pas-
sive participation in 1976 would not have satisfied qualified use.

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

Senator DAsevix, Let me ask one final question with regard to
special use valuation. In terms of eligibility, Mr. Dees and Mr.
McNulty, you have heard Mr. Fields define and quantify what he
believes to be the eligibility criteria for special use valuation. Are
you satisfied with that interpretation of eligibility for family inein-
bers? Mr. Dees or Mr. McNulty, either one.

Mr. McNuLTY. I did not understand the question, Mr. Chairman.
Senator DASCHLE. The question is, what legislation, if any, we

should consider?
As I understand it, he thought that the term "family members"

ought to include brothers and sisters. Are you satisfied with that
general definition for cash leasing purposes?

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

Senator DASCHIE. Now, what is broader, in your interpretation?
Mr. MuNULTY, Anybody that would be defined as a qualified heir

under 2032A, which essentially includes family members of a lineal
descendent.

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

Mr. McNu,'Ty. Yes, I would.
Senator DASCHLE. You would. What about you, Mr. Fields?
Mr. FIELDS. Mr. Chairman, we would be supportive within the

confines that anybody who could have been a qualified heir of the
decedent may interlease, I guess.

Senator DAscHmrx. Right.
Mr. FiRDS. However, hat is not what S. 1061 does.
Senator DASCHLE. Oh. I tuderstand.
Mr. FIEIDs. All right. I just want to make sure that that is not

S. 1061. But we would be willing to broaden that definition.
Senator DASCIIE. So, you would broaden it to brothers and sis-

ters and spouses.



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

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

[r. FIELDS. I will answer this question directly. No bill under
consideration is modifying the basic structure of 2032A. If there is
going to be a proposal, I would have to see it specificall as to ex-
actly where we are going. Moreover, I would spend a little more
time on that specific issue.

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

And I do not want to get into a debate about some of the tech-
nical questions related to eligibility, but I think it is a valid ques-
tion that I would like to have some consideration of by the Treas-
U1,rDepartment at least for the record.

Mr. "Tinms. Mr. Chairman, we believe that 2032A is very com-
plicated, and agree that careful consideration of how to make it
more effective and more imderstandable is completely reasonable.

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

IThe information follows:l
Hon. 'llIOMAS A. 1)AuSOM.:,
U.S. Stizate,
Wash ingon, D('.

Dear Senator l)aschle: 'iThis potter is to follow up on an issue raised during the
April 29 hearing before the Subcommittee on Energ'y and Agricultural Taxation re-Warding aecial use valuation of farm property unter section 2032A of the Internal
Kevellile Kode.

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

A question was raised bN one of the other witnesses whether, under the standard
Treasury used to evaluate the two bills, the people to whom a (qualified heir may
cash lease would be a narrower group than the people who may satisfy the "mate -
ritd participation" test under the statute. You asked us to respond to the questioll
for the record.

Under the Code. the qualifi,'d u4" test mu!st be met hv thl, qualifiedd hir. It is
clear that the ability to cash lrise is related to whth,.r the qualified heir is usin g
the propertY in a ",uatilified two." Thus. the narrov, excet.oil in ,eurreqd law that
allows a surviving spos' to nt (a-fsh lease to a family member is stat(! il terms
of the spouse not failing the "qualified use" test 1y re'.s,,uA of the cash lense.

The "material 1)articipation" test is a setiatate test that must be met bv the dece-
dent or a tnemlber of his family. asA well as the qualified heir or a m'.njber of the
qualified heir's family. b'h1, material participation md qualified use tests apply to

ifferent groups and have different purposes. Both legislative proposals under con-
sideration (as well as the test suggested in my testimony) would liberalize the
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qualifiedd use" test under current law, but would not alter the separate "material
participation" test.

Please let us know if we can provide you with any further information regarding
this matter.

Sincerely, JAMES E. FIELDS, Acting Tax Legialative

Counsel

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

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

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

Senator DAsCHLE. We have one more panel, but I want to clarify
a couple of matters with Sarah Vogel and Mr. Greiner. Sarah, with
regard to the number of cases, perhaps even in North Dakota, that
you have witnessed relating to liqu'dation, to what degree, from
your experience in those cases where liquidation occurs do farmers
have greater liabilities than they have assets?

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

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

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

Senator DAS HIE. Sure. Mr. Saxowsky.
Mr. SAXOWSKY. As part of that same study, we had an oppor-

tunity in our department to ask farmers, and, more importantly,
former farmers about their financial situation as they left the in-
dustry.

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

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

Senator DAS(!Hi A:!. Thank you. Mr. Greiner, you have addressed
support for legislation that would extend the first-time farmer bond
program for 18 months, but I assume you would support perma-
nent extension.

Mr. GREINFEr.. Yes. Absolutely.
Senator DAsC'HrE. You would.
Mr. GntEINER. Yes.



Senator DASB(HI,E. Do you know why it is that some States have
chosen not to avail themselves of the bond program?

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

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

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

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

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

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

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

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

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

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

Anid, to all of you. thank you for traveling as far as you have.
I know Mr. McNulty has a plane to catch and had to he out of the
hearin, room by 4:15. It is now 4:15, so let me excuse the entire
panel. hank you all very much.

Commissioner V(o Io',. Thank you.
Mr. DiFi,.. Thank vot).
Mr. Mc NuiTX.. Thank vou.
Senator DASCuI,I,,. Our final panel consists of Cheryl Cook, the

assistant director fbr legislative services f't the National Farmers
Union; Jim Harris, of' Union Grove, Wisconsin; and Ferdinand
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Hoefier, the Washington-representative, the Center for Rural Af-
fairs; and Grace Ellen Rice, the associate director of national af-
fairs for the American Farm Bureau.

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

STATEMENT OF CHERYL L. COOK, ASSISTANT DIRECTOR, LEG.
ISLATIVE SERVICES, NATIONAL FARMERS UNION, WASHING-
TON, DC
Ms. COOK. Thank you, Mr. Chairman. We appreciate the chance

to be here today. Let me express my personal appreciation to you
for letting Mr. Fields go home, because there is no way I want to
debate him on 2032A. That almost single-handedly caused me to
fail tax class in law school. [Laughter.]

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

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

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

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

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

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

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

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

[The study appears in the appendix.]
Ms. COOK. TIank you. This report comes to the conclusion that

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

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

In my home State of Pennsylvania, there is a considerable
amount of unemployment. And many of my personal friends at this
point who would love to be eating steak three nights a week, in
fact are eating corn flakes for two meals a day.

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

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

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

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

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

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

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

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

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

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

The speculators on the Commodity Futures Boards are those who
come up with the greatest benefit when there is a natural disaster,
and we t'nak they ought to be contributing toward those who take
the greatest hit where there is a natural disaster. And if you have
ot any farmers in your State getting their disaster checks, you

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

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

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

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

[The prepared statement of Ms. Cook appears in the appendix.]
Senator DAx(c.HE. Thank you very much for your very fine testi-

mony. Mr. Han-is.

STATEMENT OF JAMES HARRIS, UNION GROVE , WI
Mr. HARmIS. First of all, I would like to thank you, Senator, for

this opportunity to testify on behalf of the American farmers.
We strongly endorse Senator Kasten's bill, S. 1130, entitled Fam-

ily Farm Tax Relief and Saving Act of 1991 and other similar bills
that have been sent up by the members of Congress.

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

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

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

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

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

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

Our goal is to treat a portion of the family farm assets as a self-
directed IRA, with income tax deferral, rollover, and make-up privi-
leges comparable to those granted other taxpayers self-directed
IRAs.
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Farming is an extremely capital-intensive profession and occupa-
tion. Long-term growth and success of a family farm requires all
of the farmer's capital resources. One dollar of the farmer income
yields ten cents to the kitchen, 90 cents to the bank to borrow $10
more, and that is on a good day

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

These funds are invested in commerce. Let the farm be the com-
merce for the farmer's IRA. Th1le farn investment certainly satisfies
the intent and purpose of an IRA, and is much more valuable to
Rural America then Boelsky's Juk Bonds and California and
Texas S&L's which qualify for IRAs.

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

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

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

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

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

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

The typical annual retirement package available to a $12-$14-
an-hour Wisconsin State employee-and basically I am talking
about my wife's package as a State employee of the State of Wis-
consin as a clerk-typist--the employer paid retirement is worth
around $3,000 a year.

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

She has an annual $2,000 self-paid IRA, we have a total there
of $14,800. On top of that, she has employer-paid non-taxed health



insurance-a $5,000 a year package. An equal spousal IRA account
would be available if I worked there.

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

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

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

Now, I said the $1,000 per annum--one-half of a $2,000 IRA-
at 50 years has a value of $652,000, if we pro-rate that down, then
$766 deposited annually at $63.80 per month rate achieves
$600,000 at 50 years.

Now that is much less than a quarter of a working couple's com-
bined $4,000 IRA. A couple could have two $2,000 ones, so that is
$4,000. A working farm couple's $500,000 F-RA costs $766.00 per
year, that is only 19 percent of the minimal $4000.00 IRA. I do not
think we are asking too much, and more we should get.

Senator DAsCH,. That is a very helpful chart. You say that is
part of your statement, Mr. Harris?

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

Senator DAScin0E. Could you do that?
Mr. HARRIS. I certainly could.
Senator DASCHLE. I would like to put that in the record as well,

if I could.
[The chart, appears in the appendix.]
Senator DASCHLIE. Mr. Hoefner.

STATEMENT OF FERDINAND HOEFNER, WASHINGTON REP.
RESENTATIVE, CENTER FOR RURAL AFFAIRS, WASHINGTON,
DC

Mr. HoF, FNEa. Thank you. And thank you for this opportunity to
testify. I have submitted a written statement and will just suma-
rize. I state at the outset that the Center for Rural Affairs, as you
well know, has been 'outspoken in opposition to special farm tax
breaks that stimulate investment in agriculture.

The result of most tax incentives in farming has been declining
profitability, increased volatility in the land market, farm consoli-
dation, and competitive disadvantage for smaller and beginning
farmers-in sun, tax policy-inspired decline of the family farm sys-
tem.
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The capital gains exemption is particularly troublesome. It turns
breeding and dairy livestock into a tax shelter and it turns appre-
ciating land values into a tax shelter. That, again, puts moderate-
sized, moderate-income farmers at a competitive disadvantage as
supplies expand and prices drop.

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

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

And we stand at a crossroads where half the nation's farmers are
oing to retire within the decade, and yet, new farm entry rates are
ropping very severely.
So, we have a public policy choice to make, I believe, as to wheth-

er we are going to allow the permanent loss of rural people and
rural economic opportunities, or whether we are going to revitalize
and restructure agriculture for a new generation.

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

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

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

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

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

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

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

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

We would point out, that it would be fairly easy to do that kind
of targeting. There is already the first-time farmer provision in the



Aggie Bond program, and there are also Farmer's Home definitions
that could be applied in the Tax Code.

A final set of recommendations on beginning farmers deals with
IRAs. This committee has discussed in the past possible penalty-
free withdrawals from IRAs for various purposes, and we wouldjust like to throw into that hopper the idea of first-time farmers
beng able to withdraw money fiom IRAs without penalty for the
first-time purchase of land and other assets.

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

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

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

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

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

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

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

Senator DASUHLE. Mr. Hoefier, I wish I would have thought of
asking that question. That is an excellent question. They were
using it all year long as a revenue-generating measure. Now, when
it comes to applying it directly to agriculture, they see it as a de1-
cit-creating measure. which is hard to reconcile.

Mr. HoE-Fru. That is right.
Senator DAScHI,. Thank you for your very excellent testimony.
Mr. HoErw.ruz. Thanlk you.
IThe prepared statement of Mr. Iloefuer appears in the appen-

dix.]
Senator DAsCHI,E. Ms. Rice.



49

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

Rice, and I am Associate Director of the Washington office of the
American Farm Bureau. I will summarize my statement for you
this afternoon.

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

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

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

We support a capital gains exclusion for insolvent farmers on liq-
uidation of farm property.

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

We support continuation of the once-in-a-lifetime exclusion of up
to $125,000 in capital gains on the sale of a primary residence for
taxpayers over age 55, and changes in the law which would permit
portions of the resident farm other than the immediate farm resi-
dence to be eligible for this exclusion.

We support a provision to allow a farmer, other business owner,
or self-employed taxpayer in contemplation of retirement, to invest
proceeds from the sale of property and machinery in an IRA,
KEOGH, or similar retirement account.

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

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

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

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



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

Senator DASC1,E. Thank you very much, Ms. Rice.
[The prepared statement of Ms. Rice appears in the appendix.]
Senator DAScHI,E. Could you give me any indication as to how

the Farm Bureau might prioritize each of these bills in terms of
their helpfulness to famiy farmers? Do you have a sense as to
which might be the most important?

Ms. Rir!E. I can tell you the ones that we hear from our members
most, and I think that would be a good indication. The $125,000
capital gains exclusion extending to a farmstead, and the Individ-
ua1 Retirement Account for farmers that was mentioned previously.
And I suspect that those two would be the most important ones.

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

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

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

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

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

Senator DAS.4fIE. Well, you say first-time farm buyers. Let me
just take one example that we talked about this afternoon in dis-
cussing special use valuation and cash leasing.

What if you had a seco dlI generation operation in the area, con-
tiguous to a fain where the father has chosen, now, to sell.

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

Mr. HO FNr. I think so. I think if the son was probl)aly renting
most of the gro.nld or had some small ownership stake but not a



very large one, I would think they would meet most first-time
farmer tests and that that would be legitimate.

Senator DAscHjF,. Generational transfers ought to be encouraged
to the extent we can. But you would tie them as much as possible
to access to first-time operators.

Mr. HOE;FNER. Yes. That is right.
Senator DASci.HlE, What about associated family members?
Mr. HoF NER. I do not think you need to make too much of a

distinction of who the person is, as long as they would meet the
first-time farmer test. Whether they were heirs or completely out-
side the family would not make that much of a difference.

Senator DA(CHLE. Right. But I guess my question was, what
about family members who are currently farming. Let us say,
spouses of sons or daughters. Do you have any problem with that?

Mr. HOEFNER. No.
Senator DASCHLE. All right. What about the question or the ob-

jection raised by Mr. Fields fairly consistently which was, look,
there is nothing unique to agriculture tax-wise. I can put a small
businessman into the same set of criteria, and they ought to be eli-
gible for the same treatment that farmers are eligible for.

So, you really cannot define a situation unique to agriculture
that would then qualify them for unique tax treatment. Is that a
fair statement? And, if not, how would you rebut it, anybody?

Mr. HARRIS. I will take that.
Senator DASCHLE. Mr. Hoefner, go ahead. And then Mr. Harris.
Mr. HOEFNER. I would just throw in this slightly different tack,

which is to remember that this whole tax discussion on farm debt
relief came as a result of the 1987 Ag Credit Act.

And that act, in terms of the revenue side, was premised on the
fact that the government was going to save money by writing down
rather than foreclosing. Then, suddenly, everybody realized that
this was not going to work for many people because of the tax li-
ability.

So, whether or not farmers are unique overall, this has a legisla-
tive history that is not unique to the tax side. And if the promise
of the 1987 Credit Act is going to be fulfilled, the tax question has
to be resolved. And, obviously, if you are going to resolve it beyond
farmers, you are going to get into a lot more revenue.

Senator DASUHLE. Mr. Harris.
Mr. HARRIS. The comment that I would make in that line is that

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

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

We get into the real estate tax business and in our county, before
I go out to the field, I have $40 per acre of real estate taxes to pay
for, which certainly is going to support a lot of other homes than
the one that is on the farm.
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Besides that, if we are looking at $2,000 an acre land and 10 per-
cent money, we get $240 to cover taxes and interest before we head
to the field. A lot of our crops today do not raise $240 worth of
crops per acre. We, too, have gone through 3 of the last 4 years
which have been very bad.

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

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

We can do this with a nice little basic simple FRA law that says:
You must farm 5 years to be a full-time farmer to qualify. Then
you can count the years that your wife was a full-time helpmate,
or the spouse was a full-time helpmate, up to a maximum of 50
years per farm unit.

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

Senator DASCHrJE. Thank you, Mr. Harris. Ms. Cook.
Ms. COOK. If I could jump in quickly here. I do not know how

I would top that, Mr. Harris. But there are a couple of areas where
I would disagree with Mr. Fields. And you have got to take each
of these tax issues almost on a case-by-case basis, I suppose.

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

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

My preference would be the latter. I think we would take a much
more holistic view of how do we get this entire economy moving
again to everybody's benefit, than I think Mr. Fields seemed to be
taking.

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

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

[Whereupon, the hearing was concluded at 4:51 p.m.]
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ADDITIONAL MATERIAL SUBMITTED

PREPARED STATMENT OF SENATOR KEr CONRAD

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

I am here to address a topic of central Importance to rural America--survival of
the family farm. I hale sponsored two bills to help families hold on to their farms
in times of economic distress or death in the family, and to relieve some of the enor-
mous tax burden that can occur when a farm is lost.

Before Ibegin, I would like to thank two witnesses who have traveled from North
Dakota to be with us today. Allow me to introduce Sarah Vogel, North Dakota's dis-
tinguished Commissioner of Agr'culture and David Saxowsky, a highly regarded
professor of economics at North Dakota State University. Thank you both for shar-
ing your expertise with this committee.

Mr. Chainan, net farm income was lower in the 1980's in real dollars (after ad-
usting for inflation) than in any decade since the record keeping began in 1910-
ncluding the worst 10 years of the Great Depression. That led to a crash in the

value of-the assets of the agricultural community-net assets dropped from $1.1 til-
lion in 1981 to $600 billion by 1987.

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

8. 900: CAPITAL GAINS RELIEF FOR FARMER IN DEBT

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

Let me provide a numerical example. Suppose a farmer had a loan for $250,000
and conveyed back land worth $160,000 to eliminate this debt. Assume this land
had a cost-basis of $50,000. Under current law, this farmer would have to pay tax
on a capital gain of $100,000. Though such gains are illusory, they will be taxed
as ordinary income.

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

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

(63)



The exclusion is clearly targeted: large farmers, wealthy investors and specu-
lators, and others with significant assets will not be helped. To qualify for the exclu-
sion, farmers would need to meet the following three tests: (1) at least 50 percent
of gross receipts in 6 of the last 10 years must be attributable to farming; (2) modi-
fled adjusted gross income is less than 100 percent of the national median adjusted
gross income; and (3) equity in all other property is less than $26 000 or 160 percent
of tax liability, whichever is greater. The exclusion is limited to $300,000, the same
limit on the size of the write-down that exists under the Agricultural Credit Act.

This bill is similar to measures I introduced in 1988 and again in 1989. In July
of 1989, the Senate Finance Committee held a hearing on the legislation, which
demonstrated the need for such tax changes and suggested a number of technical
revisions that have now been incorporated. During action of the fiscal 1990 budget
reconciliation bill, the Committee adopted key provisions of my bill which extended
relief from the taxes on discharge of indebtedness income. Subsequently, however,
this legislation was deleted from the reconciliation bill on the Senate floor in a lead-
erslip move to scale back and expedite passage of the omnibus budget measure.

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

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

I would also l ike to address another section of the tax code which affects family
farmers.

S. 1081: A TECIJNICAL CORRETION ON SPECIAL USE VALUATION

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

Section 2032A, as amended by the technical correction, extends special use valu.
ation of farm property to survivmg spouses who continue to cash-rent farm property
within their famlies. Without this change, a recapture tax would have been im-
posed in such situations. By allowing the spouse to qualify for special use valuation,
the correction was clearly Intended to allow a farmer to transmit farm land to his
or her children who would then continue to farm the property.

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

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

I do not believe such situations are widespread, and it seems likely that Congress
did not anticipate them when the language on surviving spouse was approved in
1988. But the. cases do exist, and I believe they deserve the same treatment under
section 2032A.
In the iHe, Congressmen Dorpan he* introduced companion legislation. In ad-

dition, this bill is quite similar to legislation introduced by my distingulshod col.
league from Karas, Senator Kassebeum, which I have cosponsored. My bill would
apply to qualified heirs (including ancestors, spouses, and lineal descendants and
their spouses) who are immediate members of the decedent's family, while Senator
Kassebatuu's bill applies to lineal descendant# only.

Although legislation covering lineal descendants would solve the problem faced by
the constituent I referred to above, broader lan, age may well save us from future
technical corrections covering unforeseen family circumstances.
While I have not yet received a revenue estimate from the Joint Tax Committee,

I expect minimal lose because of the very low-nuaubers of people affected by this.
M. Chairman and Members of the Committee, I thank you for the opportunity

to address the unfair tax burden faced by some of our nation's family farmers, and
for your attention to these important matters.



ADDITIONAL VIEWS OF SENATOR CONRAD IN RESPONSE TO TREASURY DEPARTMENT
COMMENTS

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

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

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

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

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

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

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

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

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

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

Moreover, this legislation is targeted to farmers who meet the following tests: (1)
at least 50 percent of gross receipts in 6 of the last 10 years must be attributable
to farming; (2) modified adjusted gross income is less than 100 percent of the na-
tional median adjusted gross income; and (3) equity in all other property is less than
$25,000 or 160 percent of tax liability, whichever is greater; and (4) material partici-
pation.

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

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

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

To summarize, while I appreciate the attention which the Administration has de-
voted to studying this proposal I believe that its conclusions are unsumbstantiated.
I hope that the information which I have provided above will lead to a reexamina-
tion of the Administration's opinion.

PREPARED STATEMENT OF CHIERYL L. COOK

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

Let me begin by stressing that questions of income taxes, as comnplicated and bur-
densome as they may be, are secondary to questions of earning the income in the
first place. In the mid-1980's history repeated itself when a culture led the way
into the recession now being felt h the rest of the economy. cannot stress enough
the importance of restoring profitability in agriculture-not just for farmers, but for
the rest of the economy and even for the government's tax receipts.

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

As the most basic of industries, agriculture serves as one of the United States'
beat sources of renewable wealth. lh wealth created with each year's crop multi-
plies countless times throughout our economy, as raw commodities are transported,
processed prepared, and sold to consumers here and abroad. In 1986, roughly 21
million jobs in this country were related in some way to providing food and fiber
production, representing nearly 17% of gross national product. In short, prosperity
Inagiculture-in a system ofdiverse competitive family farms, through which con-
trol of our food and fiber production rests in as many hands as possibkc-must be
a cornerstone of my economic recovery plan.

Th1is must also be the foundation o(any concerted effort to bring new farmers into
the business of agriculture. Without profit potential, tax incentive - for first-time
farmers will take us backwards to pre-1986 tax changes by attracting primarily
those individuals seeking to offset profits from some other business with losses in
farming.

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

Though by no wkeans exhaustive, our list includes the following ideas:
1. Any new income ta, bill-Any new income tax measure ought to begin by rec.

ognizing that the Omnibus Reconciliation Act of 1990 has done little to reduce the
federal budget deficit, yet serves as a major obstacle to passage of meaningful legis-
lation on either the revenue or spending side. We are not suggesting that the coun-
try give up on gains made in that legislation toward a more progressive tax struc.
ture. In fact we woldd urge adding additional tax brackets at the highest income
levels to make our tax system even more progressive. Neither are we suggesting
that the country give up on getting its financial house in order, but we would like
to see the Congress make one more try at breaking down the firewall that prevents
savings in one budget area from being used in another. Savings from reductions in
defense spending must be made available to meet domestic needs, such as edu-
cation health care, job training, and job creation- for farmers and for other Ameri-
cans. savings from programs such ats a two-tiered supply management progr am to
stabilize the dairy industry should be available to offset the impact on food assist-
ance programs, particudarly Women, Infants, and Children. We (1o not recommend
using defense savings to provide minimal tax cuts-it is more important to create
jobs that bring more taxpayers onto the rolls and allow more consumers to pay fair
prices for food and fiber.

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

We recognize, though, that the old pro-1986 form of income averaging has its limi-
tations now that there are fewer tax brackets. What we would recommend instead
would be either or both of (1) a three-year "carry forward" provision for persunJ
exemptions and standard deductions that are of little or no benefit to a taxpayer
in a particularly low-income year or (2) a limited restoration of the old income aver-
aging targeted only to those taxpayers who had sustained a within the threeprior
years, and based on adjusted gross income rather than taxable income (which railed
to consider instances in which income fell below the amount that would be exempt
from tax anyway due to personal exemptions and standard dedutAions).

3. Expandtlie investment tav credit, but target its use to investments in American.
made products-Farmers are not the only small businessmen who have been wait-
ing for better times to replace worn out equipment, but they provide an excellent
example. A new tractor can cost anywhere from $40,000 to $130,000--16,000 to
50,000 bushels of corn, given USDA's projections for corn prices in 1992. Very few
farmers will be buying new tractors in 1992 If they can possibly help it.

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

4. Deductibility of health insurance preniunms-Health insurance premiums
should be fully deductible for self-employed individuals, and the deduction should
be a permanent part of the Interal Revenue Code, Too many farmers cannot afford
to carry health insurance, despite the fact that farming is one of the most dangerous
occupations in the country. Health care reform appears to be a rallying cry for both
parties in this election year, and improvements eventually may come out of the cam-
aign debate. But, the premium deduction is too important to leave at risk, and the
eat way to "depoliticize" it is to make the deduction permanent.
As a matter of simple fairness deductions for self-employed individuals should be

no less than deductions allowed for other employers. As a matter of encouraging
jobs and economic growth, incentives for entrepreneurship, including new farms, al-
lowing full health insurance premium deductions makes sense.

5. Transfer taxes on traded .,tock.v and commodity futures.-The last two budget
proposals from the Bush administration have included the idea of mi posing a trans-fer tax or user fee on traded stocks and commodity futures. We beo'eve that this
is an idea whose time has come, particularly in the case of agricultural commodities,
where the finds raised could offset the costs of an improved crop insurance pro-
gram.

The speculation frenzy of the last decade made millionaires out of people who
never worked a da for the company whose stock they traded like baseball cards
and never produced a bushel of the wheat they sold, They have closed plants and
cost jobs through leveraged buyouts, and they have wreaked havoc with commodity
prices. It is time for these individuals to make a positive contribution to the U.S.
economy-even if the funds are used primarily to offset the costs of the Securities
and Exchange Commission and the Commodity Futures Trading Commission.

In agricultural commodities, one of the greatest opportunities for speculative prof-
it comes in times of natural disaster. For traders a short crop meals hi her prices
and profits. For farmers caught by the natural disaster, a short crop often means
financial ruin. Crop insurance has had limited success in helping faumers protect
themselves from routine losses, ind it was never intended to handle widespread dis-
asters. The money for comprehensive disaster assistance legislation has been ex-
tremely tight, as witnessed this year, as farmers are even now beginning to receive
disaster assistance che'lks amouniting to pennies on the dollar of their actual loss.
Why not ask those who benefit the most from commodity disasters to help those
most severely affected?

6. Overturn the 19,8 Suprentm, Cmrt d,'i.it ipt the .Arkansa. Rlest Corp. v. ('on.
Inissioner ca-.e-Congress should either enact hgislation overturning th, 1 988 deci-
sion, or it should at east, cI arif\' the interpretation being given by the Internal Reve-
nue Service. At issue is whether traditional hedging activities, the type of market-
oriented risk ainnageniwnt in which farmers have been sO encourage l Ito engage by
the last two farm bills, should receive the same capital gains treatment that specli-
lators receive or whether the gains and losses from hedging activities shoudd be seen
as ordinary income or losses. 13ecause capital losses are deductible only against cap.
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Ital gains, capital treatment of hedging losses can reduce substantially the after-tax
profit of a farmer trying to reduce the risks he faces selling his crop or livestock
in the cash market.

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

We also oppose any further increases in the gasoline tax, even though farmers can
obtain refunds of gasoline excise taxes for gasoline used on the farm. Rural citizens
must drive farther for basic services, and public transportation options are limited,
at best.

8. Reject an across.the.board cut in the capital gains tax rate, avcept for the limited
purpose of passing a small business, such as a fartn, to a new generation-In gen-
eral while all taxpayers with capital gains income could take advantage of a cut
in tile capital gains tax rate, far and away the largest benefits would accrue to the
wealthiest taxpayers. The Congressional Budget Office has estimated that in 1988
the richest 1% of the nations households had average capital gains income of
$166,000, while the remaining 90% had average capital gains income of $252. One
need not hold a Ph.D. in economics to see who would benefit most from a capital
gains tax cut, unid one need not be a farmer to recognize that nothing grows from
the top down, including the economy.

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

It is time to become creative in seeking 'new ways to got the next generation of
farmers on the land. Reduction, or even forgiveness, of capital gains taxes is worth
exploring for this limited purpose.

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

In addition, we urge you not to accept any future proposals for'encouraging early
withdrawals from IRA's by reducing penalties. We cannot accept a plan that allows
people to wipe out their retirement savings and then claims that we've addressed
the high cost of education and health care, or the inability of so many middle income
Americms to save up a down-payment for a home. We need to solve those problems
head-on, not mask them by creating another problem dovn the road an people try
to get by in their retirement without the proceeds of their IRA's.

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

Finally, we urge you to reject any proposal to eliminate the deductibility of inier-
est paid on loans 'secured %vith business-owned life insurance. Many small busi-
nesses, including farms. rely heavily on business-owned life insurance to guard
against the income lost, should something happen to a key employee. Many lenders
now require farmers to buy this type of insurance as a condition to receiving a loan.
'rhe abAity to borrow against the 'policy and deduct the interest on the loan at least
adds a degree of flexibility and a "ist resort" in meeting unexpected cash flow
needs of the farm operation-including the costs of passing the fatm to the next
generation.
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10. The tax consequences of debt restructurinig-Ever since Chapter 12 of the
Bankruptcy Code was enacted, and even more so since the passage of the Agricul-
tural Credit Act of 1987, farmers have been working their way out of financial prob-
leums with their creditors, only to discover that a debt write-down could leave them
having to sell their farms anyway to satisfy the Internal Revenue Service. National
Farmers Union supports S. 900, which would address much of this problem. With
another round of delinquency notices to be sent out by the Farmers Home Adminis.
tration shortly, we urge this Subcommittee to move aggressively on S. 900.

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

I have covered 9 ute a bit of ground today, Mr. Chairman. I would be happy to
address any questions you might have either at this time or more fully in writing
for the hearing record.

Thank you.
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AN ANALYSIS OF COMPETITIVE ADVANTAGE
BETWEEN THE UNITED STATES, CANADA,

AND AUSTRALIA FOR WHEAT PRODUCTION

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

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

Introduction

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

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

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

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

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

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

Other researchers have recognized the importance of tax policy on competitiveness in
trade. Sharpies (1990) argued that policies to reduce tax burdens on farmers were one of
several ways in which government could make commodities more competitive in international
markets, A recent study of the U.S. - Canada Free Trade Agreement by researchers at
Agriculture Canada also recognizes the importance of tax policy in trade and suggests that
more research is needed to quantify the tax burden faced by farmers in both countries
(Growing Together, 1990).
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Table 1. Wheat Producer and Consumer Subsidy Equivalents for Major Wheat Exporting
Countries 1982-1987.

Producer Subsidy Equiv ' .... 1982 1 983 . 1984 1985 1985 1987

Argentina -35 -51 -64 -26 ..? 6

Australia 9 4 3 5 15 4

Canauda 19 23 32 39 53 51

EC 27 10 4 31 59 55

United States 15 38 28 39 61 63

Consumer Subsidy Equivalents

Argentina ........ -

Austia . .. . . .. 4

C-Ida .1 -1 .1 .1 -1 .1

EC -23 .7 .2 .24 -50 -46

United States 0 0 0 -3 .10 -23

Source: Webb, Lopez, and Penn (1990)
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De~criptive Cro6s Country Comparisons

General Description of Study Areas

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

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

In Australia, most wheat farms are part of a substantial livestock operation. The tax
treatment of livestock operations is somewhat different than that for gn,in operations. To
facilitate a clear comparison of tax law in each country, the Australian farm was assumed to
focus on grain production only.

Costs of Production

Table 3 summarizes production costs for the major inputs used en each study farm. A
number of inputs can be purchased on either side of the U.S.- Canadian border for the sane
price, including seed, farm equipment, tools, and equipment parts. Fertilizer costs are
relatively close for the United States and Canada, with Australian farmers paying substantially
more, Wholesale prices for diesel in the United States and Canada are approximately the
same. All three governments waive a portion of their fuel taxes for farmers, although the
higher tax in Australia leaves their fuel costs at a much higher level. The result is a distinct
cost disadvantage for Australian wheat farmers. Australia imports most of its petroleum
products and uses taxes as a means of reducing consumption.

Most agricultural chemicals are manufactured in the United States; consequently, prices
are lowest there. In addition,, both Canada and Australia levy duties on importation of
chemicals, making their cost somewhat higher. The US. - Canada Free Trade Agreement
calls for elimination of these duties in Canada.

Labor costs are lowest in the United States, with costs in Canada and Australia being
roughly the same. The greater availability of transient labor, with its low overhead costs,
contributes to lower U,S, agricultural wages. Higher labor overhead and general living
expenses (both influenced by government trade and agricultural policies) were cited as
reasons for higher Canadian and Australian wages. A detailed discussion of marketing costs
is deferred to the section on government farm programs.
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Table 2. SOf production Information

United States Canada Australia

Location J Took County Warner County Mo"-ee District NewF , Montana Alberta South Wales

C rop M ix acres.) ..... . ... ..... ........

Sprin Wheat ............. 700 400 1500

Durum Wheat 0 470 0

Winter Wheat 50 80 0

Barlev 300 100 500

Fallow 1050 1050 0

Total Acres 2100 2100 2000

Crop Y k ld (hu'ac) ... .. .... ... .........

Spring Wheal Mean 30.0 Mean 30.0 Mean 35.9
Sid D i 1.0 SidD 11.0 SIdD 19.0

Winter Whe.ai Mean 35.0 Mean 35.0
St D 13.0 St D13.0 ......

Barley Mean 45.0 Mean 45,0 Mean 39.9
St D 19.0 St D 19.0 S(d ) 194

Crop PrieJL$t -S /bu ) _

Du"m ,Wea. Mean 4.02 ......
St D 0.75 ---

l.xoation _Vancouver, B.C.

Spring Wheat Mean 4.45 Mean 3.79 Mean 3.78
Si 1)0.60 St D0.75 St D 0.66

Location ' Portland, Oregon Vancouver, B.C. New Castle,
New South Wales

Winter Wheat Mean 4.34 Mean 3,79
St D 0.59 St D0.75

location Portland, Oregon Vancouver, B.C. .... .. ... .
arley Mean 2.18 Mean 1.60 Mean 3.02

BalySr D 0.33 Si D) 0.38 Si D) 0.67

Location Montana Lethbridge, Alberta New Castle,
New South Wales

Spring Wheat

PlantingApril April May

ILrvest Aue.Sep( Aug-Sep _ Nov.D ..
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Table 3. Selected Cost of Production Estimates for Wheat in Each Country (1990 $US)

Item Unit IS Canada Australia

Seed bushel 4.68 4.68 4.73

Fertili.er Unit of N 0.152 0.22 0.34

Gasoline gallon 1.23 1.13 2,42

Diesel gallon 0.875 .78 1.38

2-4.D gallon 11.95 13.15 14.35

Marketing Costs
(Wheat)

Storage hushel/yr. 0.36 0.102 0.096

Shipping to bushel 0.75 (600 miles) 0,24 (720 miles) 0,50 (270 miles)
Port

Kindling bushel 0.0 0.33 0.226

Other Costs bushel 0.0 0,31 0.075

Interest

Operating percent 11.5 15.0 20.0

Equipment percent 11.25 11.9 12.9

Land percent 11.25 9.0 20.0

Inflation percent 4.7 6.0 8. 1
Rate

Insurance

Crop $100 value 3.45 3.70 6.00

Equipment $1000 value 5.00 2.60 10.42

Liability $1 million value 783.00 47 85

Labor Hour 5.00 5.50 5.50
Month 1500 1600 1550

Farm
Equipment

Case-IlH 4994 tractor 100,000 100.000 146,150
1660 cor.bine 92,700 92,700 142.200
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Both nominal and real open market interest costs in Canada and Australia are higher than

rates on similar loans in the United States, but for different reasons. In Canada, high federal
deficits necessitate high interest rates to encourage purchases of government bonds, Interest
rates are high in Australia because of their reliance on monetary policy. In addition, Australia
suffers from a higher inflation rate than the United States and Canada.

Governments in all three countries have provided programs to reduce interest costs to
farmers. The most accessible of these programs, until its cancellation in 1990, was the
Alberta Farm Credit Stability Program (AFCSP). This program provided up to $212,500 at a
9 percent annual interest rate to virtually any farmer for purchases of land, equipment, or
consolidation of debt. Loan terms were 20 years for land and 10 years for equipment.
Alberta provided over $2 billion for this program between 1986 and 1990 (Government of
Alberta).

Farmers Home Administration (FmniA) functions as a lender of last resort for farmers in
the United States, providing operating and, occasionally, land purchase monies at below
market interest rates. The FmHA program continues to be scaled back in size, making it
difficult for more than a handful of farmers in each county to annually qualify for loans. In
addition, Montana has a small (less than $250,000/year) interest subsidy program for farmers.
Australia's interest subsidy program is about on the same scale as that for Montana.

Crop insurance is subsidized in Canada and the United States. The costs are similar on
both sides of the border, but the U.S. program provides greater flexibility for the banner. The
U.S. farmer can select from three different yield guarantee levels (versus two in Canada),
three different price elections (only one provided in Canada), and may use historical yields as
a basis for calculating insured yield levels (Scubert 1989). Australian crop insurance is
provided through private industry and is not subsidized.

Farm equipment can be freely purchased and brought across the U.S. - Canadian border.
Consequently, prices are assumed to be the same. In Australia, major items of farm
equipment such as tractors and combines are all imported from the United States, Canada, and
Japan. Shipping costs and high dealer markups make this imported equipment much more
expensive for Australians. Some Australian farmers reduce their equipment costs by
travelling to the United States, purchasing their equipment here, and shipping it back to their
home country.

In summary, production costs are slightly lower in the United States than Canada, and are
substantially less than costs in Australia. High fuel and equipment costs, combined with
roughly equivalent labor costs, encourage Australians to focus on agricultural activities that
require much land. Consequently, beef and sheep production, and broadacre grain production
are the mainstays of Australian agriculture. Inexpensive capital goods (particularly farm
equipment) tend to favor crop production over grazing livestock in the United States.
Canadian agriculture .ends to favor livestock production, primarily because climate and soils

IAFCSP loans on equipment were generally limited to consolidation of existing debt on several pieces of
equipment Into one loan.
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limit the profitability of grain production. In the study area however, grain production is
generally more profitable than livestock alternatives.

Family Living Expgnses

Economists refer to the set of items purchased by an individual or family during a time
period as a "basket of goods". Prices of these items vary somewhat between the three subject
countries, causing the basket of goods to also vary. The total cost of each basket of goods
(referred to here as family living expenses) must be estimated for each country because sales
tax on these purchases is an important component of total taxes paid. Ideally, one would
identify the basket of goods purchased ir each country such the farmer (as a consumer) is
indifferent as to which basket he (c" abhe) would prefer. In practice, however, estimating what
the basket would be in each country is difficult and very expensive. Even data indicating the
typical basket of goods purchased by households in a particular area of the United States or
other countries are difficult to obtain.

To address the question of living expenses, estimates of expenditures by category were
made for a typical farm family of four living in Toole County, Montana. These expenditures
are reported in Table 4, along with associated sales and fuel taxes. The coauthors from
Canada and Australia (both of %whom have lived in the United States) were asked to estimate
what this same basket of goods would cost if purchased in Canada and Australia. The
Canadian and Australian estimates are also given in Table 4. A quick comparison reveals that
living expenses in Canada and the United States are similar, with Australian expenses being
about $350 higher per month.

gove ment Farm Promams

The Australian government provides little in the way of government programs for its
farmers. By contrast, both Canadian and U.S. governments spend billions of dollars on
special programs for agriculture. Consequendy, government farm programs substantially
impact on the profitability of grain farms in Canada and the United States, although the
impact is different in each country.

The U.S. farm program focuses on commodity prices and supply controls. The
Commodity Credit Corporation (CCC) loan program provides farmers with a ready cash
income at harvest. In addition, the CCC loan acts as a pseudo-price floor, meaning farmers
may forfeit grain ownership to the government to satisfy their debt. Each U.S. farmer also
receives up to $50,000 per year in deficiency payments if market prices do not exceed target
levels set by Congress. The U.S. government typically requires farmers to forego planting a
percentage of their farm acreage base to qualify for most farm program benefits.

The U.S. government also provides other benefits to grain farmers. Barge transportation
on some river systems (such as the Columbia) is subsidized. All-risk crop insurance is
subsidized heavily. In addition, the U.S. government has at times provided other programs to
benefit farmers (e.g., Conservation Reserve Program, disaster payments). The provisions
outlined in the 1991 U.S. Farm Bill suggest agriculture will continue to receive fewer and
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Table 4. Monthly Living ' Expenses by Item for US Farmer
Expenditures in Canada and Australia

and Corresponding

J titcd States } Cankada J Australia }
Cot ax co Tx Cost ITax

Housing 0 .00 0 .00 0 .00

Food 350 .00 410 3.00 486 4.00

Utilities 105 .00 102 7.14 65 .00

Family Vehicle

Payment , 469 6.00 488 34.00 474 70.00

Insurance 50 .00 43 .00 40 .00

Fuel 54 21.00 50 75.00 60 87.50

Clothing 150 .00 150 10.50 166 .00

Furniture 150 .00 150 10.50 155 10.00

Entertainment 150 .00 150 10.50 330 .00

Medical .00

Insurance 200 .00 63 0.0 38 .00

Out-o-Pocket
Costs 40 .00 40 0.0 40 .00

Miscellanous 100 .00 100 7.00 300 30.00

Total $1,818 $27.00 $1,746 $157.00 $2,154 $197.50
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fewer subsidies from the federal government. The 1991 Toole County target price, for
example, has been reduced to $3.99/bushel and farmers receive deficiency payments on only
80 percent of eligible acreage.

The centerpiece of Canadian farm policy for grains is the Canadian Wheat Board (CW'B),
which controls the sale of all exported wheat arid barley. The Canadian government (through
Parliament) sets an initial price at the beginning of the crop production period, generally
based on 80 percent of the price the CWB expects to receive for its grain. Supplemental and
final payments are made to farmers if the actual price exceeds this initial price level. If final
price does not exceed initial price, the Canadian government makes up the difference.

Although (in theory) sales restrictions are in place to discourage overproduction of
Canadian wheai and barley, the method of calculating these restrictions is sufficiently flexible
to allow most wheat-fallow farming operations the freedom to allocate acreage among any
crop. The estimates in Table 3 suggest there are substantial handling and other marketing
costs for Canadian wheat. The other costs are imposed by the Canadian Wheat Board to
cover their operating expenses? Handling charges are levied by the Alberta Wheat Pool
(Hansen, 1991).

In 1991 the Gross Revenue Insurance Program (GRIP) replaced the Western Grain
Stabilization Program as a means of stabilizing farmer's incomes. GRIP is a voluntary
income insurance program, with insurance premiums calculated as some portion of target
income. Target income is the product of average yield (as calculated for crop insurance)
multiplied by 70 percent of long tenn price. Long ten price is a fifteen year average of
provincial prices, lagged two years and inflated to ctiTent dollars using a producer price index
(0.70 x $4.99/bushel). As an example, the target price for hard red spring wheat in 1991 is
$3.49/bushel. If target income exceeds actual income (including expected crop yield
insurance indemnities), an indemnity is paid to the producer.

Tie cost of shipping grain to port is subsidized by the Canadian government. As a
consequence, the price differential between Warner County and Vancouver is $0.24/bushel
for wheat. By contrast, the price differentials between Toole County and Portland, Oregon
are about $0.75/bushel for wheat.

The Province of Alberta also provides a number of production cost subsidies to their
farmers', aside from the AFCSP. For example, the Alberta Agricultural Development
Corporation offers a number of financial programs similar to those administered by FirdlA in
the United States. The Alberta Farm Fertilizer Price Protection Plan also provides rebates on
nitrogen and phosphate costs. In addition, the Permanent Cover Program (like the
Conservation Reserve Program in the United States) provides farmers with cash payments to
retire highly erodible acreage from production.

"These operating expenses include carrying charges, keeping the St. Lawrence seaway open, and administration
costs,

'he value of these subsidies has already been reflected for costs reported in Table I.
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Australian farmers market'their grain through the Australian Wheat Board (AWB). Unlike
its Canadian counterpart, however, the AWB provides revenues to farmers consistent with
revenues from grain sales. A payment is made approximately three weeks after harvest
representing about 65 percent of anticipated revenue. An additional 25 percent is received
approximately three months later, with the remaining 10 percent received over the next four
years. The Australian government provides essentially no direct subsidies to its wheat
farmers. An exception was in 1986, when some $250 million dollars was spent to provide a
guaranteed minimum price for wheat. Although 1990-91 wheat price is near 1986 levels, nio
plans are being made to provide a similar subsidy.

Government Tax Policy

The income tax is the largest source of revenue to federal governments in Australia,
Canada, and the United States. Canada and Australia also rely on sales taxes to generate
revenue for both state (provincial) and national government, whereas in the United States
most sales tax revenues are generated at the state level. Fuel and property taxes are also an
important income source for governments in all three countries.

Tax reform has been continuous in all three countries during the past decade.
Conservative governments have been dominant during much of this time and changes in taxes
have generally reflected a conservative philosophy. Tax rates have generally been lowered
and tax brackets reduced in the belief that lower income tax rates will spur productivity. An
exception has been in Australia, where taxes have not been reduced as much as in Canada
and the United States. Australia has, however, been able to generate budget surpluses during
much of the 1980's by cutting some government programs such as those for agriculture.

-Federal Taxes

A comparison of federal tax laws of each country is given in Table 5. Both Canada and
Australia provide one tax schedule for individuals and a second for corporations. The United
States, by comparison, provides four different schedules for individuals: (a) Married filing
jointly, (b) married, filing separately, (c) head of household, and (d) single. Regular U.S.
corporations are subject to a separate, progressiv- tax schedule. The clear incentive provided
by a single, progressive tax schedule is to have both husband and wife generate income for
the family, thereby having the family's income taxed at an overall lower rate. Income
splitting can be easily accomplished in a farming situation by creating a husband-wife
partnership for tax purposes, with each spouse sharing equally in any proceeds from the
farm4 . A similar income-splitting husband-wife partnership in the United States would
enable each spouse to pay taxes under the married filing separately category, resulting in
approximately the same tax federal obligation as would have occurred had they filed their
taxes jointly.

'Tbe major requirement for patnrhips in both Canada and Australia is that both each paner provide labor,
financial capital, or assets in proportion to their share of farm ncokm.
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Table 5. Federal Tax Rates and Tax Brackets for Australia, Canada, and United States

Federal Income Australia Canada United States
Taxes

Individual Rates 4029 or less 0 24.466 or less 17% 17,000 or less 15%
4030-13,944 21% 24.467.48,933 26% 17,001-41,075 28%
13,945-16,274 29% 48,934 or more 29% 41,076 or more 31%
16.275.27,650 39%
27,651.39,500 47%
39.501 or more 48%

Husband and Wife Same as individual. Same its individual. Up 34,000 or less 15%
Rates Up to $948 deducted to $832 tax credit if 34,001-82,150 28%

from taxable income if spouse not employed. 82,151 or more 31%
spouse not employed.

