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A.E. Ext. 82-34 FARM INCOME TAX MANAGEMENT AND REPORTING REFERENCE MANUAL

ERRATA SHEET

Location Addition or Correction

Page 8 First line under Medical Expense deduction should read: “For tax
years beginning on or after January 1, 1983......
Page 15 ACRS Fast Recovery Table for Real Estate Except Low-Income Housing =

add year 16 to the table;

the applicable percentages for acquisitions in months 1-12 are:
001122334445

Page 15 Straight line options, 5 year class options, 25 years: The correct
first year fraction is 1/50.

Page 138 Reporting Depreciation and Cost Recovery
replace the paragraph with the following:

Form 4562 will be used to report the Section 179 expense election
(Part IA), depreciation of recovery property (Part IB), depreciation
of nonrecovery property (Part IC) and amortization (Part IT). The
only recovery property that may be excluded from ACRS (Part IB, line
3) is property on which depreciation can properly be computed under
the unit-of-production method or any method not expressed in terms
of years. Depreciation, cost recovery, and Section 179 expenses are
combined on 4562 and enterad on line 55 of Schedule F. However,

partnerships will transfer the 179 election expense to Form 1065
rather than combining it with other items on 4562.

Page 24 Last paragraph, second line:
c+sos..property otherwise eligible for investment credit...

Page 43 Dividend Exclusion, second sentence should read: On a joint return,
up to $200 of dividends may be excluded regardless of which spouse
received the dividends.

Page 44 Fi¥st sentence of second paragraph should end: will be about the
gsame after 1983.

Page 44 Replace the second paragraph under Keogh Plans with the following:

There is a transitional period over which the rules for Keogh and
corporate plans become nearly indistinguishable. For 1982 and 1983,
the maximum annual contribution to a Keogh plan is the lesser of
§15,000 or 15 percent of earned income (nmet earnings from self-em-
ployment). However, in any year an annual contribution of $750 can
be made if that contribution does not exceed the annual earned
jncome. After 1983, the maximum annual contribution to a Keogh will
be the lesser of $30,000 or 20 percent of net earnings from self-
employment. This will be equivalent to the 25 percent/$30,000 limi-
tation (down from $45,475) that will apply to corporate plans. The
maximum annual retirement benefit under a corporate defined benefit



Location

Addition or Correction

Page 45

plan will be reduced from $136,425 to $90,000 and the cost of living
ad justment has been frozen until 1986. For corporate plans in
existence on July 1, 1982, the new limits apply for tax years
beginning after December 31, 1982. For plans not in existence on.
July 1, 1982 the new limits apply to tax years ending after July 1,
1982.

Third paragraph under Individual Retirement Accounts

The limitation for employer contributions to SEP-IRA's is $15,000
for 1982 and 1983.




1982 TAX FORMS NEEDED BY NEW YORK FARMERS

Here is a list of the more important 1982 income tax forms needed by farmers
and some Indication of those that have changed.

Federal Forms

1040 -  U.S. Individual Income Tax Return. Some lines have been added and line
numbers have changed. Line 29 is the "deduction for married couples
when both work." '

Schedule A & B - Itemized Deductions and Dividend and Interest Income.

- Format has changed. A line has been added for "Interest income from
seller financed mortgages”. '

Schedule Tt ~ Capital Gains and Losses.

Schedule F - Supplemental Income Schedule. Minor changes.

Schedule F -~ Farm Income and ¥xpenses. Continues to be criticized by
budget cutting agencies.

Schedule G — Income Averaging. Substantial changes in format.

Schedule R & RP - Tax Credit for Elderly.

Schedule SE - Computation of Social Security Self-Employment Tax.
Attach to both C & ¥,

Schedule W - Deduction for Married Couple when both work.

1040A - Substantial changes in format.

1040EZ - For single filers with no dependents, income under $50,000,
wage income only, interest under $400 and no dividends.

1040X -~ Amended U.S. Individual Income Tax Return.

943 - Employer's Annual Tax Return for Agricultural Employees.

1099 Forms - Information veturns to he filed by person who makes certain
payments of $600 or more: 1099~F payments to fishing boat crew;
1099-INT interest payments; 1099-MISC to report rents, royalties,
prizes, and awards; 1099-NEC for recipients of nonemplovee compensation
such as fees or commissions. :

1096 ~  Summary and transmittal form for 1099's and 1087's.

w-2 - Wage and Tax Statement. W-3 - Transmittal of Income and Tax Statement.

1065 - U.S. Partnership Return. _ _

3468 -  Computation of Investment Credit. Business Energy Property credit will
' be computed on a separate Schedule B.

4136 ~ Computation of Credit for Federal Tax on Gasoline, Special Fuels and

Lub. 0il.

4255 ~ Investment Credit Recapture (undated).

4562 -  Depreciation: Use to report depreciation and cost recovery.

4684 -  Casualties and Thefts.

4797 -  Supplemental Schedule of Gains and Losses.

5695 - Residential Energy Credit.

6251 = Alternative Minimum Tax Computation.

New York State Forms

‘IT-201 - Income Tax Resident Return (individual, joint, or separate).
IT-201 ATT - Summary of Other Credits and Taxes.

IT-204 - Partnership Return.

IT-212 - Investment Credit and Recapture Schedule.

IT-214 - Real Property Tax Credit.

IT-220 - Minimum Income Tax Computation Schedule.

IT-250 - Maximum Tax on Personal Service Income,

IT-2102 & TT-2103 ~ Wage and Tax Statement, and reconcilation form.
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1982 FARM TAX AND INCOME SITUATION

New Legislation

The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) includes many
changes in the tax laws, a few of which become effective in 1982. Many more
changes will become effective in 1983 and later years. Since the Aer was
designed to produce more than $98 billion in additrional revenue, there is little
good news to be found in the new provisions. Some of the provisions of TEFRA
modify provisions of ERTA which was enacced only a year earlier. Modifications
were made in ACRS, investment credit and safe-harbor leasing rules. The basic
‘tax rate reductions of ERTA remain in effect, as does the inflation adjustment
(indexing) scheduled to become effective in 1985.

Most of the provisions of TEFRA are not modifications of ERTA. The changes
are too numerous to cover in this publication; we have concentrated on those most
likely to affect farmers. Tax practitioners will need to study the law carefully
in order to understand the many rather complicated changes.

Most of the tax changes effective for 1982 are the good news provisions
included in ERTA. They include the 10 percent cut in individual tax rates and

the second year of cost recovery under ACRS.

Future Legislation

While noise about new tax legislation is rather low this fall, prospects of
continuing large deficits suggest that changes in spending and/or taxes will need
to be seriously considered next year. The "flat tax” proposal is not dead but
also 1s not likely to become law soon. The tendency seems to be to make the kax
laws more complicated rather than more simple. 1t is quite Ilikely that changes
will be made in Social Security that will increase taxes, reduce the rate of
increase in benefits or both.

1982 Parm Incomes

In general, the farm economy is in the doldrums. Dairy farm incomes are
likely to be down in 1982 because costs have continued to increase but the price
of milk has stabilized. Records from 83 CAMIS dairy farmers show an average 10
percent decrease in January—August operating margins from the same period in
1981. Current legislation will make 1983 milk prices lower than 1982 unless
~policy is altered. Some dairymen will have enough net income in 1982 to be
looking for ways to save taxes.

Grain farmers are not likely to have high net incomes because prices are
rather low. Fruit growers generally had a good 1982 crop burt prices are somewhat
depressed.

Hog producers may be in a high income position because of higher prices than
~in 1981 but many will be able to reduce income taxes by carry forward of

investment credit and net operacting losses or by income averaging. Incomes of
egg producers are likely to be below 1981 levels.

A carryback of net operating losses may provide tax relief to some New York
farmers in 1982.
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FEDERAL INCOME TAX REDUCTIONS AND CHANGES FROM ERTA EFFECTIVE FOR 1982

Reductions In Individual Tax Rates

The Economic Recovery Tax Act of 1981 provided for a 23 percent, feur step
reduction of individual income tax rates starting in 1981 and extending through
1984. The first step was a 1.25 percent tax reduction in 1981.

For 1982, individual tax rates have been reduced an additiopal 10 percent.
The 1982 rate reduction will cut individual taxes 13 percent at the $5,500 taxa-
ble level, drop to an 8.6 percent total tax cut at the $60,000 to $85,600 taxa-
ble income level, and then climb to an 18 percent cut at the $200,000 income
level. The biggest reductions are in the highest income brackets because the
top marginal rate was cut from 70 to 50 percent.

In 1983 individual tax rates will drop an additional 10 percent bringing
the total reduction to 19 percent by the end of 1983. A five percent reduction
scheduled for 1984 will make the cumulative total reduction equal to 23 per-
cent .

ERTA also includes indexing provisions to adjust individual tax rates for
inflation. Starting with 1985, tax rate schedules will be revised annually to
prevent a taxpayer from being pushed into’a higher bracket by inflation. The -
adjustments will be based on the increase in the average 12-month Consumer Price
Index on September 30, 1984 compared with the 1983 CPI. Indexing will continue
. each year in which the CPI exceeds the 1983 CPI.

The zero bracket amount (standard deduction) is unchanged for 1982 and the
personal exemption stays at $1,000. TIndexing adjustments will apply to the
$1,000 personal exemption starting with 1985.

Tax Reduction For Double Wage Earner Couples

The old "marriage penalty”, which taxes a two—income couple at a higher
rate than two single persons with the same income, has been at least partly cor-—
rected by ERTA. Beginning in 1982, married couples filing joint returns will
receive a gross income deduction based on a percentage of the lower earning
spouse's "qualified earned income”. The deduction is made and claimed by filing
a new form, Schedule W, Deduction for a Married Couple When Both Work. " For 1982
the deduction will be the lesser of 51,500 or five percent of the smallest
carned income. The deductionm will be the lesser of $3,000 or 10 percent of
earned income beginning in 1983.