Corporate Rates 39% 38% rate, reduced to 52,400 or less 15%
12% if qualify as small 52,401.78,600 25%
business 78.601-104,750 34%

104,751.
351,000 39%
351,001 or
more 34%

Suax None For individuals 5% of None
tax when tax is less
than 10,625. 10% of
tax if over 10,625. For
corporations 7% of tax.

Government None 4.6% of first S25,925 12.4% of first $53,400
Retirement of earned income, or euned income

(self-employed)

Medicare 1.25% of taxable income None 2.9% of first $125,000
(self-employed) if above $8161 of erned income

Sales Tax 10%-30% tax on 7% on retail price None
wholesale price
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Canada and the United States have only three tax rates for individuals, with a top rate of
29 percent in Canada and 31 percent in the United States. Surtaxes are also levied on regular
Canadian taxes, resulting in a effective top tax rate of almost 32 percent3. Australia has a
much more progressive tax system and, at 48 percent, a much higher top rate. Note,
however, that the federal government in Australia collects essentially all income tax dollars,
whereas both Canada and the United States have substantial state income taxes. Each country
has some important distinctions in treatment of corporate taxes. Both Canada and Australia
have a flat tax rate for corporations, whereas in the United States corporations are subject to a
progressive tax rate system with five different tax brackets. A widely recognized
disadvantage of incorporation is double taxation of revenues. Double taxation means the
corporation pays tax on its profits and then distributes these profits as taxable dividends.
Australia taxes corporations (companies) at a flat 39 percent rate. In Australia, dividend
imputation allows the individual to avoid double taxation. For example, if the individual
receiving the dividend was in the 47 percent tax bracket, they would receive a 39 percent tax
credit on each dollar of dividends received, resulting in an additional tax payment by the
individual of eight percent (Miller, 1990).

In Canada, corporations are taxed at a 38 percent flat rate. If the corporation has less than
$170,000 in taxable income, however, it qualifies as a small business and receives a federal
tax abatement of 10 percent and a small business deduction of 16 percent, resulting in an
effective tax rate of 12 percent.

The United States provides for two different types of corporations, referred to as "S" and
"C" corporations. The S corporation is essentially treated like a partnership for tax purposes,
so will not be considered in this study. C corporations are subdivided into regular or personal
services corporation. Farms typically qualify as regular C corporations. Tax rates for regular
C corporations range from 15 percent to 34 percent.

Both Canada and the United States generate tax revenues separately for government
retirement programs. In 1991, Canadians pay 4.6 percent of their self-employment income,
up to a maximum of $1,192 (e.g., income above $25,925 is not subject to this tax). In the
United States, self-employment income is taxed at a 12.4 percent rate on the first $53,400 of
income. Salaried and hourly workers pay tax at 50 percent of these rates, with the other 50
percent paid by employers. Australia covers its government retirement program out of
general tax revenues.

Australia and the United States levy taxes to pay for indigent and elderly medical care. In
Australia, this tax is 1.25 percent of taxable income, if income exceeds $8,161 (adjusted for
number of dependents). The United States levies a 2.9 percent tax on the first $125,000 of
self-employment taxable income. Canada pays for this form of medical care through federal
and provincial taxes.

n'here is a pezsou l exemption phase-out in the U.S. for high income taxpayers which effectively increaes the
top rate.
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Canada and Australia also levy federal sales taxes. Australia's tax is on the wholesale
price of goods and is aimed primarily at imported goods. Tax rates are 30 percent on luxury
goods (such as sports cars, jewelry, VCRs, etc.), 20 percent on regular goods (such as motor
vehicles, computers, alcoholic beverages, etc.), and 10 percent on some household goods
(such as furniture, snack foods, water heaters, bathroom fittings, etc.). Food, medical care,
books, utilities, and agricultural inputs are exempt from wholesale tax (Australian Taxation
Office). Canada implemented its seven percent General Sales Tax (or GST) on January 1,
1991. The tax covers virtually every kind of expenditure in Canada, except regular food and
medical care. The GST is refundable on most goods purchased for agricultural production.
Estimates of sales taxes in Australia and Canada are given in Table 4.

All three countries levy substantial taxes on fuel purchases. Most of these taxes are
waived when the fuel is used in agricultural production. Data on all taxes levied on fuel are
difficult to obtain, particularly in Canada and Australia. To estimate taxes for fuel used by
households on a pretax basis, the monthly household fuel expenditure estimated by the Toole
County farmer (see Table 4) was reduced by the federal and state tax amounts ($0.34/gallon).
This cost was then used as a basis for estimating pre-tax fuel costs in Canada and Australia,
The difference between what was actually paid for fuel and the pre-tax fuel cost was assumed
to represent the fuel tax.

'State and Local Taxes

A summary of state/provincial and local taxation policies is outlined in Table 6. During
World War 11, Australia's states merged their income taxation system with the federal
government. Consequently, no income taxes are levied at the state level. Property taxes
(rates) are levied on land and buildings. The revenue is used to cover some local government
expenses, but the tax is small compared to property taxes in Canada and the United States,

Montana has no sales tax, so it must depend on income and property taxes to fund
government services, State income tax is the major government revenue source in Montana.
A single, highly progressive rate schedule is used for all taxpayers, with a larger standard
deduction provided for couples filing joint returns. Property taxes are also levied on land,
buildings, and farm machinery.

Canadian provincial taxes are generally collected by the federal government and are based
on a percentage of federal tax payable. The marginal rates, however, are generally a larger
percentage of the federal rates than in the United States. Property taxes are normally levied
on land and buildings. A waiver is provided for most farm homes (McKeltine, personal
communication). Farmers in Montana are required to pay 10.4 percent of estimated living
expenses for worker's compensation insurance, with a minimum of $1,121/year. Because
Canada and Australia provide medical care, disability payments and retraining for the injured
farmer, disability insurance is not needed like it is in the United States.
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Table 6. State and Local Tax Rates and Tax Brackets for Australia, Canada, and United

States

State Income Taxes Austria Canada United Slates J
Individual Rates None 46.5% of federal tax 1,600 or less 2%

1,601-3,100 3%
3,101-6,300 4%
6,301-9,400 5%
9,401-12,600 6%
12,601-15,700 7%
15,701-2.200 8%
22,001-31,400 9%
31,401.55,000 10%
55,001lor more 11%

Husband and Wife None Same as individual Same as individual
Rates

Corporate Rates None 15% reduced to 6% it 6.75% of taxable
qualify as small income

business

Surcharge None 8% of provincial tax None
over $2975

Property Taxes
(per $100 market value)
Farm Land 3.95 7.59 6.46
Home 3.95 exempt 7.69
Equipment None None 6.73

Worker's Compensation
Inszrane None Optional 10.4% of normal

living expenses



*Special Tax Treatment Itertis

Table 7 provides a summary of items receiving special tax treatment in all three countries.
Australia, Canada, and the United States provide preferential tax treatment for capital gains.
In Australia, the purchase price for the capital gain item is indexed upward to the dollar value
at time of sale. Consequently, individuals pay tax only on the real capital gain. Canada
levies tax on nominal capital gains at 75 percent the regular rate. The United States taxes
nominal capital gains at a maximum rate of 28 percent.

Depreciation allowances for tax purposes in all three countries have been modified
numerous times during the last decade. Canada and the United States allow only one-half the
annual depreciation allowance in the year of acquisition. In Canada, deduction of an
allowance for the capital cost of depreciable property (capital cost allowance or CCA) is
permitted in lieu of depreciation. Depreciable properties are pooled together in classes on the
basis of their similarity in use. Annual capital cost allowances are deducted from the year-
end balance of each class at rates that are class specific. In most cases, depreciation rates are
applied on a diminishing-balance basis, Taxpayers may also claim less than maximum CCA
and even. vary the depreciation rate from year to year. There is no stipulated minimum and
no requirement that the deduction be related to amounts claimed for financial reporting
purposes. The basic depreciation rate is 30 percent of current depreciable basic for motorized
farm equipment, 20 percent for non-motorized equipment, and five percent for buildings.

Depreciable assets in the United States are pooled by economic life, with most farm
machinery being in the seven-year class. Once a method of depreciation (accelerated versus
straight-line) is selected, a change in method is allowable only with approval from the
Internal Revenue Service. Farm buildings are placed in a twenty-year class life. United
States depreciation schedules also require no deduction for an asset's salvage value, thereby
providing for a tax-writeoff of 100 percent of the purchase price. The United States also
allows for some or all of the equipment purchase price to be expensed in the year of
purchase. Total expensing for all durable assets cannot exceed $10,000 in a given tax year.

Australian farmers may choose between straight-line and diminishing balance depreciation
schedules. Assets are assigned a straight-line (or prime cost) depreciation rate based on their
use classification. If a diminishing value pattern is chosen, the rate is 50 percent higher than
the straight-line rate. In addition, 20 percent loading rates apply to assets purchased after
May 25, 1988. Loading increases the depreciation rates for both prime cost and diminishing
value depreciation. For example, a 25 percent prime cost depreciation rate would increase to
30 percent under a 20 percent loading scheme, with the diminishing value rate increasing to
45 percent. Most self-propelled farm equipment purchased in 1991 would be depreciated
(with loading and a diminishing value pattern) at a 27 percent rate, with other farm equipment
depreciated at 18 percent. Farm buildings are depreciated at 5.4 percent.

Income averaging was eliminated during the 1980's for both Canada and the United States.
Australia, however, permits a form of income averaging for primary producers (farmers and
ranchers) only, A better description of the Australian approach is tax rate averaging. If
averaging is selected, the farmer calculates the average tax rate for farm income earned in the
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current and previous four ydars. These rates are then averaged and multiplied by current
year's taxable income to obtain tax payable (Douglas, personal communication).

Tax-deferred funds are often used by farmers in all three countries to reduce tax
obligations in high income years. The Income Equalization Deposit program in Australia
allows farmers to deposit some of their income' in a government-sponsored tax-deferred
account. The farmer can withdraw the money at any time with no penalty, but must report
the withdrawals as taxable income. Total deposits in this program cannot exceed $197,500
per person (Tomes, 1991). This program was created in response to th: high level of income
variability faced by most Australian farmers.

The United States has a number of retirement programs that can be used by self-employed
persons. A program commonly used by farmers is the tax-deferred KEOGH plan. Under this
plan farmers can annually contribute up to 15 percent of their taxable income (maximum of
$30,000) to a KEOGH account. In theory, KEOGH plans can be used like the Income
Equalization Deposit program to stabilize income. In reality, they seldom fill this type of role
because the government assesses a 10 percent tax penalty on early withdrawals (before 59 1/2
years of age). When combined with normal taxes assessed on the amount withdrawn, the cost
of withdrawal before retirement is generally too high to justify its use for income stabilization
purposes. Canada created the Registered Retirement Savings Plan (RRSP) to function much
like a KEOGH plan. However, there is no tax penalty on withdrawal, allowing farmers to use
the RRSP much like an income stabilization program. Deposits are limited to 18 percent of
taxable income, or $9,350 per year.

All three countries provide special aid to middle and lower income families with children.
Family allowance payments are made monthly to families in Australia and Canada based on
income level and the number and ages of children. In Australia, regular allowance payments
are $34/month/child for up to three children, then $45.70/month for each additional child.
This program is phased out if a family with one child had a previous year's taxable income
exceeding $50,000, Somewhat higher income levels apply for larger families. Only children
under 18 qualify for this benefit. Australia also provides a supplement to the family
allowance payment if income for a single child family is $16,400 or less. The supplement
provides $90/month/child for those under 13 years of age and $132/month for children aged
13-15. All Australian family allowance payments are tax-free (Social Security, 1990).

Canada's family allowance payments are also limited to children under 18 years of age.
Amounts range from $40.63/month/child for 16-17 year old children to $22.35/month/child
for children under 7 years, Canadians are required to repay two-thirds of their allowance if
taxable income exceeds $43,223. These payments are subject to tax (Good, personal
communication). In addition, Canadians receive a child tax credit (above the standard
exemption) of $489/year/child. This credit is phased out as taxable income (for the person
claiming the children as dependents) exceeds $21,000.

The minimum deposit is $3,950 in any year.
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The United States provides an Earned Income Credit (EIC) program to provide for low
income families with children. EIC is calculated as a tax credit to federal income tax. The
credit is at its maximum ($953) when earned incomex is between $6,800 to $10,750. The
credit is zero for incomes above $20,264 or below $0. The EIC is the same regardless of
family size. The credit cannot be claimed if a couple file their income taxes separately.

The tratnent and value of personal deductions and exemptions is also quite different
between countries. In the United States, taxpayers receive a deduction of $2,150 for each
personal exemption and may deduct the cost of itemized deductions (medical expenses,
nonbusiness interest and property taxes, state income taxes, and charitable contributions) if
they exceed the standard deduction ($5,700).

Rather than itemizing personal deductions Canadian taxpayers are allowed to deduct 17
percent of medical expenses and tuition direcdy from federal tax payable. In addition,
charitable expenses above $213 are deducted from taxes at 29 percent of their value, Tax
exemptions for children in Canada vary by family size, with more generous. benefits given to
larger families. Rebates of the GST are provided for lower income families.

Australia generally provides no exemptions for family members besides the spouse rebate,
which becons available when one spouse earns less than $4,000/year in income ($3,382 if
the couple have no dependent children). The rebate reduces taxable income by a maximum
of $1,200. Limited deductions from taxable income arc available for medical expenses or
non-religious charities.

Methodology, Data and Asumptions

M(ellinpproa ch

A fann-level simulation model was used to estimate the effects of agricultural policy, costs
of production, and tax policy on farm profitability. The farm simulation model was
developed at Oregon State University by Perry (unpublished manuscript). The model attempts
to replicate the financial behavior of a farm over time, calculating monthly cash flow
statements and annual income statements and balance sheets for each year simulated. Crop
yields and prices of inputs and outputs can be randomized in a Monte-Carlo framework based
on distributions provided by the user. A key part of the model output is the income
statement, An example income statement is given in Figure 1. The income statement uses
cash variable costs from the cash flow statement in combination with changes in asset values
provided on the balance sheet to calculate the change in farm net worth. An abbreviated and
slightly modified form of the income statement is used in presenting the simulation results.

The advantage of a simulation approach is the ability to analyze extremely complex
situations over time and be able to sort out issues of importance to the decisionmaker. In this
setting, tax policy is extremely complex and often contradictory within each country
considered in the analysis, making it virtually impossible to determine which country's
policies favor farm operators.
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Figure 1. Example Income Statement frm Farm Management Simulation Model (FAMS)

1991

CASH FARM INCOME
Crop Rc lps
Direct Government Payments
Crop Insurance Indemnsties
Direct Government Loans
Less: Repayment of Government
Other Farm Income
Savings Interest
TOTAL CASH RECEIPTS

119392.
0.

24508.
0,

Loans 0.
0.

136.
144035.

CASH FARM EXPENSES
Per Unit
Materials
Chemicals
Fuel
Labor
Insurance Premiums
Equipment Repair
Equipment Lease
Cash Rent
Interest:

Operating Loan
Equipment and Livestock
Land and Buildings
Other

Property TaxesMisc. Crop Expenses
TOTAL CAS1 EXPENSES

NET CASH FARM INCOME

+ Ending crop inventories
+ Change in value of

crops in ground
• Economic depreciation

Equipment
Long term assets

NET FARM INCOME

- All federal taxes
- All government pension
- State corporate income tax

NET INCOME AFrER TAXES

+ Land capital gains
NIAT AND CAPITAL GAINS

- Net family withdrawals
+ Change in nonfarm net worth

CHANGE IN TOTAL NET WORTH

0.
4080.

44800,
6013.

0.
16987.
10949.

0.
0.

3144.
0.

2250.
0.

3947,
1575.

93745.
50290.

0.

0.

18438,
356.

31497.

4556.
1182.
2094.

(NIAT)23665.

0.
23665.

24612.
0.

.947.
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he disadvantage of a simulation approach is the difficulty in providing decisionmaking
ability as part of the modelling process. For example, if the barley price is expected to be
low over the next few years, the farmer may opt to plant fewer acres of barley. To model
this behavior in a simulation model would require a set of rules that determine when to shift
away from barley acreage, how much to move into other crops, and identification of what
other crops should be planted. Because many thousands of similar decisions are available to
a farm operator, the use of decision making rules in this simulation model was generally
avoided. A method of reducing the number of decision rules, while maintaining a realistic
analysis of a farm situation, is to shorten the simulation period. In this study, therefore, the
analytical focus is on the 1991 tax year.

Data and Assumptions

A detailed presentation of the data used in the base scenario for the United States and
Australian models are given in the Appendix. The U.S. farm is so similar to its Canadian
counterpart that the Canadian data set was not included. Major differences between the data
sets for Canada and the U.S. are given in the first seven tables or included in the discussion
in this and previous sections. Assumptions specific to a set of analyses arc discussed in the
Results and Analysis section of the report.

Farmers in both Canada and the United States were assumed to participate in government
programs, including the purchase of crop insurance. U.S. target prices and loan rates were
consistent with values defined in the 1991 Farm Bill. Set-aside rates of 7.5 percent for barley
and 15 percent for wheat reflected 1991 farm program provisions. The 1991 target prices for
Canada's GRIP program were based on actual values. The insurance premium for GRIP was
6.0 percent for barley, 7.5 percent for spring wheat, and 9.5 percent for durum wheat.

The farmer was assumed to be married, with two children (ages 16 and 8). Living
expenses were treated as normal, long-run expenditures that do not respond to year-to-year
fluctuations in income. The exception to this assumption was for charitable expenditures,
which represented 2.5 percent of taxable faim income. The 2.5 percent figure is consistent
with U.S. Internal Revenue Service averages for itemized charitable contributions (Prentice-
Hall, Inc.). Tuition deductions in Canada were assumed zero.

Equipment complements for each farm situation were identified based on actual farming
operations in the study areas, supplemented by expert advice of extension agents and
specialists. No equipment was replaced in 1991. Functions provided in the Agricultural
Engineers Yearbook were used to calculate repair costs. Depreciation estimates reflected
actual change in market value each year and were made using functions estimated by Cross.

Prices and yields were assumed the major sources of uncertainty and were treated as
random vari,,bles. Both sets of random variables were assumed to exhibit multivariate,
normal ;stributions. Data for the yield distributions were based on actual farm level yield
information, A special effort was made to ensure the price data from each country reflected
the same tirx period (1981-90) and (when possible) the same marketing year. Australian and
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Canadian prices were converted to their U.S. dollar equivalent using the exchange rate in
effect each year.

Means and standard deviations for Canadian wheat prices were calculated using the CWB
wheat prices for 1981-90 time period. Barley prices were calculated using prices registered in
the Lethbridge, Alberta feed market. Because the CWB market year (August-July) does not
coincide with that used in USDA calculations (June-May), monthly average prices for wheat
and barley at Porland, Oregon were averaged for August through July. Australian price was
based on the Australian Wheat Board price for the 1981-90 period.

As Figure 2 demonstrates, the Portland price was consistently higher than its Canadian or
Australian counterpart. The lower Australian price can be attributed to differences in
transportation costs. The difference between U.S. and Canadian prices, however, is larger
than the transportation difference between Vancouver and Portland. The CWB price is a pool
price for wheat shipped out of Vancouver, B.C. and Thunder Bay, Ontario. One would
expect the Thunder Bay price to be considerably lower than that in Vancouver, because of the
additional transportation costs from Thunder Bay to the Adantic Ocean. Consequently,
pooling has the effect of subsidizing farmers who ship their grain to Thunder Bay at the
expense of those shipping to Vancouver.

Section 179 expensing of $10,000 was elected by the U.S. farm operator. A MACRS
depreciation schedule was used for calculating depreciation in the United States, with
declining balance methods used in Canada and Australia. Participation in Canada's RRSP
program and Australia's Income Stabilisation Program was based on a breakpoint income
level. The assumption was that if taxable income was above this breakpoint income, the
farmer would put money in these' funds (subject to the rules of each program); if below the
breakpoint income, withdrawals would be made. The breakpoint income levels varied from
scenario to scenario, but were set so that the expected ending fund balance would be within
$100 of the beginning balance,

Typical grain farms in all three counties contain about 2,000 acres of cropland. In the
United States and Canada, half of the acreage is in fallow during any given year. In Australia
the land is usually in continuous production. The representative farm size for both Canada
and the United States was 2,100 acres, of which 640 acres were currently being purchased.
The purchased acreage was financed through Farm Credit Services (FCS) in the United States

and the AFCSP in Canada. The Australian farm was 2,000 acres, all of which was being
purchased by the farmer. The Australian farm had a much smaller debt load, consistent with
the actual farm debt situation in that country, The farmer was assumed to begin the 1991
year with $10,000 in cash. In the United States this cash was available to pay operating
expenses. In Canada, this cash was invested in the RRSP, with the cash invested in the
Income Stabilization Program for the Australian scenarios. The farmer's wife was assumed to
help on the farm and also generated $200/month in off-farm income.

Unless otherwise indicated, the analyses are based on the presumption that the farm
business was organized as a husband-wife partnership in Australia and Canada and a sole
proprietorship in the United States, In the husband-wife scenarios, the husband receives 60
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percent of the farm income.' The wife receives the remaining 40 percent, all off-farm income
(including child support payments) and claims the children as dependents for tax purposes,

Base Scenario Results and Analysis

The base scenario consists of nine different simulation situations, The first three situations
are given in Table 8. Working backwards, situation three is an analysis of the Montana farm
as described, being subject to United States, Montana, and Toole County taxes and receiving
U.S. social program benefits. The second situation uses the same Montana farm, but
subjects it to taxation under the Canadian system and allows the farm family to receive
Canadian social program benefits. It is as if the international border were moved south and
the Montana farm became subject to taxes and qualified for social program benefits in Warner
County, Alberta, but participated in the U.S. government farm program, purchased farm
production inputs, and procured family support items in Montana. The first situation is
identical to the second, except that Australian tax and social programs are substituted for their
Canadian counterparts.

Situations four through six and seven through nine follow this same pattern, except the
base farms are located in Alberta and New South Wales. This approach allows the taxation
benefits (and costs) to be separated from the farm program benefits for each country. By
comparing the situations in Table 8, for example, one can obtain an estimate of comparative
advantage between New South Wales, Alberta, and Montana for tax policy and social
programs.

In the base analysis of the Montana farm (Table 8), both crop receipts and government
payments remained the same under all three scenarios. But other farm income varied
somewhat because of differences in interest income, Cash farm expenses were higher in the
U.S. scenario because of worker's compensation insurance. Canadian and Australian cash
receipts were lower and interest expenses higher because the U.S. farm had $10,000 cash
available for operating expenses, thereby reducing operating loan needs and increasing savings
interest. The net effect was an approximate $1,500 income advantage for the Canadian and
Australian scenarios vs. the U.S. scenario.

Total tax payments were highest in the U.S., with $9,040 in expected federal, state, and
local taxes, Canadian taxes were approximately $1,300 lower, with Australian taxes some
$2,700 lower, The single biggest tax disadvantage for the U.S. farm was pension and
medicare payments. Sales and fuel taxes in Australia were higher than the other two
countries. Family withdrawals were substantially lower in Australia and Canada because of
the family allowance payments and lower health care costs. The "bottom line" measure of tax
and social program differences was the change in net worth. A comparison of these measures

'To make the subsequent discussion easier to follow, the federal, state, and local taxes and social programs for
the Took County, Montana farm will be referred to as "U.S. taxes", with "Canadian taxes" being used to refer to
the same set of tax and social programs for Warner County, Alberta and "Australian taxes" referring to the tax and
social programs in Moree District, New South Wales.
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Table 8. Comparison of 2,100 Acre Montana Farm Under Alternative Tax Policies and
Social Programs

1991 Expected Values Australian Canadian U.S. Taxes
Taxes Taxes

Situation Number 1 2 3

Crop Receipts 72,185 72,185 72,185

Government Payments 10,377 10,377 10,377

Other Farm Income 2,219 2,201 2,443

Total Cash Receipts 84,781 84,763 85,005

Cash Farm Expenses 48,683 48,730 50,426

Net Cash Farm Income 36,098 36,033 34,579

Fixed Costs 11,316 11,316 11,316

Net Farm Income 24,782 24,717 23,263

Tax Payments
Federal 3,180 1,860 1,866
State 0 1,243 1,086
Sales\Fuel 2,055 1,946 324
Pension\Medicare 148 1,995 3,467
Property 912 1,700 2,297

Total 6,295 7,744 9,040

Net Family Withdrawals 16,096 16,942 19,416

Change in Net Worth 2,391 31 -5,193
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suggests the Australian tax kind social programs provide a $7,584 advantage over the U.S.
farm. Stated in percentage terms, this additional profit was approximately equivalent to a 20
percent increase in net cash farm income for the U.S. farm. The Australian tax and social
programs also had a $2,360 advantage over the Canadian tax policies. The Canadian tax and
social programs, in turn, dominated the U.S. tax programs by $5,223, or 15 percent of net
cash farm income.

Although on the surface the comparison presented here seems appropriate, a few caveats
are needed. First, fixed costs reported in Table 8 are largely economic depreciation of farm
equipment and buildings. Although they are equal in all three scenarios, differences in
government tax policy between countries mean that tax depreciation is not the same.
Depreciation is lowest ($3,834) under U.S. taxes because of the accelerated nature of U.S.
depreciation schedules. Canadian tax depreciation is somewhat higher ($4,915) and
depreciation under the Australian tax code is substantially higher ($9,010). Consequently, one
reason why Australian and Canadian taxes are lower than they are in the United States is
because taxable income is lower in those two countries.

A second point is the treatment of the tax-deferred funds in the model. As was noted
previously, deposits and withdrawals were based on a breakpoint income level, with the goal
of keeping ending expected fund balances at the same level as the beginning balances. Not
included in these calculations, however, was the interest earned on the fund itself. If this
additional income were added as other farm income to the income statement and tax
depreciation allowances were lowered to United States levels, the change in net worth for
Australian taxes would fall by about $600 (to $1,779) and that for Canada would rise by $450
dollars (to $494). Consequently, these adjustments do not change the relative ranking
between countries.

Table 9 contains a summary of the results for the Alberta farm, under Australian,
Canadian, and U.S. tax policies and social programs. The rankings among the different tax
and social programs was similar to that exhibited in Table 8.

The similarity in size and productive potential of the Alberta and Montana farms permits a
comparison of government farm program and production cost advantages that may exist in
each country. This type of comparison is appropriate only if tax policy is the same for both
farms. For example, comparing the Montana and Alberta farms under Canadian tax policy
suggests the Montana farm generates a change in net worth that is $3,898 above that for the
Alberta farm. Similar results are obtained when comparing the two farms under U.S. or
Australian tax policy. This comparison suggests: (1) For this farming situation, U.S. farm
programs and cost of production advantages provide a return that is about $3,800 (or about 11
percent of net cash farm income) higher than that for the Canadian farm programs and costs
of production, and (2) tax and social programs provide an competitive advantage in trade of
about $5,200 (or about 15 percent) in Canada. From this comparison it can be concluded
that, for this particular famn, taxes and social programs play a greater role than government
farm programs and costs of production in determining competitive advantage in trade.

Table 10 highlights results comparing tax policy between the three countries for the
representative New South Wales farm. This farm was much more profitable than its Alberta
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Table 9. Comparison of 2,100 Acre Alberta Farm Under Alternative Tax Policies and
Social Prograns

1991 Expected Values Australian Canadian U.S. Taxes
Taxes Taxes

Crop Receipts 72,162 72,162 72,162
Government Payments 11,337 11,337 11,337
Other Farm Income 1,893 1,887 2,097

Total Cash Receipts 85,392 85,386 85,596

Cash Farm Expenses 53,314 53,371 54,894

Net Cash Farm Income 32,078 32,015 30,702

Fixed Costs 12,069 12,069 12,069

Net Farm Income 20,009 19,946 18,633

Tax Payments
Federal 2,163 884 1,053
State 0 749 730
Sales\Fuel 2,024 1,892 312
Pension\ medicare 28 860 3,037
Property 912 1,700 2,351

Total 5,127 6,085 '1,483

Net Family Withdrawals 16,860 17,728 20,064

Change in Net Worth -1,978 -3,867 -8,914
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Table 10. Comparison of 2,000 Acre New South Wales Farm Under Alternative Tax

Policies and Social Programs

1991 Expected Values Australian Taxes Canadian Taxes U.S. Taxes

Crop Receipts 206,891 206,891 206,891
Government Payments 0 0 0
Other Farm Income 12,267 11,903 12,498

Total Cash Receipts 219,158 218,794 219,389

Cash Farm Expenses 95,359 95,694 98,996

Net Cash Farm Income 123,799 123,100 120,393

Fxed Costs 19,751 19,751 19,751

Net Farm Income 104,048 103,349 100,642

Tax Payments
Federal 33,949 21,861 22,114
State 0 11,125 9,630
Sales/Fuel 4,164 5,471 688
Pension/Medicare 1,208 1,879 7,456
Property 1,873 3,947 4,638

Total 41,194 44,283 44,526

Net Family Withdrawals 31,904 31,157 34,952

Change in Net Worth 30,950 27,909 21
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and Montana counterpart1 resulting in much higher profits and tax payments, Living expenses
and sales tax levels reported in Table I I were used in this analysis. Australian tax and social
program advantages remained substantially above those for Canada which, in turn, remained
above those for the United States. In percentage terms, however, the advantages provided in
Australia and Canada over the United States were less than half that generated for the
Montana farm. When differences in tax depreciation and interest on tax-deferred funds were
included, the advantage under Australian vs. U.S. taxes was reduced to $5,318 and the
advantage for Canada vs. the United States shrunk to $2,696. This set of scenarios suggests
Australian and Canadian tax policies tend to provide their greatest advantages over U.S. tax
policies at low income levels, largely because their tax exemptions and social programs are
more generous at this level. The difference between Australian and Canadian tax and social
program policies remains roughly the same across all three farms.

Sensitivity Analyses

The results presented in Tables 8.10 are for three typical farms. As such, care is required
in making general statements about competitive advantage between the United States,
Australia, and Canada. As these base analyses already suggest, differences in farm size could
cause the results to differ. Numerous other variables could cause the results to differ,
including business organization, debt level, and family size. The following analyses were
created to address these concerns.

Alternative Farm Sizes

Two additional fans were created for Montana and Alberta to further investigate the
influence of farm sime on the base results. The first farm created for both countries contained
960 acres of land and is designated as the "small" farm for discussion purposes. The large
farm contained 4,200 acres of farmland.

-Small Farm

In the small farm scenario one spouse was assumed employed full-time off the farm,
generating a gross income of $24,000/year. The farmer remained employed full-time on the
farm. A grain-fallow rotation was again followed, with roughly the same crop mix as that
given in Table 2. Of the 960 acre farm, the farmer was purchasing 640 acres and renting the
remainder. The farmer began the year with $5,000 in cash, either available as operating
capital or invested in a tax-deferred fund similar to the base scenario. Living expenses are
unchanged from the base analyses. In summary, farm income was less important to this farm
family and family income was also much more stable'.

'Net family withdrawals were negative in this scenario because family living expenses were less than the
combination of off-farm income and family allowance payments. In essence, the off-farm income was being used
to offset some of family's income tax obligations.



91
Table 11. Monthly Living Expenses by Item for US Farm and Corresponding Expenditures

in Canada and Australia-Large Farm Scenario

United States Canada Australia

Coot Tax Cost Tax Cod Tax

Housing 0 .00 0 00 0 .00

Food 400 .00 470 3.30 485 5.00

Uuites 150 .00 153 10.71 93 .00

Family Vehicles
Payment 723 11.00 753 52.00 762 102.00
Insurance 75 .00 65 .00 60 .00
Fuel 105 40.28 100 150,00 120 175.00

Clothing 225 ,00 225 15.75 249 .00

Furniwu-e 225 .00 225 15.75 233 15.00

Entertainment 200 .00 200 14.00 220 .00

Medical
lnsurancc 200 .00 63 0.00 38 .00
Out-of-Pocket Costs 40 .00 40 0.00 40 .00

Miscellaneous 200 .00 200 14.00 450 45.00

Total $2,543 $51.28 $2,494J $25.1 $2,750 $347.00
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In this scenario (Table 12) the U.S. farmer had a significantly lower tax burden than the
Canadian or Australian farmer, Family allowance payments, lower medical costs and no
worker's compensation insurance all contributed to favor Australia and Canada by almost
$4,000', or 25 percent of net cash farm income. Most of the tax benefit for the U.S. farm
(relative to previous analyses) was the result of full-time employment of the spouse off the
farm, resulting in the employer paying half of the social security tax, Consequently, taxable
income was roughly the same as it was under the 2,100 acre farm scenario, but the family's
social security taxes were much lower. If these additional pension and medicare taxes were
added to both Canadian and U.S. tax scenarios, total U.S. taxes would be approximately
$1,100 higher than in Australia and $600 higher than in Canada.

Table 13 contains results for the 960 acre Alberta farm under different tax and social
programs. The tax results again reflected those exhibited for the Montana farm.
Comparison of farm programs and costs of production (Tables 12 and 13) suggests the
Montana farm had an approximate $1,900 change in net worth advantage. As in the base
scenario, the Canadian tax and social program advantages outweighed U.S. farm programs
and cost of production advantages.

-Large Farm Size

Two large farms were next analyzed for Montana and Alberta. Each farm contained 4,200
acres of tillable land, of which 2,520 was being purchased by the farmer and the remainder
was rented under a crop-share arrangement. 'he wife had no outside employment. Living
expenses used are given in Table 11. The crop mix was consistent with that used for the
other Alberta and Montana farms.

Results of this large farm analysis for the Montana farm are given in Table 14. The
patterns exhibited in the results were consistent with those seen earlier in the New South
Wales farm scenario (Table 10). Australia's change in net worth was again highest, followed
by Canada and the United States. Adjusting for differences in tax depreciation and tax-
deferred interest had little impact on these results. The results in Table 15 also exhibit
similar results for the Alberta farm. Differences in government farm programs and costs of
production (comparing Tables 14 and 15) suggest a $10,000 advantage favoring the Montana
farm. This difference is greater than the tax advantage between the United States and
Canada, suggesting government farm programs and costs of production are more important in
determining competitive advantage than tax and social programs for larger farming operations.

Alternative Business Organizatons

In the base scenarios it was assumed that farmers operating under Canadian and Australian
tax law would prefer to be organized as a husband-wife partnership, whereas a sole

*rax deproclation w#a n early identical under both U.S. and Canadian tax law and was approximately $3,000
higher under Atraman tax hw. cause th.se diffemnces (and intent ead on wx-defvd fwids) were mall,
no adjustments were estimate fe change in net worth,



Acre Montana Farm Under Alternative Tax Policies and

58-578 0 - 92 - 4

1991 Expected Values Australian Canadian U.S. Taxes
Taxes Taxes

Crop Receipts 33,672 33,672 33,672
Government Payments 4,920 4,920 4,920
Other Farm Income 1,165 1,167 1,302

Total Cash Receipts 39,757 39,759 39,894

Cash Farm Expenses 22,984 22,971 25,080

Net Cash Farm Income 16,773 16,788 14,814

Fixed Costs 6,764 6,764 6,764

Net Farm Income 10,009 10,024 8,050

Tax Payments
Federal 5,714 2,985 2,248
State 0 1,820 1,166
Sales\Fuel 2,055 1,946 324
Pension\Medicare 284 933 2,808
Property 497 850 1,334

Total 8,550 8,534 7,880

Net Family Withdrawals -4,867 -4,685 -2,184

Change in Net Worth 6,326! 6,148 2,3541

Table 12, Comparison ot 960
Social Programs
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Table 13. Comparison of 960 Acre Alberta Farm Under Alternative Tax Policies and Social
Programs

1991 Expected Values Australian Canadian U.S. Taxes
Taxes Taxes

Crop Receipts 33,836 33,836 33,836
Government Payments 4,985 4,985 4,985
Other Farm Income 862 873 1.007

Total Cash Receipts 39,683 39,694 39,828

Cash Farm Expenses 24,525 24,450 26,530

Net Cash Farm Income 15,158 15,244 13,298

Fixed Costs 7,002 ,002 7,002

Net Farm Income 8,156 8,242 6,296

Tax Payments
Federal 5,279 2,657 2,075
State 0 1,709 1,020
Sales\Fuel 2,024 1,892 300
Pension\Medicare 284 832 2,522
Property 497 850 1,343

Total 8,084 7,940 7,260

Net Family Withdrawals -4,102 -3,872 -1.524

Change in Net Worth 4,174 4,174 560
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Table 14. Comparison of 4,200

Social Programs
Acre Montana Farm Under Alternative Tax Policies and

1991 Expected Values Australian Canadian U.S. Taxes
Taxes Taxes

Crop Receipts 163,066 163,066 163,066
Government Payments 21,379 21,379 21,379
Other Farm Income 4,802 4,796 5,053

Total Cash Receipts 189,247 189,241 189,498

Cash Farm Expenses 94,252 94,209 92,687

Net Cash Farm Income 94,995 95,032 92,684

Fixed Costs 18,175 18,175 18,175

Net Farm Income 76,820 76,857 74,512

Tax Payments
Federal 20,269 12,705 11,456
State 0 6,402 5,231
Sales\Fuel 3,516 3,515 612
Pension\Medicare 867 2,056 7,354
Property 3,255 6,224 7,000

Total 27,907 30,902 31,653

Net Family Withdrawals 26,828 27,899 30,516

Change in Net Worth 22,085 j 18,056 12,343
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Table 15. Comparison of 4,100 Acre Alberta Farm Under Alternative Tax Policies and
Social Programs

1991 Expected Values Australian Canadian U.S. Taxes
Taxes Taxes

Crop Receipts 163,277 163,277 163,277
Government Payments 22,674 22,674 22,674
Other Farm Income 3,883 3,873 4,124

Total Cash Receipts 189,834 189,824 190,075

Cash Farm Expenses 109,230 109,214 111,619

Net Cash Farm Income 80,604 80,610 78,456

Fixed Costs 18,192 18,192 18,192

Net Farm Income 61,912 62,418 60,264

Tax Payments
Federal 14,110 8,729 7,975
State 0 4,445 3,730
Siles\Fuel 3,492 3,306 588
'-ension\Medicare 682 1,982 6,714
Property 3,255 6,224 7,032

Total 21,539 24,686 26,039

Net Family Withdrawals 27,854 29,106 30,732

Change in Net Worth 12,519 8,126 2,993
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proprietorship was the preference in the United States. The analysis reported in Table 16 was
conducted to verify that these organizational forms were indeed more profitable from a tax
standpoint.

The results support the organizational assumptions made in the base scenario. Using a
sole proprietorship in Australia cost the farmer approximately $2,300 in additional taxes. In
Canada, a sole proprietorship was less costly, increasing the farmer's tax burden by about
$1,500. In the United States, a husband-wife partnership only increased taxes by $400. This
last result can be attributed to Montana state taxes, which are structured like the income tax
systems in Australia and Canada and discriminate against single income families. The loss of
earned income credit was largely responsible for the higher U.S. federal tax obligation.

-Corporate Farms

The effect of incorporation was next considered for the 2,100 and 4,200 acre Montana
farms. Corporations are treated as a separate entity for taxation purposes, making a
comparison between corporations and other business forms potentially misleading. In the
base scenario it was assumed that the farmer was making withdrawals from the business to
cover family living expenses and taxes, with remaining profits reinvested in the business. To
assure a fair comparison between corporate and noncorporate organizations, it was assumed
the farmer was paid a salary by the corporation equivalent to the withdrawals he was making
from the farm when a sole proprietor. That is, the salary was equal to net family withdrawals
plus federal and state taxes paid by the business for this salary. No other payments were
made by the corporation to the farmer. Farm corporations are in fact often structured in this
manner, with the corporation paying the farmer a salary to avoid double taxation on
dividends. Even in Australia, where some attempt is made to minimize double taxation, a
farmer is better off to have the corporation pay him (and his wife) a salary, rather than
receiving all income in the form of corporate dividends. In line with the base scenario
assumptions, both husband and wife received a salary from the corporation for Australia and
Canada, with only the farmer receiving a salary in the United States.

Additional assumptions were needed to deal with income stabilisation programs in Canada
and Australia. The income stabilisation fund in Australia, for example, receives contributions
or accepts withdrawals only from individuals, not corporations. To assure a stable income for
living expenses and tax obligations it was assumed the corporation changed the salary paid to
the farmer so as to match the deposits or withdrawals into tax-exempt funds. For example, in
an unprofitable year it may be determined that the farmer should withdraw $5,000 from his
tax-exempt fund. The corporation would reduce the farmer's salary by $5,000 and the fund
would be depleted by the same amount.

The results for the 2100 acre Montana farm are reported in Table 17. Incorporation was
clearly profitable under the U.S. tax system, reducing the total tax burden by about $1,700 (or
18 percent of the base scenario tax burden). Over half of this tax savings was in the form of
reduced social security taxes, the result of corporate profits being exempt from this tax. The
Canadian farm also realized a reduction in taxes. Taxes under the Australian system went up
by about 20 percent, a result of the 39 percent tax rate on corporate profits.
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Table 16. Comparison of Alternative Organization Structures for 2,100 Acre Montana Farm

1991 Expected Values Australian Canadian U.S. Taxes
Taxes TaxesI

Organization Type Sole Sole Husband-
Proprietor Proprietor Wive

__.. ..... ....... P artn ersh ip

Crop Receipts 72,185 72,185 72,185
Government Payments 10,377 10,377 10,377
Other Farm Income 2,202 2,185 2,439

Total Cash Receipts 84,764 84,747 85,001

Cash Farm Expense 48,745 48,830 50,435

Net Cash Farm Income 36,019 35,917 34,566

Fixed Costs 11,316 11,316 11,316

Net Farm Income 24,703 24,601 23,250

Tax Payments
Federal 5,368 2,949 2,443
State 0 1,869 828
Sales 2,055 1,946 324
Government Pension 251 751 3,553
Property 912 1,700 2,297

Total 8,586 9,215 9,445

Net Family Withdrawals 16,096 16,942 19,416

Change in Net Worth 21 .1,556 -5,611
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Table 17. Comparison of 2,100 Acre Montana Corporate Farm Under
Policies and Social Programs

Alternative Tax

1991 Expected Values Australian Canadian U.S. Taxes
Taxes Taxes

Crop Receipts 72,185 72,185 72,185
Governent Payments 10,377 10,377 10,377
Other Farm Income 2,202 2,501 2,447

Total Cash Receipts 84,764 85,063 85,009

Cash Farm Income 48,748 48,003 50,415

Net Cash Farm Income 36,016 37,060 34,594

Fixed Costs 11,316 11,316 11,316

Net Farm Income 24,700 25,743 23,277

Tax Payments
Federal Individual 1,929 -223 -55
Federal Corporate 2,665 1,648 1,505

State Individual 0 147 312

State Corporate 0 770 598

Sales\Fuel 2,055 1,946 324

Pension\Medicare 0 706 2,396

Property 912 1,700 2,297

Total 7,561 6,694 7,377

Net Family Withdrawals 16,096 16,942 19,416

Change in Net Worth 1,043 2,107 -3,516
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The benefits of incorporation' were even more dramatic for the 4,200 acre Montana farm
(Table 18). In this case, however, it was the Canadian tax system that provided the greatest
tax savings, with a total tax burden that was some $7,800 (or 25 percent) lower than occurred
for the same farm under a husband-wife partnership. The large tax savings in Canada can be
attributed to the much lower federal and provincial corporate tax rates.

Tax savings were also large under the U.S. tax system, with a reduction in tax of about
$7,300 (or 23 percent). These tax reductions were again the result of much lower social
security taxes. Also important was the lower average personal and federal tax rates, caused
by splitting income between the corporation and the individual. Australian taxes were also
lower under incorporation, an initially surprising result given the high corporate tax rate. In
this case, however, personal income and medicare taxes were substantially lower, reducing the
overall average marginal tax rate.

Differences in State and Local Taxes

State/provincial and local taxes both represent a substantial portion of the tax burden for
farmers in both Canada and the United States. Yet, the state/provincial tax laws vary greatly
in different parts of both countries. In order to determine the impact of varying
state/provincial tax laws on the results, the Montana and Alberta farms were analyzed
assuming they were located (for tax purposes) in North Dakota and Saskatchewan.

North Dakota imposes a five percent sales tax on nonfood items, an income tax similar to
that of Montana, and a property tax on land and homes that is higher than that of Montana.
Saskatchewan levies an income tax equal to 50 percent of federal tax plus two percent of
taxable income, a sales tax on the same items taxed under the GST, and a relatively small
property tax on land.

On the social programs side, Saskatchewan provides a comprehensive health care program
at no cost to its citizens, provides family allowance payments that are somewhat lower than
those received in Alberta, and provides tax credits to low income families to offset sales tax
and child support expenses. North Dakota, on the other hand, does not require that farmers
purchase worker's compensation insurance.........

Table 19 contains a summary of the comparison between North Dakota and Saskatchewan.
The tax burden was some $500 higher in North Dakota than Montana and about $850 higher
in Saskatchewan than Alberta. Not having to purchase worker's compensation insurance left
the North Dakota farmer better off than the Montana farmer. By not buying insurance,
however, the North Dakota farmer is open to potentially serious financial consequences
should the farmer or an employee be injured.

Although the Saskatchewan farmer paid much higher taxes than his Alberta countepart, he
also saved about $730 in health insurance costs. As a result, the change in net worth was
only about $200 lower in Saskatchewan than Alberta. Overall, changes in net worth under
the Canadian system remained higher than in the United States, with Australia remaining
substantially higher than both.
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Table 18. Comparison of 4,200 Acre Montana Corporate Farm Under
Policies and Social Programs

Alternative Tax

1991 Expected Values Australian Canadian U.S. Taxes
Taxes Taxes

Crop Receipts 163,066 163,066 163,066

Government Payments 21,379 21,379 21,379

Other Farm Income 4,739 4,848 5,139

Total Cash Receipts 189,184 189,316 189,584

Cash Farm Expenses 94,470 93,976 96,600

Net Cash Farm Income 94,714 95,340 92,984

Fixed Costs 18,175 18,175 18,175

Net Farm Income 76,539 77,165 74,809

Tax Payments
Federal Individual 6,846 5,310 7,534

Federal Corporate 15,425 2,630 1,938

State Individual 0 2,481 2,182

State Corporate 0 1,610 910

Sales\Fuel 3,516 3,515 612

Pension\Medicare 439 1,296 4,166

Property 3,255 6,224 7,000

Total 29,481 23,066 24,342

Net Family Withdrawals 26,828 27,889 30,516

Change in Net Worth 20,230 '26,210 19,951
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Table 19. Comparison of 2,100 Acre Montana and Alberta Farms Under North Dakota and
Saskatchewan Tax Policies and Social Programs

Montana Farm Alberta Farm

North Dakota Taxes Saskatchewan North Dakota Saskatchewan
Taxes Taxes Taxes

Crop Receipts 72,185 72,185 72,167 72,162

Gov't Payments 10,377 10,377 11,377 11,337

Other Farm Income 2,467 2,208 2,065 1,885

Total Cash Receipts 85,029 84,770 85,609 85,384

Cash Farm Expenses 48,073 48,721 52,450 53,408

Net Cash Farm 36,956 36,049 33,159 31,976
Income

Fixed Costs 11,316 11,316 12,069 12,069

Net Farm Income 25,640 24,733 21,090 19,907

Tax Payments
Federal 2,218 1,798 1,422 894
State 791 1,590 538 1,048
Sales\Fuel 876 3,010 865 2,983
Pension\Medicaue 3,796 1,002 3,404 865
Property 1,864 1,189 1,864 1,189

Total 9,545 8,589 8,093 6,979

NetFamily 19,416 16,326 20,195 -17,109
Withdrawals

Changein Net Worth -3,321 -182 -7,198 -4,181
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Value of Children's Benefits

A number of the tax exemptions and social program benefits in all three countries are
geared toward children. Family size, therefore, might be expected to make some difference
on the results reported in the.base scenario. To better understand this issue, a scenario was
developed in which the number of children was increased to four (ages 16, 8, 6, and 4).
Because the focus of the analysis was on understanding tax and social program benefits, the
family living expenses were held constant for this scenario. An analysis was conducted for
the 2,100 acre Montana farm.

The results, which are given in Table 20, suggest Canada provides the most lucrative
package of tax exemptions and social programs for children. Increasing the family size by
two increased change in net worth under Canadian taxes by about $2,100, or $1,050 per child.
Australia's change in net worth increased by almost $1,000, the result of increased family
allowance payments. The U.S. family's tax bill fell by about $650, mostly because of
reduced federal income taxes.

No Farm Debt

Debt levels vary a great deal among different farms in the same area. In this analysis all
farm debt was eliminated to examine what impact debt has on the base scenario results. The
results of this analysis are in Table 21.

Profitability improved substantially as a result of debt elimination. Tax burdens also
increased by large amounts, particularly for the Canadian tax scenario. The relative tax
changes, however, were similar. Taxes increased the most under the Canadian system
($3,914) and the least. under the Australian system ($3,117). Rankings between countries
remained unchanged.

Social Programs and Retirement Benefits

One factor not considered in these analyses is the future value of retirement benefits.
Farmers in the United States, for example, pay a hefty tax that is supposed to go toward their
retirement. How large are these benefits compared with those provided in Australia and
Canada? In this section a brief overview is provided of the different retirement programs,
recognizing that a detailed comparison is well beyond the scope and focus of this study.

Under current provisions of the U.S. Social Security program, maximum benefits (of
$1,462) are obtained if maximum self-employment taxes have been paid over the last five
years.'0 In Canada, all residents age 65 and older receive $292/month in old age security
benefits. In addition, they can receive $490/month from the Canada Pension Plan if their
contributions over the last 10 years have been at the maximum ($25,925) level. In Australia

t'lhis presumes a single income household. If both spouses have maximum self.employment tax payments, the
monthly maximum benefit is $1,950.

mango
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Table 20. Comparison of 2,100
Children

Acre Montana Farm Assuming the Family Contains Four

1991 Expected Values Australian Canadian U.S. Taxes
Taxes Taxes

Crop Receipts 72,185 72,185 72,185
Government Payments 10,377 10,377 10,377
Other Farm Income 2,226 2,231 2,445

Total Cash Receipts 84,788 84,793 85,007

Cash Farm Expenses 48,659 48,623 50,420

Net Cash Farm Income 36,129 36,170 34,587

Fixed Costs 11,316 11,316 11,316

Net Farm Income 24,813 24,853 23,271

Tax Payments
Federal 3,206 595 1,360
State 0 1,122 939
Sales\Fuel 2,055 1,946 324
Pension\Medicare 102 999 3,467
Property 912 1.700 2j297

Total6,275 6,362 8,387

Net Family Withdrawals .. 15,165 16,337 19,416

Change in Net Worth 3,373 2,154 4,532
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Table 21. Comparison of 2,100 Acre Montana Farm Assuming No Debt for Farm Operator

1991 Expected Values Australian Taxes Canadian Taxes U.S. Taxes

Crop Receipts 72,185 72,185 72,185
Government Payments 10,377 10,377 10,377
Other Farm Income 2,218 2,204 2,403

Total Cash Receipts 84,780 84,766 84,965

37,590 37,645 39,386

Net Cash Farm Income 47,190 47,121 45,579

Fixed Costs 11,316 11,316 11,316

Net Farm Income 35,874 35,805 34,263

Tax Payments
Federal 6,084 4,231 3,521
State 0 2,362 1,802
Sales/Fuel 2,055 1,946 324
Pension/Medicare 361 1,419 4,797
Property 912 1,700 2,297

Total 9,412 11,658 12,741

Net Family Withdrawals 16,096 16,942 19,416

Change in Net Worth 10,366. 7,205 J 2,106
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the pension for a married couple is $832/month. This pension amount is not influenced by
the quantity of taxes paid in previous years. Retirement benefits in all three countries are
reduced as taxable income increases.

For a husband and wife, maximum benefits from federal retirement programs would be
$1,462/month in the United States, $1,565/month in Canada, and $832/month in Australia. In
addition, health care is provided at minimal cost in Canada and Australia whereas those over
65 in the United States receive only partial support under Medicare.

Summary and Conclusions

The objective of this study was to estimate competitive advantage for case farms in
Australia, Canada, and the United States. The particular focus of this analysis was on those
factors influencing competitive advantage that have not normally been considered in trade
negotiations, including tax policy and government social programs. A representative farm
was developed for each country and the tax and social programs of each country were
analyzed using these representative farms. Sensitivity analyses were conducted to provide
greater insight into the results.

The results suggest that tax and social programs in Australia provide that country's
farmers with a competitive advantage in trade, particularly for small and medium-sized farms.
The only exception is large, incorporated farms, where U.S. and Canadian tax laws eliminate
Australia's advantage. Canadian tax laws and social programs also generally provide
competitive advantage to its farmers vis-A-vis the United States. Canadian tax and social
program advantages are smallest for large nonincorporated farms, but the greater profitability
of incorporated farms suggests this type of farming organization is probably rare in both
countries.

Australia's tax laws definitely favor a husband-wife business organization. Corporations in
Australia are only desirable from a tax standpoint if the farm is relatively large. Canadian tax
law also favors a husband-wife partnership for small operations, but the corporate form is
much more desirable for large farms. The corporate form is generally preferred in the United
States, particularly for moderate and large scale businesses.

Australian and Canadian tax laws seem most favorably disposed toward self-employed
individuals (such as farmers) and large businesses. The Australian tax burden falls much
more heavily on moderate income salaried individuals than is the case for the United States
and Canada. The U.S. tax law, on the other hand, seems to levy taxes relatively more heavily
on the self-employed businessman than Canada and Australia. United States tax law also
does not provide the tax breaks for low income persons that are available in the other two
countries. Salaried workers seem to fare best in the United States than other countries.
Differences in taxes exist between states and provinces, but these differences seem less
important than the differences between countries.

There was a clear advantage to farm under U.S. government farm programs and costs of
production versus those in Canada. This advantage was particularly apparent for large
farming operations. The high costs imposed by the Canadian Wheat Board on the case farm
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are largely responsible for the noncompetitiveness of Canadian production costs. In fact,
these costs almost completely offset the competitive advantage provided by the Canadian farm
programs. Caution must be exercised in generalizing this result, however,. Quite likely
farmers in Saskatchewan and Manitoba receive a market price that is above the level they
would receive if there was no marketing board.

Canada provides the best set of benefits for families with children. The United States
provides the worst set of benefits. The relative rankings given in the base results did not
change when farm debt was eliminated.

A number of assumptions have been made which are critical to the analysis. Cost of
living estimates were tied to the farm, rather than the government tax and social program
scheme. No doubt this is not completely correct because some living expenses are influenced
by government policies (e.g., tariffs on imports). Further investigation is needed to determine
what effect government policies have on living expenses.

An important assumption under both Australian and Canadian tax policy was managing the
tax-exempt funds to maintain an approximately level expected fund balance. This assumption
is particularly important for the Australian tax scenarios because the beginning fund balance
was so low relative to the limits placed by government on total balance. The Australian
farmer cin save a great deal in taxes, for example, by allowing the fund to accumulate
reserves over time. In addition, a larger fund reserve provides more flexibility in reducing
taxes while maintaining a constant fund level.

Further work is needed to compare tax policy in these three countries with that in other
major wheat exporting countries, particularly Argentina and the EC. For example, the
competitive disadvantage suggested by the PSE in Table I for Argentina may not be nearly
that large, because most Argentines do not pay any income taxes.

Other commodities should also be analyzed. Livestock enterprises, for example, are
treated differently for tax purposes and so should be examined in a future study. Other types
of cropping enterprises (such as vegetable production) may differ substantially in their mix of
land, capital, and variable input use, generating substantially different results than those
presented here.
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APPENDIX
DATA SETS FOR MONTANA AND NEW SOUTH WALES FARMS

TNI FAIW HAOD (NT SDULIATION 1OOI

DEVELOPED AT 041001W SATS UHIVEASTMY

ey
(amoy M. PgiAly

VOSION 3.0. JOl 19190

PANIDE ANALYSIS lS R&P"UENTATIVE TOOL COUNTY, MONTANA PAiN.
EAS&D ON DATA ONTAINUR PFPO OF SHRllNY, MONTANA.
PARN CONTAINS 2100 ACPU OP LAND. IN SPRING WHLAT.
MARLEY. AND S0341. PALLC€. WITH A DURUH ACTIVITY THAPS NOT ACTED

The LJiuletion is for I years. with the first year being 1$91
The simwlation is stochastic, with 25 iteretionsspocilied
There are S crops included in the model
There are 9 rerular variables in the model treated as stochastic. all

other# ore asmed known with certainty;
Of these stochastic variables, 3 are correlated using one correlation matrix.
A second sat of 4 variables are correlated using a second correlation matrix. The two matrices
e asmled independent of one another.

There are 2 A.CS far. aitn w. thin this operation.
There are 4 long-term a s1 in the model.
There are 21 pieces of vi sent in the copplement
Farm Is located in the Unit d bcates for tax purposes.
Section 179 deduction (expensingi is in effect.
Parm is a sole proprietorship for tax purposes
Proven yields are average of previous proven yields.
No attewpt will be made to LiArove projected cash-tlow statement it it does not meet criteria tor operating loan.
The following information will be printed,

All Input data
only the final cash flow. income, and balance sheet statements
statistical Information on all output variables

6RODUCTIO ***seA too..............A RODCTIO..........

AC*EAQE NT ABICS OS OTHER 0OIPARN UNIT

.000°***A JkC Farm Unit 0 1
ome: HONE ACREAGE

Land Statust 0WK

CROP NAN2
Spring Wheat
Winter wheat
Fellow
varley
Durum Wheat

CROP MAuZ
Spring Wheat
Winter Wheat
Allow
Iarlqy
Ourum Wheat

1991
220.
0.

3M0
100.
0.

OPTIONAL ACPREE
ZOLEIT PROGRAM

$1 @2

5* .*t ABCS Par"l unit * 2
Namet GRANDPA'S PAPA
Land Status$ MUDYIO

CROP WEE1
Spring Wheat
winter Wheat
Fallow
erlay

Durum Wesat

CROP KM
Spring wheat
Winter Wheat
tallow
larley
Dun wheat

PENTAL
SHRAMR

SNAR

IKAXI
1+1A
SKAAl

COrT
.00
.00
.00
.00
.00

OPTIONAL AC R
DLUIMIT PROGRAM

01 #3

Asset HIbert 1.

ACREAGE

1991
YLS
YLS

YES
No

PROGRAM PARTICIPATION UY YLA

Asset imbers 0.

ACREAE1991
4t0.
SO.
730.
200,

0.

its

no

PWOSM PARTICIPATION WY YEA

DIPDIVk IC 8TWIES TlE POLLMtI lITLMUS? RATES
AN THE PM RATS

TYPo Of INTUSES 1991
Variable operating .010
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Variable savings -.030
Varlible int. term .010
Fixed interned. term .000
Variable long term .000
Flxed long term .000
CVO loan -.030

A,4" ,PWV" wott AMA "'I. Js0 3 . o ep Otoeer Neyer bo 0a,
Off5.54. tasow see. M5. A"0. its. 000 N0. "U. 30 0. 20 0. 30
u8*01 u . 06. t. 3p4. I, All. 300. 304. 30o . 0. 0. 0.

04000 8FPf.? t COST
Pamir lamor iroso 300. $CC. 30. s00. 300. 300. 30, 30. S00. 00. 300. 00.
IP.Oo' taet 00i41 0. 0. 0. 0.10. 0. 1. 0. 0. 0.3.01a 03r04 help C. 0. 0. 0. 0. 0. 0:I 0. 0. 0. 0.

to. tv to , 061AsV 0 a. 9. 0. . . S. 0. . 0. 1 0.
Vir0ed 40 5r e m I. I. t. 0. 0. 0. #. . 0. 0. . 5.

Horly labor receives S 5.00 per hour
Fam employs 0. Lull-time laborers.
Fuel costs are S .S/gallon.

...........................#*0 AHrKEZotO INOTOPAT101 O CROPS...............0
o

.. . . .

PeOQONe' OF Co NOLA 1A PnRM 09 OAurI'uo TBA
€? jot.wrl Fab.0r Norcf Apri 0 0  JI AdIW tlq~ °S94oltoor tt * ve M ..lS0b op bor

p.o0.. .000 .000 .000 .000 .050 .0o .000 .0 00 3000 .1 .40 .01 0
rlo e ee .o .g0 0 .IN: . .30 13 .4 .000 iii .isi .30 .IN

orw Woot .00 .o00 .000 .000 000 .000 .000 .040 .100 ,10o . .100

Wormy3. talc$ Vic" too CooPS

ortl 0oA~t 3.00 3.030 3.030 3.00 11400 3L000 1.0 3.00 .000 .070 .900 .-M
11.0or 03e51 I.00 1.3 . .00 3.000 3.000 3M 00 .000 .30 .070 .4* .040
tat &V00 ,.003 3.000 3000 3.00 3.000 1.000 .0400 3.006 3.0 3.000 1.C00
MUe4 w t 1,00 0.00 1.010 ,000 t.000 A.0M0 1.006 1.040 .000 .70 .000 .00
wint 00t sl00# I.00 @00 .000 3.000 3.0 1.000 1.040 .000 100 .04 .400

V~at~r 00% t .:: , ' '1 13 IN:IC 113 NN5 '13 10O0'

IpteJ 04,0 3.000 3 .000 3.000 3.0o 3.000 3.000 3.00 3.,0o 3.000 3.000 3.00, 3.000
1,4r 1.y ,0O 1.,l 0 .1 ,0 a ~ o I ~ e a 1J~ 10 1 .0e ,e ,14 .o

Msetr 04.o 1.00 3.0i03.000 3.00 .1 00 3..00 .,00 3.0o 1.00 i.0l 3.000
Fo ..30 it 3.00 300 1.000 il000 1000 1000 1.000 1.000 3.000 I.0*0 1.000 1.000OatOey 34L .000 3.00 3.000 3.000 0.000 3.000 3.000 3.000 3.000 3.000 3.000 3.00
baa1 0404 3.000 i3.~ 1000 3. 000 3.40 3000 3.0 3.004 3.000 3.000o 3.000 3.000 3.e00

P00170 Olt O COOF HAOVU9os 5300V

Solue 1.000 W00 . .000so$ .000 000 .004 t0o .1 .400 .00 .00
0301 041 300 .000 .00 .00g .000 00 .00 00 d 00 .00 .00 .00ta or 0ee .00 .e te0e +o e oe 04.0e .o co .P.33.iv .000 .000 .000 .000 .030 .000 .004 .00o .500 .000 .000 .030

il.. .000 .004 .0e .000 .008 .000 .030 .0o .00 .o00 .00 .00o
Ou eet .000 .000 .060 .00o .400 .o0o .010 .0o .000 .000 .004 .000

SGIN#t0 G EXPECTED PRICE PIRT MO AK9TtHN LIV.STOCK STORABLE
CROP STOCKS FOR STOCKS MOMTH PEWI CROP

Spring Wheat 0. .000 September NO YES
Winter Wheat 0. .000 September 0 YES
Fallow 0. .000 August 0 YES
barley 0. .000 August 300 YUS
Durum Wheat 0. .000 August NO Yes

a. .. . . . . . . .O06**&*0P41.30 ANED FIELD O~~l0. . . . .

Mtn POMt CONS VPJWSO 1080 TWA.0 30ML'. 00000* OInP?1 0UP. Coo? SA3.310 DIMICAIIN O 40340 ZO0WJ.

32, bI& IO. f3. 30. 4000 1303 30s3. 3100 U00 3.04 .30 Us0 7. 100. 1
a 33. .10 OrI111 . 30000. 3000. 3003. 3000. $00. 1.000 .3t 300. 7. 900 .07

o 113 0o ot000. 3013. 3004. 004. 300. 1.04# .3s 0. 0. 3s
e e

s. .4
boeir.po. , V0. 0300. 3000. 3000. 3I". 340. 3.00 .00 0 1 . 040 .41
146W 00. 000. l004. 300M. $0000. 300. 1.046 .10 0. . 06400. $.
3I1i0 TTreu 014. 10004. 1070. 3*00. 0004. 2100. .140 .M0 440. 7. 3040. .40
I ts T rtek 03. 41000. 3003. 30. s04. 300. .000 .10 0. 0. 040. .47
31 i, owl Dril3 31. 300. 303. 3t7. I1S. M. 1.040 .30 30. 7. 3000. .07
31vorO V.4 0. 0400. 30. Us0. 000. 30. 1.040 .00 0. 1, 000. .47
flu newt spri $0. 00. 3000, 30t. 004. 00. 1.040 3.00 00. 7. 40. .47
Sot" it . see. 30e0. 3000. 00. s00. 0.040 3.01 to. 1. 104. .41
30 O00#.1 0i. 4a . 30. 3000. l0t, 3000. 040. .0 .00 0. 14 133. .1
03 4" 3.1 frn 63. 3300. 307s. 3002. M00". 300. 3.000 .10 230 1. 3300. .47
Fsot p.t.0 r 1. 3M00. 30. loss. 3o0. 300. 1.040 1.00 0. $. 310 .41
4064 roter $. 300. 300t. 100. 306. 400. 1.041 3.00 0. $. 3i0. .47

0 P, o 0I 0 0it 13. s00s. t00. 30t. i004. 00. 1.04* 1.00 0. 0. 441. .41

Rse & .sesmt t .$1, 6 %°o l 11 104% | 4S", 3O4, 1.40# 1 .99 4.e 0. $1101 .4?

510r a lr.o 1. 00oot. 19. 3040. 00. 20 1.046 3.0 0. 1104. .47
04. tetr 1 3100. 3000. 3073. 1004. 300. 3.000 .30 0. 0. 3040. .47

at*$ Or bar fit 7. 00. I00. 300. i04. 4411. 1.094 1.00 0. 0. $0. .47
a IM 0 Cfse 3t. 04t0. 30. 310. 3 110 3. 1.064 1.00 o. 0. 4030. .00

DIET IWFOXATION Olt *IoIoNeoiI C0PL001M

FINANCING PAYOI&W ITIMRUT RATS A3000J3T C URD!? TAL PAYVOVTS MONTH
N S¢! 500I0CI 4S CIIQ RATS TYPE PAYM? PIKQVI4 PRICE CIPA. PAY14]USOO M4ASZING PAID

212' Coieal Plw Single Annual 10.30 fixed .00 0. 0. S. 0. December
2 12,' JD Drills Group .00 .00 0. 0. 0. 0.
Rodweeders Group .00 .00 0. 0. 0. 0.
Nockpicker Single Annual 10.50 Fixed 1041.90 3900. 3900. S. S. December
Pickup Single Annual 10.0 Fixed .00 0. 0. S. 0. December



Fixed
Pixed

Pxed

Pixed

Fixed
Plxed

OTNM 8I NO 166 0 ZWTOIO IAT8 Dill CC'ue r4WrDM TOTAL$
GROOP tIW1W8 IATS 0107 IRPORMATION IS Al POLLS,

beginningg Principl 0.
Time PerAod PRmining S. Year*
Interest Note 10.5 Percent
Pete Type Pixed
Nonth Paid December

Insurance prmetitsae for torm assets are paid in April
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.00
.00
.00
,00
.00
.00

347.33
.00
.00
.00

744.12
.00
.00
.00
.00
.00

0.
0.
0.
0.
0.
0.

1300.
0.
0.
0.

)160.
0.
0.
0.
0.
0.

0.
0.
0.
0.
0.
0.

5,.
0,
0.
0.

1317.
0.
0.
0.
0.
0.

R|PPLACUGN I0POPMATION POP W03 4111

COST
20000.
14000.
10000.
6000.

13000.
35000.
3S000.
14000.
10000.

1000.
1000.
000.
6000.
3000.
1000.

1S000.
1000.

0.
4500.

19000.
$7000.

A00 Wwam
PURCIS

0.
3.
0.
0.
0.
0.
0.

3.4.

0.
0.

iS.
10.
20.
10.
30.
30.
S.
0.
0.

HMOS WHENiPQA~CHAS .
0.

400.
0.
0.
0.
0.
0.

400.
S00.
0.
0.

100.
S0000.

1000.
4000.
2000.
SO00.
6000.

100.
0.
0.

LISt COST

1500.
3000.
1000.
600.
300.
600.
600.

2000.
11)00.
100.
6)00.
1000.
@00.
400.100.
1300.
100.

0.
400.

3960.
5000.

PINAICING TYPI OF

OOPCa PATZPrivate Fixed
Group Variable
Group Variable
Group Variable
Private Fixed
Group Variable
Private Fixed
Group Variable
Group Variable
Group Variable
Group Variable
Group Variable
Group Variable
Group Variable
Group Variable
Private Plxed
Group Variable
Group Variable
Group Variable
Private Fixed
Private Pixed
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AISET 0co0 PtISCKU MAKX t YeAR Yv DIPuICA. u SAL.VA3 INS),
VISCAIPTIO MD. PRICE VALUE I NO PUmCAJ S cD u LIPt VALOE (PU

"me Place 1, 130000. 234000. 0. 190. 640. 0. 0.
INCLO WIM THIS LAND ASSIT Is
No"ue 3. 10000. 15000, 1o65. 1960. 0. 0. 0.
t Grain bins 7. 7000. 10S00. 1 068. 1,60. 0. 20. 300.

Outbuildings 4. 000. 11000. 14s. 1 M0. 0. 20. 100.

SIMINGO DIT INFORMATION M LOSO-TER ASSETS

ASSIT INITIAL CURmEtIr PAYME.T IUTRAIT RATE TOTAl PAYKTS MONOWTH FIN
DUJCRIPTIOW PRINCIPAL PItICIPAL PAYMET PUIOD RATE TYPE PAYIM4TS AWAINI PAID am
Noe Place 10000t 64903. 13732.16 Annual 11.) Fixed 30. 17. Dosear S
Noyse 0. 0. .00 .0 0. 0.6 Grain bins 0. 0. .00 .0 0. 0.
outbuildings 0. 0. .00 .0 0. 0.

OI 0 EI0IN0 LONO-TUED IST. COafl7EnTS TOAL S 0.

GROUP LOi-TIM DElT INTOATION IS AS FOLLO si
eg inihe Principal 0.

Time Period Pemaining 0. Years
Interest Pate .0 Percent
Rate Type Variable
Nonth Paid Decewfber

MIMISM CHANGE IN CASH FLOW REOIRED TO OALIFY P AM S OPZJATING LO

oQUITY PATIO INTErVALS CHANGi IN CASH PFLOW P kI10 ON VARIASLI PATE LOANS
.000 - 1.000 -950000. .000

Ages of children gin years) are as follower 16.. 6..

..........eeeeleeeeoweeeGE A TAX IW OATION POE THE FARM........................

PROPERTY T4X PATUS PE THOUSAND DOLLARS ASSUSSE VAL0E ARAI
mose and buIldings 7.690
Farm land 6.460
equiment and livestock 6.730

WMTXLY LIVING XPZXNZS FOR TH, FARM FAMILY

nL.NC COST
$100 VALUE)

.07$

.S00
.600

MANCINI

single

No usin g0. 0.
0tilltlee 105. 60.
ruel 15. SO.
Food 350. 0.
Medical Inaur 200. 0.
medical Expense 40. 0.
Roettire nt 0. 0.
Miscellaneous 107S. 25.

PCEAGEIOFP INOOSE ALLOCATID TO EACX PDE

Ott-arml Incom 100.
Farm Inca.. 100.
Mio-parm Coverrnt

Payw ta 100.
charitable

contributions 3.

PEOAUB TEMI TAX PAY1OM AX CAMYOV2R ,LO48.

ovt penalon 2600.
Federal Inca.. 1000.
tat e Incm 700.

Carryover Loss 0.

AVDAG FMUAL TAX RATUE P PIEVICOUS YEAS

YAR ?-1 .000
YEAR T-2 .000
YEA T-1 .000
YEAR .4 .000

NISCJ.ANUOG TAX MD OTHR IW TIOW

N O E TAX P7PoiE

8
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LiAit on election O7f expensing is 10000.
Carryover net operating losses t 0.
Pate for Workmens Comwpnsation Insurance Is 10.40
Exchange rate from native currency to $03 is .0000
Previous years personal Income for farmer was 0.
farmer tax ecatus Io married. filing jointly

BALANCE SlHET FOR THE FAN AS OF DDCIDU 31.1990

AsJrra LI AIL ITtA
COD&IH C1UIXr

Cash on hand 0. Ending operating loss 0.
savings 10000. Accrued taxes
Livestock inventories 0. Federal 0.
Crop inventories 0. State 0.
Value of crop in ground 12600. Sealt-eployment 0.

Accrued rent 0.
CCC loan 0.

tITISRMIDIATE NTrAmOIATZ
machinery value 64516. Principal owed on machinery s$16.
Ereding livestock value 0. Principal owed on livestock 0.

LO TUM LONG TEM
Land market value 224000. Farm mortgage 94903.
Farm buildings 1S000.
Home(e) *1500,
Of f-farm investments 0.

TOTAL QUIY 267097.

TOTAL Asserr 367116. TOTAL ZOOr * LIAIILITIES 367616.

OLNUML FINANCIAL INPOPXATIO4
Current asset-to-liability ratio
Intermediate equity ratio .9312
Long-term equity ratio .63S7
Overall beginning equity ratio .7262
NaxImm allowable debt ratio

on any intermediate-term asset .9000
maxLmm allowable debt ratio

on any long-term asset .1000

Discount rate used in calculating NPV is .100

*eseoeeseoeeeeeoeoeeeeo(gUAAL STATISTICAL INTOMATION FON THE PA**oe o

The Distribution For spring %%eat Yield Is Normal

Mean *30.0000 Std. Error .11.0000

The Distribution For winter Wheat Yield Is Normal

mean .2S.0000 Std. Error 13.0000

The Distribution For Barley Yield Is Normal

Mean ,4S.0000 ltd. Error .19.0000

The Distribution For Durum Wheat Yield Is Normal

Mean a .0000 sltd. Error a .0000

The Distribution For Spring Wheat Price Is omnsl

Mean a 3.7000 ltd. Error a .6000

The Distribution For Winter Wheat Price Is Normal

mean * 3.900 ltd. Error * .900

The Distribution For larley Price Is Nor al

Mean a 2.1000 Std. Error a .3300

The Distribution For Dur Mwheat Price Is Normal

Mean a .0000 Std. Error a .0000

The Distribution For Prime Interest rate Is Normal

Mean * .1050 ltd. Error a .0000
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"t P Ouc KAMM N OO VARIARS A. S MR TATID AS
VAPIAIRA AI 4ITIAL VALOR

?allow Yield .000
Fallow Price .000
Ftel inflation 1.000
Chemical inflation 1.000
uateriel inflation 1.000
Labor inflation 2.000
Repair inflation 1.000
Noew quint intl. 1.000
eas equipment inf. 1.000

Per unit cost irf. 1.000
misc. cost inflation 1.000
land inflation 1.000
building inflation 1.000

CFI 1.000
OPP Deflator 1.000
Nt. net farm income 1.000

0TETUNINITIC IN T AALYSIS

SCUM 5 TO MANGS MWA OF RAMN VARIADLUS MVR TD4

VARIA LI 1991
Spring Wheat Yield 1.0000
Winter Wheat Yield 1.0000
Fallow Yield 1,0000
barley Yield 2.0000
Durm wheat Yield .0000
Spring Wheat Price 1.0000
Winter Wheat Price 1.0000
Fallow Price 1.0000
barley Price 1.0000
DJrumWheat Price .0000
Prime interest rate 1.0000
Fuel inflation 1.0000
Chemical inflation 1.0000
material inflation 1.0000
Labor inflation 1.0000
Repair inflation 1,0000
Hew equipvtsnt intl. 1.0000
Lease equipment in. 1.0000
Per unit cost Wn. 1.0000
Niac. coat inflation 1.0000
Land inflation 1.OuO0
Building inflation 1.0000
CPI 1.0000
GIP Deflator 1.0000
Net. net farm income 1.0000

OCALUS TO CIAM8 I VARIANT C OF RAM"CBE VARIABI.S OVERT ?1

Spring Wheat Yield 1.0000
winter Wheat Yield 110000
Fallow Yield 1.0000
barley Yield 3.0000
Duru mWheat Yield .0000
spring Wheat Price 1.0000
Winter Wheat Price 1.0000
Fellow Price 1.0000
barley Price 1.0000
Durum Wheat Price .0000
rimes interest rate 1.0000
hel inflation 1.0000
Chemical intlat.vt 1.0000
material inflat! n 1.0000
Labor inflation 1.0000
Repair inflation 1.0000
new equipmes intl. 1.0000
leae quipment inf. 1.0000
Per unit cost Int. 1.0000
Masc. cost Inflation 1.0000
Land Inflation 1.0000
Building inflation 1.0000
CPI 1.0000
MP Dotlator 1.0000
Mat. oet tam income 1.0000

P115? €R.Atl0 AYNARIA

bring Wheat Yield .4S70 -.1041 .7203
Wnter wheat Yield .0000 .6790 .#1S3
barley yield .0000 .0000 1.0000

OD OIATIONMMAtIX
on ' Wheat Price .90t .4040 .453# .4101
*ato t Price .0000 .3710 .6200 .6901

barley Price .0000 .0000 .0047 .3937
Prime Interest rate .0000 .0000 .0000 2.0000
oad gar random nuta eerator ia 467"1.

T~r Ptc
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pring Wesat 3.9600
Winter Wheat 3.900Follow .0000Barley 2.3400

curum Wheat .0000

FtIXD LOAN RATU
Spring Wheat 2.0000
Winter Wheat 3.0000
Fallow .0000
Barley 1.3200
Durum Wheat .0000

0900109D ACIUAO IN Sr-ASIo0 (PZACINT)
spring wheat 26,0000
Winter Weat 1S.0000
Follow .0000
Barley 7.500
Durum Wheat .0000

OfIZONA ACIA I IW PAID DIrVmko (PUCam)
spring Wheat .0000
Winter Wheat .0000
Fallow .0000
arley .0000
Durum Wheat .0000

PAYVWZ1J ItATI/ACRI ON PAID DTrV.R4ION
Spring wheat .0000
Winter Wheat .0000
Fallow .0000
Barley .0000
curum Wheat .0000

OPTIONAL ACRLAG9 IN PIK DIVUSION (PERCE/T)
spring wheat .0000
winter Wheat .0000
Fallow .0000
Barley .0000
curum Wheat .0000

PAYiGRT RATE/ACZ ON PIK DVDRSION
spring Wheat .0000
Winter wheat .0000
Fallow .0000
Barley .0000

urum Wheat .0000

HAXZM4 PCWOCTION IN POMLA LOAN WHN
CALCULATING ALJOSTS; LOAN (PERCENT)

spring Wheat .0000
Winter Wheat .0000
Fallow .0000
Barley .0000
urum Wfhet .0000

#TOPM COSTS FM CCC LOANS
pring Wheat .0300

Winter Wheat .0300
Fellow .0000
Barley .0300
Ouhum Meat .0000

mNI3IM LEVES FOP rORIA C M
,,jn. Wea .0000
W hr*et .0000

Follow .0000
lorley .0000
MnUM' 01e0t .0000

uWDm tCWOTIO IN PCMVLA WoA I
ptSViOcs yam (Zo P WI CI

Whaet .0000
Ohmet .0000

Allow .0000
morley .0000
DOM 01at .0000

w OF INI NISTO'ML KOK"MK? iCe
C5W C AVATI nL8IRUA LOAN



S@Wine eat
Winter What
Follow
Barley
DurmsWeat

.0000
.0000
.0000
.0000
.0000

PUCEwlT OP lIs ACREAGE 4OIMSFoRt
0ICVOC' PAYW&WrS

spring Wheat O.0000
Winter at 10.0000
Follow $0.0000
Sarley 00.0000
Ourum Weat .0000

PROOM 1O0o
Spring wheat
Winter Whest
follow
Marley
arum Wheat

SLIPPAGE ON IDLED
.0000
.0000
.0000
.0000
.0000

ACRI (PocaT)

PONACRE CON$IVATIO REUVE PAYWNT mIy CROP
pring Wheat .0000

winter Whoat .0000
Fallow .0000
Barley .0000
Darum Wheat .0000

PYXIPNARKTIN LOAN -
REPAYLr LEVEL AS A PRCEU OF NOW'CORS1 LOAN

Spring Wheat .0000
Winter Wheat .0000
Fallow .0000
Barley .0000
Durum Wheat .0000

VARIABLE ARUTING LOAN -
DJPPEECDr BrI#ENWRLD

spring Wheat .0000
Winter Wheat .0000
Fallow .0000
Iurley .0000
Durum wheat .0000

twmCur oP rAD
PAID TN PIP

Spring wheat
Winter Wheat
Fallow
barley
Ourum Wheat

mcf oP R
PAID IN PIK

SrLng Wheat
Winter wheat
Fallow
barley
NrVOWheat

CROP ISMANCI
ft.5 ing Wheat
Winter Wheat
Fallow
barley
Durum Wheat

CROP INSDRNSE
springg wheat
winter Wheat
Fallow
barley
Dunm Wheat

CSOP USSURAW:I
Spring Wheat
Winter wheat
Fallow
barley
rtusm hmt

PICE AMD NASKIT POICE

ANICE DEFICIDECY AND FINLIY PAYRITS
CIRTIFICATU

.0000

.0000

.0000

.0000
.0000

4AZ1RO1 DEFICINCY AND0 P1LWY PAYIKITS
CIRTIFICATU

.0000

.0000

.0000

.0000

.0000

ODARMFTED
75.0000
75.0000

.0000
6S.0000

.0000

YIELD LEIVEJ (PCOEN')

PIe lCrlO
3.4500
3.45OO

.0000
2.1000

.0000

pimomI (P $100 Vlmos )
4.6000
6.7000

.0000
6.0000

.0000

RAMM-RMA"F PAYMIT 0I1008I LNVIJ (PUClwr)
0.
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PAINUUI LDITATIOIC:
Deficiency paymmt S0000.
Finley payment 200000.

HISTORICAL
COOP RAM

Spring wheat
winter Wheat
Fallow
Barley
Durum wheat

HISTORICAL
Spring wheat
Winter Wmat
Fallow
Jarley
Durm Wheat

YIz= OSID TO CACULAI FbtOw. YIUZL1990 1289 1938 1987 190631.40 17.70 36.80 3S.50 10.9036.S0 11.10 40.20 40.20 16.60.00 .00 .00 .00 .0041.00 2S.20 54.10 43.20 16.80.00 .00 .00 .00 .00

P IC-S UVS TO CALCUIATE VAtIASLz Loms
.00 .00 .00 .00 .00.00 .00 .00 .00 .00.00 .00 .00 .00 .00.00 .00 .00 .00 .00.00 .00 .00 .00 .00

FOIRLAOAN Paw 1990:
ring Wheat a .000

Winter Wheat a .000
follow a .000
Barley - .000
Durum Wheat a .000

FSCME? OF CROS REV&EP9 SU&TRACrl , PARTICIPATEin 00URUM OCRAM
Spring wheat .0000
Winter Wheat .0000
?allow .0000
Barley .0000
Durum Wheat .0000

SUSXIES ACTIVITY

Crop placed in loan
Crop taken out of regular loan
PIK certificates sold
ClP Payments received
Marketing loan repaid
Crop insurance prelium paid
Crop insurance Lndeimities pd

PYS IN WHICH HTHE FOLLOANG TRANSACTION ADPEPPOMED
Spring Wheat Winter Wheat Fallow

October
March

September
September

October
March

September
September

October
March

September
September

40.0 percent of the deficiency payment is paid in March, with the reminder paid in December

Barley

October
March

September
September

Durm Wheat
October

March
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Cm AY2ASALE -

bgimrAg cAs, 9.
milK and LAvstck Ird 0.
Cs, reeipts 0.
Cuill Livestok sles 0.
Dret Govrnmet re 3.
Direct ewamamt Lass 0.
Other vs" t Purace 3.Ki"Collemasss Incme 0.

ClM AVAM2 R CURg 0.

Per Unit Casts O.
Fae Cost*.0
msc. Livestok ovesse, 0.
materiel Costs 0.
Ib&a1 cst.
Clomi Cnts 1.

Ar Costs 0.
VAISair Lass Casts 0.
24ist Lascst G.8wivmmt Dole larmost

Lobo Cash past Costs 3Net Cosh Withmwal* 14.
Nisc. Cep veusee 0.
Iae peoate,

2sttasket. 0.Von ~mties~.seamrnt IEarn O.

Pedral iam o.
State am o.
Ical Property 0.
Se1 f-empment .13I. m sin 1441.

VCL~t It INIM1, canLau
mu fmfliew r -1441.
PAM I Cash tomm

Sevispa 1,4t,.
"Wlilsn lots4 t

savins 0
&LS Ca s se" to

aPeastime lees 3ADD&0 2rimetoer Le oiperan
Il.e.m1

1l oan

S.
0.
0.
0.
0.
S-
3l.
S.
0.

6.
S.
0I.
3.
0.
0.
3.
0.
S.
S.
0.
II.

1441.
0.

S.
3.
0.

CL PLA VMJUM e y 1.,e
March Awi1 slay jase July Ammpast Septmbe Octoer Navae 8Soombr

0.
0.
0.
o .
0.0.
0.
0.
0.

0.
0.
0.

444.
S.

4,.
O.

174.
35,.

0.
0.
S.

1441.
210.

0.
0.
O.
0.
0.
3.
0.
0.
0.

0.
0.
S.

4234.
0.

0.

S.
0.
S.

14.
300.

o. 310. o.
0. 171. S.
o. o. o.
3. 410. S.

1614. 4327. 8147.

-1641. -4327. -4147.

1441. 4327. 2117.

3 . 0 . -1435.

o. 8. o.
3. 3. 0.

5. 0. 1410.

0.
0.
0.
0.
0.
0.

0.

0.

0.
0.

0.

1.

0.
0.

141.
30.

3.

0.
S.

0.
0.
0.
0.
0.
0.
0.
SJ.
0.

S.
0.

.
0.

1127.
773.

0.

0.
0.

18.1.
23)0.

0.
S.
0.

O. 13.
3. 171.
3. 0.
3. 610.

4354. 4179.

10.
0.
0.
0.
0.
0.
0.
1.
0.

0.
0.
0.
0.

475.
721.

0.
0.

412.
O.
0.
0.

1441.
3380.

0.
I.
0.

.
0.
S.
0.

3710.

S.
0.

S.
0.
0.
0.
0.
Is.

4.
0.
0.
S.
0.

111.
O.
0.

29141..
S.
S.
S.

145.

05. 0. 3.0. 0. O.
0. 5. 531.
O. 01. 331.

0. 171. 0.
3. 0. O.
0. 410. 0.

1335. 35114. 844.

2.
0.

2097.

0.
g.

0.

164.

1425,.30414.

-14917.
0I.
0.
3.
0.

0I.
4333.
331.

0.
0.
0.

1441.

O.
3.

0.
0.

0.
0.

21540.

0.
S.

127.
0.

3I.
3.

0.
3.
0.

1641.

1am.

0.

6.
0.
o.
St.
0.

Io.

1033.

3.
o.
0.

127.

164S.

335.
0.
S.131.

S.
o.

0.

S.
0.
o3..
S3o.
0.

3o9.
0.

-44. -6479. -3710. -1)30. 11722. 142. -1144.

a. O. O. O. a. 0. 1144.
-404 . -4479. -3710. -1360. 11722. 1192. 0.

o.
0.14191.

0.
0.
0.
3.

o.

0.
I .
3.

164.301.

8.
376.1.

0.
0.
0.

2113. 0
13733.
100.

313.
10.
31,.

141.
353,1.

6. 0. S. S. 5. X14. e. 451.

300. 347. 0.

3716. 1300. 3. 3. 5.421.0. 3. 3. 3. 3. 3. 3. 3. 140. 3. 135.

0. 11720. 1S315.
0.

S11 2IM fP3WZL * UTM
vIs" 6412. G31s. 117.

-etlstag Sam o. o. 0.
0. S. 0. 3.

1469. 13I51. 1711. 5113.
O. . 3 7 . 243. O.

3411 . 151 . a. 0. 6440.

.rwmm .mrj
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POSONAL ItHCNOS TATW POB RACH YZAR1991

CAISH PFN ICW4I
Crop #ecer ept 43009.
Milt end Livestock Reeipts 0.
Direct Government Payments 0.
Crop Insurance Indeemities 16209.
Direct Government Loans 10664.
Less Repayment of Goverment Loans 19107.
Other Perm Income 0.
Savings Interest 179.
Other Government Payments 0.
TOTAL CASH PBC3IPTS 51S74.

CASH FAN MLX PASU
P er Unit -17S.
materials 493S.
Chemicals 5023.
Fuel S02.
Labor 0.
Insurance Premaiums 7040.
Feed Purchases 0.
Nisc. Livestock expenses 0.
Equipment Pepair 9567.
equipment Lease 0.
Cash Pent 0.

Interest s
Operating Loan 943.
Squip ent and Livestock 611.
Land and buildings 10629.
Other 210.

Property Taxes 2297.
Misc. Crop xpenses 1250.

TOTAL CASH IXP.NSU.S 46636.

MW CASH PFAU INWOE 12231.

* I"ing crop inventories 0.
# Change in value of

crops in ground $2.

- Economic depreciation
equipment 10330.

Long tern assets 365.
" NT FAH tCOMI 1125.

- Federal income tax -072.
- Social security 730.
- All state taxes 0.

" 1R INCOME A71U TAXLS CNIAT) 1259.

# Land capital gains 0.
" NRAT AND CAPITAL GAINS 12S9.

- met family withdrawals 19740.
* Change in nonfarm net worth 0.

" CHAHOE IN TOTAL WET WORTH -10401.

TAX INCOME STATDEHT KW BACH YLAl
1991

CALCULATION Of BUSINESS TAXA8LE INCOME:
Pot cash tarm income 12233.

- Depreciationt
equipment 3330.
buildings S04.
section 179 expensing 0.

-Business savings interest 179.
- Tax-deductable living expenses 4300.

Porn income from Schedule F 3925.

INC OE TAX STATIOLMT FOR SOLZ PROPPICTOR

Taxable income from farn 392S.
# Ot-farm income 2400.
# Non-Porm Govt Payments 0.
# Depreciation recapture 0.
# Interest on savings 179.
- Half of self-employment Soc Sec 277.
- Deductions # exemptions 14300.

Taxable income -3073.
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MARKET VALUl MAICR #BHITr

DNJTIXAL 1991

Ending cash on hand 0. 100.
Finding cash in savings 10000. 0.
Ending crop inventories 0. 0.
Value of crop In ground 12100. 12882.
Market value of machinery 14516. 74186.
Market value of land 224000. 224000.
market value of residence 16000. 14644.
Market value of buildings 21500. 20990.
Mkt. value of off-fa-m .nvest. 0. 0.

OTAL VALUO OP ASSETS 367816. 346803.

ZAuZLTILSi:

Outstanding operating loan 0. S440.
Accrued taxes

-Federal 0. -11072.
-State 0. -700.
-eIf-eiployment 0. -1162.

Outstanding cover nt loan 0. 0.
Machinery debt 5616. 4273.
Land and buildings debt 94903. 92810.

TOTAL LZAILTTIE.8 100719. 98089.

Iuormy 267097. 248714.

WOOIPY PLUS LIABILMLrtS 367916. 346003.
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THE FAM5 HANA41MIX S[I.ATIO NOOV2

OMMIEL D AT Os"OM STAT8 U NIVWfTY

BY
4081oavY N. MAxY

VSIDION 2.0, JMlS 1990

FAHSI, ANUYSIS 6 RSESWP0 PlATIVI M OWT WALU, AOShALIA PARM
!ABED ON DATA OTAINEO PRO" NOW
FANM CONTAINS 2000 ACOU OF LAWD. IN SF INO WHEAT ND OA PLEY
0 TAI DP45S0D ON FAR"

The oiftletion is for I years. with the first yeer being 1991
The simulation Is stochastic, with S Iterationspecifled
There are S crops included In the model
Three iare 9 regular variables in the model treated as stochastic. all

others are asowed known with certainty:
of these stochastic variables, 3 ore correlated using one correlation mtrix.
A second set of 2 variables are correlated using & second correlation matrix. The two matrices
are assumed Independent of one another.

There are I ABC$ farm units within this operation.
Thore er$ I long-term assets in the modl.
There are 13 pieces of equipment in the complement
farm is located in Australia for tax purposes.
?arm is a partnership for tax purposes snd has I partners.
Ixpensing will not be used to reduce depreciable basis.
Proven yields are average of previous proven yields.
No attemt will be made to improve projected cash-flow statement If It does not met criteria for operating loan.
The following infoation will be printed
- All input data
" only the final cash flow, Income, and balance sheet statements
- Statistical information on all output variables

0*.0..........o* agate.@o#llGEHJA
L POO CTIOP OIIOSI.................................

ACSlEG BY ASCO Olt OTHU BOMA1N UIT

* .o*ao *ACScs Farm Unit I 1
ftIe )MAN WOMIB

Wand Statuss OWNED

MO KiAIlS 1991
spring W eat IS00.
?allow 0.
oats 0.
Barley S00.
Blank 0.

OPTIOiAL AC IAEI
1OLIDI T PWO0RM

CIOP NO 1 *R
spring Wheat
Fallow

Barley
Blank

Asset w mbers I.

P0" PATICIPATION BY YLAI1991
NO
NO
NO
NONO

DIFFI.KI lETlEI THE FOLWW I IWIEIT PATU
AND THE FDmE KATI

TYPe Of INTRAOT
Variable operatIng
Variable savings
Variable int. term
Fixed intermed. tem
Variable long term
fixed long term
CCC loan

1991
.010

-.030

.000

.000.000
.000

Off-PAI mess 00 ISAAMMUNs OP86ma
IM joes 'e m "I.ea

FMoA"iy I c so. Is. Mse. 3 . mee. 1ee. ss. too. ie.