Qualified earned income includes wages, salaries, tips, commissions, and
income from self employment. Income from pensions, annuities, individual
retirement plans, and deferred compensation payments, are excluded. Wages the
lower earning spouse received from working for his or her spouse do not qualify
as earned income for computing this deduction. The following deductions made
from total income to arrive at AGI also reduce qualified earned income: trade or
business expenses, employee business expenses and payments to an IRA, Keogh or
Subchapter S retirement plans.
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The new marriage deduction will provide some tax relief for the self employ-
ed farmer who files a joint return with his or her outside income earning spouse.
The maximum savings is $750 for 1982. There is no deduction for the farm couple
whose income consists of farm profits plus the farm wages paid the spouse but mar-
ried business partners could benefit providing the profits are not evenly divided.
No credit is allowed if both spouses report the same income. Here is an example
of how the deduction is determined:

M.C. Farmer and his spouse file a joint return. He has $14,000 of self
employment income from farming and she has $16,000 of earned income from teaching
school. They also have joint interest (taxable) income of $3,500. For 1982 Mr.
and Mrs. M.C. Farmer may deduct $700 (five percent of $14,000) from their gross
income. 1If we assume they are in the 33 percent marginal tax bracket the $700
gross income deduction will save them $231 in federal income tazxes.

Federal Maximum Tax Eliminated

The 50 percent maximum tax on personal service income is repealed effective
January 1, 1982 because the reduction in the maximum individual rate to 30 percent
eliminates its purpose.

Capital Gains

_ The tax paid on the 40 percent of capital gains included in gross income will
be less because of the reduction in individual tax rates. Therefore, taxpayers in
the highest tax bracket will pay a 20 percent {.50 x .40) capital gains tax start-
ing in 1982 instead of the old 28 percent (.70 x .40) rate. A special rule appli-
ed the 20 percent maximum capital gain rate to 1981 transactions occurring after
June 9. The federal capital gains exclusion has not changed; it remains at 60
percent.

Alternative Minimum Tax Rate Reduced

The top alternative minimum tax rate has been reduced from 25 percent to 20
percent starting in 1982, All AMTI in excess of $60,000 will be taxed at 20 per-
cent under the new law. A transitional method of computing AMT on sales after

June 9, 1981 allowed many taxpayers to benefit from the maximum 20 percent rate in
1981. ‘ ,

This tax manual contains more information on alternative minimum tax.

S5ale of Residence

_ The lifetime exclusion of gain from the sale of a taxpayer's prinecipal resi-
dence by individuals age 55 and over has been increased to §125,000 for sales
occurring after July 20, 1981.

The length of the tax free rollever period on the proceeds from a sale of a
principal residence, when it is replaced by another principal residence, has been
extended from 18 months to two years. The new replacement period applies to sales
and exchanges made after July 20, 1981 and is the period beginning two years
before and ending two years after the sale of the old residence. Only the sale
proceeds that are reinvested in the new residence are tax free.



Interest and Dividend Exclusion

The $400 interest and dividend exclusion is gone! It was in effect for 1981
only. For 1982 the dividend exclusion falls back to the old 3200 ($100 on indivi-
dual returns) amount. One year tax—exempt savings certificates can be purchased
through December 31, 1982 and the interest exclusion can be claimed through 1983.
Starting in 1985, a completely different interest exclusion becomes available.
There is more information ¢n savings incentives in this manual.

New Charitable Contribution Deduction Option

A charitable contribution deduction for nonitemizers allows a taxpayer who
does not itemize deductions to use 25 percent of the first 5100 of charitable con-
tributions to reduce taxable income for 1982 and 1983. This limits most taxpayers
to a maximum annual deduction of $25 and marrvied taxpayers filing separate returns
to only $12.50 in 1982 and 1983. The maximum deduction allowed will increase to
$75 for 1984 and 50 percent of all charitable contributions for 1985. All chari-
table contributions may be deducted for 1986. The general limitation of 50 per-
cent of adjusted gross income applies for all years.

This special deduction for nonitemizers is scheduled to end after 1986.

Child and Dependent Care Tax Credit

The c¢hild and dependent care credit has been increased for low income taxpay-
ers starting with 1982. Prior to 1982 the credit was 20 percent of the employment
related child care expenses not exceeding $2,000, (5400 of credit), for the care
of one individual. The maximum was $800 for two or more children or dependents.

Taxpayers with AGI of $10,000 or less may now earn credit egqual to 30 percent
of qualified child care expenses not exceeding $2,400, ($720 of credit), for the
care of one individual. The maximum for two or more children is 54,800 of expen-
ses or $1,440 of credit. As AGI increases above $10,000, the credit percentage is
reduced one percent for each $2,000 (or fraction thereof) of income above 510,000,
until income reaches $28,000. Taxpayers with over $28,000 of AGI will receive a
maximum of $480 of credit, (20 percent of $2,400), for one child or dependent.

Qualified employment related expenses continue to be limited to the earned
income of the lower-earning spouse. Expenditures for out—of-the-house, noninsti-
tutional care of a disabled dependent or spouse are eligible providing the care
centers are in compliance with state and local regulatioms. '

Other Changes

The interest rate IRS may assess on underpayment of taxes has been 20 percent
gince February 1, 1982 and will be redetermined semiannually beginning with Janu-
ary 1, 1983 under the provisions of TEFRA.

Deductions for contributions made to IRA's and Keogh Plans have been libera~
lized. See Tax-Deferred Retirements Plans for more information.

Business tax changes are reviewed in the following sections.



CHANGES IN BUSINESS TAXES UNDER ERTA

The most significant business tax changes included in The Economic Recovery
Tax Act of 1981 are the new Accelerated Cost Recovery System and corresponding
changes in Investment Tax Credit. Both of these are extremely important te farm—
ers and are examined in depth in later sections of this manual.

The changes discussed here are those most likely to affect tax reporting for
farm businesses but do not include all of the new tax provisions.

Targeted Jobs Credit Extended

Targeted jobs credit was extended to January 1, 1983 for wages paid to tar-
geted employees. The old first year limit based on 30 percent of all FICA (or
FUTA) wages was removed. Youths participating in qualified cooperative education
programs who are not economically disadvantaged no longer qualify as targeted
employees. Relatives hired by the emplover do mnot qualify.

Targeted groups now include WIN registrants and recipients of Aid to Families
with Dependent Children. These rules apply toc 1982. TEFRA extends targeted jobs

credit for two more years with some modifications.

Corporate Tax Reductions and Other Changes

Rates on corporate income in the twe lowest tax brackets has been reduced two
percentage points over twWo years.

Corporate Tax Rates

Taxable Income 1981 1982 1983 & after
5 0 -5 25,000 17 16 15
25,001 - 50,000 20 19 18
50,001 - 75,000 30 30 30
75,001 - 100,000 40 40 40
100,001 and over 46 46 46

Noncalendar year corporations must prorate taxes according to the number of
days that fall in each year, if they are affected by these changes.

The minimum accunulated earnings credit has been increased from $150,000 to
$250,000 starting with 1982. Certain personal service corporations, such as law
and accounting firms, will remain at $150,000.

Subchapter S corporations may have 25 rather than 15 eligible shareholders
starting in 1982. The Tax Act of 1981 also broadens the rule allowing trusts to
be shareholders of a subchapter 5 corporation.

Accrual basis corporations and other accrual taxpayers may benefit from new
LIFO inventory rules contained in The Tax Act. Few small businesses have used
LIFO because of its complexity. The new rules are suppose to help simplify the
dollar-value method and make LIFC easier to use.

Charitable contributions by corporations are deductible up to a limit of 10
percent of the corporation's taxable income starting in 1982. The previous limi-
tation was five percent of taxable income.




Employer Gift Deduction Increased

Prior to enactment of The Tax Act of 1981, an employer could deduet only $25
of the cost of business gifts made to any person. For tax years ending after
August 13, 1981, a taxpayer may deduct the cost of gifts, up to $400, given to an
employee for length of service, productivity, or safety achievement.

The business gift deductiom applies to income taxes and is not to be confused
with the annual gift tax exclusion which applies to the unified estate and gift
tax. )

Carryover Period Extension

Net operating losses from tax years ending after 1975 may now be carried
forward for 15 years rather than seven. The new carryover period also applies to
unused investment credit and WIN credit for years ending after 1973, and new jobs
credit for years ending after 1977.

Stock Option Plans

A new incentive stock option available under ERTA allows employees to receive
capital gain treatment on gains realized when qualified stock options are exercis-
ed. Previous to ERTA the difference between the stock's fair market value at the
date of exercise and the option price was ordinary income {or lcss). There are
nine conditions that an employee stock option must meet in order to qualify for
capital gains.

Starting with 1983 there will be a change in the amount of additional invest-
ment credit allowed to an employer contributing to a tax credit ESOP.

Other Business Tax Changes (reported in later sections)

The Section 179 expenses deduction, a replacement for AFYD, goes into effect
for the first time for 1982. Find more details under Depreciation and Cest
Recovery.

Recapture rules for Sections 1245 and 1250 were changed by ERTA. See A Re-
view of Farm Business Property Bales. :

New rules apply to the establishing and financing of IRA's and employee
pension plans. See Tax-Deferred Retirement Plans.

At-risk rules have been extended to Investment credit. See Federal Invest-—
ment Credit At-Risk Limitations-

Investment tax credit for 1982 qualified rehabilitation expenditures increas-
es to 15 percent for 30 year old buildings, 20 percent for 40 year old buildings,
and 25 percent for certified historic structures. See Federal Investment Credit.




THE TAX EQUITY AND FISCAL RESPONSIBILITY ACT
(TEFRA) OF 1982

Substantial changes in tax laws were made by TEFRA. Most of the changes
‘will be effective for tax years beginning after 1982. Many of the changes will

be relatively unimportant to farmers.

Changes in Individual Taxes Effective in 1982

Taxation of Unemployment Insurance Benefits

The portion of unemployment benefits includible in gross income will be
increase for benefits paid on or after January 1, 1982. The base amount above
which part of unemployment benefits are included in gress income was lowered from
$20,000 to $12,000 for single raxpayers and $25,000 to $18,000 for married tax—
payers filing jointly. Penalties for underpayment of estimated tax due to this
change will be waived for the 1982 tax year.

Flexible premium life insurance

Requirements for the proceeds of flexible premium life insurance policies
to qualify for an income tax exclusion have been modified.

Changes in Business Taxes Effective in 1982

Few of the changes in business taxes effective in 1982 will have a direct
effect on farmers.

Safe-Harbor Leasing Rules

The Economic Recovery Tax Act of 1981 created a lease election which will
guarantee that a financial lease transaction will qualify as a lease for imvest-—
ment credit, cost recovery, and other income tax purposes. The intent was to
allow the greatest possible distribution of the benefits from increased invest-
ment credit and ACRS deductions. Presumably, the benefits of the increased
deductions will be at least partly passed on the lessees who could not directly
benefit from those deductions because of low or nonexistent income tax lia-
bility. In effect, ERTA removed many of the restricrions on a transaction
qualifying as a lease under IRS guidelines.

The "Safe-Harbor™ leasing rules have been changed for leases entered into
after July 1, 1982 to limit the benefits derived by the lessor. Few farmers are
"safe-harbor” lessors. Farmers who are safe-harbor lessees may be affected
indirectly in terms of lease payments, and in some cases may be directly affected
by the "lessee limitation" rules.

In 1982 and 1983, the amount of a lessee's property that the lessor may
treat as "qualified leased property” may not exceed 45% of the cost of the
lessee's "qualified base property”. Qualified base property includes property
placed in service by the taxpayer during any calendar which (1) is new Section 38
property owned by the taxpayer or (2) is safe-harbor lease property or (3) is
"designated leased property”. Designated leased property is other new Section 38
property of which the taxpayer is the lessee.



This provision does not prevent a taxpayer (lessee) from leasing more than
45% of the Section 38 property he placed in service during the year. It only
prevents the legsor from treating more than 45% of the lessee's qualified base
property as qualified leased property. The only direct impact on the lessee
would seem to be that he might be required to provide information that would
allow the lessor to make the computation to comply with the 457 rule.

In addition a special provision appears to exempt safe-harbor leases
totaling less than $150,000 in any calendar year for any lessee who uses the
leased property for farming from the 45% rule. This provision is effective
during the period July 1, 1982 through December 31, 1983. 1In total, the new
safe-harbor provisions do not appear to have much, if any, direct impact on farm
faxpayers.

Annual Accrual Method for "Qualified Partnerships”

For tax yvears beginning after 1981, a “"qualified partnerships™ is allowed to
. continue to use the annual accrual method and currently deduct certain pre—
productive expenses rather than capitalizing them. This provision is unlikely to
affect any New York farmers.

Changes in Individual Taxes Effective after 1982

Repeal of Minimum Tax and Expansion of Alternative Minimum Tax

The add—on minimum tax was repealed for tax years beginning after 1982. The
alternative minimum tax was expanded to prevent high-income individuals who have
tax preference income from avoiding all tax liability. The new AMT will be pay-
able to the extent it exceeds the taxpayer's regular tax. The tax preferences
for add-on minimum tax purposes will be added to the list to which AMT applies.

Medical Expense Deduction

For tax years beginning on or after 1983, the 3 percent floor for deductible
medical expenses will be increased to 5 percent and the separate deduction for
one~half of medical insurance premiums will be eliminated. In 1984, the ome
- percent floor for deductible drug expenses will be eliminated but only
- prescription drugs and insulin will be deductible.

Non-husiness Casualiy and Theft Losses

Tor tax years begiuning after 1982, casualty and theft losses will be
deductible only to the extent that the total amount of such losses {after
reduction for the $100 floor for each loss) exceeds 10% of adjusted gross income.

Withholding on Interest and Dividends

Beginning July 1, 1983, a 10% withholding will apply to interest, dividends
and patronage dividends paid or credited to individuals and unincorporated
entities such as partnerships and estates. Payors other than individuals will be
required to withhold and deposit the appropriate amounts.



-G

Withholding will not be required for individuals whose tax liability for the
previous year did not exceed 5600 (51,000 for married persons filing a joint
return) nor for individuals over 65 whose tax 1iability was not more than $1,500
(52,500 for married persons filing a joint return).

_ A payor may elect aot to withhold on {interest payments that do mnot exceed

§150 and on payments that would not exceed §150 on an annual basis. The payor

must aggregate all payments to a single payee 1in exercising this election. The
exemption does not apply to dividends.

Withholding on Pensions, Annuities, and Deffered Income

In general, a 10 percent withholding will be required on all non—periodic
payments after December 31, 1982. Withholding will apply to periodic payments as
if such payments were Wages- Howevel, an ijndividual may elect, for any reason,
not to have the tax withheld from either periodic or non-periodic distributions.

Interest Rate on Underpayments and Overpayments

Effective January 1, 1983 the rate of interest on underpayments and overpay—
ments will be redetermined twice a year. The rate will be the average prime rate
charged by commercial banks during the six months ended September 30 for the
following January through June and the six months ended March 31 for the
following July through Decembet.

Federal Unemployment Tax

Effective January 1, 1983, the FUTA wage base will be increased from 56,000
to 47,000 and the tax rate will be increased from 3.4 to 3.5 percent.

Declaration of Estimated Tax

Declaration of estimated tax by individuals will not be required for taxable
years beginning after December 31, 1982. Other provisions of the law will,
however, continue Lo function as if the declaration were filed. ‘

Other Changes

Many other changes were made by TEFRA. Most of these will not affect
farmers, at least with respect to income from farming.

Changes in Business Taxes Effectlive after 1982

The changes in business taxes effective after 1982 are too numerous fo cover
completely in this manual. Those most important to farmers will be reviewed.

Corporate Tax Preferences

The tax benefits of certain corporate Lax preferences will be cut by 15% for
transactions after 1982 in tax years ending after 1982, This will apply to the

portion of Section 1250 gains that now are treated as capital gain as well as to
many other corporate tax preferences.

Thie cut in benefits will be accompanied by a reduction in the amount of tax
preference items used to calculate corporate minimum tax.
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Repeal of Post-1985 changes in ACRS

The scheduled speedups in cost recovery in 1985 and 1986 under ERTA have
“been repealed.

Leasing Rules

The safe-harbor leasing provisions were repealed for leases entered into
afrer December 31, 1983. After that date "finance leases” will be treated as
leases for tax purposes. To some extent, rhese will be safe-harbor leases
operating under a new name.

Reduction ip Basis or Reduction in Investment Cradit

For property placed in service after 1982, the basis for cost recovery must
be teduced by 50% of the regular investment tax credit, 50% of the allowable
energy investment credit and 50% of the 25% credit for tehabilitating certified

This applies only to the regular credit portion. He would still need to reduce
the basis by 50% of allowable energy investment credirt even if he elected to take
a reduction in regular investment credit.

If the taxpayer elects Lo reduce the regular investment credit rather than
reduce. the basis, the IC will be 4% for 3 year property and 87 for other recovetry
Property that is eligible. The election will be made on & property-by-property
basis.

If the investment credit for which the downward basis ad justment was made
remains unused at the end of the 15 year carryover period, the taxpayer will he
allowed a 50% deduction for the unused credit. -In the case of rehabilitated
buildings, a 100% deduction will be allowed.

to the lessee, the lessee must include in income ratably over the ACRS recaovery
period an amount equal to 50% of the investment credit allowable. As an alterna-
tive, the lessee may elect the 2 point reduction 1n the regular investment
credit, '

depreciation and amortization for purposes of calculating Corporate earnings and
Profits.

Maximum Investment Credit Limitation

In tax years beginning after 1982, the taxpayer will be allowed to use IC to
offset the first $25,000 of tax liability plus 85% of the tax liability over
$25,000.
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Corporate Estimated Tax Payments

In general for tax years beginning after 1982, corporations will be required
to deposit quarterly 90% (rather than 80%) of their final tax liability in order
to avoid the test for underpayment penalties. They will also be required to pay
the full amount of any unpaid tax by 2 1/2 months after the end of the tax year.

Targeted Jobs Tax Credit

The targeted jobs tax credit has been extended two years and changes have
been made in eligibility for the credit.

Other Provisions

Important changes have been made in provisions dealing with mergers and
acquisitions, construction period interest and taxes, accounting for long-term
contracts, industrial development bonds, mortgage subsidy bonds, informacion
reporting by issuers of certain tax—exempt bonds, amortization of original issue
discount, stripping of interest coupons from bonds, and payments to foreign
government officials or employees. These changes are unlikely to affect farmers.

THE SUBCHAPTER § REVISION ACT OF 1982

Ma jor changes were made in the tax laws that govern subchapter S corpora-
tions. Most of the changes become effective for tax years beginning on or after
January 1, 1983 but the provision relating to passive income became effective
January 1, 1982. The changes jnclude both easings and tightenings.