AF lls alt for") W. 51. I. s. a. a. a. a.
PeNi4ss I6"rl t la) 6. *. a, a. i. ..

Fily labl ele? a. e. C. a.
Wseds V potIfm t . . 5. 8.

Hourly labor receives $ S.5O per hour
Fam employs 0. full-tLae laborers.
?" Costs are S 1.3e/gallon.

a. 5. a. a.a. a. a. a.

I##: I-' sIs::
. a. M.

ee. 1'. isa. 14).

a. a. e. a.
5. 5. 5. 5.

5. 5. 5. 5.
O. 5. 5. O.

SSoSSO.e.. .o . . . . . .Neoo oo K" ItINO INOlUloGTXOm P CoP. . ...9 . *s....
o
***
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0100 m cw nib u et m ar nu

4.me~ 1 oet p " I I$" w oo" i fteofb~to81.3a A .4 to .a 0

*.0We X .00 .00 .a0 . .of"$ s19o9 .NO 1.03 3.9 .0 6.0

." 13 :Z :W 11 :. a." 14 .0o 1.4 Z.000 100

iee .ee i.e iee 309 309 .9 .99 ie e i.so 1.99
MnP.T SICIN P e s o I. 9

"ba0s I. 1.0 .-. 0 ..- 1. 3.900 ,.9 1.1" 3. .00. . 1. 0 10,00 1.0,, 3 .N L .

10"0 39, , oN 1.04 3.099 1.990 1.000 1.9 $6,0 0, " &-too 1.0. 1.9N

Nmmr~ cue,=euv$,oeo
Who 1.000 00 ,849 .40 .699 .099 1.00# . .900 .000 .o9 .9991,13o 11"lIO 1:10 t : 0" 4, H 0:1 L:1; 106 &Z. $10 1.*#$ $404 10
o~~ada asot 1.0 0.N 1.1001|04 let .0 4O $ lee o

Wafts .o , .. , .09 .400 .0o9 .,. .s .90 .04 .t .006
MM . . 100 . :, . ,, . .,0 .004 .0 4 .990 .,,, .. ,0 .4" .90I as, , 6 , :a .. 0 .. , ,i .900 -0 .6#6 .01 .19 .00#

e"Op
"ring 4eatFellow
oats
larloy
Blank

BWIIM0 0 PPITD PlICB P9rr LAAKIUTINi LIrUrtOC 1PTOOAJ*
8CKS PON 8TWu NO9MN PlU €*OP

0. .000 January No Yas
0. .000 January NO vU
0. .000 January NO YU
0. .000 January NO YU
0. .000 January NO Ya

*09..o ..... 9e0e Oaaeoo0oeoeee 3ee P AI PI.,D OPDATIOODSeeeaoo
e

eooeO
e

oeeO
e ~oo

#too l 8 AMln PIV.0m

a913 €. 09.399 Nm MUD"3AN pvkn99 W K. CWT VwoMs ea0 0A mm a nw.
M30e 4OW Wit 1 DO DO99 11090 1 3 .1 0 m.09 9. 9 9691. 1.13

00' COl.0e3 Ploy 10J. 31O0O. 3919. 30e9 309. 1o9. 1.999 .36 9. 9. 3)999. .09
04~kaa~ts 3.3. 409 390O 3090 10. 100. 3.999 .99 9. 0. 3133. .10Co 100 CoeftLa. 1 91090. 3993. 3993. 09. 400. 3.90 1.09 0. 9. 13033. $.1t
W9 ou 1 31. Flow. 39 We. 39ve. 330. 399. 1.00 .1 0. . 410. .0
0O raosr 1. 39999. 3919. 310. $300. )$$- .o 1.99 a. o. $03. .09
IIl tor 19. 199. 30.9. 107. 109. 300. 3.0 0 1.90 0. I. 141. .90

t'.popr 4. 499. 3990. 3900. 199. 199. 090 1.00 0. 9. 1309. .90
03oo9 4. 3900. 3991. 30oo. 3199. 300 .99 .9o 0. o. 393. 3.9061. no99. 39.9. 191. .It 1. .3g0 .19 1. 1. 1930. 9.99

It, a3mt 99. 01099. 1090. 3919. 9. 199. ,.0e .31 9. 9. 193. .,
03aae, 0t . 13990. tl0. I0. $0009. 3004. 3.999 .19 #. S. 3199. 9.99

DART INVO TION ON 118010N0 CONPLOI131

PIKAIN PAYNEJOY IWI3?rr AtE ANOIOT CI5310 TOMAL. PAYI@INI NOW9"
PAKI AMOC IWCHGWIMT 0AT4 TYPE PAYIKgT FItAMW&D PtINOIPA. PAIMMS bINA10113 PAID

Case 4994 Tract Group .00 .00 0. . 0. 0.
40, Chisel Plow Group .00 .00 0. 0. 0. 0.
Itodpoer gt Group .00 .00 0. 0. 0. 0.
IN 1460 combine Group .00 .00 0. 0. 0. 0.
IN 31 run Drill Group .00 .00 0. 0. 0. 0.
40 199P Tractor Group .00 .00 0. 0. 0. 0.
15, scarifier Group .00 .00 0. 0. 0. 0.
40, prayer Group .00 .00 0. 0. 0. 0.
1" 300 Truck Group .00 .00 0. 0. 0. 0.
Truck Group .00 .00 0. 0. 0. 0.
Other equipment Oroup .00 .00 0. 0. 0. 0.
Landcriseor Group .00 .00 0* 0. 0. 0.

OWMPH 3IN1N0 IP1TWJIDIAtI MIT Cr Nim"Irs "TALS 0.

oOOP INTIU09IATI DPW INPORNATION IS AS PU.0
Stginnin prItncipal 0.
5in Period SRminlng S. Yoers
Interest Bate .0 Percent
oate Type Variable
month Paid Deember

insurance proumlo for fare asseta ar paid In October

S14PAC3" TWOAIW .O O OUIOT

"O9po09w HOWlS At MAN DN 99PLAMOM AN8 949 HO"No "0 089, LAI COo! PIUHINO "Ps or PAWIUIfI
EMB TRAIN H m0? FPRlOM P€ftANASRD NT10I0T O tow PATS 0=005

€ee 4994 Tract 10000. 11000. 144007. 0. 0. 100. Private PLixed Afnual
40' Chilsel Plow 9000. 900. 30000. 0. 0. 100. Orop Variable AnnIl
P00eedere 9000. 9000. 00. 0. 0. 300. oroup Variable Aromeal
tw 1440 Cmbine 9000. 00. 143 00. 0. 0. s0. crop Variable AfIal
11 3 rn Drill 9000. 9000. 15000. 0. 0. 000. Group variable Annual
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40 00#0?fTactor 9000. 9000.
IS, scarifier 9000. 9000.
40, iprayem 9000. 9000.
IN03070 Truack 900000. 900000.
Truock 900000. 000000.
Other equipmnt 900. 9000.
Landelulear 150000. 150000.

20000.
7000.
0500.

50000.
4000.

95000.
31000.

0.
0.
0.
0.

00000.
0.
0.

900. alroup variable Amvot
400. croup Variable Aflt*O
300. Croup vbriable PmuaI
000. Group variable0 Amuel
500. croup Variable Annual
399. Group Variable AAonual
400. Group variable Annual
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AjSST COE 0001 FOC" NAKT ya YVA DSPIFICALE $

D&WCRIP10 NO. PICE VALUE MPO W UROW&CNA D MCRE. LIFE

No" Piece I. 140000. ;10000. 0. 1i71. 2100. 0.
INC&VD& IMTHI SLAN MASS Il

1Oue 2. 30000. 16000, 1045. I 1s71 0. 0.

WIVWINQ DOWT IMPFORATIOM NO LOi-TIR MITS

ANSI? INfl AL CUVRXS T PAIMIG INTr IT RATE TOTAL FAYZHTS
DUCRIPTION PINCIPAL PRINCIPAL PAINT PUIOD RATE TYE PAYWNITS lAININO

Now Place 23009. 16000. 4674.73 Annual 1s.0 Fixed 30. 1.
Nouse 0. 0. .00 .0 0. 0.

QTWSPOJISINO L400-TEPI DES IN M I TIfTS TMAL S 0.

POF &OM-T? S1t ? INFORMATION IO A POtoS t
Peginning Principal 0.
Tim Period Rmaining 0. Yirs
Interest Rate .0 P recent
Rate Type Viriable
Month Paid December

NINP M KM0HA 1 IN CASH MA W PUIRD TO UOALIFY POr AN OPERATINGOAN

BOOTY RATIO INTRVALS CANAe0 IN CASN FLOW ReiOM Oo VAIAULE RAT LO AS
.000 . 1.000 .90000. .000

Ages of children fin year)a ere as follos. 16.. 1..

*e@eOeeeeo oeeeeeeeeeeeI*@eJIUR.JA1 TAX INFORNATION FOR THE AJRM 5
o o  

#*
o 

o
o  

.

PROpF9RY TAX ATES PI STHOUSAN DOLLARS ASSlSSE VALUE At
No a nd buildings 3.00
Farvo land )'.0
Squippent and livestock .000

wGOfr)O.Y LIV ING RPIUSU FOR BACH PARTNER

Partner 1 .1 4eempt Part er 5 2 Exeopt
Mouasig 0. 0. 0. 0.
utilities 93. 40. 0. 0.
Fuel 29s. S0. 0. so,
Food 490. 0. 0. 0.
Medical Inaur 31. 0. 0. 0.
Medical Expense 40. 0. 0. 0.
Retirement 0. 0. 0. 0.
Niecellaneous 2141. 2. 0. 21.

ALVAGE

VALUE

0.

0.

INEDRANCS COP?
(Pr $100 ,VALU )

1.030

I.S00

MONTH PIKN ING
PAID 5001CR

Decber siglet

P SCUTAOE OF INCO ALLOATED TO EACN PERRO

Partner 01 Fals
off-Form Income 0.
Farm Income s0.
Pon-Farm Ooverven.t

Payments 0.
charitable
contributions 3.

IAEVIOPO EAYR T T PAYWIS M N CARRYOVR L 8OSE

" FOR TAX FUPOIUS

trier 02
100.
50.

100,

3.

Ovt Pone ion $00. S00.
Federal Income 1000. 16000.
Stce Income 0. 0.
Carryover Less 0. 0.

AVEAN P0 F9AL TAX RATU FOM PEVIORS EAVI

TMA?-1 .370 .370
TEA T-2 .370 .370
TEP -3 .370 .370
TE T-4 .370 .370

1 EQUALISATION 0DM10? IWCATION

EnComb IIa klt 99100. 99100.
5asinninesl 5000. 5000.

MIOCAAMNS TAXA MDIND IWOUI TIO

Limit en Section 179 e0lpe nen Is 10000.
Caryover net operating leesta 0.

Partn*er 3
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Rate for workmen# compensation Insurance is .00
exchange rate from native currency to $U5 is .7900
Previous years personal income for tarmer was o000.
Each partner assumed tax status is married, filing separately

BALANCE $HEET FOR "a

ASSETS
CURRENT

Cash on hand
Savings
Livestock inventories
Crop inventories
Value of crop in ground

INTERMEIATE
Machinery value
Breeding liveaock value

LONG TERM
Land market value
Farm buildings
Ho"e (a)
Off-farm investments

TOTAL ASSETS

0.
10000.

0.
0.
0.

172918.
0.

S20000.
15000.

0.
0.

717918.

GENERAL FINANCIAL INFORMATION
Current asset-to-liability ratio
Intermediate equity ratio
Long-term equity ratio
Overall beginning equity ratio
Maxmwu allowable debt ratio

on any intermediate-tem asset
Maximum allowable debt ratio

on any long-term asset

FARM AS OF DICD6IU 31,1990

LIABILITIU

Ending operating loss
Accrued taxes

Federal
State
Self-employment

Accrued rent
CCC loan

INTzEREDIATE
Principal owed on machinery
Principal owed on livestock

LONG TERM
Farm mortgage

TOTAL EQOITY

TOTAL EOUITY + LIABILITIES

0.

0.
0.
0.
0.
0.

0.
0.

IS000.

702910.

717918.

test**$*

1.0000
.9720
.9791

.9000

.1000

Discount rate used in calculating NPV is .100

****** ******* * ** * EN RA STATIST ICAL INFOAXATION

The Distribution For spring Wheat Yield Is Normal

Mean .35.9000 Std. Error .18.9700

The Distribution For Fallow Yield Is Normal

Mean a .0000 Std. Error a .0000

The Distribution For Barley Yield Is Normal

Mean 039.9000 Std. Error ,19.3900

The Distribution For Blank Yield is Normal

Mean a .0000 Std. Error a .0000 '

The Distribution For Spring Wheat Price Is Normal

Mean a 2.9800 ..d. Error a .6600

The Distribution For Fallow Price Is Normal

mean * .0000 Std. Error w .0000

The Distribution For Barley Price Is Normal

mean a 2.3100 Std. Error a .6700

The Distribution For lank Price Is Normal

Mean a .0000 Std. error a .0000

The Distribution For Prime interest rate Is Normal

mean v .IS00 Std. error a .0000

FOR THE FAAM''' . 3331333*0***

THE FOLLOWING RANDOM VARIABLES ARE TREATED AS DETRMINISTIC IN THE ANALYSIS
VARIABLE NAMI INITIAL VALUE

Oats Yield .000
Oats Price .000
Fuel inflation 1.000
Chemical inflation 1.000
Material inflation 1.000
Labor inflation 1.000
Repair inflation 1.000
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New equipemnt Intl. 1.000
Lease equipment int. 2.00
Per unit cost int. 1.000
"il. cost inflation 1.000
Land inflation 1.000
Building inflation 1.000
CP1 1.000
OP Deflator 1.000
Nat. net farm income 1.000

SCAL US TO CHANE MEAN Op RAWDOM VARIABLU OVR TD

VARIAILE 1991
Spring Wheat Yield 1.0000
Fallow Yield 1.0000
Oats Yield 1.0000
Barley Yield 1.0000
$lank Yield 1.0000
Spring Wheat Price 1.0000
Fallow Price !.0000
ats Price 1.0000

Barley Price 1.0000
Blank Price 1.0000
Prim. interest rate 1.0000
Fuel inflation 1.0000
Chemical inflation 1.0000
Material inflation 1,0000
Labor inflation 1.0000
Repair inflation 1.0000
Mew equipv.nt Intl. 1.0000
Lease equipment inf. 1.0000
Per unit cost nt. 1.0000
Misc. cost inflation 1.0000
Land inflation 1.0000
Building inflation 1.0000
CPl 1.0000
=UP Deflator 1.0000
Pat. net farm income 1.0000

SCALUS TO CHANG& VARIANCE OF RAOM VARTIALUS OVE TDI

Spring Wheat Yield 1.0000
Fallow Yield 1.0000
Oats Yield 1.0000
Barley Yield 1.0000
lank Yield 1.0000

Spring Wheat Price 1.0000
Fallow Price 1.0000
Oats Price 1.0000
Barley Price 1.0000
Blank Price 1.0000
Prime interest rate 1.0000
Fuel inflation 1.0000
Chemical inflation 1.0000
Material inflation 1.0000
Labor inflation 1.0000
Repair inflation 1.0000
Maw equipment Intl. 1.0000
Lease equipment Ant. 1.0000
Per unit cost Ant. 1.0000
Misc. cost inflation 1.0000
Land inflation 1.0000
Building inflation 1.0000
CP? 1.0000
GNP Deflator 1.0000
Mat. net tam income 1.0000

FIVT COItROAT1OW0 MATRIX

Spring Wheat Yield .7546 .495#
Barley Yield .0000 1.000o

5SC0NC CORILATION MATRX
Spring Wheat Price .4213 .7S61
Barley Price .0000 1.0000
Seed for random number generator is 46791.

COOP NAMt 191
TAROlT PRICES

Spring Wheat .0000
Fallow .0000
Oats .0000
Marley .0000
Blank .0000

PI111 LAN RATBS
Spring Wheat .0000
follow .0000



oats
Barley
Blank

NMI1 3D EOM
Spring Wheat
FsI low
oats
Barley
Blank

o1ONAL #AWAOI
Spring Wheat
Follow
Oats
Barley
Ilank

PAYNJ T RAT/AC
Spring wheat
Allow
Oats
Barley
Blank

OPTIONAL ACRO.AO1 I
Spring Wheat
Fo! low
oats
Barley
Blank

PAYNT R ATE/ACRE C
Spring Weat
Follow
oats
Barley
Blank

.0000

.0000

.0000

ZN 5Er-A,0ID (PERCENT)
.000
.0000
.0000
.0000
.0000

IN PAID
.0000
.0000
.0000
.0000
.0000

DIWrSION (PFtCENT)

ON PAID DIVERSION
.0000
.0000
.0000
.0000
.0000

N PIK
.0000
.0000
.0000
.0000
.0000

DIrVESION (PERCEnT)

ON PIK DIVERStON
.0000
.0000
.0000
10000
.0000

MAXIMUM REDUCTION IN FORMLA LOAN 104N
CALCULATINO ADJUSTED LOAN (PE jCT)

Spring Wh e t .0000
tallow .0000
Oats .0000
Barley .0000
Blank .0000

STORAGE COSTS FoR
Spring Wheat
Fallow
Oats
Barley
Blank

CCC LOANS
.0000
.0000
.0000
.0000
.0000

MINIMUM LEVELS
Spring Wheat
Fallow
Oata
Barley
Blank

FOR PORMULA LOANS
.0000
.0000
.0000
.0000
.0000

MINIM M REDUCTIONS IN PORMULA LOANS FROM
PREVIOUS YEAR (IN P.RCENr)

Spring Wheat .0000
Fallow .0000
oats .0000
arley .0000
Blank .0000

PRCENTr OF
0$1W TO

Spring Wheat
Allow
oats
Barley
Blank

MLA$HISTORICAL MARKE PRICE
CALCULATE FLEXIILE LOANS

.0000

.0000

.0000
.0000
.0000

PECErJI OF gAtl AOL lCIIBL POR
DEFICIRNY PAYMrENS

Spring Wheat .0000
Fallow .0000
Oats .0000
arley .0000
Blank .0000
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PROOCT 104
Upri g West

barley
lank

SLUPPPOE OW WiLD
.0000
.0000
.0000
.0000
.0000

AC-MO (PER CET)

springFollow
Oita
Barley
Blank

ACIE 009SEPVATJOM0I9
Wheat .0000

.0000

.0000

.0000

.0000

fPJ UMKAKET I N OOAN -
PPAYME LEEL AS AI

Spring Whoat .0000
PIllow .0000
ate .0000
arley .0000
Wlank .0000

VARIAALE NAKETING LOAN-
OZPPUREI BETWEEN wo

Spring Wheat .0000
Allow .0000
ote .0000
arley .0000
link .0000

PUcr mor
pAID IN

spring Wheat
Pal low

Brley
Wlank

gsgvE PAYMgoms BY CPOP

PRCET or Wom EC tI, OAN

KL PICE AWM)KET PRICt

ADVANCE OtECI ¢Y AND FINLEY PAYETrS
PFK CRTIPICATUS

.0000

.0000

.0000

.0000

.0000

PERC OP 4AINIM0 DEFICIENCY AND FINLEY PAYMENTS
PAID IN PIK CE.TIFICATES

Sprirog Whoat ,0000
tallow .0000
Ots ,0000
Mrley .0000
llank .0000

CROP INSURA CE
spring Wheat
Allow
oats

Barloy
Blank

CROP INVURA I
Spring Wheat
Pallow
Oats

barley
Blank

CROP INSUnAW
spring wheat
AllowCite
arley
lank

GUAA rEIWD
75.0000

.0000

.0000
75.0000

.0000

YIELD LEVEL (PEtCENT)

PIC I ACTION
2.5000

.0000

.0000
2.5000

.0000

PIRDIT (PEt
6.0000

.0000

.0000
6.0000
.0000

=RAN-RUAW PAYMENTA ECTIO
0.

$100 COVAGB)

LEVELS (PIPCENT)

PAYMENT L NIJATIOlSt
Deficiency payment 0.
Finley payment 0.

NISTOICAL YIELD$ USIED TO CA1IATS POVlN YlIEL
COP NI 1990 1919 19B8 1917 1915

spring Wheat 44.10 44.10 34.70 4S.90 .00
Fllow .00 .00 .00 .00 .00
Oate .00 .00 .00 .00 .00
Brley 39.70 30.90 35.30 47.00 .00
Wlank .00 .00 .00 .00 .00

NHISrVICAL PRIMCl08 "O CALCULATE VARIABLELOANS8

130



Spring Wheat
pa:.
Oats
Barley
Blank

Spring
Fallow
Oats
Barley
Blank

.00

.00

.00

.00
.00

FORMULA LOAN FOR 1990:
Wheat a .000

- .000
a .000
- .000
- .000

PERCENT OP GROSS
IN OOV.NMApr

Spring Wheat
Fallow
Oats
Barley
Blank

BUSINESS ACTIVITY

Crop placed in loan
Crop taken out of re
P1K certificates sol
CRP payments receive
Marketing loan repair
Crop insurance premi
Crop insurance inden

REVENUE SUBTRACTED TO PARTICIPATE
PROGRAM

.0000

.0000

.0000

.0000

.0000

MOtrHs IN WHICH THE FOLLOWING TRANSACTIONS ABPPERPORNED
Spring Wheat Fallow Oats

gular loan
d
4d
d
urs paid
cities pd

September
October

September
October

September
October

Barley

September
October

Blank

September
October

.00'

.00

.00

.00
.00



CA5 PI" MTTWIT PM 210

CUMn AvR.IIAALX

KMIlkedMUvoshtok trod
Crow receipts

*iroct Goveewmat Peynt
*frogt Govrmnst LoANU
Othor @ewumt PU5)mts
Mic*l1ameous laes.

Prw MALt Costs
Peed Cot*
Misc. Livetock Mq.se
Not&Vial Costs
CNM1~w Costs
Pasel Coot*
Lo~pr Cst*

86voir Costs
3@MIlM&L Loes. Costs

Lood Cash Most Costs
Not Cash Withdrawal&
Mise. Crew Mswo...e

latermdift.v
Loag-te,,
.sv.I~met Lam.

Federal mInew

Local Prep-k-

?OML rionaRwers

TOUL AVAflASI CA=n LOS
YQFaL vauwme

PUAXt Cash trim

KZCS: Cash add"d to
savings

Ian I Cash used to zs4A

AM Tms or to everat]

SoM Cum amA

March Aril

0.
0.

3551.
0.
0.
0.
0.
0.

3551.

0.
S.
0.
0.
0.
0.
0.
6.
0.
0.
0.
0.

3005.
100.

100.
0.
0.
0.
0.

04.
0.
0.

100.

0.
0.
0.

30.

20.

0. 0.

0o. 420.

"So.

0~s.
9760.

0.
0.

30.

30.
76.

SOS*4.

0.
0.

27.
62710.

10.
0.

09.

06.
0.
0.
0.

30.
00.

0.

may itme .hay

0.
0.
0.
0.
0.
0.
0.
0.
6.

0.
0.
0.

4060.
0.

1136.
0.
0.

1256.
0.
0.
0.

3004.
100.

0.
0.

0. 275.
9162. :10300.

0.
0.
0.
0.
0.
0.
0.
0.
0.

6.
0.
0.
0.

7624.
30.

6.
0.

45.
6.
0.
0.

3005.
100.

0.
0.

0.
0.

3551.
0.
0.
0.
0.
0.

3551.

0.
0.
0.
0.

7125.
32.

0.
0.

70.
6.
0.
0.

3604.
100.

0.
6.
0.

0.
0.
0.
0.

444. -4200. 7124. -12400. -9&62.-130 -72. 304 -24.
0. 420. 0. 12500. 734. 0 0.0. 0.

444. 0. 7124. 0. -8646. -10)00. -7162. -3105. -20044.
3"4. 0. 7024. 0. 0. 0. 0. 0. 0
M0. 0. 0. 0. 0. 0. 0. 0. 0
Lt0. 0. 0. 0. 644. 10300. 7162. 316. 20044.

100. 0. 100. 0. a. 0. 0. S. 0

A"Ust 0etwbr October AMesfer beemobr

0.
0.
0.
0.
0.
0.
0.
0.
0.

0.
0.
6.
6.
0.
0.
0.
0.
0.
6.
0.
0.

3604.
100.

6.
6.
0. 0.

0. 6000.
0. 0.

0.
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PARTNRSHIP INCOME STAT M TOR EACH YEAA

1991

CASH FARM IKIM
Crop Receipts 11033.
milk and Livestock Receipts 0.
Direct Government Payments 0.
Crop Insurance Indemnities 10939.
Direct Government Loans 0.
Least Repayment of Goverment Loans 0.
Other Farm Income 0.
Savings interest 356.
Other Government Payments 0.
TOTAL CASH RECEIPTS 137670.

CASH FARM EXPENSES
Per Unit 0.
materials 4080.
Chemcals 44000,
Fuel 6239.
Labor 0.
insurance Premuwa 17076.
Feed Purchases 0.
misc. Livestock Expenses 0.
equipment Repair 13663.
Equipment Lease 0.
Cash Rent 0.

Interest
operating Loan 4062.
Equipment and Livestock 0.
Land and buildings 2250.
Other 0.

Property Taxes 1872.
Misc. Crop expenses 1575.

TOTAL CASH EIXPENSES 95656,

HIM CASH PARM INCOME 43221.

+ Ending crop inventories 0.
+ Change in value of

crops In ground 0.

- Economic depreciation
Equipment 19251.
Long term assets 356.

" NET FARM INCOME 23614.

- Federal income tax 9561.
- Social security 536.
- All state taxes 0.

" N T INCOME APTE TAXS HIAT) 13S17.

# Land capital gains 0.
" NIA AND CAPITAL GAINS 13517.

- Net family withdrawals 36061.
* Change In nonfam net worth 0.

" CHAIGE IN TOTAL NET WRTH -22551.

TAX INCC*(E STATDE4.T POR EACH YEAR
1991

CALCULATION OF USINUSS TAXAILI INCOME:
Net cash farm Income 43221.

- Depreciationt
Equipment 12044.
Buildings 2000.
Section 179 expensing 0.

- Tax-dductable living expenses 0601.

Farm Income transferred to individu 34020.
Soc Security tax for partner 01 268.
Soc Security tax for partner 12 261.
Family allowance payments 0.
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IWOE TAX STATDOEnTS FOR PARTNERS'

FARTHER # 2
Share of farm taxable income 17010.
* Off-farm income 0.
Carryover net operating loss 0.

- Charitable contributions S50.
I Income equallsation deposits -$000.

Taxable income 21460.

Federal income tax 4710.
Medicare Levy 268.
Total deposits in income equal. 0.
Average income tax rate .223

PARTNER #2:
Share of tasm taxable income 17010.
* Off-farm income 0.
- Carryover net operating loss 0.
- Charitable contributions S50.
- Income equalisation deposits -000.

Taxable income * 21460.

Federal income tax 4760.
Medicare Levy 26S.
Total deposits In income equal. 0.
Average income tax rate .223

MARKET VALUE BALANCE SHEET

INITIAL 1991

ASSrS t

Ending cash on hand 0. 0.
Ending cash in savings 10000. 0.
Ending crop inventories 0. 0.
Value of crop in ground 0. 0.
Market value of machinery 172916. 1S3667.
Market value of land S20000. $20000.
Market value of residence 15000. 14644.
market value of buildings 0. 0.
Wkt. value of off-farm invest. 10000. 0.

TOTAL VALO OF ASSErS 727916. 616311.

LIABILITY Sz

Outstanding operating loan 0. 22571.
Accrused taxes
-Federal 0. -22439.
-State u 0.
-eIf-eiqloyment C. -464.

utstanding Government loan 0. 0.
Machinery debt 0. 0.
Land and buildings debt 1S000. 1277S.

TOTAL LIA3ILITIE8 15000. 12444.

omITY 71291$. 67567.

OM 'TY FLOS LIABII,,IES71 727911. 4111321.
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! National Farmers Union - January, 1992

To be effective, any economic
recovery plan must involve and
revitalize our foundation sectors
and industries.

fI
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On January 23rd, the National Farmers
Union announced an "Economic Recovery
Package" that provides a blueprint for
stimulating America's sputtering economy.

Although the Farmers Union's major
objective has always been to better the
quality of life of rural Americans, we
recognize that the state of the U.S.
economy today affects us all.

Consumers whose buying power erodes
cannot purchase our products; the need
for health care reform and an energy
strategy is not limited to a single
sector of the economy; and, the scourge
of hunger and homelessness in our country
should be a concern to all Americans.

Our package begins with farm policy
reforms since farming is the basis of
sustenance, wealth creation and income
production in our country. But, it
doesn't stop there. It is the first
definitive, broad-based package that has
been developed by anyone. We want to
make it the template for policy-makers
and candidates to use in their search for
solutions this year.
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National Farmers Union January 23, 1992

Executive Summary

Recommendations for a 1992

Economic Recovery Package:

Revitalizing U.S.

Foundation Industries

Agriculture/Food
a. A value per unit of production should be set to assure a

profitable return for the producer and to generate wealth
creation for the community.

b. Agricultural policy should seek a balance between
assuring a profitable return largely from the market-place,
with supplementation of farm income, if needed, through
deficiency payments

c. Target prices for program crops should be indexed to
the farm parity formula or other indicators of farming costs.

d. Loan rates for program crops should be adjusted
upwards to hold down the potential exposure to the cost of
payment programs.

e. The dairy support level should be set at not less than
$13.50 per hundred pounds in 1992. with provision for an
inventory-management program or voluntary diversion
program.

f. The federal milk marketing order program should be
retained. Steps should be taken over a period of years to
convert the existing 42 market orders into a lesser number of
regional orders.
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Health Care
NFU RECOMMENDS:

1. Farmers Union urges that farmers and other self-
employed persons be allowed a full tax deduction for
premiums paid for health insurance.

2. A tax deduction should also be allowed for V e co-pay
portion and deductible portion of health insurance for all
Americans.

3. NFU urges immediate rural/urban equalization of
Medicare reimbursement to hospitals and doctors.

4. NFU urges the. Congress and the Administration to
approve a universal health care program providing health
service access to all Americans at an affordable cost.

Tax Policy, Economic Growth
NFU RECOMMENDS:

Farmers Union urges that steps be taken to increase the
progressivity of the federal income tax by creating additional
brackets at the higher levels.

Consideration should be given to establishment of a tax
deferral incentive for farmers and ranchers who sell their land
to a beginning farmer for operation as an independent unit.

Farmers Union favors restoration of income averaging for
farmers and permission for aU Americans to be allowed tax
deductions for investment up to $2,000 annually in an
authorized individual retirement account.

Farmers Union recommends the adoption of a ti .nsfer
tax, imposed on the value of publicly-traded stocks or
commodity futures contracts.

Jobs and Education
NFU RECOMMENDS:

There is a need to increase funding for education at all
levels, including the Senior Community Service Employment
Program and the Job Training Partnership Act.

For America to be competitive, higher education must
now be made universally available to all who can benefit from
I
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NFU urges a commitment to a long-term public works
program to retrain and employ people throughout the United
States.

Jobless pay should continue as long as declared
recessionary conditions exist, and certainly not less than 52
weeks.

Food Aid/Trade
NFU RECOMMENDS:
Farmers Union believes that while overt export dumping

of farm products should be discouraged, export credits and
other incentives may be necessary as long as other exporting
nations use them aggressively.

Currently, the U.S. Export Enhancement Program (EEP) is
limited by statute to program crops and dairy animals.
Legislation would be needed to authorize use of the EEP
system for value-added exports.

The Dunkel package for settlement of the Uruguay Round
should be rejected.

Negotiations of a North American Free Trade Agreement
should be delayed until full environmental and economic
impact statements have been published and widely debated.

Energy
NFU RECOMMENDS:
The U.S. needs a comprehensive national energy policy,

designed to achieve a reasonable level of self-sufficiency. Such a
policy should be developed to encourage broad-based
development measures for a variety of energy supplies to
reduce dependence on imported oil.

Various renewable sources of energy should be developed,
including alcohol from all sources, wind, solar and hydro
power.

NFU urges the development of our natural resources,
such as natural gas and coal gasification, and continued
emphasis on conservation measures.

NFU urges the study of the conversion of closed military
facilities to energy development sites.
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Hunger/Nutrition
NFU RECOMMENDS:

Budget allocations for federal nutrition programs
should be increased to serve the obvious, demonstrated
needs.

Money and Credit
NFU RECOMMENDS:
Farmers Union urges the establishment of a floating capon interest rates for consumer credit, credit cards and otherloans. For example, interest rates could be capped at three

percentage points above the cost of money.
In regard to the Agricultural credit situation, Farmers

Union urges that the Farmers Home Administration's
guaranteed loan program be simplified, that FmHA rules and
regulations be revised to better serve the needs of farmers who
lack other financing, that direct lending be restored for
all farmer loans.

The debt repayment ability of agriculture will remain weak
as long as federal agricultural support programs fail toenhance returns to farmers. For those farm borrowers with
troubled loans, resulting from causes beyond their control,
effective debt restructuring may be required.

Farmers Union strongly urges the continuation and ample
funding of programs of the Small Business Administration.

Environmental Protection
The protection of our groundwater resources is

critical not only to continuing farm operations, but as a
source of drinking water for rural residents. Our
groundwater must be protected from being
contaminated in the first place and quickly cleaned up
when pollution does occur.

Crash efforts should be taken to test and re-register
pesticides and other potentially toxic chemicals.

Major efforts should be made to clean up hazardous
waste sites.

Monitoring and regulation of landfills and city wastes
should be Intensified and safeguards should be taken
against air or water pollution from huge confinement
systems of dairy, meat or poultry production.
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Housing/Homelessness
NFU RECOMMENDS:

Congress should increase provision for housing
assistance through the Housing and Urban Development
(HUD) agency in urban areas and through Farmers Home
Administration for rural areas. This would respond to
obvious needs and stimulate economic demand in home
building and home furnishings.

The program should include allocation of units in
rural areas since substandard housing there is a glaring
problem.

The FmHA Section 504 program of loans and grants
for repair and weatherization of homes of rural, low-
income elderly homeowners should be continued and
expanded.

Highways/Infrastructure
NFU RECOMMENDS:
Congress must take effective action to assure that

necessary transportation and infrastructure facilities are
maintained in rural as well as urban communities.

Federal, state and local support must provide an
integrated system to serve America's farmers and rural
residents.

Economic, Regulatory, Budget Policy
NFU RECOMMENDS:

Farmers Union regards Gramm/Rudman as a failure.
Gramm/Rudman II has not worked any better. Now we have the
Budget Summit Package of 1990 and are faced with
horrendously rising deficits. It is time to get rid of these tools
which have not worked and have mane our problems worse.

Preferably, Gramm/Rudman and the 1990 OBRA Act should
be repealed, but at least Budget Summit provisions should be
waived, so that Congress can provide sufficient funding for
measures to lead immediately to a viable economy.

The executive and legislative branches should fully carry out
the directives of the Full Employment and Balanced Growth Act
of 1978.

Ten years of Executive Branch indifference to concentration
in the livestock and grain markets and in the economy
generally, together with massive foreign take-overs of American
businesses, and disastrous deregulation of banking and airline
industries, make it now essential to restore regulatory and
antitrust policy vital to the protection of consumers, farmers
and small business.
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Next 15 Pages -- Fact and Philosophy
of the NFU Economic Recovery Plan

The e'tonomy of the United States is in severe trouble. In January,
1992, h current recession became the longest recession since the end

of Wol d ,Var U. It exceeds in length the 1974-75 and 1981-82 crises.

Unemployment stands at a 6.8% level. But, if one includes those
who have left the labor force and those who want to work full-time but
can find only part-time work, the combined unemployment and under-
employment rate is closer to 16%.

Since the Bush Admialstration took over in January. 1989. over two
million more people are unemployed, five millon more people have had
to resort to Food Stamp assistance.

The economy has been stagnant for three years. The purchasing
power of the American people has declined in Rural America and in the
major cities.

October, 1991, alone, these
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major firms have layed off workers:
Sears
Campbel1ls Soup
Citicorp
AT&T
IBM
Bell Atlantic
Rockwell
Time. Inc.
General Electric
Walmart
Chase Manhattan
Phelps Dodge

order for the U.S. economy to regain vitality, national. priorities
redefined and re-ordered.

The i..p priority of the Bush AdminIstration and the Congress must
be a ful-eu. ployment. full-production economy.

An Economic Recovery Package must address the needs of the
American people, not serve the greed of transnational corporations.

Most of this National Farmers Union Economic Recovery Package
can be carried out within the authority of existing law.
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'we had to balance the budget of the American people before we
could balance the budget of the federal government."

- Franklin D. Roosevelt
October. 1936
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National Farmers Union Jo,.,,v flt

'92 Economic Recovery Package
Agriculture As A Vital Factor in The National Economy

Agriculture is the most important industry In wealth creation and Income
production in the 2.400 nonmetro counties of the nation. The siricultural complc
accounts for 19% of the total employment of the nation.

There are 6 million farm-related jobs in rural counties aL I 14 millon such Jobs
in metropolitan counUes. Thus. 70% of the farm-related jobs are in metro areas.

The long.running agricultural recession has caused an alarming loss of jobs
during the past 15 years. Almost 600.000 jobs have been lost in farming and
agribusiness since 1975.

The 1990 Farm Act has weakened the economic position of farmers. reducing
net farm income and eroding the (arm balance sheet. Farming outlays are forecast to
increase by about $3 bllon in 1992. while farm income is expected to drop. Total
net farm income Is projected to decline by $1 biWon in the 1992 production year.
Farm asset and equity growth is Ukely to be weak and to Lag signifcantly behind the
inflation rate.

In October 1991. prices received by U.S. farmers stood at 49.61% of parity, the
lowest point In 76 years of such reported data. The October. 1991 figure was 3.5
points below the poorest reading In the Great Depression.

To stop this deterioration of farming and the rural economy. National Farmers
Union believes that major re-d4rectlon of U.S. farm policies wiU become absolutely
necessary.

NFU RECOMMENDS:
a. A value per unit of production should be set to assure a

profitable return for the producer and to generate wealth
creation for the community.

b. Agricultural policy should seek a balance between
assuring a profitable return largely from the market-place,
with supplementation of farm income, if needed, through
deficiency payments

c. Target prices for program crops should be indexed to
the farm parity formula or other indicators of farming costs.

d. Loan rates for program crops should be adjusted
upwards to hold down the potential exposure to the cost of
payment programs.

e. The dairy support level should be set at =ot less than
$13.50 per hundred pounds in 1992. with proVision for an
inventory-management program or voluntary diversion
program.

f. The federal milk marketing order program should be
retained. Steps should be taken over a period of years to
convert the existing 42 market orders into a lesser number of
regional orders.

"The economy has been weak for three years. reflecting structuring problems
of the 1980's and we'e paying for it now. You can't keep the economy going
forever by building empty office buildings oand Patriot missiles."

Economist Lawrence Chimerine
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'92 Economic Recovery Package

Paying Too Much for Inadequate Health Care
More than 371 millon Americans are without any health care protection while

medical and hospital care costs advance at two to three times the inflation rate.

Loss of jobs often results is loss of health Insurance.

An alarming number of the 2,700 community hospitals in rural America are
under stress because of Inadequate Medicare reimbursement rates. There is a payment
ditferential of 25% between rural and urban hospitals. Underfunding of Medicaid
services by federal and state governments has affected low-income people who most
need these services. Many persons find It difficult to reach doctors who will accept
Medical patients.

Cost containment continues to be a crucial need. President Jimmy
Carter declared that "if we fall as a nation to restrin health care Inflation. it
will be because we lack the stren&th and purpose to do so. not because we lack
the means.

President Nizon Imposed effective health care cost controls in 1972. but
then removed them under pressure from the industry.

NFU RECOMMENDS:

1. Farmers Union urges that farmers and other self-
employed persons be allowed a full tax deduction for
premiums paid for health insurance.

2. A tax deduction should also be allowed for the co-pay
portion and deductible portion of health insurance for all
Americans.

3. NFU urges immediate rural/urban equalization of
Medicare reimbursement to hospitals and doctors.

4. NFU urges th'. Congress and the Administration to
approve a universal'health care program providing health
service access to all Americans at an affordable cost.

"I don't think it's possible to say that we are a civilized nation when so
many of our people do not have long-term care, do not have healtheInsurance.'

-U.S. Senator Jay Rockefeller.
Chairmaan. U.S. Commission on Comprehensive Health Care
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'92 Economic Recovery Package

Tax Policy and Economic Growth

Our feel J SUcome ta system was wisely founded on the principle of eqty and
Spiogresslvlty.

Stated sImply, the intent was that persons in similar crcumstances with simllar
Incomes and assets should be taxed alike, and those who have more should pay higher
rates than those who have less.

Progressive tax rates ensure that the burden of taxation will vary with abiUty to
pay.

However. the progressivity of our tax system has been damaged severely by the
tax reform legislation of the 1080's. The she of federal revenues paid by the wealthy
has dwindled while the tax burden on the mslddie-Lncome taxpayer has Increased.

While the Income tax has become less progressive, the Social Security tax
system has continued to be very regressive In impact. The net effect has been to
aggravate an already heavy burden upon the middle-Income taxpayers

Not only have the wealthy been given substantial tax concessions, but many
high-income Indlviduals pay no Income tax at all.

National Farmers Union beUeves that a reduction of capital gains tax rates
would be a windfall principally for high-income taxpayers. The top 2% of the income
taxpayers get two-thrds of the benefits of capital gains concessions.

NFU RECOMMENDS:
Farmers Union urges that steps be taken to increase the

progressivity of the federal income tax by creating additional
brackets at the higher levels.

Consideration should be given to establishment of a tax
deferral incentive for farmers and ranchers who sell their land
to a beginning farmer for operation as an independent unit.

Farmers Union favors restoration of income averaging ior
farmers and permission for all Americans to be allowed tax
deductions for investment up to $2,000 annually in an
authorized individual retirement account.

Farmers Union recommends the adoption of a transfer
tax. imposed on the value of publicly-traded stocks or
commodity futures contracts.

"The last decade has been the most anti-fantly decade since the Great
Depression."

t --- Senator Lloyd Bentsen. Chairman. senate iFinance Committee
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Nationalofarmers Union Jvy akae I2'92 Economic Recovery Package

Jobs, Education and Human Resourc's

"we can now safely abandon the basic doctrine qf the 1980's that Vf the horse
be fed enough oats. some will pass through to the road for the sparrows.,,

Fconomtst John Kenneth Galbraith. October. 1991

n 1958. when he was a candidate for the presidency. George Bush pledged that
his economic policies would €crte 30 Miion new jobs in the next s yea.

if his program was on target, the Bush policies should have created 11.4
m.W.Ion Jobs during this OMat three yem.

Now has he done? By the third quarter of 1991 259.000 new Jobs had been
created. It is not easy to create new Jobs when nothing is done to strengthen
foundation industries, such as agriculture, housing. construction, and energy.

With high unemployment and widespread Isy-offs, It s vital that important
emphasis be given to retraIzving of workers for useful and constructive work.

The nation has tremendous needs inWfrastructural improvements - roads.
brIdges hospitals, schools, parks and other pubUc faclies.

In the private sector, there will be needs for workers In the energy and
environmental sectors.

NFU RECOMMENDS:
There is a need to increase funding for education at all

levels, including the Senior Community Service Employment
Program and the Job Training Partnership Act.

For America to be competitive, higher education must
now be made universally available to all who can benefit from
it.

NFU urges a commitment to a long-term public works
program to retrain and employ people throughout the United
States.

Jobless pay should continue as long as declared
recessionary conditions exist, and certainly not less 'han 52
weeks.
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'92 Economic Recovery Package
Food Aid and Trade

The Cxpeiemce with Public Law 480. the Food for Peace program. has been that
it has stimulated the , co, omic development of the recipient countries and enabled
m*M of them to emerge I& o the economic mainstream.

Seven of the ten leading cash buyers of U.S. farm products today are former
recipients of the Food for Peace program.

Food needs are acute in several parts of the world currently, in some instances
because of crop failure from natural causes. The largest chsJlenge has occurred due to
the dlsintegration of the erstwhile Soviet Union. The 1991 crops In the USSR are well
below the good crops of a year earlier. Tmasportation and storage problems are also
serious.

Use of CCC stocks in humanitarian feeding programs helps reduce government-
held reserves and exerts some desirable upward thrust to farm market prices.

If the Uruguay Round of trade negotiations under the General Agreement on
Tariffs and Trade (GATT) results In a trade pact which moves towards free-market
pricing of farm products, this wi be a severe blow to people of the less developed
countries. Free market pricing wilU be most damaging to farmers of the developing
world, and, of course. wW ham producers everywhere.

A harmful GATT pact will aggravate hunger problems in the world and reduce
the food-buying power of people most alicted by poverty.

NFU RECOMMENDS:
Farmers Union believes that while overt export dumping

of farm products should be discouraged, export credits and
other incentives may be necessary as long as other exporting
nations use them aggressively.

Currently, the U.S. Export Enhancement Program (EEP) Is
limited by statute to program crops and dairy animals.
Legislation would be needed to authorize use of the EEP
system for value-add d exports.

The Dunkel package for settlement of the Uruguay Round
should be rejected.

Negotiations of a North American Free Trade Agreement
should be delayed until full environmental and economic
impact statements have been published and widely debated.

'From 1982 to 1991, U.S. Presidents have requested $5.039 trillion in
appropriations. The Congress has authorized $5.830 trillion. $9 billion
less than what Presidentis Reagan and Bush have requested."

- Rep. Leon Panetta. Chairman. House Budget CommitteeiIIIIIIIIIIillilljllilIIIIIIIIIII~ l11 1111 -N
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'92 Economic Recovery Package

Supply and Price Concerns About Energy

Energy shocks seem to be felt more strongly In agricultur t" t In other
sectors. Global studies of energy supplies and prices in agriculture L di-ate that the
cut-off of energy supplies has usualy doubled energy costs for farm producers In the
U.S. and elsewhere.

In norms times, direct energy costs account for 3.5% of total farm production
outlays In the United States. while rising a" high as 7.4% of operating costs when
suppliesue cut off for whte, r reason.

NFU RECOMMENDS:
The U.S. needs a comprehensive national energy policy,

designed to achieve a reasonable level of self-sufficiency. Such a
policy should be developed to encourage broad-based
development measures for a variety of energy supplies to
reduce dependence on imported oil.

Various renewable sources of energy should be developed,
including alcohol from all sources, wind, solar and hydro
power.

NFU urges the development of our natural resources,
such as natural gas and coal gasification, and continued
emphasis on conservation measures.

NFU urges the study of the conversion of closed military
facilities to energy development sites.

'We need a new economic plan for this country. a new economic Plan for
America. one that concentrate on the real needs of our people. That is what
this country needs.,-

- .. Senator Donald Rlegle. Chairman. Senate Banking Committee



149

National Farmers Union J.fV. 1oC2

'92 Economic Recovery Package

Hunger in. Axneric i as Unacceptable

Food Stamp participation had risen to 24 milion persons in laJe 1991. with a400.000 Increase In Just one mouth alone. Just over 50% of the participants are
Children, 8% are elderly.

Food stamp partfclpsUon bad risen to 22.4 millon persons In June 1991. equal
to the level during the 1981 recession.