The major change that will affect all Sub-S corporations is reporting of in-
come. Sub-8's will report in a manner very similar to partnerships: The share-=
holders will report thelr pro-rata share of components of corporate income rather
than reporting thelr share of net income or loss. This means that each share-
holder will report his/her share of operating profit or loss, interest income,

depreciation, tax credits, capital gains and losses, 1231 gains and losses, etcs

A tax will be imposed at the corporation tevel on "excessive passive income”
at the 46% corporate rate for firms with pre—election accummulated earnings and
profits.

A sub-S corporation may have 35 rather than 25 shareholders and shareholders
may have different voting rights. Owners of more than half the voting stock may
revoke the election. Formerly all the shareholders had to consent tO a
revocation.

New Sub-§ firms will not be able to deduct as business expenses the fringe
benefits for owner—employees that corporaticons are allowed to deduct. Existing
Sub~S corporations may continue to deduct these fringes until 1988.

New Sub~S corporations must file on an calendar year basis. Existing
Sub-S's using a non-calendar year are not required to change to a calendar year
unless there is-a 50% shift in ownership due to reasons other than death or
family transactions.

Other provisions too numerous to cover here were also included in SSRA.
Anyone dealing with Sub~S corporations ghould study the law.



] 2=

DEPRECIATION AND COST RECOVERY

The Economic Recovery Tax Acr of 1981 provided for the replacement of de-—
preciation by cost recovery under the Accelerated Cost Recovery Sysrem (ACRS) for
most depreciable property placed in service after 1980, Property acquired before
1981 will continue to be depreciated under the depreciation rules rather than
under the ACRS rules. Some property aecquired after 1980 will not be eligible for
ACRS and therefore will fall under the depreciation rules (see Anti-Churning
Rules below). The discussion here will concentrate on ACRS because depreciation
decisions have already been made on property acquired before 1981. Those who
need information on depreciation rules should consult pre-1981 editions of Farm
Income Tax Management and Reporting or the Farmers Tax Guide. Keep in mind that
some parts of the old depreciation rules do not apply to post 1980-acquisitions
that are not eligible for ACRS. New York State will not recognize ACRS for
agsets purchased in 1982 and later.

Recognizing depreciable assets, determining the basis for cost recovery,
placing property in the correct cost recovery class and understanding the rax
consequences of various cost recovery elections are important ingredients for
accurate tax reporting and successful business management .

Depreciable Assets

A farm operator is allowed cost recovery or depreciarion on machinery,
equipmenc, buildings, and on purchased livestock acquired for dairy, breeding,
drafr and sporting purposes unless he isg reporting on the accrual basis and such
livestock are included in his inventories. Depreciation or cosrt recovery mnust be
claimed by the taxpayer who owns the depreciable asset., A farmer cannot
depreciate property that he is renting or leasing from others. He may depreciate
the cost of most capital improvements made to leased Property.

Depreciation or cost recovery is not optional. It should be claimed each
vedr on all depreciable property. If a buyer neglects to take depreciation when
it is due, he is not allowed to recover the lost depreciation by claiming it in a
later year. He may recover lost depreciation by filing an amended return.

Accurate Records Needed

Accurate and complete depreciation records are basic to reliable farm income
rax reporting and good tax management. Depreciation and cost recovery must he
reported on Form 4562. This form is designed to include ACRS property (Parc I)
as well as property depreciated under other methods (Part II). A complete de-
preciation and cost recovery vecord is needed to supplement Form 4562. Depre-
ciable farm assets purchased prior to 1981 and assets not eligible for ACRS may
be grouped as buildings, machinery, and livestock in Part II of Form 4562, It is
Dot necessary to submit the complete list of items included in the taxpayer's
depreciation and cost recovery schedules.

One important reason for adequate depreciation records is the computation of
any depreciation or cost recovery recapture upon the disposition of property used
in the farm business. This requirement is discussed elsewhere in the manual in
more detcail.
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Cost recovery period

Depreciable assets purchased after December 31, 1980 that qualify for ACRS
must be placed in one of four cost recovery classes regardless of the expected
useful life of the asset in the farm business. (There is a fifth class, 15 year
public utility property that will not be applicable to farm property.) The
Accelerated Cost Recovery System (ACRS) introduced as part of the FEconomic
Recovery Tax Act of 1981 provides for placing depreciable assets in one of the
four ACRS classes depending primarily on the Asset Depreciation Range (ADR) class
lives as of January 1, 198l. The ACRS classes are also defined in terms of
Section 1245 and Sectiomn 1250 property.

Three year property. The 3-year class includes:

1. Section 1245 property with an ADR class life of 4 years or less. This
includes automobiles, light duty trucks {less than 13,000 1bs.) and
over-the-road tractors. It also includes hogs for breeding purposes but
not cattle or goats held for dairy or breeding purposes nor sheep held
for breeding purposes because the ADR class life of these animals is
greater than four years.

2. Section 1245 property used in connection with research and experimenta—
tion. Few farmers will have this type of property.

3., Race horses more than two years old when placed in service and any other
horses more than 12 years old when placed in service.

Five year property. Section 1245 property that is not 3~year property.
10~year property, or 15-year public utility property is considered S5-year ACRS
property. For farm businesses the 5—year class {ncludes almost all 1245 pro-
perty that is not 3-year property because farm businesses will have little or nod
10~year property and 15-year public utility property.

The 5-year class includes the following farm property:
1. All farm machinery and equipment except light trucks.

2. All purchased breeding, dairy and sporting livestock (except hogs
and any horses which are included in the 3-year class).

3. Silos, grain storage bins, fences, paved barnyards, water wells
and drain tiles.

4. Orchards, groves and vineyards when they reach the production stage.
5. 8ingle purpose livestock and horticultural structures. These structures
were classified Section 1245 property by the Fconomic Recovery Tax Act

of 1981.

Ten year property. The only farm property included in the 10-year class
appears to be mobile homes (residential manufactured homes).
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Fifteen year property. The 15-year class includes Section 1250 propetrty
with an ADR class life of more than 12.5 years. This class will include all
depreciable farm real estate rhat is not 1245 property included in the 5-year
class. Examples are general purpose buildings such as tool sheds, machine shops
and multi~purpose barns. Tenant houses will also be included in the 15-year

class. If fast recovery is used on 15 year property it will become 1245 property
when sold.

Cost Recovery Options

The taxpayer must choose one of four Cost recovery options for each of the
four classes of depreciable farm property which qualify for ACRS. If fast re-
covery (cthe regular ACRS option) is chosen, the percentage recovered each year
will be the amount shown in the table below. For 3, 5 and 10~year property,
these rates approximate 150 percent declining balance with switchover to straight
line and a half-~year convention applied in the year of acquisition (see section
below). The rates shown in the table for 15 year property are based on 175%
declining balance with switchover to straight line and will not use the half-year
convention.

FAST (REGULAR) RECOVERY PERCENTAGES UNDER ACRS

Type of Property

Recovery Year ' 3~Year 5-Year 10-Year 15-Year 1/
~~~~~ Percentage———-——

1 25 15 8 12

2 38 22 ‘ 14 10

3 37 2] 12 9

4 — 21 10 8

5 - 21 10 7

6 - - 10 6

7 - —- 9 6

8 - - 9 6

9 - - 9 6

10 -- ' — 9 5
11-15 (per year) - - - 5

1/ Percentage deductions in this column apply only to 15~year property placed in
~ service during the first month of the tax year. Fifteen-year property placed
in service later in the tax year will earn 1 percent per month in the first
year. See table on next page for percentage recovery for acquisitions in

months other than the firse.
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w—Income Housing

If the Recovery

Vonth in First Year the Property 1s Placed in Service

Year Is: 1 2 3 4 5 6 7 B8 9 10 11 12
The applicable percentage is:
1 12 i1 10 9 8 7 6 5 4 3 2 1
2 0 10 11 11 11 11 11 11 11 11 11 12
3 9 9 9 9 10 10 10 10 10 10 10 10
4 8 8 8 8 8 8 9 9 9 9 9 9
5 7 7 7 7 7 7 8 8 8 8 8 8
6 6 6 6 6 7 7 7 7 7 7 7 7
7 6 6 6 3] 6 6 6 6 6 b 6 6
8 6 6 6 6 6 ) 5 6 6 6 6 6
9 6 6 6 6 5 6 5 5 5 6 6 6
10 5 6 5 6 5 5 5 5 5 5 6 5
11 5 5 5 5 5 5 5 5 5 5 5 5
12 5 5 5 5 5 5 5 5 5 5 5 5
13 5 5 5 5 5 5 5 5 5 5 5 5
14 5 5 5 5 5 5 5 5 5 5 5 5
15 5 5 5 5 5 5 5 5 5 5 5 5

The entire range of straight line options is shown below:

Straight line
option lst year

Intermediate years

Last year

3 year class options

3 years 1/6
5 years 1/10
12 years 1/24

5 year class options

5 years 1/10
12 years 1/24
25 years 1/25

10 year class options

10 years 1/20
25 years 1/50
35 years 1/70

15 year class_options

15 years 1/180 per mo.
35 years 1/420 per mo.
45 years 1/540 per mo.

1/3
1/5
1/12

1/5
1/12
1/25

1/10
1/25
1/35

1/15
1/35
1/45

in
in
in

in
in
in

in
in
in

in
in
in

each
each
each

each
each
each

each
each
each

each
each
each

of
of
of

of
of
of

of
of
of

of
of
of

nextc
next
next

next
next
next

next
nexg
next

next
nexc
next

2 years
4 years

11 years

4 years
11 years
24 years

9 years
24 years
34 years

14 years
34 years
44 years

1/6
1/10
1/24

1/10
1/24
1/50

1/20
1/50
1/70

balance
balance

balance
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Half-year Convention

The three year, five year and ten year ACRS classes have a built-in half
year convention for the first year of depreciation. In other words, a farmer
will receive six months of depreciacion on all depreciable assets placed in the
three, five and ten year classes regardless of the actual month of purchase. The
month of purchase cannot be ignored, however, for it will affect investment tax
credit recaprure. Recapture is discussed under Lnvestment Credic. First year
depreciation on 15 vear real property is based on the month of acquisition.

ACRS Property Class Rules

For 3, 5 and 10 year ACRS property, the same recovery option must be used
for all the property acquired in a given year that belongs in the same ACRS
class. Taxpayers do not have the option to establish subdivisions of a property
class. For example, if a farmer purchased dairy cows, a new tractor, a silo, and
built a dairy barn in 1982, all belong in the five year property class. He may
not recover the cows over five years and the single purpose agricultural
Structure over 12 or 25 years. However, the taxpayer may choose a different
recovary option for property in the same ACRS class acquired in a subsequent
year. For example, a farmer could choose fast recovery for a farm auto purchased
in 1982 (3-year property) but choose straight line for 3 or 5 years for a pickup
truck purchased in 1983. Keep in mind that fast tecovery would be used on any
other 3-year property purchased in 1982 and the same straight lIine option used on
the pickup would be required on all 3-year property purchased in 1983.

A taxpayer may select differeunt recovery options for different ACRS classes
established for the same year. For example, he could select fast recovery on
3~year propertcy, straight line over 12 years on 5-year property and straight line
for 10 years on 10-year property.

In the case of 15-year property, the recovery options may be chosen on a
property-by—-property basis; that is differear options may be chosen on items in
this class purchased in the same year. If a substantial improvement is wmade to
15 year property, the taxpayer may choose a recovery option different from the
option chosen on the original building. An improvement is substanrial if ir is
made at least three years after the building was placed in service and the amount
of the improvement over a two year period is ar least 25% of the ad justed basis
of the building as’of the first day of that period. '

Electrion to Expense Depreciable Property

An expense deduction is provided for taxpayers (other than trusts,  estates
Or certain non-corporate lessors) who elect to treat the cost of qualifying
property, called Section 179 property, as an expense rather than a capital
expenditure. To qualify for Section 179, property must be both ACRS recovery
property and Section 38 property. The Section 179 expense deduction was limited
to zero in 1981. Furthermore, the old 20 percent addicional first year deprecia—
tion option was eliminated beginning January 1, 1981. Sectcion 179 formerly
~applied to AFYD but now applies to che expense election.
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The Section 179 election will be §5,000 for 1982 and 1983, increase to
$7,500 in 1984 and to $10,000 in 1986. Although it is intended to replace the
old additional first—year depreciation, Section 179 property will not be treated
exactly like depreciable property. All the gain due to the expense election from
the sale of Section 179 property will be ordinary income. Furthermore, 1o
jnvestment credit is allowed on property placed under the Section 179 deduction.
There are also restrictions on the use of Section 179 for property acquired from
relatives and other businesses controlled by the taxpayers

Cains from the sale of Section 179 assets are treated just like Section 1245
gains. The amounts expensed are recaptured as ordinary income in the year of
sale. The only apparent advantage of Section 179 is simplification. The major
disadvantage of using the election is loss of investment credit. The only
depreciable assets that most farmers should consider for the Secticn 179 election
are those that will be held for short periods of time. Farmers in high tax
brackets and with high opportunity cost of capital might want Co consider
expensing rather than depreciating dairy cattle, particularly if they are likely
to be held only 3 or & years.

Anti~Churning Rules

A setr of anti-churning rules are designed to prevent a taxpayer from taking
advantage of ACRS on property acquired before 1981. .These rules are complex and
will not be completely covered here.

The rules prevent a taxpayer from using ACRS on property previously used in
his or in a related (as defined by IRS) person's business prior to 1981. A young
farmer buying personal and real property from his or her parents in 1981 cannot
use the new ACRS system but must use the depreciation rules that apply to used
property. Tax free exchanges between a caxpayer's business organizations (e:g.,
incorporacion transfers), and leasebacks do not qualify for ACRS depreciation.
ACRS property that is sold or rransferred from one member of a family to another
is not eligible for a new recovery option.

-Mass Asset Election

The mast asset election does not appear to offer any advantage to most farm
faxpayers.

Additional Rules

Salvage value 1is disregarded when computing ACRS recovery. No recovery
deduction is allowed in the year 1245 property (all three year and five year
class property) is disposed of. Recovery may be claimed in the year of
disposition (based on the months held in that year) on buildings (1250 propexty)
purchased in 1981 and latex.

Gain (or loss) will be calculated and recognized when a depreciable asset 1s
sold much as it has been previously. Cain to the extent of ACRS deductions on
all Section 1245 three and five year ACRS property is ordinary income. The new
law leaves no doubt about how single purpose livestock structures, horticultural
structures, silos and grain storages will be handled. When these post—-1980
depreciable 1945 assets are sold, all ACRS deductions previously claimed will be
recaptured as ordimary income. General purpose buildings and tenant houses in
the 15 year real property class are still eligible for capital gains treatment 1f
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straighr line recovery is used. If ACRS fast recovery is used on non-residential
buildings all gain to rhe extent of recovery deductions claimed is ordinary
income. In effect, the asser becomes 1245 Property. If fast recovery has been
chosen on either a building or a substantial improvement tro it, any gain frog
disposition of the entire building will be recaptured as ordinary income ro che
extenr of the fast recovery taken on eicher part of the building. Any remaining
gain will be treated as capital gain.

Choosing Recovery Options

property, assuming the recovery deductions can be used ro reduce taxable income,
If che taxpayer will not be able to use all the deductions in the early years,
he/she may want ro consider one of rhe straight line options.

The choice of recovery option is much more difficulc for 15 year
non~residential property for two reasons: (1) The excess of 15 year rapid

tax (chis is telatively unimportant ro mosr farmers because of the 10,000
exemption and because farmers are not likely to have other preference items
subject to the add-on tax. Also, the regular minimum rax will end after 1982;
the preferences will be added ro the alternarive minimum tax list, but cthe AMT
exemprion will be $40,000 for a married taxpayer filing joinrly). (2) All fasc
ACRS recovery is subject to recaprure as ordinary income when the real estate ig
sold atr a gain while none of the straight line recovery is recaptured. In other
words, scraight line Fecovery, whether 15, 35 or 45 year SL is chosen, will
result in capital gain (if there is a gain) while fast recovery will result in
ordinary gain.

Analysis published in the Journal of Taxation suggests that 15 year straight
line recovery is the preferred oprion on non-residencial 15 year Property that is
likely to be sold in the furure for at least its original cost unless the
taxpayer's opportunity cost of capital is exrremely high or the holding period
will be very lomg (more than 20-25 years). Most farmers, even rhose who will not
be subject to minimum tax on the €xcess recovery, probably should select 15 year
straight line racher than fasc Tecovery if there is a potential for substancial
captial gain from sale of the real estate in the next 15 years or so.

Reporcing Depreciation and Cost Recovery

Form 4562 has been revised to be consistent with ACRS. Part I is for assers
placed in service after 1980 and Parc Il is for assets placed in service before
1981 and other assers not qualifying for ACRS. Parc I is primarily for ACRS but
it implies that the raxpayer can elect to exclude cerrain propercy from ACKS.

The only property thar can be excluded is pPropercy on which depreciation can
properly be compured under the unit-of-production merhod or any method not
expressed in terms of years. Depreciation and cost recovery will be combined on
4562 and entered on one line on page ! of Schedule F.

Basis Adjustment

For assets acquired after 1982 the basis of the asser must be reduced by 50%
of the regular investmenc credic, 50% of the allowable business energy credit and
30% of the 25% credit for rehabilitacing cerrified historic strucctures. The
reduction by 50% of the regular investment credir may be avoided by reducing the
regular credit by two percentage poinrcs.
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FEDERAL INVESTMENT CREDIT

Federal investment tax credir is one of the most important features of farm
tax reporting and tax management. The credit is a direct reduction against
income tax liability. 1f the credit canmot be used in the year ic is earned, it