Nstional School Lunch Program participation In 92.500 schools. as of July 1.1991. was 24.6 million students. Children receiving free or reduced.price lunches
equalled 50.3% of the total participants, the highest level In six years.

Even in relatively wealthy urban counties, large numbers of students from
middle-lncome famUlles have recently been qualifying for reduced or free lunchservices. In December. 1991, in Fairfax county. Virginia, there has been a 63%Increase Lu the number of students qualifying for free school lunches. Increases of 33%were reported in Prince WIllism County. 22% In Arlington county. and 20% L Prince
Georges County.

Some 4.5 m-11lon children participated in the school breakfast program In July,1991. a record leveL About 43% required free or reduced-price breakfuts.

Nearly 6 mJllKon women and children benefited from the Special Supplemental
Food Program for Women. Wnfants and Children (WIC). as of July 1, 1991. This Is alittle more than half of the eligible persons. Making up the participants are 1.1 million
women, 1.5 million infents and 2.1 million chLldren.

NFU RECOMMENDS:

Budget allocations for federal nutrition programs
should be increased to serve the obvious, demonstrated
needs.

'One of the most soberingfacts conceriIng pouerti and hunger In America is
that the most affectedd are children."

- Bread for the World. 3991 Report
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'92 Economic Recovery Package

The Money and Credit Hemorrhage

A U.S. economic recovery is being Impeded by interest rates which remain too
high even though the Federal Reserve has cut the discount rate several times and
because banks are reluctant to lend money in the exisUng business context.

Interest rate ouUays are the second highest business expense of-farmers.

NaUonaJ Farmers Union believes that the Treasury Department or the Federal
Reserve should allocate credit to productive enterprises and deny loans to highly.
questionable speculatvc ventures such as Junk-bond financing of take-overs and
mergers.

NFU RECOMMENDS:
Farmers Union urges the establishment of a floating cap

on interest rates for consumer credit, credit cards and other
loans. For example, interest rates could be capped at three
percentage points above the cost of money.

In regard to the Agricultural credit situation, Farmers
Union urges that the Farmers Home Administration's
guaranteed loan program be simplified. that FmHA rules and
regulations be revised to better serve the needs of farmers who
lack other financing, that direct lending be restored for
all farmer loias.

The debt repayment ablty of agriculture will remain weak
as long as federal agricultural support programs fail to
enhance returns to farmers. For those farm borrowers with
troubled loans, resulting from causes beyond their control,
effective debt restructuring may be required.

Farmers Union strongly urges the continuation and ample
funding of programs of the Small Business Administration.

'Short.run help for the economy must come principally from lower interest
rates.., .oljever, the FEDs action to date still hove iong-term interest rates
at historically quite high levels."

-Lyle Cramley, chief economist. Mortgage Bankers of America



0 U I I -

161

N ational Farm ers U nion ....... "' "--
'92 Economic Recovery Package

Environmental Protection

National Farmers Union believes that conservation and protection of out ait, sou

and water resources is vital to asustalable system of agriculture.

NFU RECOMMENDS:

The protection of our groundwater resources is
critical not only to continuing farm operations, but as a
source of drinking water for rural residents. Our
groundwater must be protected from being
contaminated in the first place and quickly cleaned up
when pollution does occur.

Crash efforts should be taken to test and re-register
pesticides and other potentially toxic chemicals.

Major efforts should be made to clean up hazardous
waste sites.

Monitoring and regulation of landfills and city wastes
should be intensified and safeguards should be taken

against air or water pollution from huge confinement
systems of dairy, meat or poultry production.

K imnmrmi. ISO 4
-W

FDA's pesticide monitoring program provides limited protection against
public exposure to illegal residues in food. FDA annually samples less than.~
I% cal approximately one million food shipments."

-General counting -Office report. Pesticides in imported Foods.

PPI
- - w - . . .%I
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Housing and Homelessness
The cost of shelter In the United States has virtually tripled s ,ce 1975. The cost of a

new home has gone well beyond the means of most young ramiles.

The avenme monthly mortgage payment now takes more than 30% of family income
compared with 24% fifteen year ago. The average outlay for rent followed a samnar pattern.

1990.
Federal housing assLsane has dropped from $25.2 billion in 1985 to $16.1 billion in

Housing starts dropped from 1.8 railonIn 1986 to 1.1 million In 1990.

As a rult, homeless n r aUcaly even In what was termed the longest
peaaiime expansion in history in the 1980's. In major metro areas. 50% to 75% of the
homeless are families with children. In 1984. homelesness was estimated at 300,000-.
today It is put at 3,000,00.

NFU RECOMMENDS:
Congress should Increase provision for housing

assistance through the Housing and Urban Development
(BUD) agency in urban areas and through Farmers Home
Administration for rural areas. This would respond to
obvious needs and stimulate economic demand in home
building and home furnishings.

The program should include allocation of units in
rural areas since substandard housing there is a glaring
problem.

The FmHA Section 504 program of loans and grants
for repair and weatherization of homes of rural, low-
income elderly homeowr .ers should be continued and
expanded.

rome is where the heart ts and where much Qffamily income goes. - I

Is

I
.j
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Highways and Infrastructure

Public intfrstructure is the bred term for public faciUtles in hlgbway.
sir or water tnansostationor water suppUes.

In a sese. infrastructure could be said to be the Uffesupport system of
the community ad nation.

Since 1981, the federal government has systematically attempted to

reduce its involvement In financing of Infrastructure improvements. The

Reagan administration resisted releasing funds from the federal Highway
Trust Fund, allowing conditions oan hlghways asd bridges deteriorate. The
tragedy Is that the longer that necessary repairs and replacement are delayed,
the costlier the program will be.

in consideration of the 101 surface Transportation Act, the Bush

AdLmtnstration tried perslstenUy to reduce the federal share and to shift the

burden sigiflcsatUy to the state and local leveL At the same time, rural areas
found themselves with a low priority. About $31.5 bUUo will be diverted

from the Xlghwuy Trust Fund to be spent on urban mass transit.
Nevertheless, the $11 billion, sl-you measure will provide some spur to

economic activity ad susn o600.000 -existing or new jobs.

NFU RECOMMENDS:
Congress must take effective action to assure that

necessary transportation and infrastructure facilities are
maintained in rural as well as urban communities.

Federal. state and local support must provide an

integrated system to serve America's farmers and rural
residents.

"'Ye, there are iayqffs and manyfomilles are having a rough go of it, and the
American people want action. And action is what they'll get. And I want every

'American to know that getting the economy back on track is my No.l priority."

- President George Bush
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Economic, Regulatory, Budget Policy
Each year the federal budget dencit situation becomes worse. Gramm/Rudman

was supposed to balance the federal budget withir fn e years. Gramm/Rudman U set
another target date for a balanced budget, Now. w, have the 1990 budget deficit
summit and we are headed for successively escaaut g ucflcts,

In eight years. President Reagan was responsible for more deficits than aU his
predecessors in 200 years. He came into office with $914 billion in federsJ debt - he
left o11ce with $2.6 trillion In debt.

President Reagan never submitted a balanced budget to the Congress. During
his eight years, Congress always appropriated less than the White House had
recommended.

The wa&
to priorities. r

I dispute between the WhJte House and the Congress has been in regard
mther than sheer spending totals.

It seems logical to conclude that the Reagan and Bush Administrations have
never been serious about a balanced federal budget. The federal deficits have been
convenient excuses to keep the pressure on Congress to cut appropriations which the
White Rouse despised.
NFU RECOMMENDS:

Farmers Union regards Gramm/Rudman as a failure.
Gramm/Rudman H has not worked any better. Now we have the
Budget Summit Package of 1990 and are faced with
horrendously rising deficits. It is time to get rid of these tools
which have not worked and have made our problems worse.

Preferably, Gramm/Rudman and the 1990 OBRA Act should
be repealed, but at least Budget Summit provisions should be
waived, so that Congress can provide sufficient funding for
measures to lead immediately to a viable economy.

The executive and legislative branches should fully carry out
the directives of the Full Employment and Balanced Growth Act
of 1978.

Ten years of Executive Branch indifference to concentration
in the livestock and grain market. and in the economy
generally, together with massive foreign take-overs of American
businesses, and disastrous deregulation of banking and airline
industries, make it now essential to restore regulatory and
antitrust policy vital to the protection of consumers, farmers
and small business.

'We should abandon the 1990 budget summit agreement to take into account
the recent economic turndown." -U.S. Senator Robert Kasten (Ri. Wisconsin

'The deficit summit of October. 1990 has the country in a straitjacket."
- U.S. Senator Bill Bradley/ (D). New Jersey
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THE FULL EMPLOYMENT AND BALANCED GROWTH ACT AS
THE BASIS FOR AN ECONOMIC RECOVERY PACKAGE

Public Law 95-523. the Full Employment And Balanced Growth Act of 1978.
provides seeded authority for planning and Implementation of fu&U-empployment. full.

production, full farm parity economy.

The measure, sponsored by Senator Hubert Z. Humphrey and Rep. Augustus
Hawkins. was sponsored "to translate into practical reality the right of all Americans
who are able, wilLng, and seeking to work. to full employment for useful paid
employment at far rates of compensation. production. and real Income, balanced
growth. adequate productivity growth, proper attention to national priorities, and
reasonable price stab~lty; to require the President each year to set forth explicit
short-term and zedium-term economic goals: to achieve a better integration of general
and structural economic policies: and to improve the coordination of economic policy.
making within the federalgoverument."

To fulflU these objectives, the law establishes goals and a Umetable for
achieving an unemployment of not more 3% for adults and 4% for the entire civiUan
labor force aged 16 and over.

Father, the Act sets a goal of reducing the national InGAtIon rate to 3%.

The Act directs the President each yea to set priority policies and programs in
his budget message. which include, among othe:

a. Development of energy sources and supplies. transportation needs and
environmental improvements.

b. Attention to the needs of smallbusiness.
c. A comprehensive national agricultural policy that assures farm and ranch

income at fuU parity levels, together with renewed commitment to conservation of
ruIl lad and water resources.

d. Attention to the avallabilty and quality of health care, education and work
training services.

The Act requires the cooperation of the agencies of the EZecutlve Branch. the
Federal Reserve, the oflce of Management and Budget. the Commerce and Treasury
Departments. the President's Council of Economic Advisers. the Joint Economic
Committee. the House and Senate budget committees and the committees of Congress
having jurisdicUon In economic matters.

NFU RECOMMENDS:
The executive and legislative

comply with the mandates of the
Balanced Growth Act of 1978.

branches should fully
Full Employment and

'This recession is a wholly predictable response to the speculaofue
extravagances and insanities of the j980s. The hard fact of this recession is that no
one knows when it will end."

Sconomist John Kenneth GaLbraith. October 16. 1991 I
low-mm=W---qw I
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Some Committees Dealing with Economic Policy

Joint Economic Committee

MEMEM

Chairman.-PaulS. Sarbanes, Senator from Maryland.
Vice Chairmanm-Lee H. Hamilton, Representative from Indiana.

SENATE
Lloyd Bentsen, of Texas.
Edward M. Kennedy, of Mastachu att.
Jeff Bingaman, of New Mexico.
Albert Gore, Jr., of Tennessee.
Richard H. Bryan, of Nevada.
William V Roth. J,. of Delaware.

Steve Symms. of Idaho.
Connie Mack. of Florida.
Robert C Smit& of New Hampshire.

HOUSE
David R. Obey, of Wisconsin.
James H. Scheuer, of New York.
Fonney Pete Stark, of California.
Stephen J. Solart, of New York.
Kweisi Mfume, of Maryland.
Richard K. Armey. of Texas.
Chalmen P Wylie. of Ohio.
OlympiA J, Snowe. of Maine.
Hamilton Fih, Jr., of New York.

Senate Finance
n -uD, -Id 2i4.45M15.on% *an did mWm* Tossm odmwe)

Lloyd Bentsen, of Tex".
Daniel Patrick Moynihan, of New York.
Max Baucus" of Montana.
David L. Boren, of Oklahoma.
Bill Bradley, of New Jersey.
George J. Mitchell, of Maine.
David Pryor, of Arkasse
Donald W. Riegle, Jr., of Michigan.
John D. Rockefeller IV, of West Virginia.
Thomas A. Daschle, of South Dakota.
John B. Breaux, of Louisiana

Bob Patckwod of Oregon.
Robert Dole, of Kansas.
William V ROth. Jr.. of Delaware.
John C Danforth. of Missouri.
John H. Chafet. of Rhode Island.
Dove Durenbeqer, of Minnesota.
Slew Symms. of Idaho.
Charles E Grauley, of Iowa.

House Ways & Means
(tin woe, -0"-3m55, .am Am We"dw)

1trio 23/11

Dan Rostenkowski, of Illinois.
Sam Gibbons, of Florida.
J.J. Pickle, of Texas.
Charles B. Rangel, of New York.
Fortney Pete Stark, of California.
Andrew Jacobs, Jr., of Indiana.
Harold E. Ford, of Tennesaee.
Ed Jenkins, of Georgia.
Thomas J. Downey. of New York.
Frank J. Guarini, of New Jersey.
Many Ruso, of Illinois.
Donald J. Pease, of Ohio.
Robert T. Matsui, of California.
Beryl Anthony, Jr., of Arkansas.
Byron L. Dorgan. of North DakotL
Barbara B. Kennelly, of Connecticut.
Brian J. Donnelly, of Masachusetts.
William J. Coyne, of Pennsylvania.
Michael A. Andrew&, of Texas.
Sander M. Levin, of Michigan.
Jim Moody, of Wisconsin.
Benjamin L. Cardin, of Maryland.
Jim McDermot, of Washington.

Bill Archer, of Texas.
Guy Vender Jagt of Michigan.
Philip M. Crane. of Illinois.
Richard T Schuze. of Pennsylvania.
Willis Lk Gradison. Jr.. of Ohio.
William M. Toma." of California.
Raymond J. McGrnh of New York.
Rod Chandler. of Washington.
E Clay Shaw. Jr., of Florida.
Don Sundquist. of Tennessee.
Nancy L. Johnson. of Connecticut.
Jim Bunning of Kentucky.
Fred Grandy. of Iowa.
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Some Committees Dealing With Economic Policy

Senate Banking

Banking, Housing, and Urban Affairs
am*di S04K34 p ee, 224-7a9, mee i Tue mago)

Donald W. Riegle, Jr., of Michigan.
Alan Cranston, of California.
Paul S. Sarbanes, of Maryland.
Christopher J. Dodd, of Connecticut.
Alan J. Dixon, of Illinois.
Jim Sasser, of Tennessee.
Terry Sanford; of North Carolina.
Richard C. Shelby, of Alabama.
Bob Graham, of Florida.
Timothy E. Wirth, of Colorado.
John F. Kerry, of Massachusetts.
Richard H. Bryan, of Nevada.

lake Garn, of Utah.
Alfonse M. D'Amato, of New York.
Phil Gramm, of Texas.
Chritopher S Bond. of Missouri.
Connie Mack, of Florida.
William V. Roth. Jr.. of Delaware.

Pete V Domenici, of New Mexico.
Nancy Landon Kassebaum. of Kansas.

House Banking

Henry B. Gonzalez, of Texas. Chalmers P. Wylie. of Ohio.
Frank Annunzio, of Illinois. Jim Leach. of Iowa.
Stephen L. Neal, of North Carolina. Bill McCollum, of Florida.
Carroll Hubbard, Jr., of Kentucky. Marge Roukema, of New Jersey.
John J. LaFalce, of New York. Doug Bereuter, of Nebraska.
Mary Rose Oakar, of Ohio. Thomas I. Ridge, of Pennsylvania.
Bruce F. Vento, of Minnesota. Toby Roth. of Wisconsin.
Doug Barnard, Jr., of Georgia. Alfred A. (A4) McCandless of California.
Charles E. Schumer, of New York. Richard H. Baker, of Louisiana.
Barney Frank, of Massachusetts. Cliff Stearns. of Florida.
Ben Erdreich, of Alabama. Paul E Gillmor, of Ohio.
Thomas R. Carper, of Delaware. Bill Paxon. of New York.
Esteban Edward Torres, of California. John J. Duncan, Jr., of Tennessee.
Gerald D. Kleczka, of Wisconsin. Tom Campbelt of California.
'aul E. Kanjorski of Pennsylvania. Mel Hancock, of Missouri.
.lizabeth J. Patterson, of South Carolina. Frank D. Riggs, of California.
Joseph P. Kennedy II, of Massachusetts. Jim Nussle, of Iowa.
Floyd H. Flake, of New York. Richard K Armey, of Texas.
Kweisi Mfume, of Maryland. Craig Thomas, of Wyoming.
Peter Hoagland, of Nebraska.
Richard E. Neal, of Massachusetts.
Charles J. Luken, of Ohio.
Maxine Waters, of California.
Larry LaRocco, of Idaho.
Bill Orton, of Utah.
Jim Bacchus, of Florida.
James P. Moran, of Virginia.
John W. Cox, Jr., of Illinois.
Ted Weiss. of New York.
Jim Slattery, of Kansas.
Gary L Ackerman. of New York.

BERNARD SANDERS of Vermont.
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INTRODUCTION

The Subcommittee on Energy and Agricultural Taxation of the
Senate Committee on Finance has scheduled a public hearing on
April 29, 1992, to consider various farm tax proposals. This pam-
phlet,1 prepared by the staff of the Joint Committee on Taxation,
provides a description of present law and the proposals and an
analysis of issues raised by the proposals.

The first part of the pamphlet provides a summary of the bills
(in numerical order) that are the subject of the hearing. The second
part of the pamphlet provides a description of present law and the
bills and an analysis of issues raised by the bills.

I This pamphlet may be cited as follows: Joint Committee on Taxation, Description of Miscel-
laneous Farm Tax Proptosals (JCS-10-921, April 27, 1992.
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I. SUMMARY OF BILLS

A. S. 710-Senators Grassley, Dixon, Simon, and Dole

Permanent Extension of First-Time Farmer Bonds

S. 710 would permanently extend the authority of State and local
governments to issue small-issue bonds for first-time farmers,
which currently is scheduled to expire after June 30, 1992.

B. S. 887-Senators Jeffords, Symms, Daschle, Bumpers, Craig,
and Leahy

Special Valuation of Sensitive Environmental Areas for Estate
Tax Purposes

S. 887 would allow the executor of an estate to value an interest
in a sensitive environmental area at its environmental use value
for Federal estate tax purposes. The environmental use value
would be the value of the interest in a sensitive environmental
area, subject to an environment preservation easement. A sensitive
environmental area would be defined as a wetlands area or other
area of undeveloped natural condition or open space. An environ-
mental preservation easement generally would be defined as a
preservation easement granted for 10 years beginning from the
date of death. Such easement could be granted by the decedent or
executor, but would not qualify for a charitable deduction for
income or estate tax purposes if granted by the latter.

S. 887 would apply to decedents dying after the date of enact-
ment.

C. S. 900-Senators Conrad, Daschle, Burdick, Dixon, Harkin,
Heflin, Kerrey, Levin and Symms

Tax Relief for Farmers Who Realize Capital Gain on the Transfer
of Farm Property to Satisfy an Indebtedness

S. 900 would provide an exclusion from gross income for gain
that is realized by certain farmers on the transfer of farm property
in satisfaction of farm indebtedness. In addition, farmers meeting
certain requirements could elect to exclude from gross income cer-
tain income from the discharge of indebtedness, subject to a life-
time limitation of $300,000.

S. 900 would apply to transfers and discharges of indebtedness
occurring after December 31, 1986.
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D. S. 1045-Senators Kassebaum, Dole, and Conrad

Treatment of Certain Leases to Lineal Descendants for Estate
Tax Special Use Valuation Purposes

S. 1045 would provide that a cash rental of specially valued real
property by a lineal descendent of the decedent to a member of the
descendant's family would not result in the property failing to be
treated as used in a qualified use for purposes of the special use
valuation recapture tax.

S. 1045 would apply to rentals occurring, and decedents dying,
after December 31, 1976.

E. S. 1061-Senators Conrad, Kassebaum, and Exon

Treatment of Certain Leases to Qualified Heirs for Estate Tax
Special Use Valuation Purposes

S. 1061 would provide that a cash rental of specially valued real
property by a family member receiving the property to a member
of the recipient's family would not result in the property failing to
be treated as used in a qualified use for purposes of the special use
valuation recapture tax.

S. 1061 would apply to rentals occurring, and decedents dying,
after December 31, 1976.

F. S. 1130-Senators Kasten, Shelby, and Burns

Rollover of Gain From Sale of Farm Assets into an Asset
Rollover Account

S. 1130 would permit a qualified farmer to defer recognition of a
limited amount of net gain from the sale of qualified farm assets to
the extent the farmer contributes an amount equal to such gain to
one or more asset rollover accounts ("ARAs") in the taxable year
in which the sale occurs. An ARA would be an individual retire-
ment arrangement ("IRA") that is designated at the time of estab-
lishment as an ARA. Except as provided under the bill, an ARA
would be treated in the same manner as an IRA. Thus, amounts
contributed to an ARA would not be includible in income until
withdrawn from the ARA. however, no deduction would be allowed
for contributions to an ARA, and rollover contributions to an ARA
could be made only from other ARAs.

S. 1130 would apply to sales and exchanges occurring after the
date of enactment.

G. S. 2202-Senator Kassebaum

Exclusion of Gain on the Sale of Farmland With an Adjoining
Principal Residence

S. 2202 would modify the $125,000 lifetime exclusion of gain that
applies to the sale of a principal residence by individuals who have
attained age 55. Specifically, the bill would extend the exclusion to
gain derived from the sale of farmland that adjoins the land on
which the principal residence is located. The exclusion would only
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apply to farmland which has been actively farmed by the taxpayer
and which is sold with the principal residence.S. 2202 would apply to sales and exchanges of principal resi-dences occurring after December 31, 1991.
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II. DESCRIPTION OF BILLS

A. Qualified Small-Issue Bonds for First-Time Farmers
(S. 710.-Senators Grassley, Dixon, Simon, and Dole)

Present Law

Interest on certain small issues of private activity bonds is ex-
cludable from gross income if at least 95 percent of the bond pro-
ceeds is to be used to finance manufacturing facilities or certain ag-
ricultural land or equipment ("qualified small-issue bonds").

Qualified small-issue bonds are bond issues having an aggregate
authorized face amount "-$0rnillion or less. Alternatively, the ag-
gregate face amount of the issue, together with the aggregate
amount of certain related capital expenditures during the six-year
period beginning three years before the date of the issue and
ending three years after that date, may not exceed $10 million.

Qualified small-issue bonds for agricultural land ("first-time
farmer bonds") may be used only to provide financing to first-time
farmers who will materially participate in the farming operation to
be conducted on the financed land. Up to 25 percent of the pro-
ceeds of a first-time farmer bond issue ($250,000 lifetime maximum)
may be used to finance farm equipment to be used on the financed
land; however, no more than $62,500 of bond proceeds may be used
to finance used farm equipment.

Qualified small-issue bonds, like certain other private activity
bonds, are subject to annual State private activity bond volume
limitations.

The authority to issue qualified small-issue bonds (including first-
time farmer bonds) is scheduled to expire aftef June 30, 1992.

Explanation of the Bill

The bill would permanently extend the authority to issue first-
time farmer bonds.

Effective date.-The bill (as introduced) is effective for bonds
issued after December 31, 1991.2

Analysis

Overview
The purpose of the first-time farmer bond program is to increase

the number of younger individuals who seek a livelihood in farm-
ing by reducing the financial burden of establishing an agricultural
enterprise. Individual farmers an ai-h-w farmers generally face

2 The bill was introduced before enactment of the Tax Extension Act of 1991 and does not
reflect the extension of the authority to issue qualified small-issue bonds from December 31,
1991, to June 30, 1992, that was included in that Act.
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higher costs of funds than do larger, more established farming
businesses because of the perceived risk of the enterprises. Some
analysts believe that the private market overprices the riskiness of
such enterprises. Others argue that the private market does not ac-
count for the benefits, in addition to the profits earned by farmers,
which accrue to the economy from the creation and maintenance of
family farms. The qualified small-issue bond program is intended
to address the higher cost of capital faced by small manufacturing
enterprises and first-time farmers.

Efficiency of tax-exempt bonds for funds provided to individuals
As is the case generally with tax-exempt bonds, the amount of

the revenue lost to the Federal Government through the issuance
of first-time farmer bonds is not completely transferred to first-
time farmers as an interest rate subsidy. This occurs primarily for
two reasons. First, the Federal income tax has graduated marginal
tax rates. Thus, $100 of interest income forgone to a taxpayer in
the 31-percent bracket costs the Federal Government $31, while the
same amount of interest income forgone to a taxpayer in the 28-
percent bracket costs the Federal Government $28. Generally, a
taxpayer will find it attractive to buy a tax-exempt security rather
than an otherwise equivalent taxable security if the interest rate
paid by the tax-exempt security is greater than the after-tax yield
from the taxable security, r(1-t), where t is the taxpayer's marginal
tax rate and r is the yield on the taxable security. Consequently, if
a taxpayer in the 28-percent bracket finds it profitable to hold a
tax-exempt security, a taxpayer in the 31-percent bracket will find
it even more profitable. Assuming the borrower receives the loan
at the tax-exempt bond rate, this conclusion implies that the Feder-
al Government will lose more in revenue than the first-time farmer
gains in reduced interest payments.

Moreover, the recipient of the loan does not receive the full
spread in yields between taxable and tax-exempt securities. For ex-
ample, issuers of qualified small-issue bonds are permitted to
charge the borrower up to 12.5 basis points above the tax-exempt
bond yield plus certain costs. This reduces the ultimate size of the
interest rate subsidy received by the qualifying farmer.

The use of-tax-exempt bonds to re-lend funds to individuals also
creates another inefficiency which sometimes works to the ultimate
borrowers' benefit and sometimes to their detriment. In some cases,
first-time farmer bonds are issued as a composite of issues for sev-
eral borrowers. This structure may force the ultimate borrowers to
either accelerate or delay the date at which they would otherwise
choose to borrow funds. When interest rates are falling, this means
that borrowers who delayed their borrowing benefit from a lower
interest rate than they would otherwise receive, but borrowers who
accelerated their borrowing pay a higher interest rate than if they
had waited. For example, interest rates on long- and short-term
conventional bank loans have fallen more than 100 basis points
over the past six months. If first-time farmer bonds had been
issued six months ago on behalf of borrowers who otherwise would
have waited until today to borrow, the effective interest subsidy
available would have narrowed by 100 basis points. Of course, if in-
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terest rates were rising, the effective interest subsidy would be in-
creased.

Measuring the costs and benefits of qualified first-time farmer
bonds

Measuring the costs of the first-time farmer bond program is rel-
atively straightforward. The tax revenue foregone from investors
purchasing and holding tax-exempt securities rather than taxable
securities (less the tax revenue gained by the reduction in deducti-
ble business interest and depreciation expenses claimed by benefici-
aries of qualified first-time farmer bonds) represent the majority of
the cost of the program. In addition, the value of the inherent inef-
ficiencies involved in tax-exempt finance, discussed above, repre-
sent costs. 3

The benefits, on the other hand, are much harder to quantify.
This is because the benefits take two broad forms. For some recipi-
ents of loans financed by qualified first-time farmer bonds the in-
terest rate subsidy lowers their cost of obtaining capital, but does
not directly alter their ability to obtain capital. That is, some re-
cipients of the subsidy could successfully qualify for a conventional
business loan at prevailing market interest rates. For these recipi-
ents of the subsidy, the benefit is the reduction in cost.

However, first-time farmer bonds may permit other borrowers to
obtain capital when they would not otherwise have been able to do
so, or to obtain more capital than they otherwise might have. In
this case, the benefit is substantially more difficult to quantify. The
benefit could be measured, in principle, by the net increase in em-
ployment and profits in the agricultural sector.

It is inappropriate to attempt to measure the benefits of the first-
time farmer bond program by counting the number of qualifying
farms and the payrolls of such farmers receiving tax-exempt bond-
financed loans. First, employment growth in enterprises receiving
these loans does not necessarily represent net employment addi-
tions to the national economy. The additional workers may simply
be attracted to farming from other productive endeavors. More
subtly, first-time farmers may attract some of their labor from
other established businesses, which do not replace all of their lost
employees.

Some analysts believe that promoting the creation of new family
farms creates additional benefits not captured in the reduced inter-
est cost to the enterprise.4 They argue that, for example, the
family farm insures a competitive market for agricultural products
and can lead to the creation of positive social values and other out-'
comes. It is nearly impossible to quantify the extent to which first-
time farmer bonds may create or contribute to these perceived ben-
efits. However, to the extent these benefits are sizeable, they
should be incorporated into any cost-benefit analysis.

"This cost calculation is not the same as the revenue estimate for extending the qualified
small-issue bond program for two reasons. First, the program is subject to the State private ac-
tivity annual volume limitation. To the extent that the issuance of other private activity bonds
would increase if the authority to issue qualified small-issue bonds were not extended, the reve-
nue estimate of extension would be substantially lower than the economic cost of issuing quali-
fied small-issue bonds. Second, the revenue estimate would not necessarily assume that inves-
tors would switch from holding qualified small-issue bonds to holding fully taxable investments.
4 These additional benefits are referred to as "externalities" by economists.
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B. Treatment of Certain Farm Property for Estate Tax Purposes

Present Law

A Federal estate tax is imposed on the value of property passing
a,' death. Generally, the value of property is its fair market value,
which is the price at which the property would change hands be-
tween a willing buyer and a willing seller, neither being under any
compulsion to buy or sell and both having reasonable knowledge of
relevant facts.

For decedents dying after December 31, 1976, the executor may
elect to value real property that was used by the decedent as a
farm or in another trade or business at its value as a farm or in
the trade or business instead of its fair market value. In order to
qualify for special use valuation, the real property must be used by
the decedent or a member of the decedent's family as a farm for
farming purposes or in another trade or business. An additional
tax is imposed if the family member who acquired the real proper-
ty ceases to use it in its qualified use within 10 years (15 years for
individuals dying before 1982) of the decedent's death.

Some courts have held that cash rental of specially valued prop-
erty after the death of the decedent is not a qualified use and,
therefore, results in a recapture tax. See, e.g., Martin v. Commis-
sioner, 783 F.2d 81 (7th Cir. 1986) (cash lease to unrelated party);
Williamson v. Commissioner, 93 T.C. 242 (1989) (cash lease to
family member). A statutory rule treats a net cash lease by a sur-
viving spouse to a member of the spouse's family as a qualified use.

For estate tax purposes, a charitable deduction sometimes is al-
lowed for a decedent's contribution of an interest in real property
to a charity exclusively for conservation purposes. A restriction on
the use of real property qualifies for the deduction only if the re-
striction is granted in perpetuity and the conservation purpose is
protected in perpetuity.

Explanation of the Bills

1. Special use valuation of sensitive environmental areas (S. 887-
Senators Jeffords, Symms, Daschle, Bumpers, Craig, and
Leahy)

S. 887 would allow the executor of an estate to value an interest
in a sensitive environmental area at its environmental use value
for Federal estate tax purposes. The environmental use value
would be the value of the interest in a sensitive environmental
area, subject to an environment preservation easement. A sensitive
environmental area would be defined as a wetlands area or other
area of undeveloped natural condition or open space. An environ-
mental preservation easement would be defined as a preservation
easement granted for 10 years beginning from the date of death.
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Such easement could be granted by the decedent or executor, but
would not qualify for a charitable deduction for income or estate
tax purposes if granted by the latter.

A recapture tax would be imposed if, within 10 years, the heir
ceases to maintain the property in accordance with the easement.
The amount of the recapture tax would equal the greater of (1) the
additional estate tax liability that would have been incurred had
the value of the property been determined without regard to the
environmental use value, or (2) the excess of the amount realized
over the environmental use value of the interest.

Effective date.-The bill would apply to decedents dying after the
date of enactment.

2. Special use treatment of rents paid to lineal descendants
(S. 1045-Senators Kassebaum, Dole, and Conrad)

S. 1045 would provide that a cash rental of specially valued real
property by a lineal descendant of the decedent to a member of the
descendant's family would not result in the property failing to be
treated as used in a qualified use for purposes of the special use
valuation recapture tax.

Effective date.-The bill would apply to rentals occurring, and
decedents dying, after December 31, 1976.

3. Special use treatment of rents paid to qualified heirs (S. 1061-
Senators Conrad, Kassebaum, and Exon)

S. 1061 would provide that a cash rental of specially valued real
property by a family member receiving the property to a member
of the recipient's family would not result in the property failing to
be treated as used in a qualified use for purposes of the special use
valuation recapture tax.

Effective date.-The bill would apply to rentals occurring, and
decedents dying, after December 31, 1976.

Analysis
Valuation based on environmental use

Generally, the environmental use value would be the value of
property that must lay fallow or otherwise remain undeveloped.
The effect of S. 887 would be to permit the executor to exclude
from the taxable estate the difference between the fair market
value and the environmental use value of the property. The exclu-
sion is likely to be more valuable in areas close to other develop-
ment, rather than in more remote locations. It also is more valua-
ble to decedents with larger estates, and hence higher marginal
estate tax rates.

As an exclusion from the taxable estate for a public purpose, S.
887 resembles the deduction for charitable bequests permitted
under present law to a decedent granting such an easement to a
charitable organization. It differs from the charitable deduction,
however, by not requiring that the easement be perpetual or that
the donee be a charity and by imposing a recapture tax if the prop-
erty is not maintained in accordance with the easement.

Some may argue that the need to preserve environmentally sen-
sitive areas is sufficiently strong to justify special treatment under
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the Internal Revenue Code. S. 887 would provide an incentive for
the creation of conservation ears-ements by reducing the effective
cost of such creation. It is uncertain, however, whether S. 887
would actually increase the number of conservation easements. 5

Others may argue that the amount of the subsidy should not
vary depending upon the decedent's estate tax bracket. They could
also note that the Internal Revenue Code already provides a sub-
stantial incentive by allowing a charitable deduction for easements
granted before death.

Moreover, others may prefer a direct expenditure program as a
means of preserving open spaces. By providing planning and over-
sight, a direct expenditure program may be more efficient. For ex-
ample, environmental-goals may not be furthered if several acres
of wetlands are preserved by an executor claiming an environmen-
tal easement, if the surrounding 100 acres of wetlands are devel-
oped. A direct expenditure program would have the opportunity to
attempt to preserve a larger parcel or to determine that no envi-
ronmental goal is furthered if only several acres were to be pre-
served. A direct expenditure program also might be more political-
ly accountable.

Special use valuation
Some may argue that the benefit of special use valuation should

not be lost merely because the property is cash leased. A similar
benefit is already available through a crop share lease, a common
alternative to cash leasing. A cash lease, however, provides a more
reliable income stream.

Others may emphasize that current use valuation is a special
provision designed to allow the continuation of family farms. Cash
leases, even among family members, may give the benefit of special
use valuation to persons insulated from the risk of farming. It can
be argued that such benefit should be confined as narrowly as pos-
sible:

The retroactivity of the proposals may be an issue. Retroactivity
is necessary if the bills are to reach all heirs who have entered into
cash leases. On the other hand, retroactivity imposes an adminis-
trative burden upon the Internal Revenue Service by opening re-
turns for past years.

6 For empirical studies reaching opposing conclusions regarding the effect of the charitable
deduction on bequests, compare Thomas Barthold and Robert Plotnick, "Estate Taxation and
Other Determinants of Charitable Bequests," 37 National Tax Journal 225 (June 198.0 (charita-
ble deduction does not increase charitable bequests), with David Joulfaian, "Charitable Bequestq
and Estate Taxes," 46 National Tax Journal 169 (June 1991) (charitable deduction increases
charitable bequests).
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C. Treatment of Gain from the Sale of Certain Farm Property

1. Gain on transfer of farm property to satisfy an indebtedness
(S. 900-Senators Conrad, Daschle, Burdick, Dixon, Harkin,
Heflin, Kerrey, Levin, and Symms)

Present Law

Gain on transfer of property in exchange for cancellation of indebt-
edness

Gain from the sale or other disposition of property is determined
by computing the excess of the amount realized therefrom over the
adjusted basis of the property. The amount realized is the sum of
any money received plus the fair market value of any property
(other than money) received. In general, the entire amount of gain
determined on the -sale or exchange of property is recognized for
Federal income tax purposes (sec. 1001).

If a taxpayer transfers property to a creditor in exchange for the
cancellation of an indebtedness, the taxpayer may recognize both
gain on the property and cancellation of indebtedness income. The
transfer of property in exchange for the cancellation of indebted-
ness is equivalent to a sale for Federal income tax purposes. For
example, if the debt that is cancelled is one for which the taxpayer
is personally liable, gain will be recognized in the amount of the
excess of the fair market value of the property over the basis of the
property. In addition, the taxpayer will have discharge of indebted-
ness income in an amount equal to the excess of the amount of the
debt discharged over the fair market value of the property.

Cancellation of indebtedness income

In general
Gross income generally includes income from the discharge of in-

debtedness (sec. 61(a)(12)).

Treatment of insolvent taxpayer
If an insolvent taxpayer realizes income from discharge of in-

debtedness, the income is excluded and certain tax attributes of the
taxpayer (including items such as net operating loss carryovers and
basis in property) generally are reduced by the excluded amount.
The exclusion is limited to the amount by which the taxpayer is
insolvent. If the taxpayer's discharge of indebtedness income (not
in excess of the amount by which the taxpayer is insolvent) exceeds
these tax attributes, the excess is forgiven, i.e., is not includible in
income (sec. 108).
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Treatment of certain farm indebtedness
The Tax Reform Act of 1986 provided that, in the case of a sol-

vent taxpayer who realizes income from the discharge by a "quali-
fied person" of "qualified farm indebtedness," the discharge is
treated in a manner similar to a discharge of indebtedness of an
insolvent taxpayer (sec. 108(g)). Qualified farm indebtedness is in-
debtedness incurred directly in connection with the operation of a
farming business by a taxpayer who satisfies a gross receipts test.
The gross receipts test is satisfied if 50 percent or more of the tax-
payer's average annual gross receipts for the three taxable years
preceding the taxable year in which the discharge of indebtedness
occurs is attributable to the trade or business of farming. A quali-
fied person is one regularly engaged in the business of lending
money and meeting certain other requirements. The Technical and
Miscellaneous Revenue Act of 1988 provided that the amount ex-
cluded under this provision generally may not exceed the sum of
the taxpayer's loss and credit carryovers and the taxpayer's basis
in property held for use in a trade or business or for the production
of income. Thus, if' there is any remaining discharge of indebted-
ness income after the taxpayer has reduced these tax attributes,
income will be recognized.

Explanation of the Bill

In general
S. 900 would provide tax relief for certain farmers who realize

gain on the transfer of farm property in satisfaction of farm indebt-
edness. In addition, the bill provides that farmers meeting certain
requirements could elect to exclude income from the discharge of
farm indebtedness, subject to a maximum dollar limit.

Exclusion of certain gains

The bill would exclude from the gross income of certain farmers
gain from the transfer of farm property in complete or partial sat-
isfaction of qualified farm indebtedness (i.e., debt incurred directly
in connection with the trade or business of farming in which the
taxpayer materially participated), subject to a maximum of
$300,000. This rule would apply to a taxpayer that satisfies the fol-
lowing requirements: (1) the average of the taxpayer's adjusted
gross income (with certain modifications) for any three taxable
years of the past five taxable years is less than the average of the
national median adjusted gross income for such three taxable
years; (2) more than 50 percent of the taxpayer's gross receipts for
six of the 10 taxable years preceding the year of transfer is attrib-
utable to a farming business, the sale or lease of assets used in
farming, or both; and (3) the amount of equity in all property held
by the taxpayer after the transfer is less than the greater -of (a)
$25,000 or (b) 150 percent of the excess of the tax that would be due
if this provision and section 108 of the Internal Revenue Code
(which relates to exclusions of certain discharge of indebtedness
income) did not apply; over the tax that would be due if this provi-
sion and section 108 did apply.
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The bill provides that the $300,000 limit on excludable gains
would be reduced by (1) prior year exclusions of gains under this
provision, (2) current year and certain prior year exclusions of dis-
charge of indebtedness income under section 108, and (3) gains re-
captured as ordinary income. In addition, any amount that is ex-
cluded by reason of this provision would reduce certain tax at-
tributes of the taxpayer.

Exclusion of discharge of indebtedness income
The bill provides that certain farmers may elect to exclude

income from the discharge of qualified farm indebtedness, subject
to a maximum of $300,000. An election may be made if a taxpayer
meets the requirements described above and, in addition, the tax-
payer's indebtedness both before and after the discharge is equal to
70 percent or more of the equity in all property held by the taxpay-
er.

The bill provides that the $300,000 limit would be reduced by
prior year exclusions of gains from the transfer of farm property
(under the provision described above) and prior year exclusions of
discharge of qualified farm indebtedness income under this provi-
sion.

If an election is made, the amount of income from the discharge
of qualified farm indebtedness that may be excluded would not be
limited to the taxpayer's tax attributes; rather, the maximum
amount that may be excluded would be $300,000. If an election is
not made, however, the present-law rule that generally limits the
exclusion of income to the sum of the taxpayer's loss and credit
carryovers and the taxpayer's basis in certain property, would not
be changed by this provision of the bill.

Effective date
The bill would apply to transfers and discharges of indebtedness

occurring after December 31, 1986. In addition, in the case of any
taxable year ending before the date of enactment, the statute of
limitations for claiming a credit or refund generally would remain
open until one year after the date of enactment.

Analysis

If an indebtedness of a taxpayer is cancelled in exchange for the
transfer of property, the taxpayer may realize ordinary discharge
of indebtedness income, gain or both. Under present law, a taxpay-
er may exclude only ordinary discharge of indebtedness income,
under certain circumstances.There is no comparable exclusion for
gain realized on the transfer of the property to a creditor, even
though economically the taxpayer has been discharged from an in-
debtedness. Some may argue that the bill properly addresses this
imbalance by treating both ordinary discharge of indebtedness
income and gain similarly.

Others may argue, however, that the exclusion of income from
the discharge of indebtedness (albeit requiring a reduction in tax
attributes) is not a proper measurement of income and that such
policy should not be extended to gain realized on the transfer of
property to a creditor.
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Those who believe that ordinary discharge of indebtedness
income and gain should be treated similarly could argue that the
scope of the bill is too narrow because it redresses the inequitable
treatment of gain as compared to ordinary discharge income only
in certain cases involving qualified farm indebtedness and not in
other cases.

Administrative concerns of both the Internal Revenue Service
and taxpayers may be raised by the bill because operation of cer-
tain aspects of the bill would involve the retention of tax return
and other information for many years (e.g., the "six out of 10
years" gross receipts test and the $300,000 lifetime cap).

2. Rollover of gain from the sale of farm assets into an asset roll-
over account (S. 1130-Senators Kasten, Shelby, and Burns)

Present Law

Under present law, gain from the sale of farm assets is generally
includible in income for the taxable year in which the assets are
sold.

Explanation of the Bill

The bill would permit a qualified farmer to defer recognition of a
limited amount of net gain from the sale of qualified farm assets to
the extent the farmer contributes an amount equal to such gain to
one or more asset rollover accounts ("ARAs") in the taxable year
in which the sale occurs. An ARA would be an individual retire-
ment arrangement ("IRA") that is designated at the time of estab-
lishment as an ARA. Except as provided under the bill, an ARA
would be treated in the same manner as an IRA. Thus, amounts
contributed to an ARA would not be includible in income until
withdrawn from the ARA. However, no deduction would be allowed
for contributions to an ARA, and rollover contributions to an ARA
could be made only from other ARAs.

Contributions to one or more ARAs (and thus deferral of quali-.
fled net farm gain) in any taxable year would be limited to the
lesser of (1) the qualified net farm gain for the taxable year, or (2)
an amount determined by multiplying the number of years the tax-
payer is a qualified farmer by $10,000 ($20,000 for joint filers in
each year the taxpayer's spouse also is qualified farmer). In addi-
tion, the aggregate amount for all taxable years that could be con-
tributed to all ARAs established on behalf of an individual could
not exceed $500,000 ($250,000 in the case of separate return by a
married individual), reduced by the amount by which the aggregate
value of assets held by the individual and the individual's spouse in
IRAs (other than ARAs) exceeds $100,000. A taxpayer would be
deemed to have made a contribution to an ARA on the last day of
the preceding taxable year if the contribution is made on account
of such taxable year and is made not later than the time prescribed
by law f6r filing the individual's Federal income tax return for the
year (not including extensions).

Under the bill, qualified net farm gain would be defined as the
lesser of (1) the net capital gain of the taxpayer for the taxable
year, or (2) the net capital gain for the taxable year determined by
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taking into account only gain (or loss) in connection with a disposi-
tion of a qualified farm asset. A qualified farm asset would be an
asset used by a qualified farmer in the active conduct of the trade
or business of farming. A qualified farmer would be a taxpayer
who during the 5-year period ending on the date of the disposition
of a qualified farm asset materially participated in the trade or
business of farming, and 50 percent or more of such trade or busi-
ness is owned by the taxpayer (or spouse) during the 5-year period.

Any individual who made a qualified contribution to, or who re-
ceived any amount from, an ARA for any taxable year would have
to include on the individual's Federal income tax return for such
taxable year and any succeeding taxable year (or on such other
form as the Secretary may prescribe) information similar to that
required in the case of designated nondeductible contributions to
an IRA. Excess contributions to an ARA would be subject to the
penalties applicable to excess contributions to an IRA.

Effective date.-The bill would apply to sales and exchanges oc-
curring after the date of enactment.

Analysis

S. 1130 would permit farmers to convert the equity in farm
assets into retirement savings without having to first pay tax on
accrued gain in the value of the assets. As S. 1130 does not require
the taxpayer to recognize the gain prior to contributing the pro-
ceeds to an ARA, the proposal is equivalent to permitting the tax-
payer to make a tax deductible contribution to an IRA where the
size of the deduction permitted is equal to the size of the gain. Per-
mitting such gain to be contributed to an ARA on a pre-tax basis is
equivalent to exempting from tax the earnings on what would oth-
erwise be a post-tax investment. 6 This would offer the farmer a
greater after-tax return than would many other alternative invest-
ments. In addition, farmers would postpone taxation of the contrib-
uted gain until the contributions are withdrawn, at which time
they may be taxed at a lower rate than when the contribution was
made.

Under present law, farmers can establish an IRA or their own
tax-qualified retirement saving plan. S. 1130 would provide an ad-
ditional benefit to farmers. However, S. 1130 would limit the extent
to which a taxpayer could avail himself or herself of both an IRA
and the rollover of qualified farm gain. By linking gains in the
value of farm property to IRA assets, the bill may provide an in-

6 The following example illustrates why an investment in an ARA that is not first subject to
tax receives a tax-free rate of return. Assume a taxpayer with a marginal tax rate of 28 percent
contributes $1,000 to an ARA. The initial savings from not having to pay tax on the $1,000 is
$280. For the purpose of this example, assume that the taxpayer withdraws the funds after one
year without penalty. If the annual rate of return on the ARA assets is 10 percent, the value of
the ARA is $1,100, total tax due is $308, and the taxpayer is left with $792. Notice that if the
taxpayer had paid the initial tax of $280 and invested the remaining $720 at 10 percent, then
the taxpayer would have had $792 after one year. If the income had not been invested in an
ARA, the taxpayer would have to pay tax on the $72 of earnings, and would be left with $771.84
after payment of taxes. The value of the ARA is that the taxpayer does not have to pay addi-
tional tax. Thus, the ARA allows the taxpayer to get a tax-free rate of return on an investment
of $720.