can be carried back and carried forward to offset tax liability in other years.
1f property is disposed of before credit claimed is fully earned, the credit must
pbe recomputed to determine the amount tO Yecapture.

Form 3468 is used for computing the credic, bur records showing credit
claimed on individual property ghould be a part of the depreciacion record.
Filing a 3468 for every year that a taxpayer has investments in eligible pro-—
perty is the only way to claim the credit even though the potential credit may
be used against another tax year. Copies of prior years forms can be used To
keep crack of the running balance of credit available. Eligible property .
includes:

— Farm machinery and equipment.
-~ Livestock (other than horses).

- Fences, paved barnyards, roadways, unloading areas, water wells, drain
tiles, irrigation systems, and depreciable reservoirs and dams.

- Orchards and vineyards in the year production starts.

- Srorage facilities such as silos, grain bins, corn cribs O
manure scorages used principally for the bulk storage of fungible
{interchangeable) commodities.

- Single purpose livestock and norticultural structutes.

- Expenditures for rehabilitating buildings 30 or more years old if 75

percent of the exterior walls are retained (rules changed after 198l).

— The cost of certified pollution control facilicies that are rapidly amor—
cized (60 months) and have actual useful lives of at least five years is
100 percent eligible.

- Used as well as new property COuntss when used propercy 1is acquired to
replace used property only the boot qualifies unless investment credit is
recomputed on the disposed used propertye

- Maximum qualifying jnvestment in used property is $125,000 (joint return)
in any ome year for 1981-84 and will be $150,000 after 1984.

Amount of Credit

Maximum credit allowed in one year is the tax liabilicy on line 40, Form
1040 or $25,000 plus 90 percent of tax liability in excess of $25,000, whichever
igs less. The percent limitarion will decrease to 85 percent after 1982.
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Qualified Investment

qualified. For eligible property acquired before 1981 and for non~-ACRS propercy
acquired in 1981 apd later, the qualified investment depends on useful life:
Three or four years, one-third qualifies; five or six years, two-thirds quali-
fies; seven or more years, 100 percent qualifies. Capital pPurchases expensed
under Section 179 are noc eligible for investment credic.

Buildings

Buildings are not eligible for investment credit. However, the Revenue Act
of 1978 specifically extended invesrment credit to cover "single purpose live-
stock and horticulrural Struccures” effecrive for taxable years thar end after
Augusc 15, 1971.

- Definitions:

"Single purpose livestock Strucrure means any enclosure or
structure specifically designed, construcred and used for hous-—
ing, raising and feeding a parricular type of livestock ang
their produce, and for housing the equipment (including any
replacements) necessary for the housing, raising and feeding."

"Single purpose horticultural structure means a greenhouse
specifically designed, constructured and used for che commercial
production of plants and a Structure specifically designed, con-
structed and used for the comuercial production of mushrooms."

= The structure may include workspace only if used for:

(a) stocking, caring for, or collecring livestock or plants or their pro-
duce; (b) the maintenance of the structure; and (¢) mainctenance of equip—
ment and stock.

This weans that many livestock buildings such as dairy barns, hog confine-
ment buildings, and chicken houses as well as greenhouses that IRS had previously
disqualified are now eligible for investment ¢redit. Although the eligibilicy
extends back to August 15, 1971 rhe IRS will not accepr amended returns for
closed tax years. Tax years ending in 1978 and earlier are closed for most
farmers.

The 1978 Acr did nor make all buildings eligible for investment credic. For
example, a machinery shed is not eligible nor is a general purpose structure char
can be used to house various types of livestock. If parc of the space in a
greenhouse is used for selling plants, the enrire greenhouse is ineligible.

Rehabilitated Buildings

Changes in 1982 eliminared the investment credit for rehabilictacting
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buildings less than 30 years old. Rehabilitation expenditures afrer December 31,
1981 will earn 15 percent investment credict if che building is at least 30 years
ola, 20 percent if the building is at least 40 years old, and 25 percent if the
building is a cerrified historic structure.

The rehabilitaction must be "substancial™, chat is, qualified rehabilitation

expenditures during che 24-monch period ending on the last day of the taxable
year must exceed the greater of the adjusted basis of the property oOr $5,000.
The expenditures must have been incurred afrer 1981. The physical rehabilication
work must begin at least 30 years afrer the date the building was first placed in
gservice. A cransitional rule allows credit for expenditures after 1981 on build-
ings 20 to 30 years old if the rehabilirtation began before 1982.

Expenditures for the interior or exterior renovation, restoration or recon=
struction of the building qualify for the credit only if che rehabilitation
jmprovements have a recovery period of 15 years. Furthermore, the credit is
available for all cypes of buildings that are used in business OT productive
acrivicies except buildings that are used for residencial purposes. However, the
credit may be earned on a certified historic srructure thart is used for
residencial purposes. The use of a building is derermined on the basis of its
use when placed in service after rehabilication. Thus, rehabilicacrion of an
aparcment building for use as ai office building would render the expenditure
eligible for the credit. '

Costs for acquiring Or completing a building or for the replacement oY
enlargement of a building do not qualify. 1f more than 25 percent of the ex—
terior walls are replaced, the rehabilitation does mot qualify for the credic.

The credits are available only if the caxpayer elects ACRS straight line

recovery. <The bagis for recovery must be reduced by the amount of the credit
(except in the case of certified historic sTructures).

Special Rules on Livestock Investments and Replacements

Determining the qualified investument in eligible livestock is complicated.
1f purchased 1ivescock replaces "gubstancially identical™ livestock within six
months, the price paid must be reduced by the price received when no recapture of
1.C. is required. The used property substiturion rule also affects livestock.
When used property 1s purchased to replace used property sold, qualified invest—
ment is price paid less unrecoverad cost of the replaced property. It is
imporcrant to uote that both the "substantially idencical replacement " (5.1.R.)
rule and the "used property substiturion rule” do not apply if cthe 1.C. is
recomputced. ' ‘

The following guidelines will help in decermining the qualified investment.

- The age, and the use to which animals are suited will help determine
whether livestock purchased are "substancially idencical” to those sold.
A mature dairy cow is not substancially idencical to a two year old
heifer. A cull dairy cow sold because she no longer is guicable for milk
production is not gubstantially identical ro a cow bought to replace her
in the herd. Purchased dairy cows are substantially identical to coWs

gold for dairy or breeding purposes which were of approximately the sane
age.
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= The substantially idencical replacement periocd rule (8.I.R.) covers
replacements bought within a period of six months before or 8iX monchs
after a disposition.

=~ The S.I.R. livestock rule is not applicable if purchased carctle replace
those lost in involuntary conversion.

= A used dairy cow is generally one which has been milked. A used beef cow
is one which has calved, and a used bull is one which has bred a cow.

At-risk limirations

before February 18, 1981. This limicacion applies to individuals, partnerships,
Subchapter 3 corporations, and closely held corporations engaged in business
activities that are subject to the at-risk rules of Code Secrion 465. The
limication will not affecr most farm taxpayers. The rules are complicared; any
raxpayer who has amounts not "at risk"” should carefully study the rules or seek
competent advice. A separate ser of "at-risk” rules apply to business energy
investment credit propertcy. :

Unused Investmentc Credic

The FIFO'rule, in effect for tax years ending after 1975, provides that
carry over credits are used firsc starting with the oldestr, current year credics
are used next, carry backs are used last starting wich the oidest.

Recapture of Credir

Disposition of an asset before the expiration of the estimacted useful life
may resulr in recaprure of part or all of the credit raken. A disposition occurs
when the taxpayer ceases to own the property or uses ir in a non-qualifying man—
ner. Just about any method of disposing of the PLOperty requires recomputation
and possible Fecapture. An exception occurs when the taxpayer dies. 1In that
casée, no adjustment is necessary.

To recompute the credit, substictucte the actual years the assec was held for
the estimared life. If rthe recomputed credit is less chan tche credit accually
used, the difference must be Tecaptured using Form 4255, If some of the credig
originally claimed has not been used (is part of unused balance), reduce che
unused balance. If acquisitions in more recent years have changed the balance of
unused credits applicable ro aily year the unearned credit was used, those creditrs
may be used to reduce rhe recapture.
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The recapture provisioms for ACRS property acquired after 1980 are different
from those for qualified property acquired before 1981 and for post 1980-non—ACRS
property. Disposition of non~-ACRS property requires recomputation of imvestment
credit if the property was held for a period which placed it in a life-category
shorter than the category used in the original computation of investment credit.

Disposicion of ACRS property requires recapture according to the percentages
in the following table: '

The recapture percentage is:

For l5-year : For
1f the recovery property ceases to 10-year and 3-year
seccion 38 property within the period: 5-year property property
One full year after placed in service 100 160
More than one but less rhan two full
years after placed in service _ 80 66
More than two but less than three full
years after placed in service 60 - ' 33
More than three but less than four full
years after placed in service 40 0
More than four but less than five full
years after placed 1n service 20 : 0

The recapture for ACRS property depends on year—by-year calculations rathetr
than on life—categories as used in non—ACRS property. The investment creditc
holding period for ACRS property depends on the date acrually placed in service,
not July 1 as assumed by rhe half-year convention for depreciation purposes.

The following is a recomputarion jllustration based on non—ACRS property:

A tractor was purchased 9/78 for $20,000, estimared life seven
years. $2,000 of 1.C. was claimed on the 1978 return, $600 was
dsed in 1978 and $1,400 was used in 1979. The 1978 tracior was
craded for a new tractol 9/82. The cost basis of the new tractor
is $30,000, ic is 5-year property and investment credit is $3,000.
The old tractor was held four years and earned only one-third of
$2,000 or $667 of 1.C. The earned credit is first applied to 1978
and the balance, $67, is applied to 1979. That used in 1979 but
not earned, $1,333, does not need to be paid back because that
amount of the 1982 credit can be carried back to the 1979 return
in the taxpayer's recomputation.
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Additional examples of how ro fecompure investment credit rto determine how