7 For a detailed discussion of the economics of IRAs see, Joint Committee on Taxation, De-
scription and Analysis of S. 612 (Savings and Investment Incentive Act of 1,9.91) JCS-5-91), May
14, 1991.
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centive for farmers to redirect funds which they may otherwise
have put into an IRA into investments in their farm property.
While this may lead to improvement in farm productivity it may
also increase the riskiness of the taxpayer's retirement savings by
reducing his or her diversification.

The rollover of gain on qualified farm property into an ARA
would effectively create income averaging for the taxpayer in
regard to recognition of gain. Rather than see recognition of a
large gain place the farmer in what may be a temporarily high tax
bracket, the IRA distribution rules would permit the taxpayer to
recognize income, and pay tax, gradually over a period of years.
Under present law, the taxpayer could effectively avoid the in-
creased tax burden created by a large gain placing the taxpayer in
a temporarily higher tax bracket by selling the property on an in-
stallment basis. However, the installment sale does not offer the
benefit of effectively exempting from tax the interest charged on
the installment sale.

The ARA, by effectively exempting the income on the invested
proceeds from tax, would provide a greater benefit to a taxpayer
who otherwise would be in a high tax bracket than to a taxpayer
in a lower tax bracket.

3. Exclusion of gain on the sale of farmland with an adjoining
principal residence (S. 2202-Senator Kassebaum)

Present Law

In general, a taxpayer may elect to exclude from gross income up
to $125,000 of gain from the sale of a principal residence if the tax-
payer (1) has attained age 55 before the sale and (2) has owned and
used the residence as a principal residence for three or more years
of the five years preceding sale of the residence (sec. 121). In the
case of property held jointly by a husband and wife who are filing
a joint return, if one spouse satisfies the age, ownership, and use
requirements, then both are treated as satisfying the requirements.
Generally, farmland does not qualify under the definition of princi-
pal residence for purposes of the exclusion. The taxpayer may only
make the election once in his or her lifetime.

Explanation of the Bill

The bill would modify the one-time exclusion of gain that applies
to the sale of a principal residence by individuals who have at-
tained age 55.

Specifically, the exclusion would be extended to include any ad-
joining farmland on which the principal residence is located. The
exclusion would only apply to farmland sold with the principal res-
idence. In addition, the exclusion would only apply to farmland
which has been actively farmed by the taxpayer.

Effective date.-The bill would apply to sales and exchanges of
principal residences occurring after December 31, 1991.

Analysis

Congressional intent behind the present-law exclusion of up to
$125,000 of gain from the sale of a principal residence is based on
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the belief that in the case of long-held assets such as a personal
residence a substantial portion of any realized gain represents in-
flationary gain rather than a real (inflation adjusted) increase in
economic value. The taxation of return to investment in the United
States generally involves the imposition of the tax on the nominal
return, rather than the real return. One rationale for attempting
an adjustment for inflationary gains on principal residences is that
for many taxpayers, their principal residence is their primary
source of net wealth. Based on this rationale, it may be appropriate
to extend the present-law exclusion to farmers for farmland contig-
uous to the principal residence, as the farmland generally repre-
sents the primary source of net wealth for family farmers. Howev-
er, the same rationale would argue for extending the exclusion to
any asset which represents a substantial portion of a taxpayer's
wealth.

On the other hand, a uniform $125,000 exclusion from income is
a very imprecise measure of inflationary gain. The extent to which
the present-law exclusion offsets only inflation depends upon the
taxpayer's basis in his or her residence, the taxpayer's holding
period, the rate of inflation, and the real rate of return accrued by
the residence. Thus, for a taxpayer who purchased a residence that
had a very high real return during a brief period of' low inflation,
the present-law exclusion may offset all inflationary gains and a
portion of the real gain. But, for a taxpayer who purchased a resi-
dence which had little real return during a period of higher infla-
tion, the present-law exclusion may not offset all of the inflation-
ary gain. Because present law does not attempt to accurately meas-
ure inflation, the benefit of the present-law exclusion accrues un-
evenly to taxpayers by location. Real returns to the ownership of
real property are unequal depending upon where the property is lo-
cated. S. 2202 would be expected to have the same effect as real
returns to farmland have varied substantially depending upon loca-
tion.

Frequently, the principal residence and farmland surrounding it
are sold jointly. The principal residt-ace may serve as an integral
part of the farm operation (for example, serving as business office
and dining hall for farm laborers). Administratively, it may prove
difficult or arbitrary to apportion gain separately to the farmland
and principal residence, and administrative ease may be facilitated
by extending the present-law exclusion applicable to a primary res-
idence to a primary residence and surrounding farmland. On the
other hand, extending the exclusion to farmland would have the
effect of extending the present exclusion for gain on a personal res-
idence to business-related assets.
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PlEPARED STAWENT OF RIcHARD L. DEES

I. QUALIFIED USE TEST CLARIFICATION

The Problems The IRS contends and the Tax Court in one case has held that
family members who have inherited farmland valued at its use value pursuant to
IRC J2032A cannot cash rent to each other without a recapture of the estate tax
savings. Tie IRS is enforcing this position against legitimate family farmers who
did not know of this prohibition or otherwise could have used a crop share lease
or an installment sale to avoid recapture. Moreover, the IRS has directed its en-
forcement actions against farmers in the Plains states and Minnesota who made
elections before its position was known, and who do not have the resources to chal-
lenge the IRS in court. Congressional action is required because the courts have re-
lied on legislative history to narrow the definition of qualified use; even as Congress
has tried to liberalize jts definition.

The Solution: The qualified use test should be clarified so as to permit family
members to cash rent to each other without a recapture of the estate tax savings
attributable to the IRC §2032A election. This is currently the pre-death rule. This
should be applied retroactively to all estates as the imp act of the IRS position is
solely against those estates that were unaware of the cash rent prohibition.

Discussion: I ask that the full statements of Janet and Craig Kretschmar and
myself mid the Illinois State Bar Association from .January 23, 1990, addressing this
issue be included in the record. I will linit myself to replying to the arguments pre-
sented against the change and to explaining the Congressional and IRS action that
resulted in the current confused state of the law.
IRS Argument 1: Family Members who are not farmers may benefit from special use

valuation.
IRC §2032A specifically contemplates that both active and inactive family mem-

bers can inherit farmland and as long as one family member continues to materially
participate (the statutory touchstone for maintenance of the estate tax savings) that
no recapture of estate tax savings will result. The IRS qualified use position imposes
an extra requirement the inactive family members must crop share to the active
farmers rather than cash lease.

IRS Ai iuent 2: By cash leasing to each other for generations dynasties can result
without any continuing family connection to the farms.

The definition of "family member" limits the benefits of family member participa-
tion to a single generation. If a sister who has been relying on a brother's material
participation dies, then her estate will not continue to qualify for IRC §2032A unless
ier children or husbmd begin to materially participate.

IRS Argument 3: Cash rents are inherently bad to the continuing farmers.
Cash rents provide a way to compensate those family members have special in-

come needs when the onlv alternative would be the sale of the farm. The purpose
of IRC §2032A was to avoid the need to sell the farm and therefore, permitting fam-
ily member cash rents is consistent with the purpose. It is the IRS position that
would force a sale rather than permit cash rent that is inconsistent with the statute.

IRS Argument 4: IRC §2032A is a significant benefit and its requirements should
be strictly enforced.

IRC §2032A does impose a number of requirements to obtain the estate tax sav-
ings; however, Congress enacted these requirements to ensure that only legitimate
family farms bene fit from the estate tax savings. Rather, than enforce this policy,
the IRS has used technicalities to deny the estate tax savings benefits to legitimate
family farms.

IRS Argument 5: Retroactive legislation would award those persons acting contrary
to IRS regulations.

Individuals who had notice of the IRS qualified use requirement could use a crop
share lease or an intra-f'amilv installment sale to avoid recapture. The IRS under-
stands this and has directed its enforcement actions against estates electing IRC
§2032A many years ago before its current position became known in litigation. Al-
though some have contended that. this IRS position has long been contained in the
regulations, actually the regulations relate to business entities that have a separate
test. More importantly, the IRS in non-litigated situations as interpreted its regula-
tions as permitting family member cash rents as one can see from the chart on the
following pages. Unfortunately, farm families have conceded the qualified use issue
rather than expend the significant resources necessary to fight the IRS in court.
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IRS Arguntent 6: Congress has narrowed the qualified use test in subsequent legisla.
tiwe history.

It is a matter of basic constitutional law that Congress can act only through legis-
lation passed by both houses and signed by the president or passed over his veto.
The notion that legislative history of a later Congressional committee can change
the law is foreign to our legal system. Moreover it presumes that Congress would
act to liberalize the law to ensure that its original intent was followed through liber-
alizing legislation, but act to narrow the law through legislative history without any
policy justification.

As the chart on the following pages show the IRS qualified use test is in-
consistent with the positions of the IRS and the contemporaneous legisla-
tive history of IRC §2032A as enacted in 1976. Only certain legislative his.
tory accompanying amendments to 02032A intended to liberalize the state.
ute supports the IRS position. The result-a comedy of errors-but without
any humor to the farm families whose very farms are jeopardized.

H. CURING DEFEC'IWE SECTION 2032A ELECTIONS

Problem: The IRS imposes te hnicalrequirements as to the form of the election
and the agreement signed by the qualified heirs so as to deny legitimate farm fami-
lies the Congressionally intended benefits of IRC §2032A.

Solution: Adopt the proposed simplification provision that would give the estate
and qualified heirs 90 days to correct any defects in the election or the agreement.

Discussion: This was in fact the intent of the Dixon Amendment enacted in 1984.
The following is from his floor statement (Congressional Record Senate 4318-19
(April 11, 1984)):

Mr. President, this is a very simple and straightforward amendment. It
attempts to deal with a policy of at least certain agents of the IRS that has
the effect of underminig the actions Congress has taken to try to preserve
family farms and other small family businesses.

The law md the report Ito the Tax Reform Act of 19761 both state and
public policy issue directly and forcefully. Congress wants to continue the
family farm and small, family-owned enterprises,. Congress does not want
the death of the owner of a family farm or small, family-operated business
to force the sale of that farm or business if the family wants to stay in
farming or the small business. The idea was to not permit the federal estate
tax to destroy family farms or small businesses.

lere seem to be people at the IRS, however, who are not interested in
preserving family farms and small businesses, and who want to use the
slightest technicality to prevent an estate from being valued under the pro-
visions of Section 2032A. Let me give you to examples of steps the IRS
seems willing to take in its effort to break up family farms and small busi-
nesses.

Mr. President, as I read subsection (D) [sic] of Section 2032A, the IRS al-
ready has sufficient discretion to permit parties to correct any good faith
technical mistakes they make when filing applications for this special valu-
ation treatment. However, the service seems to take the opposite view.
Clarification of Congressional intent by amending the section is therefore
necessary.

This may all sound very obscure and unimportant. But it is very impor-
tant to family farmers and family-operated, small businesses. These fami-
lies want a chance to be able to continue their family traditions through
the generations. Congress has clearly decided to give them that opportunity
and not to let the death of the head of a family force the sale of the family
farm or business because of the need to pay federal estate taxes.

It is particularly frustrating to family farmers that the IRS has recently expanded
Treas. Reg. §301.9100-1 to permit a taxpayer to cure a defective tax election, but
has not applied that relief fully to Section 2032A--despite granting the relief under
similar circumstances to marital deduction elections under the estate tax. Ironically,
in Private Ruling No. 9215003 (December 16, 1991), in terms hearkening back to
the qualified use test, the IRS relied on the Dixon amendment and its substantialcompliance requirement that. was added in the legislative process as a reason for
denying the reief.

The proposed simplification giving 90 days to cure a defective election should be
enacted and applied retroactively.
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Ill. LOSS OF SPECIALLY VALUED FARMLAND THROUGH FORECLOSURE

Problem: Farmdand lost to the family by foreclosure or transferred to a creditor
in lieu of foreclosure still can result in recapture and estate tax liability to the farn.
ily. In one estate I am advising an estate with a fair market value of $1,000,000
has been essentially lost with the famly still owing as much as $200,000 in estate
and recapture tax and penalties and interest.

Solution: The IRS should be given the authority to forgive taxes, interest or pen-
alty when an estate electing Section 2032A or 6166 installment payments is fore-
closed on or otherwise lost to creditors without pursuing the separate assets of
heirs.

Discussion: Most of these cases involve the estates of decedents d kng prior to
1983 when exceptionally high estate taxes combined -with exceptionally high land
values. Indeed, the 1980 land values many times exceed the current value of the
farmland some ten years later. Without this legislation, the IRS will be required to
drive the heirs into bankruptcy chasing these taxes. Yet the IRS won't likely collect
that much more in taxes when the cost of those proceedings is considered.

IV. INCREASING THE MAXIMUM VALID I EDUCrION

Problem: The maximum value reduction of $750,000 from the use of Section
2032A has not been increased since 198 1. This limit is so low that Section 2032A
cannot be utilized effectively by farmers in urban or suburban locations. Thus farm-
ers in these locations either sell off the farms or use other valuation reduction and
estate tax savings devices without the 10 year commitment to continue the family
farm. Thus some of the most crucial farms to save are lost each year.

Solution: Either the valuation reduction limitation should be removed or a mini-
mum number of acres should receive an unlimited limit.

Discussion:-lf you look at Illinois farmland with a fair market value of $2500
per acroand a value as a farm of $1000 per acre, then 600 acres can be specially
valued before reaching the maximum value reduction. If you look at a farm in Lake
County in the six county Chicago metro area, then its fair market value is likely
$20,000 per acre with a similar use value. Thus the Lake County farm would reach
the maximum reduction with 40 acres. While it is questionable whether a 500 acre
farm is sufficiently large to be productive and efficient, there is no question that
a 40 acre farm is too small.
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IRC S 2032A(c)(6)

Action

Enactment of Section 2032A which contained a post-death
qualified use requirement as follows:

... real property shall cease to be used for a qualified use if--

... such property ceases to be used for the qualified use set
forth in [citations] under which the property qualified ...

The original statute further defined qualified use as:

... the devotion of the property to any of the following:

(A) wL as a farm for farming purposes, or

(B) use in a trade or business other than the trade or
business of farming.

a i

I _________________________________________________________

Congress

IRC S 2032A(b)(2)
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Chart on Legislatiye and Regulatory History of the Qualified Use Test
Actor Date Action Citation

Congress 8/2/76 The contemporaneous legislative history to Section 2032A clearly House Report 94-1380,contemplated that the qualified use need not be by the decedent p. 23or the qualified heir as long as a family member materially
participated:

As indicated above, real property which is used in a trade or
business other than the trade or business of farming may also
qualify for special use valuation so long as the property was
used ,-i a trade or business in which the decedent or a
member of his family materially participated prior to the
decedent's death. This is true even though the party caning
on the business was not the decedent or a member of his
family so long as the decedent or a member of his family
materially participated in the business. [Emphasis added]
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(A) use as a farm for farming purposes in the trade or
bm.ress offarming or...

Congress 4/27/81 Subcommittee on Oversight of the Internal Revenue Service of HG-97-22
the Senate Finance Committee criticized the IRS for its highly
technical positions, including its qualified use position, denying the
benefit of special use valuation to deserving farm families. The
subcommittee agreed to support legislation overturning the IRS
position.

Treasury 4/27/81 In a news release to accompany its testimony at that hearings, News Release R-147Treasury specifically repudiated its own qualified use test.

Date

11/19/80
12/31/80

Action

However, in two private letter rulings the IRS adopted a contrary
position with respect to the pre-death qualified use test reading
into the statute (out of thin air) the bold language set forth below:

... real property shall cease to be used for a qualified use by
the qualified heir if --

... such property ceases to be used for the qualified use set
forth in [citations] under which the property qualified

... the devotion of the property to any of the following:

-Citation,

--- P

i



Chart on Legislative and Regulatory History of the Qualified Use Test
Actor Date Action Citation

Treasury 7/7/81 Treasury amended its regulations to repudiate its qualified use test Treasury Decision 7786officially as to family members and leaves open the application of
the qualified use test to non-family members:

The regulations at section 20.2032A-3(b)(1) require (1) that aqualified heir receive or acquire a 'present interest" in property
before it may be considered qualified real property, and (2)
that the decedent have an equity interest in the operation ofthe farm or other business. It has also been determined thatthe equity interest requirement may be satisfied by either the
decedent or a member of the decedent's family. "lzus, a &
passive rental of a fizrm by a decedent to a member of the
decedent's family should not disqualify the property from
special use vahiation. [Emphasis added]

The purpose of this regulation is to implement these
decisions.

Becc!,.e this regulation is liberalizing in nature, it is
found unnecessary to issue this Treasuty decision with
notice and public procedure At a future date the
regulations will be reviewed to provide guidance where
the parties involved include persons other thanqualified heirs and members of the decedent's family.



Chart on Legislative and Regulatory History of the Qualified Use Test
Actor Date Action Citation

Congress 8/13/81 The Congress then codified the IRS £h-nGP ef ;

7/6/81

12/29/81

Congress 11/10/88

- ... ... .... . a j V U W I aamendment to the qualified use test providing specifically thatcash rents between the decedent and family members prior todeath would not disqualify special use valuation.

Despite the IRS own repudiation of
1976 comrmi-tee report language the
non-family cash rents would fail the

its qualified use test and the
Senate Report stated that
qualified use test.

The Bluebook went further and implied that family member cash
rents after death might be a problem.

In 1988 Congress enacted legislation retroactively permitted
surviving spouses to cash lease to their lineal descendants without
recapturing the estate tax savings. Proposed language to make it
clear that Congress was not narrowing the qualified use test was
scored and, thus, not included.

economic Kecovery Tax
Act of 1981 S421(b)(1)

Report 97-144,Senate
p. 133

Joint Committee of
Taxation Staff Explanation,
p. 249-50

Technical and
Miscellaneous Revenue Act
of 1988 S 6151(a)
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PREPARED STATEMENT OF REPRESENrATIVE BYRON L. DORGAN

Mr. Chairman and members of the Subcommittee, I am very pleased to address
you about the issue of tax fairness for farmers.

America "all-star" entrepreneurs are the family farmers, ranchers and small busi-
ness people who work hard and struggle and take risks everyday to make a living
by their own toil imagination and guts. Yet, the tax code frequently tells these folks
that they are to be treated less favorably than other taxpayers.

In many instances, the tax code unfairly discriminates against farmers and other
self-employed bushiess owners with respect to tax items. And over the past decade
I've sponsored several pieces of legislation to correct these problems.

Today's hearing examines several bills to provide much needed help to ensure
that family farmers retain a major role in this nation's future. The bills would assist
first-time farmers by permanently extending the first-time farmer bond provision,
provide capital gains relief for farmers seeking to retire, and encourage farmers to
pass farm operations don to the next generations. And I've worked hard to pass
virtually identical legislation in the House of Representatives.

Yet, it seems to me that one of the most inexplicable provision in the tax code
relates to the deductibility of health insurance costs for farmers and other self-em-
ployed individuals. When certain requirements are met, self-employed individuals
are permitted to deduct only 25 percent of their expenses for health insurance. But,
competitors organized as large corporations are able to take advantage of full de-
ductibility of these same health costs. The same tax treatment should be available
for self-employed taxpayers. It's just that simple.

Saving and expanding the health insurance tax deduction is critically important
to farmers because the risky nature of their jobs are reflected in higher health in-
surance premiums. Each year I have pushed my colleagues hi the House to correct
this inequity in the tax code by phasing in 100 percent deductibility for the self-
employed's health insurance premiums. We ought to fix tax laws that unjustly treat
our farmers and other self-employed people who make up the backbone of the na-
tion's economy. And we must move quickly to lessen the impact that this tax injus-
tice has on health policy.

Over 34 million Americans are currently without any health insurance including
many self-employed farmers mid business owners. As health care costs continue to
spiral upward, millions of U.S. workers who are self-employed may be forced to
drastically reduce or eliminate health insurance coverage.

It seems to me that the code's health tax deduction provisions run counter to the
incentives we ought to be providing. We must encourage broader health care cov-
erage in this country to help remove a growing number of Americans from the list
of the uninsured.

I also have been fighting to change a provision in the tax code that is inequitable
to family farmers who retire and sell their farms. Current law allows those tax-
payers over the age of 66 to exclude from federal income tax $126,000 ofgain on
the sale of their principal residence. 'Iat is fair treatment for most urban welers

who typically may benefit from most of that tax exclusion.
But, family farmers aren't able to receive much of that benefit because the IRS

separates the value of their home from the value of the quarter section of land the
home sits on. As people from my state of North Dakota know, houses out on the
farmsteads of rural America are more commonly sold for $5,000 to $40,000. Most
farmers are putting their retirement savings into the whole farm rather than into
a house that will hold little value at retirement time. And as a result, homes far
out in the country are frequently judged by the IRS to have very little value and
thus farmers receive much less benefit from this exclusion than others who sell

their primary residences in town.
I recently introduced legislation to redefine current law's tax exclusion to apply

to the farm home and the quarter section of land that the home sits on. This legisla-
tion is identical to my amendment to the "Tax Fairness and Economic Growth Act
of 1992" that was passed by Congress early this year, but vetoed by the President.

Specifically, the provision will allow a person who is actively engaged in farming,
and over 55 years old, to exclude the gain on up to 160 acres of land contiguous
to the farm house. I believe that. this legislation will finally allow retiring farmers
the same type of tax exclusion that others have received for decades. And I urge
my colleagues to support this proposal to ensure that. farmers get a more equitable
share of the personal residence tax exclusion.

Mr. Chairman, I appreciate the opportunity to testify before this Subcommittee.
I think that a number of bills being considered at today's hearing are very impor-
tant, but none quite so important as the health tax deduction for the self-employed
that a scheduled to expire this summer. We now face the challenge of providing ac-
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cessible health care to all Americans, and our failure to provide an equitable health
tax deduction may force the self-employed to rely solely on government health care
assistance rather than allowing them to provide for their own health care needs.

PREPARED STATEMENT OF JAMES FELDs

Mr. Chairman and Members of the Subcommittee: It is a pleasure to be here
today to present the Administration's views on proposed legislation generally relat-
ing to the Federal income tax treatment of "family farms." We recognize the eco-
nomic difficulties facing family farms. As a consequence of a variety of economic
forces, there has been a steady reduction in the number of family farms and fewer
individuals are entering into the small-scale farming business.

The Administration is committed to providing for the survival and success of fain-
ily farms. A number of the proposals in the President's 1993 Budget would assist
farmers and would be particularly beneficial to family farmers, including a capital
gains exclusion, the "Investment Tax Allowance," an extension of the health insur-
ance deduction for self-employed persons, the "Family Tax Allowance" and an exten-
sion of first-time farmer-bonds.

While the Administration commends the Subcommittee for its concern for the
family farm, certain of the proposals under consideration by this Subcommittee will
result in substantially reduced revenues, without inclusion of appropriate offsets.
The proposals represent significant tax expenditures that must satisfy the pay-as-
you-go requirements of the Omnibus Budget Reconciliation Act of 1990.

The Administration is also concerned that certain of the proposals do not reflect
an appropriate balancing of the considerations that justify new tax expenditures.
Any tax expenditure, regardless of the desirability of its objectives, must reflect a
proper balancing of efficiency, fairness and administrability. Efficiency requires that
the tax expenditure be the least-cost method of achieving its objective. Fairness re-
quires that similarly situated persons receive similar treatment. Administrability
requires that the complexity of the scheme properly reflect the sophistication of the
taxpayers subject to it. Only certain of the provisions considered today reflect the
proper balance.

The Administration's views regarding each of the proposals is set forth below.

1. S. 710-FILS'r-TIME FARMER BONDS EXTENDED PERMANENTLY

Current Law. State and local governments may use proceeds of tax-exempt bonds
to make loans to private individuals or entities to acquire farmland and equipment
for certain first-time farmers or to acquire or construct. manufacturing facilities. Pro-
ceeds of qualified small issue bonds loaned to first-time farmers may not exceed
$250,000 per farmer and may be used only to acquire qualifying farmland mad cer-
tain farm-related depreciable property. Only individuals or entities with relatively
small capital investments (i.e., less than $1 million in some cases and less than $10
million in other cases) in the jurisdiction of the issuer of the bonds are eligible to
use qualified small issue bonds for manufacturing facilities.

Qualified small issue bonds are subject to the tax-exempt bond volume cap and
must compete with other private activity bonds for a share of a state's volume cap.
The authority to issue qualified small issue bonds is set to expire on June 30, 1992.

Proposal. The authority to issue qualified small issue bonds for first-time farmers
would be made permanent.

Administration Position. The Achnirdstration supports an 18 month extension of
the authority to issue first-time farmer bonds in connection with a package of exten-
sions of expiring tax provisions.

U2. S. 887-WETLnANDS AND GREEN SPACE PRESERVATION ASSISTANCE ACT OF 1991

Current law. Section 2032A of the Internal Revenue Code of 1986 (the "Code")
provides that, under certain circumstances, a decedent's estate may elect to value
real property used in a farm or a trade or business (a "qualified use"' which passes
to a member of the decedent's family (a "qualified heir' ) on the basis of its actual
use rather than its highest and best'use. The estate tax benefit of the special valu-
ation is recaptured if the qualified heir disposes of the property (other than to a
family member) or ceases to use the property in the qualified use within 10 years
after the decedent's death.

Section 2055 of the Code provides for an estate tax charitable deduction for cer-
tain perpetual conservation easements granted on the death of the grantor. Simi-
larly, if property owned by a decedent at death is already subject to a preservation
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easement, the easement is taken into account in valuing the property for Federal
estate tax purposes in appropriate circumstances.

Section 170 of the Code provides for an income tax charitable deduction for cer-
tain perpetual conservation easements. Generally, gifts of the use of property do not
qualify for a charitable deduction.

Proposal. For estate tax purposes, a decedent's executor could elect to value any
interest in any wetlands area (as defined by Federal law) or any other area of unde-
veloped natural condition or open space based on its environmental use value if the
property is subject to a 10-year preservation easement measured from the date of
the decedent's death. The easement could be granted by the decedent or by the dece-
dent's executor with the consent of the qualified heirs who inherit the property. As
in the case of special use valuation for farm property, the estate tax savings from
the special environmental use valuation would be subject to recapture if the preser-
vation easement is not maintained for the 10-year period. The proposal would be
effective for decedents dying after the date of enactment.

Administration position. The Administration does not support this provision. The
Code already provides charitable deductions for income, estate and gift tax purposes
for qualified preservation easements. Thus, the proposed valuation rule is not nec-
essary to encourage the granting of such easements and, as discussed below, might
actually' reduce the stock of real property preserved. In addition, unlike the special
use valuation of section 2032A of the Code, the proposal cannot be justifiedes a
reasonable protection of small family businesses or farms. The special use valuation
for farm and business real property tinder section 2032A is available only in cases
where the property is used in a qualified use for periods both before the decedent's
death and for a period of 10 years thereafter. The purpose of those rules is to pre-
vent having to sell an existing family farm or business to pay estate taxes. This con-
corn is not reflected in the proposed rule which does not depend on the use of the
property prior to the decedent's death.

The proposal does not represent an efficient means for promoting conservation
easements. The proposal provides few of the requirements of current law to assure
the creation and preservation of valuable easements. The proposal defines environ-
mentally sensitive areas broadly mid does not require that areas preserved result
in public benefit. The proposal does not include a public access requirement. There
is no assurance that the public may use or even view the property. The proposal
does not require that the transferee of the easement be a charitable organization.
The transferee may be a related party who May enjoy use of the property, possibly
to the exclusion of the public, and may not hav. sufficiently adverse interest to the
property owner to assure maintenance of the conservation purpose. Based on the
oregoing, it is not clear that the proposal would result in any meaningful preserva-

tion or public benefit. In addition, if the proposed valuation rule encourages the
granting of limited easements at the expense of the iperpetual easements now sub-
sidized by the tax law, the proposal could result in an overall reduction in the stock
of protected real property.

Tlie Adninistration also has concerns regarding potential revenue loss from this
provision. The 10 year easement may be used as a simple, relatively low-cost plan-
ning device to avoid estate taxation for high net-worth individuals. For example,
urban land held by a real estate developer could qualify. If, under the proposal, the
property were valued on the basis of its encumbered use, the economic cost of grant-
ing an easement could be far less than the reduction in the estate's value for tax
puroses. The proposal's value as a planning tool is increased because, in contrast
with section 2032A, the proposal contains no limitation on the possible reduction in
estate value. Moreover, in contrast with the current law governing conservation
easements, the proposal does not make adjustments for benefits to other property
held by the estate or heirs arising from the easement.

Ill. S. 1045 AND S. 1061-ELECTION OF SPECIAL USE VALUATION OF FARM PROPERTY

FOR ESTATE TAX PURPOSES

Current law. Under current law, a decedent's estate may elect to value real prop-
erty used in a farm or a trade or business (a "qualified use") which passes to a mem-
ber of the decedent's family (a "qualified heir") on the basis of its actual use rather
than its highest and best use. The estate tax benefit of the special valuation is re-
captured if the qualified heir disposes of the property (other than to a family mem-
ber) or ceases to use the property in the qualified use within 10 years after the dece-
dent's death. Generally, a net cash lease of the property by a qualified heir is not
a qualified use. However, a net cash lease of the property by a surviving spouse to
a member of his or her family is not treated as a failure to use the property in a
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qualified use. In contrast with a net cash lease, a "crop sharing" agreement is treat-
ed as a qualified use.

Proposal. Under S. 1046 lineal descendants of the decedent, as well as the dece-
dent's spouse, would be able to net cash lease to members of their families without
failing the qualified use test. Under S. 1061, any qualified heir could rent the prop-
erty to a member of the heir's family on a net cash basis. Both proposals would be
effective as if included in the amendment to section 2032A of the Code made by the
Technical and Miscellaneous Revenue Act of 1988 and would therefore apply to the
estates of decedents dying after December 31, 1976.

Administration Position. The Administration supports S. 1045 subject to modifica-
tion of its effective date to provide for prospective application only. In general, sec-
tion 2032A requires a qualified heir to have an "equity interest" in the farm or busi-
ness performance to meet the qualified use standard. Net cash leasing is generally
inconsistent with that policy. However, to allow needed flexibility, the Administra-
tion would not op pose limited extension of the right to cash lease specially-valued
real property. We believe that the extension of the current rule proposed in S. 1045
represents a reasonable balancing of the need for flexibility in the context of the
family farm or business and the general policy of requiring a qualified heir to main-
tain an equity interest in the farm or business.

IV. S. 900-FARM DEBT TAX REFORM ACT OF 1991

Present Law. Cancellation of debt income ("CO) income") realized by an insolvent
taxpayer (but only to the extent of the insolvency) or a bankrupt taxpayer is ex-
cluded from income and the taxpayer is instead required to reduce certain tax at-
tributes (generally including net operating losses and basis in property). If realized
COD income exceeds the amount of tax attributes, the excess is forgiven.

Under section 108(g) of the Code, to the extent a solvent farmer has tax at-
tributes, COD income realized by the farmer from the discharge of farm indebted-
ness is excluded from income and the tax attributes are instead reduced. Realized
COD income in excess of tax attributes is included in income.

Gain recognized by a farmer on the transfer of farm property in partial or com-
plete satisfaction of farm indebtedness is included in income. This result occurs re-
gardless of whether the farmer is solvent, insolvent, or bankrupt or whether the
gain is capital gain or treated as ordinary income under the recapture provipions.

Proposal. The proposal would provide two forms of tax relief for qualifying farm-
ers. First, a qualifying farmer would exclude gain arising from the transfer of farm
property in complete or partial satisfaction of farm indebtedness. Tho. farmer would
have to reduce tax attributes on account of excluded gain under the same rules ap-
plicable to COD income. Any gain in excess of attributes would be forgiven. The ex-
clusion of gain would apply regardless of whether the farmer is solvent, insolvent,
or bankrupt [or whether the gain is capital gain or treated as ordinary income under
the recapture provisionsJ. Second, a qualifying farmer could elect to exclude COD
income from the discharge of farm indebtedness. The farmer would have to reduce
tax attributes as a result of excluded CO) income. Any excess CO) income would
be forgiven. (Because excess COD income is already forgiven in the case of insolvent
and bankrupt farmers, the second provision effectively benefits only solvent farm-
era). Relief under these two provisions would be subject to ft-combined lifetime cap
of $300,000 of taxable income.

To qualify for relief, (1) the farmer's adjusted gross income (with certain modifica-
tions) in 3 of the 6 taxable years ending with the year of discharge must be less
than the average national median adjusted gross income; (2) more than 60 percent
of the farmer's gross receipts for 6 of the 10 taxable years preceding such year must
be attributable to farming, the sale or lease of assets used in farming, or both; (3)
the farmer must have materially participated in the farming business when the
farm indebtedness was incurred; mad (4) the amount of equity in all property held
by the farmer after the transfer or discharge must be less than the greater of
$26,000 or 160 percent of thes additional tax that would be incurred as a result of
the transfer or discharge if the resulting gain or COD income were not excluded.
As an additional condition on the exclusion of COD income, the farmer's indebted-
ness both before and after the discharge must equal at least 70 percent of the value
of all property held b the farmner.

Under the propose, relief would apply retroactively to transactions after Decem-
ber 31, 1986 and claims for credit or refuind based on the relief that otherwise would
be barred under the statute of limitations would be allowed within 1 year of the
date of enactment.
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Administration position. The Administration opposes the proposal because it does
not appropriately balance efficiency, fairness and administrability and because it
would result in substantial revenue loss.

The proposal does not satisfy the requirements of fairness. It applies only to farm-
ers. Many small family busnesses are suffering financial difficulties. There is no
policy justification for distinguishing between farmers and any other troubled family
business for the purpose of debt forgiveness.

Further, the proposal does not even require that a farmer be unable to pay the
taxes otherwise due or even be in financial difficulty, In fact, the COD income pro-
posal benefits only solvent farmers, as insolvent farmers are protected under cur-
rent law.

The proposal does not satisfy the requirement of efficiency because it distorts the
market for farm property. It would create an artificial tax incentive for transferring
farm property to a lender in satisfaction of debt, even if the property has fair value
significantly in excess of the indebtedness. Sale of the property to a third-party at
its fair market value and use of the proceeds to satisfy the debt would not trigger
the proposal's gain forgiveness, and would therefore be less economically advan-
tageous to the farmer than a transfer to the lender. In addition, the proposal may
result in an unintended windfall for lenders because lenders may be able to capture
some of the tax benefit through pricing of the transferred property.

The proposal does not satisfy the requirement of administrability because it is ex-
ceedingly complex. In addition to the complex annual income test, to determine
whether a fanner qualifies it would be necessary for the farmer and the Service to
make an assessment of the farmer's net worth in each year that debt is discharged
or satisfied in exchange for farm property.

The proposal would result in substantial revenue loss, and does not include an
offset.

V. S. 2202- EXPAND EXCLUSION OF GAIN ON SALE OF PRINCIPAL, RESIDENCE TO
INCI, ;j )E ADIOINiNG FARMLAND).

Current law, Section 121 of the Code generally allows a taxpayer who is over 55
to exchide up to $125,000 of gain on sale of his or her principal residence. The excill-
sion is only available to a taxpayer once. In addition, the exclusion applies only to
property used as a principal residence. For example, if a residence adjoins land that
is used in a farming business, the exclusion does not apply to the farmland.

Pronosal. The bill would expand the section 121 exclusion to apply to farmland
sold with a principal residence. If a taxpayer used land adjoining his or her prin-
cipal residence in an active.farming business, the land would be treated as part of
the principal residence for purposes of section 121. The provision would be eflective
for sales of principal residences after l)ecember 31, 1991.

Administration Position. I'he Administration opposes this provision as structured.
As a matter of policy, section 121 should allow exclusion only of gain on residential
property, not gain on business property such as farmland. The Administration
would, however consider certain de minimis ruleq to miniize controversy between
the Service ani taxpayers concerning the determination of property appropriately
included as part of principal residence.

The proposal would create disparities among sitnil.rly situated taxpayers by cre-
ating a special "business property" exception for farmers that is not available to tax-
payers who use part of their home or land in a business other than farming. There
is no justification for such a distinction.

The proposal would also create unjustifiable disparities among farmers. For exam-
pie, a farmer with gain of $120,000 on his home could exclude $5,000 of gain on
adjoiniivg farmland; a neighboring farmer with gain of $5,000 on his home could ex-
clude $120,000 of gain on adjoining farmland; a third farmer with a loss of $100,000
on his home could exclude $225,000 of gain on adjoining farmland (even though the
loss on sale of the home would not ordinarily be deductible).

The proposal would result in substantial revenue loss, and does not include an
offset.

VI. S. 1130-FAMIfLY FARM TAX RELIEF AND SAVINGS ACT OF 1991

Current Law. Gain from the sale of frm assets generally is includible in income
in the taxable year in which the assets are sold.

Under current law, working individuals generally may contribute a limited
amount (e.g., $2,000) per year to an individual retirement account (IRA) on a de-
ductible basis unless the individual either is covered under an employer-sponsored
tax-qualified retirement plan or is below certain income thresholds. In addition, em-
ployers including self-employed individuals may establish tax-qualified retirement
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plans or simplified employee pension plans (SEPs) provided a number of statutory
requirements are met. These include minimum coverage requirements and non-
discrimination rules. While contributions and benefits under qualified plans and
SEPs are also subject to maximum limitations, those limitations are generally sub-
stantially greater than the IRA contribution limit.

Proposal. S. 1130 generally would exclude gsin from the sale of a qualified farm
asset from current income tax to the extent the gain is rolled over to an individual
retirement aeouit designated as an asset rollover account (an "ARA"). In general,
ARAs would be treated in the same manner as IRAs. As a result, amounts contrib-
uted to the account, as well as earnings and appreciation on such amounts, would
not be includible in income until withdrawn from the account.Contributions to ARAs would be subject to an anual limit of $10,000 mtutiplied
b the number of years the taxpayer was a qualified farmer, or if less, the amount

the qualified net farm gain (as defined) or the year. Contributions also would
be subject to an aggregate limit of $500,000 in the case of an individual filer. The
aggregate limit would take into account other assets held in IRAs to the extent such
assets exceed $100,000.

Administration Iosition. The Administration opposes the proposal.
The proposal is not an efficient means of assisting the survival and success of

family farms. It is not limited to small farmers. There are no income or wealth caps
relating to its application. The proposal principally assists individuals exiting the
business of farming. In addition, the proposal assists financially sound individuals
not financially distressed farmers. Financially distressed farmers do not have the
capital to invest in ARAs.

The proposal does not satisfy the requirement of fairness. It provides farmers with
an alternative retirement savings incentive, without the imposition of the require-
ments generally applicable to existing tax-favored retirement vehicles or the imposi-
tion of comparable limits. Moreover, ARA contributions are only partially coordi-
nated with contributions to other retirement vehicles. Thus, the tax benefit provided
to farmers under the proposal potentially exceeds that available to other individuals
because it would not preclude farmers from availing themselves of the tax advan-
tages of both the existing retirement vehicles and the ARA.

The proposal also allows large-scale farmers to skirt the non-discrimination rules.
When a farmer has employed other individuals in connection with the farming busi-
ness, the proposal provides farmers with a mechanism for providing substantial tax-
favored retirement savings for themselves without the necessity of providing cov-
erage to their employees, as is required generally in the case of other employers who
establish tax-qualified retirement plans or simplified employee pension plans in
order to contribute on their own behalf.

The proposal would result in substantial revenue loss, and does not contain an
offset.

PREPARED STATEMENT OF WILLIAM H. GREINER

My name is William H. Greiner. I am the Executive Director of the Iowa Agricul-
tural Development Authority which is a division of the Iowa Department of Agri-
culture & Land stewardship: I have held this position since 1980.

I appreciate the opportunity to appear before you today to testify in support of
S. 710, sponsored by Senator Charles Grassley, which calls for a much needed per-
manent extension of tax-exempt Small Issue Private Activity Bonds, commonly re-
ferred to as "Aggie Bonds." Iowa has a highly successful Beginning Farmer oan
Program, and the continuance of the program Is dependent on the extension of the
sunset date for these bonds.

Iowa was the first state in the nation to offer a program whereby tax-exempt
bonds would be utilized to finance qualified agricultural projects. The Authority has
operated a program since 1981 under which an individual bond is issued for each
loan approved by the Authority board.

The Iowa program is highly targeted in that an applicant for the program must
be a "First-time Farmer" under the federal guidelines and a Beginig Farmer
under the State of Iowa puidelines. A First-time Farmer is a person who has never
owned any direct or indirect interest in substantial farmland in the operation of
which he or she has materially participated. A Beginning Farmer is a person who,
along with his or her spouse and minor children, has a net worth of $200,000 or
less. Projects eligible for financing include agricultural land, depreciable agricultural
property, and agricultural improvements including buildings used for agricultural
purposes and improvements to land.
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It should be noted that one of the important features of the program specifies
that, in the event of default on a loan, neither the federal government or the state
Authority is liable for any damages. The principal and interest on the bond are pay-
able solely by the beginning farmer anddo not constitute an indebtedness of the
Authority, the State, or the federal government or a charge against their general
credit or general funds. Since the beginning of the program, there have been very
few defaults.

Since the first loan was made in Iowa in 1981 the Authority has financed 1,288
loans totaling $109,894,464. Unfortunately, the Authority did not keep a record of
the number of acres financed during the first four years of the program, but since
1986, a total of 82,739 acres have been financed. It is estimated that the number
of acres financed by the program since its inception is well in excess of 116,000
acres. The calender year 1991 was the best year ever for the Iowa program with
287 loans being closed for a total of $26,373,258. This includes the financing of
23,683 acres of Iowa farmland plus numerous buildings, farm equipment, and live-
stock used for breeding purposes. Calender year 1992 is off to a very good start with
44 loans being closed thus far totaling $4,178,634. A total of 4,762.37 acres have
been financed this year plus buildings, farm equipment, and livestock. The average
size loan in Iowa is approximately $86,000.

Other states have experienced similar success with Aggie Bonds. As an example,
the lmlinois program has been and continues to be highly successful. It issued $11
million in Aggie Bonds in 1991 for a total of more than $131 million since the pro-
gram started. Colorado issued nearly $10 million in 1991; Kansas, $9 million; Ne-
braska, $6 million; and Missouri, $4 million. The state of Mminesota started a new
program in 1991 and began issuing in the latter part of the year and closed roughly
$400,000 in loans. Kentucky was active and closed approximately $600,000 in loans.
Other states, including Alabama, North Carolina, Ohio, Georgia, Indiana Arkansas
and Texas, are trying to activate programs utilizing Aggie Bonds. It should be noted
that the state of California is currently considering legislation to initiate a program
for the state's first-time/beginning farmers.

The Iowa program has been copied by many other states during the last 10 years
and, as a result, more than 4,200 first-time/beginning farmers have been assisted
with their purchases of various agricultural projects in these states. Several states
are now considering the use of this finding mechanism to assist beginning farmers.
However, some states are holding in abeyance any action to develop program until
the extension of the sunset date for Aggie Bonds is acted upon by the Congress.

In Iowa, the largest purchasers of Aggie Bonds are commercial banks. The pricing
of the interest rate on these bonds is currently in the range of 76% to 85% of the
banks' in-house prime, base, or agriculture real estate rate and generally falls some
two to four percentage points below the conventional rate. The program is also being
used more and more by retiring farmers who want to sell their farms on contract
to beginning farmers. The interest rate on these transactions is also tax-exempt
from Iowa income taxes, which puts these bonds in the 5.50% to 8% interest range.

The question is often asked: 4Why would a bank want to purchase these bonds?'
There are probably three answers to this question: (1) the bank uses the program
to assist a present customer or gain a new customer; (2) the loans under the pro-
gram qualify under the Community Reinvestment Act (CRA); and (3) the interest
income from the bond is not includable in the bank's gross income for federal income
tax purposes. I strongly believe that most banks are using the program for reason
No. 1-they want to help a customer obtain a loan at a lower interest rate which
improves the cash flow projections on the given project.

t must be pointed out that the beginning farmer benefits from this program as
well as the bank. However, what is generally not given adequate recognition is the
benefit to the local community in winch the beginning. farmer resides. It is the local
community that benefits from the support this funding source makes available to
the community's first-time/beginning farmers. It is the local community that will
benefit from a better loan afforded a first-time/beginning farmer via the debt struc-
turing provided by Aggie Bonds. The "spinoff economic impact" provided agri-
businesses including supply businesses, equipment dealerships, and livestock out-
lets, is substantial. Schools and retail businesses also benefit from this program.
Simply stated, Aggie Bonds have provided a ;ery cost-effective way for lenders to
stay within their established credit criteria while, at the same time, actively sup-
porting rural economic development efforts in their community and providing an af-
fordable method of long-term financing for first-time/ beginning farmers.

Iowa, like other midwestern states, is currently facing a dilemma with the exodus
of farmers from the agricultural sector. The 1980's were difficult years for farmers
in Iowa and other states. We have lost 17,000 family farmers in Iowa since 1980.
We have gone from 119,000 farmers in 1980 to 102,000 farmers in 1991. Forty per-
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cent (40%) of Iowa farmers are 55 years old or older. A recent survey by Iowa State
University showed that as many as 19 percent of those people who are farming
today in Iowa are planning to retire within five years. I am sure this phenomenon
is also occurring in other farming and ranching states. We must have programs in
place that will encourage young people to pursue careers in farming and ranching
to replace those who are about to retire. Aggie Bond programs offer a means to help
accomplish this objective. Farming is an extremely complex and capital intensive
business, therefore, it is vital that programs providing affordable capital be put in
place or, in the case of Aggie Bonds, kept in place for beginning farmers.

Iowa is a member of the National Council of State Agricultural Finance Programs.
This organization represents a pTowing 21-state membership from California and
Alaska on the west coast to Florida, Georgia, and North Carolina on the east coast.
In 1988, the Council conducted a survey of farmers in several Midwestern states re-
garding the use of the program. Seventy-seven percent of the farmer respondents
reported that they used this method of financing to make their first land purchase.
Sixty-six percent of the respondents indicated they could not have made their land
purchase had it not been for the interest savings assistance associated with their
Aggie Bond. Possibly the most important finding in the survey was that 96 percent
of the respondents noted that by going through the process of obtaining Aggie Bond
funding, an excellent relationship was developed with the local loan officer of the
bank . . . a resultant relationship with long-term positive ramifications. The survey
also revealed that over 75 percent of the users of Aggie Bonds were small independ-
ent community banks.

In summary, Aggie Bonds are providing an affordable means for first-time/begin-
ning farmers to finance their first land purchase or other assets to assist them with
their farming enterprise. The most frequent user of the program in Iowa is a couple
who has farmed for 3 to 10 years, has built some equity in machinery and livestock,
and io using the program for their first land purchase. Aggie Bond programs allow
lenders to structure loans for bef!nning farmers in a manner that is consistent with
the farmer's ability to satisfactorily repay principal and interest on the debt.