much credit must be fecaptured can be found in the Farmer's Tax Guide.

The recapture rule causes confusion in the case of farm property trans-
ferred between father and son or other related parties. Generally, when a father
disposes of property on which he has taken investwent credir by selling it to his
son (or giving it co his son) the father musc recompute the credit and che amount
not earned will be recaptured. Since property purchased or received from lineal
descendents does not qualify for investment credirt, the son who purchases other-
wise eligible property from his father cannot claim the investmenr credir.

Investment Creditr for Cooperatives

. Most limitacions on the use of investment credit by cooperatives have been
eliminated and cooperatives are permirted to use investment credit in the year
property is placed in service to the same extent as corporatrions, except thac
unused amounts cannot be carried back or forward. If a cooperative cannor use
investment credit because of dollar limirations, any unused amount can be allo-
cated to patrons on the same basis as allocacion of patronage dividends. If cthe
Cooperative must recapture investment credit because of early dispositon_of
property the recapture will apply ac che cooperarive level even if credic had
originally been allocated to the patrons. This provision applies for taxable
years ending after Ocrober 31, 1978.

Reforestation Expenditures

Effective January 1, 1980, a taxpayer may elect 7 year awortization on up Lo
510,000 of qualifying reforestarion expenditures each year. Under previcus law,
such expenditures were capitalized and recovered through a depletion allowance
when the timber was harvested fifteen O more years later. Under the new law,
the raxpayer may also claim 10% investment credic on qualifying reforestacion
expenditures that could be amortized, even if che taxpayer does nor amortize tche
exXpendictures. The credit does not apply to Chriscmas trees. ‘

Purchase of Leased Propercy

Tax court decisions have clearly stated thar if a taxpayer purchases
property otherwise for investment credit chat he was formerly leasing, thar
property will be ineligible for investment credic. The reason is that the same
person is using the property after the purchase who was using the property pre-
viocusly. These decisions Suggest, for example, that if a farmer purchased a farm
with a single purpose livestock Structure that he had previously been leasing,
the structure would not be eligible for investment credit. Similarly, if a
farmer had leased a silo or tracror and subsequently purchased i, the item would
not be eligible for investment credic. This would be true wherher or not the
taxpayer had, as the lessee, received a pass—through of investmenr credic.
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FEDERAL BUSINESS ENERGY INVESTMENT CREDIT

The Energy Act of 1978 provided a business energy investment credic in
addition to che regular investment credit. The computation of the business
energy credit is made on Schedule B, Form 3468, Business Energy Lnvestment
Credit.

Qualifying Energy Property

Qualifying energy propercy includes three groups based on the amount of
credic: '

- The 10 percent group i{ncludes: a) alternative energy property, b)
specially defined energy property, ¢) recycling equipment, d) equipment
for producing natural gas from geopressured brine, £) cogeneration
equipnent and g) qualified inrercitcy buses.

- The 11 percent group includes qualified’hydroeleccric generatring
equipment.

- The 15 percent group includes solar and wind equipment, OCear thermal
equipment and geothermal equipment.

In general, eligibilicy for the business energy credic applies O propercy
purchased through 1985 but there are exceptions.

Property used EO generare methane gas from manure would be considered
alternacive energy property. Solar devices for either space heating or waLer
heating and wind devices for water hearing would qualify under the solar and wind
category. Heat exchangers for hearing water wirh heat taken from milk in the
cooling process should qualify under the specially defined categorys

Reg. 1.48-9 (g)y (L provides that equipment used to recycle animal waste 1is
not eligible for the credit as recylcing equipment. Some people believe thac
manure scorages and manure handling equipment ysed in conjunction with a methane
producing system are eligible for the energy credic presumably in the alternative
energy category. IC ijg doubtful that such property is eligible.

Previous to 1981, the extent Lo which eligible property became qualified
investment for che business enexrgy rax credit followed the same rules as for the
regular investment credit (3—4 years: 33 1/3%, 5-6 years: 66 2/34, 7 years or
more; 100%). Recapture rules for property acquired prior 1O 1951 also are the
same as for regular investment credit.

Propercy eligible for the business energy investment credit that is also
ACRS property will have the same rules for qualified investment and recapture
that apply to regular investment credit on ACRS property. There are SOME special
recaprure rules for rhe business energy credit related to failure to make ade-—
quate repayments of loan principal.

Amount of Credit

The business energy credir is limited to 100 percent of tax liablity. 1f
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both regular investment credit and the business energy credit are being claimed
(on the same or separate property), the regular investment credit is applied
first, subject to the limitation for that credit. The business energy credit
then is applied against 100 percent of any remaining tax liability., Any unused
business energy creditr is treated as unused credit carryback or carryover.

Alcohol Credit

The Crude 0il Windfall Profit Tax Act of 1980 (COWPTA) included a tax credit
for the use of alcohol fuel in a business. The credit is 40¢ per gallon for
alcohol of 190 or greater proof and 30¢ per gallon for alcohol of 150 to 190
proof. Previous legislation provided an exemption of 4¢ per gallon from the
Federal gasoline tax for gasohol containing at least 10% alcohol. The new
alcohol tax credits are intended to give alecohol producers, including farmers,
who use alcohol that does not- go through the commerecial gasohol market the same
tax benefit provided users of commercial gasohol. (The 4¢ exXemption on gasohol
is equal to 40¢ per gallon of alcohol). Tt is not legal to claim both the tax
credit and the tax exemption on the same alcohol. Form 6478 is used to claim the
alcohol credit. The credit may be claimed on alcohol preduced after September
30, 1980 and before January 1, 1992. The 7 year carry-forward provision has bean
extended to 15 years for credits earned after 1980. Credits may not be carried
beyond 1994, '

Alcohol plants are eligible for the 10% energy investment credit in addition
to the regular investment credic.

CASES AND RULINGS

Prepaid Feed Expenses and Prepaid Feedlot Expenses

A taxpayer was allowed to deduct prepaid feed expenses but not prepaid
feedlot management expenses. Although cattle feed was not consumed in the year
of purchase, the amounts paid were deductible by a cash basis taxpayer in that
year. A business purpose existed for the purchase:; The taxpayers purchased the
cattle feed to fix a porcion of their costs and to protect themselves against any
later increase in the price of it or its unavailability. The court's conclusion
was buttressed by various tables which showed that the price of feed varied from
month to meonth (Bandes vs. Commissianer, T.C. Memo 1982-335).

Investment Credit Denied on Property Formerly Leased

substantially identical. Although the leasing agreement assigned no fixed rental
to the personal property, there is no requirement that rent be separately stated
for a transaction to qualify as a lease (Carl A. Kleuskens and Helen R. Kleuskensg
vs. Commissioner, T.C. Memo 1982-216).
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Investment Tax Credit Denied Non-Corporate Lessor

A taxpayer was not entitled, either as a manufacturer or as a producer, to
an investment tax credit for the costs incurred in developing an almond orchard
gince he was not in the business of farming. It was the gaxpayer's wholly owned
corporation, which leased land and the orchard from the taxpayer, that was in the
trade of farming. The fact that the taxpayer was jnvolved in the corporate farm=
ing activity as president and manager Was irrelevant because the corporation's
business was not considered a business carried on by the taxpayer individually
(IRS Letter Ruling 8220004, January 29, 1982). '

The taxpayer in question was an {ndividual. Individuals are not entitled to

investment credit as lessors unless the individual is the manufacturer or pro~
ducer of the Sec. 38 property (Sec. 48(e)(3)(A)).

{RS CHARGES AND PENALTIES

Penalty For Overstatement of Values

The Tax Act of 1981 contains new code section 6659 that assesses an
additional penalty tax on {ndividuals and corporations that underpay taxes due o
overvaluarion of assets. Section 66539 could apply to allocation of sale price
procedures used when businesses are sold as well as valuations used in '
corporation and partunership accounting.

The penalty can range from 10 to 30 percent of the tax underpayment as the
valuation used goes from 150 percent to over 250 percent of the correct valua—
tion. The penalty will apply only if the underpayment of tax resulting from
overvaluation is $1,000 or more, and the taxpayer is unable to convince IRS that
a reasonable basis existed for the valuation claimed and it was made in good
faith. The penalty applies to returns filed after 1981 and thereby includes 1981
calendar year returns.

Failure To File Information Returns

The $10 penalty assessed agalnst taxpayers who fail to file certain informa=—
tion returns was expanded starting in 1982. Previously, the penalty applied when
there was a failure to file 1099's showing dividend, partronage dividends, and
interest payments totaling $10 or more to one individual. The law now applies
the penalty to failure to file the 1099-MISC to report rent payments of $600 or
more, the 1099-F to report catch shares of fishing crews, and copies of Ww-2's for
wages paild.

Afrer 1982, the penalty for failure to file information returns will in—
crease to $50 per failure, with a maximum of $50,000 in any calendar year. In
addition, the information return requirement has been expanded to include pay—
ments by a trade or business for “services"” exceeding $600 in any calendar year.
A copy of the information return must also be given to the person who received
the money by January 31 of the following yeav. This provision appears to require
that farmers file 1099 NEC's for payments Co veterinarians, custom operators,
etc. to whom they paid more than 3600,

Other Rules and Penalties

A large number of other changes with respect to taxpayer compliance were
made by TEFRA.
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RESIDENTIAL ENERGY CREDITS

Residential Insulation and Other Energy-Saving Expenditures

The Energy Tax Act of 1978 provided a tax credit for insulation and other
energy-conserving expenditures on the principal domestic residence of a tax~
payer. The credit is 15% of the first $2,000 of qualifying expenditures {maximum
credit of $300). Construction of the residence on which the expenditures are
made must have been substantially complete before April 20, 1977.

The credit applies to qualifying énergy-conserving components: (1) insula-
tion specifically and primarily designed to reduce the heat loss or gain of a
dwelling or water heater, (2) a storm or thermal exterior window or door, (3)
caulking or weatherstripping of an exterior door or window, (4) a furnace re-
placement burner which is more energy efficient, (5) a device for modifying flue
openings designed to increase efficiency of the heating system, (6) an electrical
or mechanical furnace ignition system that replaced a gas pilot light, (7) an
automatic energy-saving sethack thermostat, (8) a meter which displays the cost