Aggie Bond programs are plagued by the constant threat of termination. There
have been four sunset dates for Aggie Bonds in the federal tax code in recent
years-December 31, 1989; September 30, 1990; December 31, 1991; and June 30,
1992. 1 submit that working around these sunsets is a waste of precious time by
the various Authorities administering these programs, the lenders and borrowers
using the program, mid certainly Congress expends too much time contemplating
the extension of this type of financing each year. We all need to direct our creative
energies toward making the programs better and more usable rather than debating
the sunset issue each year. We need the help of this subcommittee to support S.
710 to remove the sunset date for Aggie Bonds entirely.

Aggie Bonds work and are being used for the purposes intended by Congress and
the General Assemblies of the respective states using the program. I again encour-
age you to support S. 710 to permanently extend the sunset and allow Iowa and
other states to go forward with our mission of assisting first-time/beginning farmers
with their credit needs. The country will be a better place as a result.

Thank you for the opportunity to present this statement for your consideration.

PREPARED STATEMENT OF JAMEs H. HARRIS

I wish to thank you, Senator Daschle, for the opportunity to testify on behalf of
the American farmers. We strongly endorse Senator Hasten's Bill S. 1130 titled
"FAMILY FARM TAX RELIEF AND SAVINGS ACT OF 1991" and tlier similar
bills that have been presented by members of congress.

For brevity, the bill may be referred to as "F-RA," standing for FARMERS RE-
TIREMENT ACCOUNT in this presentation.

"F-RA" re-establishes the farm assets as the Farmers Retirement Fund correcting
the hardships caused by:

1. The capital gains tax revisions of 1986 and
2. The oversight or failure to recognize that the farm investment unit does satisfy

the intent and criteria for investment of funds required of the IRA concept.
LIMITS-There are definitely limits to F-RA. A few follow:
1. Full time farmer for minhmtum of 5 years to qualify.
2. Maximum of $10,000/year of farming per spouse.
3. Maximum of $500,000 lifetime contribution limit per farm couple.
4. One's ability to pay-I lost about $17,000 last year on the farm and had no

significant charges for interest or depreciation. \

58-578 0 - 92 - 8
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5. All other existing IRA'S are limited to $100,000 total. (The 40lKs, Keoughe,
IRA'S or multi-million dollar accounts which can achieve values of hundreds of mil-
lions of dollars.)

The bill is unique in that it neither advantages or disadvantages any farm region,
product or activity. It will provide great incentive for substantial long term invest-
ment commitment to rural America. Also to the farm unit because the farmer can,
without reservation, devote all assets to the farm development, keeping his retire-
ment funds at honse! (not Texas S&L's or South Africa gold mines.)

The bill recognizes the need of the special farming (tenant farming).situations
which hold little or no real estate but have large investments in crops, animals, ma-
chinery, etc. To date most long term tax advantages have been targeted at real es-
tate holdings not working assets.

OBJECT:
TREAT A PORTION OF THE FAMILY FARM ASSETS AS A "SELF-DI-

RECTED" IRA WITH INCOME TAX DEFERRAL, ROLLOVER AND MAKE-UP
PRIVILEGES COMPARABLE TO THOSE GRANTED TO OTHER TAX PAY-
ERS' SELF-DIRECTED IRA'S.

FACT-Farming is an extremely capital intensive profession-occupation. Long
term growth and success of a family farm requires all of the farmer's capital re-
sources. One dollar of farmer income yields $.10 to kitchen, $.90 to bank to borrow
$10 more, leaving nothing to invest in IRA'S or significant social security.

FACT-White/blue collar workers and other professionals, make large incomes
that require little capital outlay.

FACT-These people are allowed generous tax preferential treatment of large
sums invested in retirement -packages-IRA's, 401K's, Keoughs, Deferred Comps.,
employer paid retirement funds etc. which are invested in commerce. LET THE
FARM BE THE COMMERCE FbR iiE FARMER'S IRA. IT CERTAINLY SATIS-
FIES THE INTENT AND PURPOSES OF IRA'S. It is simply an investment vehicle
like savings, stocks, bonds, mutual funds, etc.

FACT-Throughout history the farmer's capital appreciation was the farmer's re-
tirement fund and was given tax preferential treatment by means of the previous
long term capital gains tax exemption. Capital gains accumulated by a family's hard
labor on the farm certainly deserves more consideration than stock market poker
money. Genetics of the farmer's dairy herd is family developed from grandparent to
grandchild and the farmer is a very active-not passive-risk participator. Plus a
major investor in the infrastructure of rural America.

FACT-Now when a farmer is forced or voluntarily sells out (farm auction) when
retiring, all proceeds are taxed at a high tax rate, as if ones lifetime-blood and
sweat--assets were earned that year (no consideration for inflation.) Paper stocks
gains are easily held and averaged for retirement years, agricultural assets-.impoe-sible/li

When net farm income is limited or nonexistent due to the combination of persist-
ent low prices and required capital expenditures by law NO TAX EXEMPT IRA'S
AND ONLY LIMITED SOCIAL SECURI T CaM BE FUNDED. Result-IRA'S and
meaningful Social Security are unaccessible for many farmers. Thus the farmer re-
tires with slim retirement funds and a retirement to poverty. YET, the government
demands their "PINT OF BLOOD" out of the capital gains area of the farm sale.

A VERY TINY FRACTION OF THE S&L FIASCO COST WOULD PERMA-
NENTLY ENDOW A RESPONSIBLE FARM F-RA PROGRAM!! Agriculture is a
most essential "PUBLIC UTILITY" and it's health must be regarded as vital to soci-
ety. Farmer's capital is invested locally-not S&L's or South Africa-giving a local
return of 6 to 1, creating local tax base and jobs.

Forms of this resolution were passed, or in process by many farm organizations.
The typical annual retirement package available of $10/hr. to $12/hr. Wisconsin

state employees (my wife's) is (1) $3,000/yr. employer paid retirement; (2) $2,300
employer paid S.S. (7.66% vs. 15.3%); (3).$7,600 shared or self paid 401K (with a
$22,600 hardship make up privilege); (4) $2,000 self-paid IRA; TOTAL $14,800; (6)
+ employer paid health insurance: (6) + equal spouse's IRA account. The $500,000
limit of Farm F-RA bills cost $63.80 per month, per farm couple, while the $2,000.00
IRA bills cost $333.32 per month per couple and achieve a value of $2,608,000 and
Senator's Kennedy and Bradley say this is an unwarranted raid on the U.S. Treas-
uryfl? especially after the midnight fiasco of July, 91!

I could go on and on on the unfairness issue. If one must, take some away from
the over-endowed so us under-endowed can spend a few years in dignity before we
turn to the county for support and welfare assistance.
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A farmer's Social Securilty is much less than one would think. Also, seldom is
there a separate Social Secuity account for the farm wife.

This F-RA concept is of unique value only to those professions which have a huge
"RATIO" of required capital assets per dollar of net earned income, particularly
where every possible dollar must go back into the business and one absolutely can-
not afford a separate retirement fund.

***Presently one spouse almost needs to die so the other can retire comfortably,
benefiting by new cost basis established by the spouse's death--SADI

A HYPOIIEICAL "V/" OF AN ALLOWED IRA-EXAMPLE

INPUT $1000.00/YEAR RATE OF $1000.00/12 MO.=$83.33 PER MO. INTEREST
8% PER ANNUM-COMPOUNDED MONTHLY

71"Amount 10tal Monly Inirs

Mo. Year

1 .......................................................................................... /,2 83.33 0.55
12 .................................... . ................. ........... .......... 1 YR. 1,031.17 6.31
120 ....................................................................................... 10 YR. 15,145.09 100.41
240 ......................................................................................... 20 YR. 48,760.52 324.51
360 ......................................................................................... 30 YR. 123,374.72 821.94
480 ......................................................................................... 40 YR. 289,991.36 1926.05
600 ......................................................................................... 50 YR. 652,170.52 434724
5 .0 .......................................................... 461 $600,456.55' 3335.82

Lss than 47 yer of $83.33 monthly deposie accunuate lo an excise of the $500,000 asked for In the "F-RA' bi.

The above table along with other data was used to construct the "IRA" and "F-

RA"-Time Curves.

DISCUSSION OF TI-E SIMPLE LINEAR GRAPH NO. 1

When one reviews Curve No. 1 of graph I we see that an annual deposit of $1,000
deposited at a monthly rate of $1,000/12 months or $83.33/month grows to
$652,170.00 in 50 years. A deposit of $766/year ($63.80 per month) deposited month-
ly with 8% 1 compounded monthly interest achieves our $500,000 goal. Since we may
have a working couple and each contributing to full $2,000 IRA'S ($4,000 total-
Curve I), then the combination would jrow to $500,000 in a mere 30 years, not
50 as specified in "F-RA" bill. The data is repeated on semi-log scale graph paper
(qraph 2) which compresses the huge account totals to a scale of which they can be
visualized.

Now consider my brother John Harris--a Case I-H Tenneco employee of 29 years
and is 57 years old. He has a company package of:

I. 401K-The Company and he each contribute 8% of his salary-Input value
approx. $12,000/year

II. IRA--2,000 (selfpaid)
III. Company paid retirement plan-Retirement:

At age 57 per month $1,600
At age 62 per month $2,500

IV. Social Security V:2 paid by Co. approx./yr $3,200
V. Deluxe Co. paid health insurance throughout working and retirement

years (and the govt. don't even want ours to he deductible.) $8,000/year

This package is worth many, many millions of dollars compared to the pittance
of the cost of F-RA'S' $383.00 per year per spouse.
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Ehrhart of Racine County Farm Bureau. and most of all my wife Nelda for the sup-
port needed to carry this project forward.

Please contact James H. Harris, 4001 67th Drive., Union Grove, WI 53182, for an-
swer to any questions.

I Farmers have commonly paid 12 to 18% interest on their loans for the last 20 years.
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Graph - IRA Account - Total Dollars
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SEVEN ACCOUNT TOTALS IN DOLLARS FOR EQUAL
MONTHLY DEPOSITS @ 8% INTEREST COMPOUNDED MONTHLY

VIOUS ACCOUNT TOTALS VS TIME2-401S 1-401K 2 I2-IRA'S I 1/2 1:-F-RAPLUS I PLUS (MAN & IRA IRA (FARMER & 1/2 F-RA2-IRA'S 1-IRA WIFE) 
SPOUSE)20,000 10,000 4,000 2,300 1,000 766 38312 12 12 12 12 220,620 10,310 4,124 2,062 1,031 790 395

302,900 151,450 60,580 30,290 15,145 11,500 5,750
975,200 487,600 195,000 97,520 48,760 36,800 18,400

2,467,000 1,233,000 493,000 246,748 123,374 94,300 47,150
5,800,000 2,900,000 1,160,000 580,000 289,991 221,000 110,500
13,043,000 6,521,000 2,608,000 11.304.000 6 17n A A

PER
MONTHLY 1,666.66
DEPOSIT

OF

50 YEAR $20,000.
ACTUAL x50
TOTAL 1,000,000
CASH
INPUT

MAY T?,;T~m

ANNUAL $ 13,043,000 6,521,000 $ 2,608,00( $1,304,000 $652,170 $500,00 $250,000WITH- x.08 x.08 X.0 x.08 x.08 x.0 x.08DRAWAL $1,043,440. 521,680. $208,640.0( $104,320. $52,173.50 $ 40, 0 $ 20,000@8%

@ YR 50

When one considers that the "F-RA" people have essentially no other benefits where the milliondollar people are loaded with perks and if you could be so kind as to read the enclosed President'sletter, then your conscience will dictate a "yes" vote. Refer to attached "USA TODAY" andUSDA letter.

833.33

$10,000.
x50

$500,000

333.32

$4,000.
x50

200,000

166.66

$2,000

x50
$100 .000

83.33

$1,000
X50

$50,000

I UU

63.80

$766.
x50

$38, 300

25U,UU

36.90

$383.
x50$i19,150

I- - -



198

AMR*NDM:oN I1

JRACINE COUNTYFARMBUREAU
1701 Mat St,,tl
I foio it) (m wi smilsln 5.11!2.
(414) 87? 14113

December 30, 1991

President George H. W. Bush
The White House
1600 Pennsylvania Avenue N.W.
Washington D.C. 20500

Subject_: "F-RA", FARMERS RETIREMENT ACCOUNT, re-
establishes farm assets as the farmers retirement
fund, partially negating the disasterous effects
oL the 1986 tax treatment of capital farm assets.
Refer your address to American Farm Bureau
Federation, Monday, January 13, 1992.

Dear Mr. President,

This is an urgent plea to you, to take action in
addressing a very serious problem we "senior" farm people
have. IT IS VERY MEAGER RETIREMENT FUNDS and very little
social security coverage.

The upcoming American Farm Bureau Convention (January
12-16 - Kansas City), which you are addressing, would be an
ideal situation for you to reaffirm your concern for the
farmer by announcing your full support for "F-RA".

I have devoted six years of my life in trying to develop
equal treatment and access to IRAS for farmers. "F-RA" does
this, nothing more - nothing less.

The effort has resulted in two (2) house and one (1)
senate "F-RA" bills (all by Wisconsin legislatures). Two
Wisconsin Senators and 8 of 9 Wisconsin Congressmen are on as
sponsor/co-sponsors. I am now assisting Wisconsin State
legislative bodies in drafting similar state bills.

Senator Bob Kasten readily recognized the merits of the
concept by introducing S 1130, Sensenbrenner HR 2470 and
Moody HR 2333, giving bi-partisan support.

Housestaffers have criticized me for not seeking
administration support. We fully understand your concern for
holding budget costs. The farmer paid the off-setting cost
in full in 1986 when he lost his retirement fund through he
capit, gains revision.

We are the group who fed the country and a good portion
of the world through Vietnam, Korea, World War II, depression
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years, and yes, a few go back to World War I. We provided
billions upon billions of dollars of ag exports yearly to the
U.S. Treasury for over a half century. Now a decade of hard
times, poor prices and a capital gains tax revision are
bringing us senior farmers to beg for fair IRA treatment.

Tens of thousands of us are too old or too crippled to
farm any longer and need and want to retire but don't have
the funds to do so. Help us!! You wouldn't believe the
financial distress stories I have been told by our senior
farmers since working on "F-RA".

The financial demands of day to day farming are so great
there is small chance for a profit, hence little social
security benefits, no separate IRA'S, no company fringes
(health insurance, retirement, 401K's) . Many are destitute
and try to farm long after they are physically capable of
doing so.

Thank you Mr. President for considering this matter. I
hope to see you in Kansas City wearing the enclosed "F-RA"
button.

sincerely,

James 11. Harris, Chairman
National and State Affairs
Racine County Farm Bureau

Ji11 : de
Enc:

PS: The American consumer pays between $.02 to $.04 per meal
to support a 5.5 to 11 billion dollar farm program (250
million people - 3 meals a day). In return, he is assured of
the world's cheapest, most plentiful food and fiber supply.
Some bargain??

In two working days a farmer provides a consumer a years
food and fiber needs but yet can't afford to feed and clothe
his family. Poor efficiency is not the problem, obviously
poor prices are!!

Please review the enclosed "F-RA" sheet carefully as it
is a supporting document.

k** Presently one spouse almost needs to die so the other can
retire comfortably benefiting from new cost basis established
by the death - SAD!!
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Arbitration cae's lesson: Let investor bewareColumn I Column II Column III Column IVNEW YORK- Three retired Procter& The complaining customers: The Claonu abm nGamble workers will sit down next week P- A 65-year-old former P&G welder because of their lack of sophistication would provide.at what is shaping up to be a bitter Wall who also worked on the sep-production about finances. Each had an additional Everyone can learn a lesson from inveStreet arbitration heanng If their allege- line where Tide detergent boxes were risk to being wooed because they knew tos who make such ant minake Nolionsaretrue. the casprovidesragextbook filled. He had a l0th-ade education, His and ousted the broker. The nain defen- matter who steers you to an invest entvetor i how not iO make in- eduad an e gme. dant i the case is a First Investors broker and nomatter how long you've known thatvestment decisons i edutn. She, tooo worked who also had prepared annual income tax- person, you need to do some work beforeAndtmet ctrasaremind- on a production line. es for al the plaintiffs. you can hve real peace of mind. StayingAnd it sere, as a rerund- They invested their cor- Thai's all the more reason for the bro- up on business news would have alertedere o hw vunable werong -bined S520.000 lump sum in ker to have known that junk bonds were the plaintiffs that junk bonds were risky.are to being put in the wrong 1996 and claim to have I not the right investment for the retirees In the Fit Investors case. unfortunately,investments $256256 plus interest. He was intimately familiar with their f5. the term -junk bonds" allegedly was notUSA TODAY has obtained -*• A 63-year-old ex-P&G nanctal status. First Investors. in its wnt- used. so it's questonable whether thecopies of the resrees" com- hler-room worker. After he ten response to the charges. says the retir- plainti2s could have figured it out. cosid-plats and ?:e wrtten re- retired in 1988. he lnvesed h specifically asked for a product with a enng their educational and tork backsponse of First Investors. a $250.000 of hs $267,000lump- high interest rate First Investors Lawyer grounds. Had the pitch been made todaymutual-funds farm. The sum check in a junk-bond Glenn Reichart of Washington firm Kirk- they could have called the North Amenplaintiffs contend 3 First h- fund By the time his financial tatmck and Lockhart said he would not can Securties Administrators Associationvestors broker put their WALL rEET troubles forced him to vank comment beyond saying he expects to re- in a.shington to get a rundown of the bro-lumtum retirement checks By Susa Antilla his daughter out of college in ,olve ttc case -n a way that is favorable ker's dsciplenary record. though. And theyinto htZrsk wink-bond mu- t e Feoruary 1990. he claims to o First Investors" mightask bassesat thetr formeremployertuil funds O-ut explaining L-- ha e been out $83.956. First Investors tells its side of the story for recommendations of reputable bri.
the risks. ail the while assuring the inves- 10• A 41-year PEG v eteran who worked n a statement it filed with the National As- kers who might take care of their invest-tors their money was guaranteed up to on a production line until his retirement in bociation of Securities Dealers. which will ment needs.$500.000. First lnve 'torssa s nosucs guar- 1995. The claimant, who sayss he lost ben hearing the case Tuesday The com- You d ask your friends and colleaguesantee wa.is sen and the investors could $113 512 pus interest on his S300.000 in- piny "ass industry analveLsdid not consd- how they liked their new Ford or Chewhave read he prope i s But a profile o estment. had a flth-gRade education- er tunK bonds to be risky in 1967. Fire In- before you'd plunk money down for a car.epiiutffs hardy d scnbeS thesophot Lkethe other plaintiffs. he says he was as- estorsalso says the broker suggested that Kick ,our broker's tres, too. And keepcated investor who could successfull sure the junk fund was safe and guaran- one client put his money into bank certfi- looking if you hear the hot air hissng outwade through difficult prospectus jar teed up to S500 000. cates of deposit, but the customer wanted when your foot makes contact.

Keds takes on Gap with line of women's clothing
SA TODAY u e blazers and baseball caps have been wiser to Smck closerLSA TODAY i Among department stores to its playful, chidhood imageSi chi dho maeana little red sneaker grow . ."" -- signed up to try Keds: Dillard -Kea i my trnd. brings up

s to be asn n..,Tfashiontt " "- ' ~ ' ," " stores in St. Louis: Federated the image of kids..eealocaIte ted s :a sn'vs son state- ,0 Department Stores. including link between Kedxs ai a ineTef"'h sneaker maker ,-. .\. ,.. Jordan Marsh and Laarus:and extenson into children's

T neke mae m2!;..3. - Hudson's Blay in Toronto. A S3 ctothes."Tte~l as hisF-0 t"Isr it 
Tortrde 

toss sewtinof women's coimg The yen- malion television ad carmpagn corneccon between Keds andof. woens Acp~L ts& The~ g on- j r , X;"w is in the works. women's cloUing to me is not a
aure. oedApa-elis atnon e si

6 
.

Hoffman says the high recog- strong one."a formidable compettor The D -- - rtion of the Keds brand name yoar m sy Keds renueup. "Evervone talks about the 
will be enough to set htis line will near $35 nullion its first..;e fubSiofG. and they h I apart in the cro6onowomen's vear-. rowingea o" s z tohy hu - .casual market. But John Mor- y ear :a !:e years.weakntes. says Tommy Hoff- 7,. ton. wo tracks brands for Total The real lest wIl come whenmanL president of Keds Appa- 
Research. says the Keds name the clothing bits the market andel. -They have the label "basim' 
might be passe. consumers tell Keds and Its ct-They are the 7-Eleven. the but- -"-For a successful brand ex- cs wo's right.te an egj. "T.ey dot have a 

Frasccfubanc- ewh igt

trndggs. Theo ,dn't. 
tension, the brand must have "Oter boutique stores havestrong ash ion dentitv 
prominence. I'm not sure chats been b'g hits for departmentlorfm.an is banking on the truehere,*hesays."Ked. wasa stores - Swatch. Ralphde It iIilarloth 
very promnent brand 20 years Lauren. They've been good fora ated look wtl appeall to older OLDER APPEAL Kes O'"j,eS "l have a Ieted. tofored Jock ago. But the Keds I remember deparrtent stores.- says Chris
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First investors
script: 'Objective
is to close the sale'

Ever wonder how hard-pitching brokers
come up w ith greargu rents' Take a peek at
the script Ft Investors brokers work from:

1 0 "Some of our clients set aside money for a
college fund. Do you have any ch.ldret. Mr.
.... ?(Iso. get ames auG agen ) Some of
our clients set aside money as a retirement nest
egg or to buy a new home or for an emergency
fund or to take that trip around the world.-

1 "Of course. Mr. --- I can underhand
why yOu would want a uarantee:so letslook at
something together The thousands of people
who invested the million of dollars (oo far in
our funds) also wanted a guarantee and they in-
vested some of their money in Fund for Income
because they realited chat the corporations in
the portfolio. such as .... guarantee to
pay both principal and interest backed by the
full extent cf their assets.

From a section of advice to brkers on cloS-
ting a sale. "The objective is not to overcome all
objections the objective es to close Lie tle....
The objective is not to edicatepeople -o encour-
age them to shop: t's to involve people to en-courage them to stga." - -.

Column II - As Explained
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AMENDMENT 1II

APARTMENT OF AGIqCULTURE
OPFIO OPt THE SECRETARY
WASHIIIO Ie u

*ia |etter from USDA" outin.es conpas that may'ava
erit tor the economy in general, Ilovver these Concepti

are pathetic in value for most farmers. Io can't
afford to Contribute at $10,000 level what value Is a
$120, 000 limit. our farm investment is assessed in our
local tax bass and local economy (jobs, schools, road,
Infrastructure, etc.) Not S10,000 iRt'S a halt continentMr. James H. Harris away in Texas S L'se, Japanese, German, South African

Chair stock markets.
USA Today, February 37, 1932 Issue* (mae back Ot sheet)National and State Affairs writes of common U.S. production plant workers at Proctor

Racine Country Farm Bureau a Gamble rolling over $20,000 to $3oo,oo0 each I or
1703. Main Street 520,o000 per couple) in retirement funds at retiremente0 and losing it in junk bonds to boesky-Milikin etal.Union Grove, Wisconsin 5316 hy oen't the farmers mandated investment quality ae an

IRA. There are landless tenant farmers too.
Dear Mr. Harris Mr. President, is this Lair? The farmer has been your

friend. Jim ittrrie
Your letter to President Bush concerning a farmer retirement

fund has been forwarded to my office in the Department of
Agriculture for reply.

Your concerns regarding the high tax rate on capital gains
and the need to encourage savings for retirement and other
purposes are addressed in the recently unveiled 1993 budget. In
the budget, the President proposed cutting the tax rate on long-
term capital gains. -Under his plan, 45 percent of the gain from
the sale of qualified assets held at least 3 years would be
excluded from income. Farmland, buildings, equipment, and
certain livestock would qualify for the exclusion. As a result,
the Federal tax liability associated with the sale of these
assets would be greatly reduced. This should increase the net
proceeds from the sale of farmland if it is used as a source of
retirement income.

In addition to restoring a reduced tax rate for capital
gains, the President has proposed expanding the availability of
individual retirement accounts (IRAs). Currently, married
taxpayers who participate in a qualified retirement plan and who
have adjusted gross income above $50,000 cannot make deductible
contributions to an IRA. Under the President's proposal, married
taxpayers could contribute up to $2,500 to a flexible 7L. account
as long as their adjusted gross income is below $120,000. The
contributions would not be deductible. However, if they are
retained in the account for 7 years, neither the contributions
nor the investment earnings are taxed when withdrawn. This would
expand the availability of IRAs for farmers as well as other
taxpayers.

Sesides the funded $250,oo0 plus IRA, Sincerely,
theme people's retirement probably
include I. Company paid retirement , _Plan (elected 6ffiai*is $100,000 per .
yeor?) Z. CO. paid lifetime family elhealth plan (taxed?) III. :4c1use,.aie A ume

f amount ot R cuple tting" Acting Assistant Secretary
amum 8.S. (not a couple of 100/ for Economics

--- .. . .. v . 7la 1l 04that of the &*It employed. V. Plus,
tan on going high living standard.

iJ = _ .J . l . .

-!
e'

t:
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Farm retirement-funds
proposal before Congress
* Beef and grain producer Jim I larris.
61, wants to end the old adoge that
farmers live poor and die rich.

For six ycits, thre Visconsin farmer
has been rouridin$ up support for
mending federal tax law to permit
farmers to roll over sales of land,
machinery or livestock into self.direct.
ed Individual Retirement Accounts.
Harris, who has spent nearly $8,000
Pusiting the Idea, prefers to call then%
Farmers Retirement Accounts (FRAs).

RAther than pay 28% capital.gnins
taxes, as well as state taxes, after aset
sales, farmers would defer taxes with
FRAs until they begin withdrawing
funds after retirenieni. A farmer and
spouse would roll over $500,000 per
couple, or $10,000 for each year up to
25 years that both spent farming.

Harris, who worked as a corporate
en Incer and consultant while faring
In Racine County, Wis., lot the idea
when Congress passed the 1986 tax re.
form, wiping out ihe special capital.
gains tax. For four years, lie got little
notice as he tried to push his ldca
through the Wisconsin Farm Durcan.
Finally, he got the proposal included In
resohlionr~ssed- atthe 1991 Ameri-
can Farm Bureau Federation conven.
tion, The National Farmers Union and
Nai'onl Farmers Organization also
got on board.

A big break came when Harris pie.
scniled his idea to Sen. Robert Kaxstcn
(R., Wis.) as the senator headed In a
meeting. After wallingjtist S0ft., Kas-
teti told Harris: "I'll Introduce that for
you tomorrow."

Later ap. Jim Moody (D., Wis.) let
Hariis and a n neighbor slay in his two
guest bedrooms for a wceck while they
worked out details of a I louse version.
Rep. James Sensenbrcnner (R., Wis.)
Introduced a bill as %ell.

Now lawmakers are gathering co-
sponsors (49 so far), waiting for a cost
cstiniate front the Congressional Bud.
get Office and hoping to attach It to A
tax bill this year,

WHEN TALKING ADOUT retirement
fuinda, 40-year-old farnor* Ignoro Jim
Hoirrl bcauoo they thk Ithy will "tivo
forever and dlo rich." Flifty-yoor-olds are
mildly interested.. You get a guy over
60 and you can't got away from him,"
says Harris.
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Sonja Hillgren and Mary Thompeon
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NON hICOIONAL - NON CHOP SELECTIVE
NO$ ANIMAl PREFERENCZ - HURTS NO F ARK
EQUALLY BENEFICIAL TO EVERY 'AIUE -
PROBABLY CORSIDZRAALY MORE BENEFICIAL
AND OBTAINABLE THAN ANY CAPITAL GAINS BILLS
WILL EVER BE - IT IS WORTH BETWEEN TINS OF
THOUSANDS TO HUNDREDS Or THOUSANDS OP
DOLLARS FOR MOST FARMZRS IN RETIREMNT
SAVINGS - RESULTS ARE A RL'TXREMENT WITH
MOR FREEDOM, DIGNITY AND LESS FINANCIAL
STRESS - MAY WCbLCONTRAIUTE TO REDUCED
rARM PRODUCTION AND NL HCR FARM INCOME.

Please contact; 12/j/91
3IM UA.RIS, CHAIRMAN
Racine County Farm Bureau
National & State Affairs Committee
4001 67th Drive

RACINE Union Grove, WI 53182
COUNTY
FARM 414-878-1663 SUPPORT & FINANCIAL
BUREAU ASSISTANCE NEEDED

1701 Main Streeta Union Grove, Wisconsin 53182 a Telephone 4141818.2416

*** F-RhA - FA ERS rI EJu3T A W C***

KEEP BilIst HASTEN (R-WI) 8 1130 MOODY (D-WI) HR 2333 SENSENBRENNER (R-WIM HR 2470

ISONtoOI
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Az oor
AR oor
CA t or 45
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cr o oro
DE IOF1
FL 0OF 19
GA 2 or 10
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I I o 10
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LA 0 Of?9
lIE 00 2FID o or 2
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Ni 4 OF 1:
MN 2 O 0
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MT 1 O? 2
NE 00OF 2
lV 0Of 2
Nil 0 OF 2
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,IV 0 OF4
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*1 - WI
is also
drafting
state
legis'ati.-i

ThFAT A F 7RON OF THE FAMILY FARM ASSETS AS A "SEIY-DIRECI'w , IRA NWIST D
TAX CDM L, NM & 'H- r X = V E tARPMBE7 To 1E QWMK TO
OTHER TAX PAYS' SELF-DIJ= IRA'S. FAIR TMSPZA AND ACSIBILITY TO

R DG= AOOMT FR MAJUS IS PAST WUE.

FACr - Farm inr is extremely capital intensive profeshion-ooqupation, Long tem
growth aMd success of a family farm requires all of the farari, capital resources.
One dollar of farmer iort yields S.1o to kitchen, $.90 to benk th borrow $10 more.

Mr - White/Blue Collar worker aid other professionals, make large incomes that
requires little capital otlay; Doctors, Lawyers, Salesmen, Factory Workers, etc.

FACT - Thee people are allove qenermis tax preferential treatment of large sum
invested in reticent packages - IRA, 401 K, tacugth, Deferred Cm., employer paid
retirement huds, etc. w ich are invested in rcs. LET ET FAM BE MME C 'C E
FOR M E FAIM 'S IRA.

Mr-hroughaq history up to the tax reform Act of 1986, the farmer's capital
appreciation was the farmer's retirement fund and was given tax preferential
treatment by means of the previous long term capital gains tax exesation. Capital
gains atndated by a family's hard labor on the farm certainly deserves nore
consderation than stock market poker rsxuy, Genetics of the farmer's dairy hard is
family developed fromu gandparent to grandchild and the tfrsr is a very active-
not passive - risk participator.

FACT - No when a farmer is forced or voluntarily sells cut (farm auction) hen
retirng, all proceeds arm taxed at a high ordinary ince tax rate, as if ones life
tire assets wre earned that year (no onsiderstion for Inflation). Paper stocks
gains are easily held aid averaged, agricultural assets - impgosible I I

When net income is limited or noexistent due to the combination of persistent low
prices and required capital expenditures, j, 51 ,HD 0X UT RA'S A e) CSAM.

S oIMAL SWJMnM l C RN B UNEE.

Thus, the farmer retires with slim retiremen fns and a retireet to poverty.
YET, the governm idstheir "UFT OF DCD" out of the capital gains area of
the farm sale.

C=TOF OX S&LF IASCO W=D2WU QA ENDO A S A FAR 0PROGRANI!
Agriculture is a mt essential "public utility" and its health mst be reard as
vital to society. Farmer's capital iu invested locally - not S&L's or South Africa
- giving a local return of 6 to I. creating many local jobs.

Fore of this resolution passed, or in process by Am'rican and State aram Bureaus,
corn Grower's Associations, Soybean Gtrwrs, Independent Bankers Association,
Independent Businesmen's ssmciation, National 6 Regional Associated .ilk
Producers, NFO, M F and many many other farm organizations. IT IT CH YOM A AM! !

• - TREAT T FARM I]iEJETI!Orr AS A 403 SPECIAL HYBREDAC1 AND GRAlr TAX

DE RAL ROLIWVER TREATMENT AND FRIVIIDUTS TO THE SALE OF FARM ASSETS SUCH AS
GRANTED TO IRA'S, 401KS, )IIXIAM. ETC. $10,000 F-RA PER YEAR OF FARM DG FOR EACH
FARMER AND SPOUSE, ELIGIBLE ONLY THOSE W5 PASS S YEARS OF "HAN CNN 1lMWU ."

w

Wasi. D.C. Phone$ - Sen. 6 Congress. 1-202-224-3121 CALL DAILY) DEMAND
(.13/min call before 8:00 a.m.) Adm. 1-202-456-1414 YOUR REP. SIGNS ONI

SENATE COMMITTEE ON FINANCE
Lloyd Bentsen, TX., (Chrm.): Daniel P. Moyniban, NY., Max Baucus, MT., David L.
Boren, OK., Bill Bradley. N.J., George J. Mitchell, MA., David Pryor, AR.,
Donald W. Rigele, Jr., MI., John 0. Sochefeller IV, W.VA., Thomas A. Daschle.
S.D., John B, Breaux, LA., Bob Packwood, OR., Bob Dole, KS., William V. Roth, Jr.,
DE., John C. Danforth, MO., John if. Chafee, R.I., Dave Ourenberaer. MN.. Steve
Symms. ID., Charles C. Grassley, IA.. Orrin G. Hatch. OR. General address for
U.S. Senate is: Name, Senate O~ffce Building, Washington , D.C. -0510
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"Presently one spouse almost needs to die so the other can retire corfortably,

benefiting by new cost basis sta-lished by the death - SAD!
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The farmer has been a lifelong direct payer of excessive real estate tax bills,
Social Security and income taxes and an indirect taxpayer through the hundreds of
thousands of dollars of equipment and supplies purchased. HE HAS PAID FOR THE
RIGHT TO AN ACCESSIBLE FARMERS RETIREMENT ACCOUNT.

The bills introduced; S 1130, HR 2333 and HR 2470 qualify farm assets for treat-
ment as a self-directed IRA per so:

I. Full time farmer for a minimum of 5 years. (1) Farmer and farm spouse each
accumulate eligibility at the rate of $10,000 per farming year. (2) Limit of
$500,000 per farm. (3) If other IRA accounts exist that amount in excess of
$100,000 is subtracted $1.00 for $1.00 from the $500,000 limit (F-RA + IRA com-
bined limit - $600,000.)

II. Funds source - the net proceeds from the sale of qualified farm assets i.e.
(1) farm real estate, (2)FA-L capital and non-capital farm assets.

III. Funding period - The farm operation, income and expenses change greatly
from year to year (spousal death, loss of health, child leaving home, temporary
or permanent injury, loss of land, market, emergency sales, expenses, etc.)
Therefore, the allowed F-RA may be funded as "qualified" finances are available.

IV. Withdrav'al - Standard IRA rules apply.

The typic Linnual retirement package available to $12/hr. to $14/hr. employees is:
(1) $3,00t/yr. employer paid retirement; (2) $2,300 employer paid S.S. (7.65% vs
15.3%); (3) $7,500 shared or self paid 401K (with a $22,500 hardship make up
privilege); (4) $2,000 self-paid IRA; TOTAL $14,800. (5) +Employer paid health
insurance (6) + equal spouse's IRA account.

The $10,000 Farm IRA Bills dre $4,800 less annually and provides less benefits
than standard packages which additionally illow tax deferral on earned dividend
income.

The day to day financial needs of the farm leave little to set aside for retire-
ment. F-RA won't happen without your help!!!

HOUSE COMMITTEE ON WAYS & MEANS - Chairman - Dan Rostenkowski - IL.
Sam Gibbons, FL., J. J. Pickle, TX., Charles D. Rangel, NY., Fortney Pete Stark,
CA., Andrew Jacobs, Jr., IN., Harold E. Ford, TN., Ed Jenkins, GA., Thomas J.
Downey, NY., Frank J. Guarini, NJ., Marty Russo, IL., Donald J. Pease, OH.,
Robert T. Matsui, CA., Beryl Anthony, Jr., AR., Byron L. Dorgan, ND., Barbara B.
Kennelly, CT., Brian J. Donnelly, MA., William J. Coyne, PA., Michael A. Andrews,
TX ., Sander M. Levin, MI., Jim Moody, WI., Ben)amin L. Cardin, MD., Jim McDermott,
WA., Bill Archer, TX., Guy Vander Jagt, 1I., Philip M. Crane, IL., Richard T.
Schulze, PA., Willis D. Gradison, Jr., OH., William M. Thomas, CA., Raymond J.
McGrath, NY., Rod Chandler, WA., E. Clay Shaw, Jr., FL., in Sundaulst, TN.,
Nancy L. Johnson, CT., Jim Bunning, KY., Fred Grandy, IA. .General address for
Representatives is: Name, House Office Building, Washington, D.C. 20515)
PRIORITY ORDER FOR MAILING IOUR PETITION COPIES - (1) Your state's representatives
on House and Senate Committees, i2) Where none exists, send petition to each of
the committee chairman, (3) copy your Washington Senator, Congressman,(4)Governor

SIDE BENEFITS - Smooths farm transition from "Father" to "Son" - Provides needed
accessible capital to rural communities when "roll-overs" occur - Eases or
eliminates necessity of special tax averaging efforts by prolonged sales - Gets
Dad out of the kids way sooner - Greatly reduces lawyer fees and need of involve-
ments, etc.

PERSONAL NOTE:
Wisconsin's Racine/Kenosha County's Farm Bureaus, along with my wife, friends and

neighbors, has provided leadership, support and encouragement to accomplish F-RA. For
the past six y:Ars, I have traveled many thousands of miles (coast to coast, farm shows,
three trips to .C. - one trip was invited by Congressman Moody and provided with the
use of his offi e and D.C. home - personal funds were exhausted) so we could promote this
needed legislation. Senator Kasten and Congressman Sensenbrenner also provided much
needed support as well as many other congressmen and senators.

I desperately need statewide and countrywide assistance. Two to four days assistance
of a dozen good country boys may be all that is needed to pass F-RA. Call me! Maybe
involve your presence in Washington - OPEN INVITATION!

Aggressive American and State Farm Bureau's participation is needed along with that of
all Farm Organizations. JUMP START THEM WITH A KICK IN THE BUTT OR F-A WILL NOT HAPPEN.
Write Kleckner - Maybe he will answer you, he didn't me.

WISCONSIN'S RACINE COUNTY FARM BUREAU CHALLENGE
SENATOR KASTEN'S BILL S 1130 AND TWO BI-PARTISAN HOUSE BILLS - CONGRESSMEN

MOODY HR 2333 AND SENSENBRENNER HR 2470, ALL WERE INTRODUCED AT MY URGING. BOTH
WISCONSIN SENATORS AND 8 OF 9 WISCONSIN CONGRESSMEN SIGNED ON AS SPONSOR/CO-
SPONSORS (ONLY KLECZKA HAS YET TO COMMIT). WE ARE ASSISTING OUR STATE (WI)
LEGISLATION IN DRAFTING SIMILAR STATE LEGISLATION. IF I CAN DO IT, YOU CAN DO IT
IN YOUR STATE - I'LL HELP - CALL. WITHOUT YOUR INVOLVEMENT "W NOT
HAPPEN!

James H. Harris, National & State Affairs Committee, Racin County Farm Bureau
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PREPARED STATEMENT OF FERD HoEFNER
Mr. Chairman and members of the Subcommittee, thank you for the opportunityto testify before you today on capital gains exemptions and other tax provisions af-fectng beginning farmers aid farm debt relief. We appreciate your leadership incalling this hearing to consider these important matters.Although the Center for Rural Affairs has historically taken a dim view of usingfederal income tax incentives to stimulate investment in agriculture, we see a rolefor very carefully crafted tax relief measures to enhance entry opportunities for be-

gin farmers and to remove tax obstacles to farm debt relief. We stress, however,tat tlose measures must be carefully targeted if they are to avoid the adverse im-pacts on farm profitability and the f4mily farm system of agriculture that have re-sulted in the past from creating tax sheltering opportunities and tax incentives forover-investment in agriculture.
The capital gains exemption is a perfect example of the proposition coined by Uni-versity o Missouri a0cultural economist Harold Breimyer, that tax breaks thatserve the short-term individual interests o? family farmers often lead to their collec-tive demise. We reach that conclusion because ofthe capital gains exemption's pro-found effects on the prices of farmland and farm products and on the competitiveposition of moderate-sized farms relative to large farms and nonfarmer investors.The capital gains exemption turns breeding and diry stock into tax shelters, en-ticin. higher income taxpayers to establish or expand herds. The effect of reinstat-ing t e break, according to Neil Harl, Iowa State University economist and one ofthe nation's foremost experts on agricultural law and economics, would be an expan-sion of livestock herds, leading to heater livestock sup plies and lower prices. It isalso clear that moderate-sized, moderate income family farmers would be disadvan-taged relative to larger and higher income farmers and investors, who benefit morefrom the tax break. For example, our analysis indicates enactment of the capitalgains exemption passed by the House of Representatives in 1989 would provide taxbenefits equal to a $3.28 per cwt. increase in the price of feeder cattle to a topbracket owner of a beef cow herd, but only 88 cents per cwt. to a family farmer orrancher in the 16 percent bracket. Tle top bracket owner of a farrow to finish hogoperation would gain the equivalent of a 62 cents per cwt. price increase for slaugh-ter bogs, versus 17 cents for the 15 percent bracket farmer. The top bracket ownerof a dairy operation would gain the equivalent of a 25 cents per cwt. milk price in-crease versus 7 cents for a 15 percent bracket farmer. Moderate-sized, moderate in-come fandly farmers would not gain sufficient tax saving to make up for the lowerprices they receive for the meat and milk they produce. lax favored large operationswould be granted a competitive advantage with which to squeeze small operations

out of business.
Likewise, reinstatement of the capital gains exemption wouldput moderate-sizedmoderate income farmers at a disadvantage in competing for ?M and ranchlandand contribute to instability in the land market. The capital gains exemption turnsappreciating land into an attractive tax shelter, especially for top bracket taxpayers.Under the old tax code, the capital gains exemption enabled a top bracket taxpayerto bid nearly $3,200 per acre for land appreciating eight percent per year, for whicha 16 percent bracket taxpayer could justify only a $2,200 bid. ( See The Effects ofTax Policy on American Agriculture, USDA, 1980.) Simply put, the capital gains ex-emption encourages top bracket tax motivated buyers to bid the price of land beyondthat which can be earned by farming it. The flip side is that when land prices stopappreciating, the capital gains exemption is no longer of value and tax motivatedbuyers leave the market contributing to land price declines. The capital gains ex-emption makes the land market more volatile and helps high-bracket, large opera-tors squeeze small farmers out of the land market.

In short, the capital gains exemption is bad for family farming. However, someforms of very carefully targeted capital gains relief could avoid these pitfalls whileassisting new farmers in establishing a and base and enabling existing farmers to
discharge excessive debt.

THE ROLE OF TAX POLICY IN CREATING NEW FARM OPPORTUNITIES
American agriculture is in need of a new generation of family farmers and newsources of affordable and accessible capital for those farmers. Nearly half of the na-tion's farm assets are controlled by farmers likely to retire in the'next ten years,according to the Economic Research Service. Absent a new generation of familyfarmers, those assets and the opportunities they represent will simply concentrateinto the hands of large and well establish operations, resulting in a permanent lossof rural people and opportunity. But farm entry rates have fa'ktn severely. Between1982 and 1987, according to the U.S. Census, the number of iermers under the age
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of 25 fell by 43 percent, to less than 1 percent of the total, while the number of
farmers between the ages of' 25 and 34 fell by 17 percent. In fact, the ERS has re-
ported that the decline in the number of U.S. farmers between 1982 and 1987 was
due primarily to the decline in the number of people entering agriculture rather
than the number of farmers leaving.

This decline is reflected in farm and sales patterns. In Iowa 96 percent of 1990
land sales were to existing farmers or nonfarmer investors, while beginning farmers
accounted for only 2 percent of land purchases. This in part, reflects the fact that
the Farmers Home Admiistration (FmHA), traditionally a major capital source for
beginning farmers, has, because of the farm debt crisis been forced to concentrate
on financing for existing fanners.

If sufficient capital is to be available for a new generation of farmers, FmHA must
be restored to its historic mission, as proposed by Rep. Tim Penny in H.R. 2401 and
Sen. Charles Grassley in S. 1836. However, it is also vital that new sources of first
farmer capital be made available to supplement and work in conjunction with
FmHA.

FIRST TIME FARMER BONDS

One new and important though currently small, source of credit for beginning
farmers is "first time farmer bonds." They provide beginning farmer financing at
lower than commercial interest through their tax exempt status. However, the mar-
ket for these bonds and their potential to serve beginning farmers has been severely
constricted by an Office of Management and Budget (OMB) directive prohibiting fed-
erel agencies from guaranteeing loans made with the proceeds of tax exempt bonds.
Given the fact that first time farmer financing is seldom risk free, this policy has
effectively limited sales of these bonds to innovative arrangements whereby a bank
identifies a qualified borrower, purchases a bond from a state beginning farmer pro-

nam in the amount of the loan and contracts with the state program to service the
loan-enabling the bank a degree of control over the risk associated with the bond.
Subsequent to this innovation, however, the involvement of commercial banks was
reduced by tax reform provisions restricting deduction of interest paid on deposits
by banks that purchase tax exempt bonds.

We urge Congress to take several steps to maintain and enhance the effectiveness
of first time farmer bonds as a source of credit for beginning farmers. First, Con-
gress must extend the tax exemption on first time farmer bonds, scheduled to expire
in July of this year, preferably on a permanent basis as proposed by Senate Bill 710.
Second, we urge Congress to override OMB and allow FmHA to guarantee loans
made with the proceeds of first time farmer bonds. This would expand the market
for first time farmer bonds and increase the availability of this lower cost source
of credit to beginning farmers, Finally, though it is beyond the jurisdiction of this
Committee, we urge Congress to explore legislation to allow for creation and regula-
tion of non-profit rural development corporations that could service FlnHA guaran-
teed loans, including those made with the proceeds of first time farmer bonds. Such
entities would constitute an aggressive new force in marketing first time farmer
bonds to community-minded investors, and increase the number of beginning farm-
ers who have access to this more affordable source of credit. A model can be found
in California's "Small Business Corporation Law," under which nonprofit corpora-
tions are now making FmHA guaranteed loans to beginning farmers.

CAPITAL GAINS RELIEF FOR RETIRING FARMERS WHO SELL LAND TO BEGINNING
FARMERS

Proposals now before the Senate to provide relief from capital gains taxation to
retiring farmers who sell lmid could, with revision, simultaneously open opportunity
to beginning farmers. Senate Bill 1130, under certain circumstances, excludes gains
from sale o farniland fiom taxation if they are reinvested in an Individual Retire-
ment Account. Likewise Senate Bill 2202, in certain circumstances, provides a tax
exclusion on such gains reinvested in v, principal residence. We fear that as intro-
duced, these bills may simply facilitate the ongoing concentration of farmland, by
putting more of it on the market to be purchased by large farmers and investors
who have a strong base of existing assets and superior access to capital with which
to buy the land. In many instances, this may cause begitming farmers to lose access
to rental land with little corresponding increase in opportunities to buy land. (It
should be noted that the competitive advantage that established large farmers and
investors enjoy over beginning farmers stems not from greater efficiency, but from
the .bility to acquire the capital and income streams from existing wealth and other
sources needed to overcome the short-term losses generally involved in buying farm-
land.)
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However, were capital gains relief targeted to landowners selling to qualified first
time farmers, such legislation would have the dual benefit of providing retiring
farmers the opportunlty to avail themselves of tax relief and providing beginning
farmers a countervailing competitive edge in the land, With such targeted capital
gains relief, the soon-to-be-retiring farmers controlling 60 percent of the nation's
farm assets would seek out beginning farmers as buyers and would be willing to
accept a lower price from them, in recognition of the tax benefits. It should also be
noted that such targeting provisions would substantially lower the cost to the fed-
eral government of providing capital gains relief to retiring farmers.

Appropriate targeting mechanisms already exist in current law and proposed leg.
islation and could be attached to these bills. We would propose using the first time
fanner definition in the statute authorizing first time farmer bonds, or preferably,
the beginning farmer definition found in the Beginning Farmer and Rancher Credit
Act (H.R. 2401 and S. 1835).

BEGINNING FARMER ACCESS TO INDMDUAL RETIREMENT ACCOUNTS MRAS)

In recent years, the Senate Finance Committee has discussed proposals to allow
penalty-free withdrawals from IRAs for home purchase and costs of college level
education. We urge that future discussions of those proposals also include allowing
first time farmers to make such withdrawals to purchase land and other farm as-
sets. That opportunity should also be targeted by the measures discussed in the pre-
ceding paragraph.

Whereas U.S. policy to date has focused on subsidized borrowing to assist begin-
ning farmers, such a proposal would subsidize saving for the purposes of getting
started in farming and making an initial land purchase. While we do not propose
this as a substitute for credit assistance, it would provide a "risk averse" supple-
ment to credit assistance that does not involve assumption of large debts that are
sometimes difficult to repay. In concept, there is precedent for such an approach in
a New Zealand program that matches savings placed in accounts by beginning farm-
ers to be used for land purchase. Such a proposal would also address that bias
against self employment in current IRA policy. Today, we subsidize retirement sav-
ings if they are placed in accounts to be lent to others, but we deny such subsidies
for people who save to invest in businesses they own and operate and that con-
stitute their own retirement savings.

TIE TAX ON FARM FAILURE

Tax law does not distinguish between foreclosure, forced sale or voluntary convey-
ance of assets to a creditor and other transfers of property. The farmer must count
as income the difference between the farmer's tax basis (usually the purchase price
or zero if produced on the farm) and the asset's fair market value or sale price at
the time of the transfer. This is so even if all of the sale proceeds or the property
itself is turned over to the lender.

This is a particular problem for older, low income farmers forced to liquidate farm
assets. If the farm was purchased in the 1950s, for instance, it's "basis" or purchase
price is likely to be significantly lower than its value today. The resulting "gain"
from a foreclosure or voluntary liquidation will be taxable and the farmer saddled
with a significant tax liability. In instances where the farmer is left with little or
no cash or wealth after the transfer, a large tax liability places additional stress on
an already uncertain financial futitre. It denies these farm families a fresh start.

An after liquidation tax bill can slow down or prevent altogether the financial re-
covery of low and moderate income farm families. It can interfere with the family's
ability to repurchase its home or make rental payments. In other instances, the tax
consequences of scaling down a farm operation and discharging debt may interfere
with a farmer's ability to restructure his or her debt. If farm families and rural com-
munities are to recover from the farm credit crisis the tax impediments to debt re-
structuring must be removed.

A carefully crafted exclusion of gain upon the transfer of assets to satisfy debt
would provide farm families a fair chance at a fresh start. The Farm Debt Tax Re-
form Act (S. 900) introduced by Senator Kent Conrad would allow farm families who
meet certain income, equity and material participation requirements to exclude no
more than $350,000 in capital gain or discharge of indebtedness income. The capital
gain income would first have to be applied against tax attributes.

We urge the committee to support this measure. It does a good job of targeting
its relief to those without the capacity to pay. Like the Agricultural Credit Act of
1987, it balances public costs andbudget constraints with the public policy goal of
responding to farmers in economic crisis. Its relief is well targeted to low-income
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and limited-equity farmers. Its goal is simply to put farm families in a position from
which they can rebuild their lives and livelihood.

CONCLUSION

While reinstating the capital gains exemption would reduce farm profitability and
undermine the family farm system of agriculture, more targeted measures have the
potential to enhance first time farmer opportunities and remove tax obstacles to
family farm debt discharge. We hope to work with you in crafting such measures.
Thank you for the opportunity to present our views.

PREPARED STATEMENT OF SENATOR JAMES M. JEFFORDS

S. 887, WETLANDS AND GREENSPACE PRESERVATION ASSISTANCE ACT

Thank You, Mr. Chairman, for holding a hearing on S. 887, the Wetlands and
Greenspace Preservation Assistance Act. I would also like to thank the Committee
for your indulgence in letting me testify at this time. I had a previous commitment
that was unable to rearrange.

Land use, Mr. Chairman, I believe is one of the fundamental questions we have
not yet adequately addressed either in this body or in society. Land use is at the
heart of the wetlands controversy, is a major part of the endangered species di-lemma, contributes to the landflf siting problem, and significantly impacts the ac-
tivities allowed on federal and other public lands. Deforestation, for example, is an-
other land use problem. One nation's use of their land can affect not only their citi-
zens, but also the world as a whole. Closer to home, one of the main controversies
surrounding the HydroQuebec James Bay project is the effect of flooding thousands
of square miles of land.

As our population and that of the world grows land use pressures will intensify.
In less populated times, Man's activities on land had little impact as their were not
enough people for these activities to have global impact. But, as population grew,
Man's activity began to change both the local and global environment. For example,
the Sahara was once forested as were the hills of Bangladesh. Efforts to reforest
populated areas, even if the climate cooperated, are not likely to be successful as
without some form of protection, the populace would continue to denude the area.
An example of this can be found in the most recent issue of National Geographic
where India's struggle with land use is highlighted.

Similar at Isles can be found in our country. Two hundred years ago, American's
destruction o1 wetlands had little large scale impact as many wetlands remained.
Now, however, there are comparatively few wetlands left, and many of these are
threatened by our desire to develop new land. For our own sakes, we must begin
to protect sensitive environmental lands. And, unless we find an effective, politi-
call -acceptable means of doing this, the conflict between property rights nid the
environment will only grow.

I certainly do not have all the answers as to how to resolve this growing conflict.
I do believe private property owners are entitled to certain rights, and that we
should not infringe on these rights unnecessarily or without compensating the
owner for the public benefit that results from environmental protection. The con-
tinuing controversy over wetlands is evidence that we have not yet figured out how
to resolve these conflicting goals.

One thing I am certain of is that our government sends conflicting signals about
environmental protection. For example, today the Environment and Public Works
Committee began marking-up a bill to reauthorize the Resource Conservation and
Recovery Act. One of the most controversial issues is recycling. To reduce the need
for landfills, which cities often cannot site, cities are undertaking recycling pro-
grams. Unfortunately, in many cases, it costs more to use recycled materials than
virgin materials. Thus, the current proposal would require industries to recycle and
reuse a portion of their products' packaging. One reason virgin materials are cheap-
er for industries to use is that the federal government subsidizes the use of virgin
materials. Thus, on one hand, we are telling industry not to use virgin materials,
while on the other hand, we are subsidizing virgin materials to encourage their use.
The American taxpayer and consumer end up paying twice, once for each conflicting
goal.

Conflicting signals are also sent in terms of land preservation. The government
has regulations to discourage the development of wetlands areas. Yet, when cal-
culating taxes on these same lands the government requires that the land be as-
sessed at its "highest and best use." To our government, "highest and best use"
means developed. The effect of our government's definition of "highest and best use"
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is to basically encourage land owners to develop the land or to selll and to devel-
opers to pay the taxes. To me, tie highest and best use of land is in its natural
undevelopedform, not as a condominium development.

The federal government is not the only level of government that sends this mixed
message. Local governments often calculate property taxes in the same manner.
This is most obvious when land is proposed For inclusion in national parks. Local
governments express significant concern over the loss of this land from their tax
rolls. Money is more important than green space or wetlands.

I do not propose to change local property taxes, but we can change the federal
tax code. The approach contained in this legislation is the same as that currently
used to protect family farms from the tax assessor. The inheritance tax code allows
family farms to be assessed at their current use, and not the highest and best use,
provided the family continues to farm the land for at least 10 years. I propose the
same approach for other undeveloped land. I thank the Chairman and several of our
coll-agues for their support of this approach.

Briefly, before closing I would like to comment on some concerns that have been
raised to me about this hill. Some might argue that the inheritance tax code already
allows a large exclusion from estate taxes. My colleagues know, however, that it
often does not take much land to exceed this exclusion. That is why we've acted to
protect family farms. Secondly, some might argue that this provision protects only
the rich. Well, Mr. Chairman, the rich have very expensive estate tax attorneys to
protect their interests. Those for whom most of their assets are their land often to
not have the benefit of such legal counsel. Last, Mr. Chairman, some might say that
this bill is nothing more than a tax shield that some can use to keep more of their
land to develop later. These individuals would say that more than a 10 year ease-
ment is needed. I do not know the magic number of years, however, I am concerned
that we not make the preservation easement neither too long nor too short. If the
easement period is too long, we could discourage people from availing themselves
of this opportunity to at least slow the speed of development.

Last, Mr. Chairman, this bill will add a provision that does not exist in the tax
code. It will allow the beneficiaries an opportunity to preserve their lands. Cur-
rently, the decedent must arrmge for some type of preservation in order for the
beneficiaries to preserve any lands they inherit. The decedent, however, may have
different values than the beneficiaries. This bill would allow the beneficiaries to
choose preserve our precious natural resources.

'hank you again, Mr. Chairman for holding a hearing on this bill. I also thank
you for your support.

PREPARED STATEMENT OF SENATOR NANCY KASSEBAUM

Mr. Chairman, I am here to express my strong support for legislation to address
the cash lease problem of Section 2032A. I cannot state strongly enough that, if we
do not pass legislation to correct this problem in the near future, many hard-work-
ing families are literally going to lose their farms over what can only be character-
ized as a tax technicality.

As many of you know, Section 2032A was enacted several years ago to allow a
special estate valuation for farms held and operated by a decedent's family for ten
years after his or her death. In recent years, the Internal Revenue Service has
begun auditing estates which made the Section 2032A election. The IRS's position
is that cash lease arTangements between family members other than the decedent's
spouse are not in compliance with the Section 2032A holding requirements,

This noncompliance determination is significant. Noncompliance makes the estate
subject to retroactive taxes and penalties based on the farm's fair market. value at
the date of the decedent's death. Many Kansas farm families made the Section
2032A special-use election and subsequently engaged in intra-family cash lease ar-
rangements. Needless to say. this is a big issue for those estates which have been
audited. Many estates are now being assessed for amounts exceeding the farm's cur-
rent value.

Two Senate bills have been introduced to address this situation. Thes- bills are
Senate bill 1045 and Senate bill 1061. The bills permit intra-family cash lease ar-
rangements under Section 2032A on a retroactive basia.

At least one IRS district office is aware of the legIslation and suspended proceed-
ings against the farm estates for six months pending congressional c Fonsictration.
The six months has expired. In light of the lack of progress having been made on
the bill, the IRS is nowpreparing to proceed against the farms. In short, people are
facing financial rin and the loss of their farms if we delay further.
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The congressional intent to keep these farms in the family, as understood by com-
mon fmily land-sharing practices, is absolutely clear. Cash lease agreements with
extended family members are commonly accepted arrangements in the farm belt
and should not result in IRS foreclosure proceedings against unsuspecting farmers
who thought they were complying with the special-use requirements of Section
2032A.

PREPARED STATEMENT OF SENATOR ROBERT W. KASTEN, JR.

Mr. Chairman, thank you for this opportunity to testif4 before your subcommittee
on the important topic of retirement security for America's farmers. I am pleased
to note that later in this hearing you will hear testimony from Wisconsin farmer
Jim Harris, the architect of this proposal, he will be representing the Racine County
Farm Bureau. Jim has worked tirelessly to build support for the Farmers Retire-
ment Account and I am pleased he 'r, able to testify. I also wish to note that Sen-
ators Shelby Burns, Kohl, Cochran and Coats join me as cosponsors of the Farmers
Retirement Account.

In recent months I have held Small Business Committee field hearings through-
out Wisconsin. In Racine, in Eau Claire, in Superior, in Green Bay, in West Bend,
and in Waukesha. At each of these hearings witnesses from small businesses, com-
munity organizations, and farmers voiced their concern for America's future. They
spoke of excessive taxation, massive federal deficits, the burdens of government red
tape, the high cost of health insurance, and frustration with a federal government
that has lost touch with hard-working Americans.

One of the principal topics discussed was the tremendous struggles faced by
small- and medimn-sized family farms. Today, a dairy farmer in Wisconsin who
works a lifetime on the farm and then sells part, or all of that farm in the hope
of a comfortable retirement, faces an immediate 28 percent federal capital gains tax,
on top of state taxes. There is no consideration given to the fact that much of the
farmer's so-called profit is due solely to inflation, or that farmers do not have access
to company or government pension and retirement plans. Even their Social Security
benefits are often lower than other workers because they pay themselves low wages
in order to plow much of their gains back into the farm each year.

Farmers work hard their entire lives, they feed America's families and a good por-
tion of the world, and the gift they get at retirement is a confiscatory tax of one.
third of the value of their farms.

As Chester and Delores Davis, lifetime Wisconsin farmers, put it "while farming
and raising a family we had to reinvest any income in machinery or upkeep and
could not buy tax deferred IRAs. Now they are taking so much of our retirement
investment for taxes that it leaves little to retire on. Is this fair?"

And Dan Poulson, President of the Wisconsin Farm Bureau observes: "as farmers,
we build a great deal of personal property and other investment into our operations,
the investments accrue over a long period of time. We face exceptional investment
risks and the uncertainty of weather problems. Yet, when it comes time to retire
we're faced with a lump-sum tax on the product of our lifelong work and risk-tak-ing."Believe farmers deserve better. The Farmers Retirement Account is a strain ht-

forward and simple approach to help farmers build a better retirement for their
families. The proposal does not create a new program, it simply builds on the exist-
ing Individual Retirement Account or IRA. This legislation provides that farmerswho sell farm assets be permitted to defer taxation on those assets provided the
profits are rolled over into an Individual Retirement Account. A similar provision
is currentlyjprovided for millions of Americans who sell their personal residences
each year. Capital gains taxes are deferred provided the sale proceeds are rolled
over into a new residence within 2 years.

The Farmers Retirement Account merely defers taxation and permits the farmer
and spouse to spread the eventual payment of taxes out over a number of years as
funds are gradually withdrawn from the IRA to meet retirement expenses. As the
Joint Committee on Taxation notes in its analysis of the bills being reviewed at this
hearing: "The rollover of gain on qualified farili property would effectively create in-
come averaging for the taxaver. And in addition to the benefits for farmers, the
econom is heed by the bilons of dollars of additional savings invested in IRAs.

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

The Farmer Retirement Account is supported b~y the American Farm Bureau Fed-
eration, the Wisconsin Farm Bureau, Communicating for Agriculture, and other
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farm orgaizations, Last month I offered the Farmers Retirement Account as an
amendment to the tax bill. Even though this is a relatively new proposal, we re-
ceived 45 votes. It is my hope that as the Finance Committee reviews tax legislation
it will consider including a farm asset rollover provision among proposals that ex-
pand on the existing IRA. This would help America's farmers and it would help the
economy by increasing national savings. Thank you.

PREPARED STATEMENT OF BRAD W. McNxjLTY

1. FIRST-TIME FARMER ASSISTANCE

We see very few "first-time farmers in our practice in Rapid City. The extensive
capital requirements of land, equipment and livestock make it very difficult for new-
comers to make a profit in the industry. Most of those who do start out have some
type of backing by their parents who are usually currently in the agricultural indus-
try

A review of the financial information for first time farmers reveals that interest
expense is a major item in their overall yearly expenditures. Convepbations withthem reveals their frustrations wit1) having to pay high interest rates.

The program allowing states and localities to issue tax exempt bonds, to assist
first-time farmers with borrowing at a lower effective interest rate, is exactly what
the first-time farmers are requesting. The program should be made permanent.

I am not aware of the State of South Dakota currently utilizing the program. Ad-
ditional steps need to be taken to expand the utilization of the program to those
states that are not currently using it, once the program has been made permanent.
There are several bonding authorities in South Dakota which could issue the bonds.
One authority currently issues taxable revenue bonds the proceeds of which are
loaned to farmers who use their Conservation Reserve Program payments as a
meas for making payments on the loan.

In our practice we continually counsel our clients that they must not cash lease
the farmland that is subject to special use valuation. In those instances where the
heirs do not get along well, we try to develop crop share agreements that all parties
can live with.
S. 1,046 and S. 1061 both would allow the use of a net cash basis lease in limited

circumstances. The availability of a cash lea." would make it much easier for all
parties involved The non-operator would be able to continue to meet the qualified
use test and the operator would be able to manage the farm as he best determines.
The intent of the original legislation of limiting the benefits to those directly in-
volved with farming would still be met as at least one qualified heir would be at
risk for the results of the operation of the farm.
S. 1061 offers a broader definition of individuals that could utilize a cash lease.

It uses the term "qualified heir" while S. 1045 limits the cash lease availability to
a decedent's spouse or lineal descendent. The term qualified heir includes a dece-
dent's spouse and lineal descendants but also includes a decedent's ancestors and
the spouse of a lineal descendent. The broader definition would be more beneficial
as it would permit transfer of land between a wider number of individuals.

Special use valuation has only estate tax applications. It provides an, individual
with an increased opportunity to transfer a farm operation to his heirs at death.
It provides no benefits during lifetime as special use valuation can't be used in valu-
ing transfers subject to gift tax. we have clients utilize family land limited partner.
ships as a means of currently transferring ownership of land from one generation
to the next. The requirement that fair mar ket value of the property be used in valu-
ing the gift reduces the ability to transfer property. Having special use valuation
available for gift tax purposes would help increase the amount of land that could
be transferred to children and would help make the estate and gift tax structure
more "unified."

II. TRANSFERRING TlE FARM TO CHILDREN: ESTATE AND GIFT TAX ISSUES

One of the major obstacles in the transferring of farm land to a person's heirs is
the large estate tax liability faced by a decedent's estate. A large estate tax liability
can force an estate's executor to have to sell a portion of the farm land in order
to meet the tax liability. In order to help niunin ze the amount of tax an estate is
required to pay, Congress adopted Internal Revenue Code Section 2032A, for deaths
after December 31 1976, which allows a qualifying estate to elect to use "special
use valuation" in determining the value of farm land to be reported on the estate
tax return.
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The requirements of 2032A are mechanical in nature with the intent to limit its
benefits to those individuals who are directly involved with fearing. Since its initial
adoption, the Code Section has been modified several times in order to make it more
workable. It appears that another modification is needed to make the benefits of
2032A available to additional taxpayers.

Each qualified heir who inherits farmland must meet the qualified use test (i. e.
have an equity interest in the operation of the farmland). Failure to have qualified
use results in additional estate tax with the tax based on the fair market value of
the property rather than the special use value.

In many instances siblings inherit the farm property but onJy one actually oper-
ates the farm. Current rules require that the non-operating siblings must enter nto
crop share agreements with the operator in order to avoid liability for the additional
recapture tax. The use of a cash lease has been held to not be an equity interest
in an operation and the use of a cash lease results in the recapture tax.

I have seen instances where the siblings do not get along. Due to various factors,
they just can't work together. In other cases, large distances separate the heirs of
farmland. The use of crop share agreements does not work well in either of these
instances. If the heirs can't work well together, proper management decisions can't
be made. If large distances are involved, it is difficult for the heir who is not near
the farm to have meaningful input in the farm's operation.

III. CAPITAL GAIN/DEBT RELIEF

The agricultural financial crisis that occurred in the 1980's resulted in numerous
farmers entering into debt restructuring agreements with lending institutions. In
many instances, land, equipment and/or livestock were transferred to the lending
institution in exchange for a write down of debt.

In many instances, the amount of debt involved exceeded the fair market value
of assets transferred which exceeded the tax basis of the assets. For instance, a
farmer may have acquired land at $100 per acre, was able to borrow money in an
amount equal to $350 per acre due to the land's increase in value, but the land is
currently worth only $300 per acre.

The lending institution would often request that the farmer make a large prin-
cipal reduction on the amount of the loan so that the outstanding balance would
be in line with the current value of the land. Most farmers were unable to make
the principal reduction on the loan which ultimately resulted in the farmer and the

n ding institution entering into some type of debt workout. A transfer of assets
m the farmer to the lending institution was not uncommon.

This type of transaction is cast as a two part transaction for income tax reporting
purposes. The difference between the debt and the fair market value of the property
is discharge of indebtedness income. The difference between the fair market value
of the property and its tax basis is gain on the sale of property.

Internal Revenue Code Section 108 normally permitted the farmer to exclude the
discharge of indebtedness income from taxable income under one of its operating
rules: the discharge occurred in a title 11 case, the farmer was insolvent at the time
of the transfer or the indebtedness was qualified farm indebtedness.

The application of Section 108 took care of only a portion of the problem. The
farmer was still required to report the gain from the deemed sale of the property
transferred to the lending institution as taxable income. This resulted in the farmer
having a tax liability at a time when he had little or no ability to pay.

In one instance we worked on, a farmer had outstanding debt of $711,900 and
had cattle and land with a fair market value of $489,500 and a tax basis of
$244,000. The lending institution agreed to take the land and cattle in exchange for
discharging the debt. The transaction resulted in debt discharge income to the tax-
payer of $222,400, which was excluded from income due to insolvency, but the gain
from the deemed sale of the land and cattle of $245,600 was reported as taxable
income.

The transaction did not result in an immediate tax liability to the taxpayer in the
year of the transaction. Howeve r, having to report the gain as taxable income re-
duced the taxpayer's net operating loss carryforward which resulted in additional
tax in following years. S. 900, as proposed, would have allowed the taxpayer (if the
qualifications were met) to exclude the gain from income. This would have per-
mitted the taxpayer to make an election under Internal Revenue Code Section
108(b)() to apply the required reduction in tax attributes to the basis of depreciable
property there preserving the net operating loss.

While this taxpayer did not have a current year income tax problem, other tax-
payers have not had net operating loss carryforwards to offset the recognition of tax-
able gain.



214

A taxpayer had a transaction involving debt of $250,000, land with a fair market
value of $120,000 and a tax basis of $76,000. In this instance, the debt discharge
income of $130,000 was excluded from income due to bankruptcy but the gain on
the deemed sale of the land of $44,000 was reported as taxable income.

S. 900 provides legislation to help reduce the current tax impact to farmers who
have entered into debt restructuring agreements. The legislation provides mechani-
cal tests to determine which taxpayers can utilize the proposal. One is a modified
adjusted gross income test based on 3 of the prior 5 years and the other is a gross
receipts test based on 6 of the prior ten years. The legislation is also retroactive to
years beginning after 12131/86. 1 have a concern that the taxpayers who could utilize
the proposal the most may not have the necessary documentation available to show
that the meet the mechanical tests. In some cases, a taxpayer may need to have
records as far back as 1977.

Section 2 of the bill contains two provisions for reducing the amount available for
exclusion by other amounts excluded from income. The $300,000 allowable exclusion
is reduced by any prior year amount excluded under either the provisions of this
bill or under Internal Revenue Code Section 108(g) which deals with discharge of
qualified farm indebtedness. If there is other debt discharge in the same year, any
amount excluded from income under Section 108 reduces the allowable $300,000 ex-
clusion.

These provisions can have different results depending on the ordering of discharge
if a taxpayer is contemplating two debt restructurhig with two different institutions.
Assume the first restructuring is simply a debt write down and the second includes
the transfer of assets as part of the restructuring. Also assume the taxpayer is insol-
vent. If both restructurinos are done in the same year, the amount excluded from
income from the debt write down reduces the $300,000 allowable exclusion. How-
ever, if the debt write down was done in one year, and the asset transfer was done
in the following year, the debt write down would not reduce the allowable $300,000
exclusions as it is not a Section 108(g) transaction.

The provisions should be modified to achieve a consistent result.

PREPARED STATEMENT OF GRACE ELLEN RICE

Mr. Chairman, I am Grace Ellen Rice, Associate Director of the Washington Office
of the American Farm Bureau Federation. I am appearing today on behalf of the
nearly 4 million families who are members of the American Farm Bureau Federa-
tion. Farm Bureau members produce every type of commodity grown on a commer-
cial basis in the United States.

The tax decisions of the Senate Finance Committee affect our membership as
much as the decisions of the apriculture committees, and we are pleased that the
subcommittee is holding a hearing on several bills important to farmers and ranch-
ers.

Farm Bureau policy is adopted by producer members of Farm Bureau at the coun-
ty, state and national levels of the organization. There are several positions within
our policy that speak to the bills before the subcommittee today.

At the 73rd annual meeting of the American Farm Bureau, our voting delegates
adopted the following policy:

"We urge Congress to permanently extend the authority for federal tax-
exempt Private Activity Bonds (aggie bonds) which are used by states to fi-
nance loans to beginning farmers.

"We support a capital gains exclusion for insolvent farmers on liquidation
of farm property.

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

"We support continuation of the once-in-a-lifetime exclusion of up to
$125,000 in capital gains on the sale of a primary residence by a taxpayer
over 66, and changes in law to allow portions of the resident farm other
than the immediate farm residence to be eligible for the exclusion.

"We support a provision to allow a farmer, other business owner or self-
employed taxpayer, in contemplation of retirement, to invest proceeds from
the sale of property and machmiery in an IRA, Keogh plan or similar retire-
ment account and pay taxes only at time of withdrawal."

In addition, Farm Bureau has the following policy on estate taxes:

"We support repeal of federal estate taxes.
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"We oppose any reduction in the current federal estate tax exemption.
Until repeal becomes politically feasible, we support an increase in the ex-
emption to ease the movement of farms from one generation to the next.

"We support elimnation of the $750 000 ceiling allowed in determinng
the existing exemption under Internal revenue Code 2032A for agricultural
productive value."

Mr. Chairman, while we have not had an extensive amount of time to analyze
the technical implications of the bills before the subcommittee Farm Bureau policy
directly addresses the concepts contained i 5. 710 (first-time farmer bonds), 8. 900
(capital gains tax relief on transfer of farm property to satisfy an indebtedness), S.
1130 (farmer individual retirement account) and S. 2202 (exclusion ofgain on sale
of farmland with an adjoining' principal residence). We support these bills.

While our policy does not directly address S. 887 (special valuation of sensitive
environmental areas for estate tax purposes) and S. 1045 and S. 1061, which deal
with leases to lineal descendants and qualified heirs for estate tax special use valu-
ation purposes, our policy leads us to support all legislation that eliminates or eases
the estate tax burdens on farmers and ranchers.

With this general position in mind, we are pleased to offer our support for the
legislation being reviewed by the subcommittee today. We also encourage the sub-
committee to affirm the importance of capital gains treatment to agriculture because
of beneficial effects to owners of farmland, livestock and timber.

Also, the health insurance tax deduction for self-employed farmers and ranchers
is important to agriculture. We appreciate the work that you and other members
of the subcommittee have done on behalf of the deduction. We look forward to the
day when the deduction will be made permanent and for the total amount of pre-
mium.

Farm Bureau appreciates the opportunity to appear before the subcommittee.
Thank you.

PREPARED STATEMENT OF DAVID M. SAXOWSKY

Mr. Chairman and Committee Members, Good afternoon. I am David Saxowsky,
an Associate Professor of Agricultural Economics at North Dakota State University
in Fargo North Dakota. Thank-you for the opportunity to comment on Senate Bill
900 the Farm Debt Tax Reform Act of 1991.

The nation has been hearing since the mid-1980s about the financial plight that
thousands of U.S. farmers have experienced. Although the level of financial stress
for some farmers has decreased, it has not disappeared from the industry. For var-
ious reasons, a portion of farm operators find their profit marginm evaporating, leav-
ing them unable to pay their financial obligations as well as provide an adequate
level of family living. Likewise, there are many agriculture loans that have been de-
linquent but unresolved for several years. It is inevitable that in the next few years
a substantial amount of agricultural debt that is either currently delinquent or that
will become delinquent will have to be resolved through financial restructuring of
the business or Hquidation of assets.

To reduce their indebtedness, farm operators usually liquidate some of their as-
sets either by selling the property and paying the proceeds to the lender, or by
transferring ownership of the assets to the lender. In both cases, an unexpected obli-
gation is a possible tax liability.

The tax obligation can be especially burdensome when two circumstances coincide.
One, the farmer has no equity in the asset (usually land) because the amount of
debt nearly equals or exceeds its value. Two, the tax basis of the land is less than
its current market value. It is not uncommon for farmers to have little or no equity
in land that has a low income tax basis. Most frequently the situation arises for
operators who bought land more than 16 to 20 years ago but used increases in its
value as security for loans to pay operating costs, capital investments, or family liv-
ing expenses. Now the fanner has no eqity in the land yet faces an income tax
obligation if the land is sold or transferred.
When both situations occur, all or nearly all the proceeds from a sale must be

paid to the secured creditor or mortgage holder. This leaves the farmer with little
or no cash remaining for payment of income tax. Yet there is a taxable gain on the
transaction to the extent the value of the land exceeds its tax basis.

The situation is similar for farmers who transfer encumbered property to a lender
in satisfaction of the debt; that is, there is no cash remaining from the liquidation
of the property with which to pay any resulting income tax liability.

Taxable gain without any cash is a problem for farmers who are restructuring
their business as well as for farmers who are discontinuing their farm business for
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economic reasons. This latter group are individuals and families leaving culture
after 15 or more years without equity but facing an outstanding tax liability. Past
studies in our department revealed that one-third of North Dakota's former farmers
had a negative net worth and nearly one-half reported an increased tax obligation
due to liquidation. The concern about taxable gain due to sale of land or restructur-
ing land debt is not as great for persons who initiated their farming career since
the mid-1970s.

Although Chapter 7 bankruptcy may appear to be an alternative for exiting opera-
tors, it is unattractive due to the lingering uncertaint about the taxation of prop-
erty abandoned by a bankruptcy trustee. Even though that issue is beyond the scope
of Senate Bill 900, it is a consideration in that it demonstrates that there currently
is no good alternative solution.

Income tax liability also is a problem for farmers hoping to continue their farm
operation after financially restructuring it. Again, bazluniptcy (including Chapter
12) does not reduce the farmer's tax liabilities. As a result, many farmers have de-
layed restructuring and retained ownership of some land longer than they desire
and, in some cases, probably longer than they should. Their decisions to postpone
financial reorganization have been based, in part, on their desire to delay triggering
an income tax liability that they expect they will be unable to pay it. Similarly, nu-
merous farm operators who have restructured their business find themselves unable
to meet their continuing obligations plus pay the resulting tax liability.

One impact of Senate Bill 900 is that it would reduce federal revenue to the ex-
tent that taxes imposed under the current law would be paid. However, if these in-
dividuals do not have the resources to pay the taxes, this legislation would have
minimal impact on federal tax revenue. If the taxes are not paid whether or not
Senate Bill 900 is enacted, the major impact for the farmers will be the peace of
mind that comes from eliminating an obligation that they know they can not pay.

A more significant impact may be that farmers will no longer delay restructuring
or the sale of encumbered assets. The current law is not neutral to the extent that
potential tax liabilities discourage farmers from resolving their indebtedness. An im-
pact of Senate Bill 900 would be that farm borrowers may move more quickly to
resolve their debts mid thereby clarify the availability of land and capital resources
for alternative uses and users.

My experiences in working with farmers and conversations with practitioners re-
inforce my understanding that the issue of taxable gain remains a problem for farm-
ers who are restructuring their business. For example, in a conversation last week,
a practitioner emphasized to me that some farmers are staying in agriculture longer
than they wish because they cannot find a way to leave the industry without incur-
ring an unacceptable tax liability. Clearly, income tax consequences have been and
continue to be a concern for financially-distressed farmers.

The focus of this problem is not on the tax consequences of debt discharge nor
the lack of equity due to accumulation of unpaid interest. The problem being ad-
dressed this afternoon arises when 1) the principal amount of the loan equals or
exceeds the market value of the encumbered asset, and 2) they both far exceed the
tax basis of the property.

Although the rate of financial restructuring in agriculture is somewhat less than
it was several years earlier, reorganizations continue to occur. Furthermore, we ex-
pect that restructuring will continue into the future as producers in this competitive
industry leave the sector for economic reasons. This problem that has impacted
thousands of farm operators since 1986 will continue to be a concern into the future
for low-equity mid-career farm operators.

PREPARED STATEMENT OF SARAH VOGEL

Good afternoon, Senator Daschle and members of the committee. For the record,
I am Sarah Vogel, Agriculture Commissioner for the State of North Dakota. I appre-
ciate the opportunity to testify before your committee this afternoon on the critically
important issue of tax consequences of farmer insolvency.

As you are aware, Congress he taken many steps to deal with the painful effects
of falling prices rising costs and land devaluation, which hit U.S. agriculture in the
early 1980's and which still continue today.

One of the steps taken by Congress was passage of the Agricultural Credit Act
of 1987, which guarantees certain debt forbearance, deferral and settlement rights
for Farmers Home Administration and Farm Credit Services borrowers.

Stated briefly, the Act provides that a farmer's debt may be restructured through
the available options when it is cheaper for the government to restructure the debt
than it would be for the government to foreclose that debt. And in reality, I believe
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the government is better off recovering what debt the farmer can feasibly repay,
while keeping the fanner on the lmd and a productive member of society.

The Act him not meant salvation for all FmHA and FCS borrowers, but it has
helped many farmers remain on the laud. At minimum the farmer may be able to
settle the debt(s) with PmHA and/or FCS, retain the homestead and start a new
life in a different vocation.

It is unfortunate that the benefits of debt restructuring procedures often come to
an end when the borrower is notified by the Internal Revenue Service of a large
tax liability.

The tax is usually due to a large "gain" the farmer realizes when his debt is re-
structured or settled.

On paper, debt restructuring (including land sales or transfers) appears to gen-
erate income for the farmer debtor, but in reality this is not the case. The debtor
seldom sees money from land sales for debt settlement; furthermore, land conveyed
or deeded back to the creditor to satisfy debt does not result in actual "income" for
the debtor, but instead a reduction of debt.

Unfortunately, current U.S. tax law does not distinguish the tax consequences of
sales of land sold or transferred under economic distress from other transfers of
property for profit.

Contrary to expectations, many of the farmers now facin1'iigh tax bills resulting
from farm debt settlement are not those farmers who bought overvalued farmland
the late 1970's and early 1980's. Although the latter group of farmers face severe
economic distress, they generally do not have IRS problems because the sale or
transfer of their property does not generate a gain.

Attachment A shows the precipitous rise a d fall of land values since 1974.
The people most adversely a ected by current U.S. tax law are older farmers who

bought land prior to 1974 when land prices began to rise sharply.
This problem arises because the land belonging to these older farmers presently

has a higher value than the purchase price orbasis. Moreover, many of these farm-
ers have been unable to fully repay operating loans due to low prices or disasters.
Many of them refinanced delinquent operating loans by putting first or second mort-
gages against their land.

fet me provide you with an example of a farmer faced with this situation. The
farmer camot cash flow his or her operation and is forced to either liquidate, deed
back or face foreclosure. Each of these events triggers a tax liability that the IRS
treats as a sale.

Typically the farmer is in his or her late 50's, with either no or very low tax at-
tributes to carry forward to offset the "gain."

The only feasible option the farmer has is to try to scrape by until retirement age
of 62 so he or she can receive a monthly Social Security check, which is generally
the lowest level. The Social Security check cannot be offset by the IRS.

At age 62, the farmer may move off the farm into subsidized low income housing,
receive food stamps and fuel assistance.

This farmer will probably die with this tax liability left unpaid but as an option
after three years the farmer may decide to file a Chapter 7 to fe free of the tax
liability. What a demeaning and humiliating way of treating America's food provid-
ers.

The current tax laws also affect younger farmers in North Dakota who have
bought little or no land, suffered disaster losses and used up all available deprecia-
tion. If forced to liquidate, our younger farmers also face a tax liability if debt is
compromised or settled.

Both scenarios are a lose/lose situation for everyone involved, including the farm-
er, lending institution, federal government and the American taxpayers.

Let me provide a more specific example using fictitious people. Let's say a farm
couple in their mid-50's bought a farm after they were married and paid $40,000
for it. Now, it's 1992 and the land is valued at $300,000. Over the years the couple
has accumulated $300,000 worth of debt on the land, which gives them a debt to
asset ratio of 1/1.

In the debt settlement process they deed back to FCS seventy-five percent of their
land ($225,000) and keep twenty-five percent (valued at $75,000). Of the twenty-five
percent which they keep, $30,000 represents the homestead, which they get free and
clear as a result of the debt settlement agreement. This leaves them with $45,000
worth of debt against the remaining land.

The IRS looks at this situation and views the $225,00 deed back, minus the ap-
portioned $30,000 purchase price, as a $195,000 capital gain for a tax liability of
p54,600.

Instead of looking at what the farmer is left with ($30,000 in assets, $45,000 in
debt), the IRS looks at what the creditor receives and views it as the farmer's gain.
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The tax liability will be computed on $195,000, even though the couple is flat broke
and still in serious debt.

It should be clear from this example, that the couple will be completely unable
to pay the $54,600. Where would the money come from?

Since I was elected in 1988, 1 have been taking calls from farmers concernedabout situations quite similar to those I've just illustrated. Recent conversationswith farm and tax attorneys in North Dakota have disclosed that farmers are leftwith tax debts ranging from $6,000 (this person had no income) to up to $500,000(resulting from debt settlement via deed back, conveyance and bankruptcy).
This tax is grossly unfair to agricultural producers and is virtually impossible tocollect. The famous cliche, "You can't get blood from a turnip," applies to these situ-

ations.
Results from a 1989 study done at North Dakota State University on the effectsof farm liquidations indicates that this problem was widespread in North Dakota.According to the study, potential tax liabilities were a substantial problem for manypeople trying to liquidate their farm operation. Approximately forty-two percent ofthe people who responded to NOSU's survey indicated that liquidation resulted in

increased tax liabilities.
The average liability resulting from liquidation was $20,000. Furthermore, thestudy revealed that most families who liquidated or left their farming operations be-cause of debt had very limited income. The median family income for the group was$18,000; twenty-nine percent of those responding to NDSU reported incomes of lessthan $J0,000. For nearly one-third of the respondents, debt exceeded the value oftheir assets after liquidation. Finally, another seventeen percent reported a positive

net worth of $10,000 or less.
In 1989, 1 testified before this committee on the urgent need for this legislation.

Tie problem has not gone away. As Commissioner of Agriculture, I run a programcalled the Agricultural Mediation Service. We currently have over 800 farmer clientsand expect a huge influx during the month of May because FmHA will soon be send-ing almost 1,600 restructure packets to North Dakota farmers.
In the Ag Mediation Service, we employ 33 negotiators and mediators, who workhand-in-hand with our farmers. They identify the IRS tax liability issue as the num-ber one reason why we are sometimes unable to work out win-win solutions to fi-nancial distress. Many times arrangements by which the farmer may be able tokeep a base in the community, and by which the lender is able to obtain a betternet recovery than they would receive if they foreclosed, fall apart because of theIRS. Instead, the farmer may seek to put off the day of reckoning until he or shecan qualify for social security, or try bankruptcy in an attempt to have the estate

carry the liability.
Mr. Chairman and members of the committee, I also support Senate Bill 1061.Currently, the law allows special use valuation of farm property to survivinghouses who continue to cash rent the fann property to their children. The need forthe amendment arises when there is no surviving spouse and the land is transferred

to the children or heirs who are currently not eligible for the special use valuation.This results in a higher tax that many farm families are unable to pay without sell-
ing the property.

Tie current oversight in the tax code makes it difficult for many farm familiesto keep an on-going farming operation in the family when the property owner dies.Special use valuation of farm property should be extended to all qualified heirs. Forthis reason the North Dakota Department of Agriculture supports Senate Bill 1061.In closing, I would like to urge the Committee to work for quick passage of theseimportant bills. Their timely passage is a matter of financial life and death to manypeople involved in American agriculture. I especially support the retroactive relief
that the Senate Bill 900 would provide. Passage would alleviate the suffering of
many hard working people who have suffered enough.

Thank you, Senator Daschle rnd members of the Conmittee, for your attention.
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COMMUNICATIONS

STATEMENT OF THE AMERICAN PLANNING ASSOCIATION

The American Planning Association appreciates your invitation to present its
views on S. 887, which would provide for special valuation of sensitive environ-
mental areas for estate tax purposes in order to help preserve them in a natural
and undeveloped state.

The American Planning Association (APA) is a national organization of over
27 600 members, including public and private planners and elected and appointed
officials at all levels of government as well as educators, students and interested
citizens. Our members beong to 46 chapters covering every state and Congressional
district.

APA was formed in 1978 when the American Institute of Planners, established
in 1917, and the American Society of Planning Officials, founded in 1934, were con-
solidated. The Association'sprimary objective is to advance the art and science of
planning for the improved development of the nation mid its communities, states
and regions, as well as to preserve its valuable natural resources.

Historically, APA supports the protection of open spaces, natural areas, and scenic
lands in well plaimed development. This statement is based on APA's formally
adopted Environmental Quality and Wetlands policies. APA is concerned about the
alarming rates at which critical nonrenewable and renewable natural resources are
being degraded and permanently impaired by human activities. APA supports fed-
eral, state, and local actions to integrate improved environmental protection with
balanced comprehensive plans and measures to implement these plans. APA sup-
ports financial and other incentives to encourage voluntary actions by landowners
and others, consistent with the objectives of comprehensive plans.

APA commends Senator Jeffor 's initiative in advancing this bill. Its protective
goals are ones which are found being articulated with surprising strength in many
places throughout the comtry, despite the recessionary environment, as citizens and
officials alike seek innovative ways to preserve valuable open spaces at risk,

There are persuasive arguments for federal action to correct the problem ad-
dressed by tis bill. At the same time, APA has serious concerns about the bill as
now drafted and wishes to suggest ways that the tax benefit could result in greater
public beneAt by providing a stronger impetus for comprehensive community plan-
ning that guides balanced open space protection and longer term voluntary arrange-
ments to protect quality undeveloped lands.

APA commends the Jeffords billfor the following reasons:

1. It makes sense to modify the estate tax code consistent with the
public's significantly increased support for measures to conserve valuable
land resources. Recent years have seen, throughout our towns, cities, and rural
communities, growing public concern about the disappearance and degradation of
critical and valuable scenic, natural, and recreational resources. Citizens have
backed a variety of federal, state, and local measures to slow the rate of loss--cre.
ative zoning; commmity, regional, and statewide plans; increased public dollars to
buy land; donations of private dollars to private landsaving organizations like The
Nature Conservancy, Trust for Public Land, the Conservation Fund, and hundreds
of local and regional trusts; and incentives for protecting lands that remain in pri-
vate ownership. The provision that is targeted for change by the Jeffords bill is, sim-
ply put, out of sync with today's sensibilities about the importance of protecting val-
uable undeveloped lands.

2. The bill's reliance on voluntary, nonregulatory incentives to "do the
right thing" is commendable. The American Planning Association recognizes the
importance of providing financial incentives and encouraging voluntary action to im-
plement community land use goals. The proposed measure would reduce the effect

(220)



221

of coercive market forces that force heirs to sell environmentally sensitive lands that
they wish to but cannot afford to keep undeveloped. In targeting the critical junc-
ture at which heirs make a decision to retain or sell land, with the choice often one
that involves yes or no to development, the provision would give heirs more choices
and time to consider the future of their land.

3. The proposal encourages experimentation with land protection meth-
ods in ways that put less burden on public management. Despite wide citizen
support for land protection and bonds, special taxes, and other dollars to buy land,
there will never be enough public funds to purchase sensitive environmental lands
for federal, state, or local ownership. Nor would this be a wise goal to shoot for. Con-
sistent with protection objectives, continued private stewardship and productive use
of lands are often desirable. The existence of a strong network of private land con-
servation groups, including regional and local land trusts, could provide, if needed,
grass roots advice to help h eirs understand their choices and, if they opt for protec-
tion, to act on this decision. Thus, the Jeffords bill could spur partnerships and le-
verage private action.

4. Passage of a sound pro-open space provision in estate tax valuation
will provide federal leadership for state and local measures to neutralize
the adverse impact of estate taxes on voluntary decisions which affect the
realization of community land use objectives.

While supporting the thrust of S. 887, APA-which is committed to planning that
involves all affected interests and balances land conservation with other significant
public objectives (such as providing for needed development and raising revenues),
offers the following suggesiions for improvement. These are aimed at ensuring more
public benefit in return for foregone revenue, guarding against abuse by speculators,
and reducing the possibility that an offer of tax savings with fewer strings attached
could threaten negotiations with landowners to conclude voluntary perpetual con-
servation easements.

1. Fashion tighter provisions to provide longer term protection in land-
owner agreements. In exchange for the benefits of special use valuation, the pub-
lic should gain a longer time frame for land protection. The recapture provisions go
some distance but not quite far enough, since an unintended effect could permit
land to be banked by developers until it is ripe for development, and price escalation
aid profit potential make the penalty irrelevant. While there might be a legitimate
planning objective to build in a mechanism for reviewing long term easements after
a period of time has elapsed, there are other ways to accomplish this objective.

2. Tighten the definition of the term "sensitive environmental resources"
and clarify the mechanisms for making these decisions. As planners, we
would like to see definitions as well as financial incentives tightened so that fore-
gone federal funds are expended for quality land resources identified in local, re-
gional, and state plans when these plans exist, and to encourage communities to
adopt such plans where these do not exist. These plans should guide needed devel-
opment as well as land conservation. Linkage with use taxation policies at the com-
munity level, with state reimbursement of foregone property taxes, at least for some
communities, would also seem desirable. Recognizing that effective planning, despite
recent progress, still lags in many places in the country, a complementary strategy
could require heirs to donate easements to qualified entities, including private non-
profit land conservation groups. This could provide some certification of the quality
of the lands in question and encourage community dialogue in priority setting, link-
ing of open spaces, and monitoring of the agreement. Such a measure would engage
nonprofit land conservation groups in the process in ways in which they are proving
to be increasingly effective.

APA has considerable interest in the objectives of this bill, and hopes that these
suggestions will be helpful in strengthening its ability to use limited public re-
sources efficiently to preserve open space and other critical natural resoluces. In
preparing this testimony, we have not had the benefit of estimates of tax revenues
lost and benefits gained, and we recommend that further elaborations of this pro-
posed program develop these more fully, given the realities of the time. APA will

e pleased to work with staff in developing any of these ideas more fully.
Thank you very much for this opportunity for the American Planning Association

to present its views.
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