of energy usage, and (9) an item of the kind which the Secretary specifieg. by
regulations as inetreasing the energy efficiency of a dwelling. To be eligible
the original use must begin with the taxpayer, the insulation or component must

Residential Renewable Energy Source Expenditures

The Energy Tax Act and the Crude 0il Windfall Profits Tax Act (COWPTA) also
provided an income tax credirt for qualifying solar, geothermal and wind energy
Property expenditures on the principal domestic residence of a taxpayer. The

PToperty must reasonably be expected to remain in operation for at least five
years. The credit applies ro solar systems, to equipment using geothermal
energy, and to other equipment items which rely upon renewahle energy resources
for the purpose of heating or cooling the residence or providing hot water.
Credit may be claimed for those expenditures installed on a new residence. No

Claiming the Credits

The credits may be claimed for irems installed on or after April 20, 1977
and before January 1, 1986. The maximum credit amounts discussed above (8300 and
§4,000) apply to the maximum total credits that a taxpayer can take on the same
residence. The tax basis for the property must be reduced by the amount of the
credic. A credir carryover is provided to the extent that the eredic exceeds the
taxpayver's tax liability. Unused credit can be carried forward through taxable
vyears ending before January 1, 1988. Among those eligible for the credit are
owners, renters who pay for the expenditure, individuals owning stock in a co-
Operative housing association and members of a condominium management associg—
tion. The taxpayer must complete Form 5695. Residential energy credits are then
claimed on line 47 of Form 1040. To be claimed, the total of the two credits
must be at least $10.
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A REVIEW OF FARM BUSTNESS PROPERTY SALES
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recovery. Casualty and theft gains and losses are reported on 4684 and trans-
ferred to 4797. 1f the 1231 gains and losses reported on 4797 result in a net
8ain the gain is transferred to Schedule D, where it is combined with capital
8ain or loss, if any, from disposition of capital assets. If the 1231 items in-
8tead result in a net loss, the loss ig combined with ordinary gains and losses
on 4797, and then transferred to Form 1040,

The sale of depreciable real Property used in the business may result in a
gain. This gain usually receives at least partial capital gain trearment. If
rapid depreciation has been used on non-ACRS 1250 Property, some or all of the
gain will be clagsified ag ordinary gain. Attention to some basic facts may re-—
move some of the confusion relative to thig recapture rule as it applies to non-
ACRS property.

1) If only straight line depreciation has been used on depreciable real
estate, and it has been held 12 months or more, no recapture of de-—

2) The key is the amount of depreciation which has been taken in excess of

3) One hundred percent of excess depreciation taken after December 31, 1969
will be used to convert gain to ordinary gain.

4) One hundred percent of excess depreciation taken between 1963 and 1979
will be converted to ordinary income if the property was notr held for
more than 20 months. For each month held beyond 20, one percent of this
pre~1970 excess depreciation will be converted to 1231 gain.

3 A taxpayer may shift to straight line depreciation from either a

6) Where the property is held less than 12 months, all depreciation -
straighrt line or rapid - will be considered excess and Tecaptured.

In the case of ACRS property if fast {regular) recovery has been used, the
8SSet becomes 1245 property and all gain due to recovery deductions will be =
recaptured ag ordinary income regardless of holding period. If one of the ACRS
SCraight line options is chosen, all gain will be capital,. However, the law
allows a different ACRS option to be used on a substantial improvement than on
the original building. If fast tecovery has been used on either the building or
4 substantial improvement to it, gain will be ordinary on the entire building ro
the extent of fast recovery and any remaining gain will be capital gain. For
residential real estate, gain will bhe ordinary only to the extent that fast
Tecovery deductions exceed 15 year straight line.
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Farm Losses and the $50,000 — $25,000 Rule (1251 Property)

Changes in the 1969 Reform Act were aimed at making the real or after £ax
cost of incurring tax losses in farming much higher. One change made to &ac~
complish this objective was rhe introduction of the Excess Deductions Account and
the $50,000 - $25,000 rule.

The law required that certain farmers keep & special account of farm net
1osses from year TO Year, called an excess deductions account (EDA). Sales of
cattle and some other farm assets by a taxpayer with an EDA would change the
classifications of gain on such gales from capital to ordinary gain, TO the
extent of the balance in the EDA.

The 1976 law substituted other tax shelter provisions for the EDA ox
450,000 - $25,000 rule. Therefore, no taxpayers are to make any additions to
EDA's for farm losses occurring in tax years commencing after December 31, 1975.
Taxpayers who had to set up such accounts for losses incurred between 1969 and
1975 must continue to maintain the account until profits in subsequent years
offset the loss balance which built up in the 1969-1975 peviod.

Recapture of Soil and Water Conservation oY Land Clearing Expenditures (1252
property)

Gain on the sale of land held less than 10 years will be part ordinary and
part capital gain when soil and water oOT land clearing expenditures after
December 31, 1969 have been expensed. If the land was held five years or less,
all soll and water of 1and clearing expenses taken will be "recaptured” as
ordinary gain. 1f the land was held more than five and less than 10 years, part
of the soil and water and land clearing expenses will be recaptured. " The per—
centages of soil and water conservation or land clearing expenses subject to re-
capture during this time period are; gixth year after acquisicion of the land
80 percent, seventh year 60 percent, eighth year 40 percent, and ninth year 20
percent.

Here is an {11lustration

Farm land acquired, 1979 cost $20,000
Soil and water expenses deducted

on 1980 tax return $ 1,000
Land was sold, 1982 for . $28,000

During the time the land was owned, RO capital improvements were made other
than the soil and water expenses, SO the adjusted tax basis at time of sale was
$20,000. The gain of $8,000 would normally be all capital gain. But the land
was not held for more than five years, SO the gain is divided, $7,000 qualifies
as capital gain, $1,000 is ordinary gain.

Excluded Cost—Sharing Payments (Section 1255)

1f government cost sharing payments for conservation have been excluded from
gross income under the provisions of Section 126, the land improved with the
payments will come under Section 1255 when sold. The excluded incone will be
entirely recaptured as ordinary income if the land has been held less than 10
years after the last government payment has been excluded. Between 10 and 20
years, the recapture is reduced 10 percent for each additional year the land is
held. There is no recapture after 20 years.
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LIVESTOCK SALES

The majority of livestock sales in New York Stace are animals that have been
held for dairy, breeding or sporting purposes. Income from such sales is always
reported on Form 4797, Dairy cows culled from the herd and cows sold for dairy
and breeding purposes are the most common of these sales. Sales of horses and
other livestock held for breeding, draft or sporting purposes also g0 on 4797,

Only income from livestock held primarily for sale ig reported on Schedule
F. The most common ig the sale of "bob" veal calves from the dairy herd,
Receipts from the sale of feeder livestock, slaughter livestock and dairy heifers
raised for sale are entered on Schedule F, lines 5 through 8. Sales of livestock
purchased for resale produce income which is entered on line 1 of Schedule F, and
for a cash basis farmer the purchase price ig recovered in the year of the sale.

Breeding, Dairy, Draft or Sporting Livestock

Livestock held for breeding, dairy, draft or Sporting purposes may be
classified into two groups according to length of holding periods:

1) Cattle and horses held two years or more, and other breeding livestock
held one year or more. Animals in this group are 1231 livestock.

2) Cattle and horses held legg than two years, and other breeding livestock
held less than one vear.

Cows that were purchased less than two years prior to sale. The age of raised
animals sold will determine the length of the holding period. The date of pur-
chase is needed ro determine how long purchased animals are held. The holding
period begins the day after the animal is born or purchased and ends on the date

Produce a gain upon sale will be entered in Part III where they become 1245
Property. Sales of raised 1231 livestock will be entered in Part 1. This will
include ali raised cattle and horses two years of age and older that are held for
breeding, dairy, draft or sporting purposes. All purchased 1231 livestock thatr
result in a loss when sold are also entered in Part I.

Reporting Sales of Livestock Kot Meeting Holding Pericd Requirements

Breeding, dairy, draft or sporting livestock that are not held for rhe
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Tax Management Considerations

The holding period on livestock, and depreciation and cost recovery re-
capture on purchased 1231 1ivestock, have a direct effect on the amount of tax
1iability produced by many farm businesses. Dairymen and other livestock pro-
ducers should consider various alternative methods of acquiring and disposing of
1ivestock in order to decrease their tax liabilities. Following are some tax
management guggestions that may be recommended if consistent with successful farm
management practices used on the farm.

1) Farmers planning to disperse their herds should consider holding raised
'yearlings until they become two years old.

2) 1If purchased dairy, breeding and sporting livestock are to be sold some™
time near the 24 month holding period, the tax consequences of the sale

should be estimared before the sale decision is made. The goal should
be to make transactions tChat result in a loss before the animals are
held 24 months (ordinary loss) and delay sales that are going to produce
substantial gains (capital gain) until after holding the animals 24
months.Exception: If the total loss from animals held more than 24
months and other business assets held at least 12 months will exceed the
total gain from animals held more than 24 months and other business
assets held at least 12 months then the net loss becomes an ordinary
loss.

3) Dairymen who now buy all their replacements might consider hiring re-
placements raised on contract. Such animals qualify as raised animals
and when sold the entire gsale price will be capital gain.

Records of livestock purchases and sales must be adequate to gubstantiate
tax return entries relative to depreciation and holding periods as well as gains
and losses.

SUMMARY OF REPORTTNG LIVESTOCK SALES

Type of Livestock ’ Tax Form and Section

1. Cattle and horses held for breeding, dairy, draft or
sporting purposes and held for two years OT mOYe;
plus other breeding or sporting livestock held for
at least one year.

a) Raised (1231 property) 4797, Part 1
b) Purchased, sale results in gain (1245 property) 4797, Part I1IL
¢) Purchased, sale results in loss (1231 property) 4797, Part 1

2. lLivestock held for breeding, dairy, draft and sport—
ing purposes but not held for the required pericd. 4797, Part 11

3. Livestock held for sale. Schedule F, Part I
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INSTALLMENT SALES

The Installment Sales Revision Act of 1980 modified the tax laws concerning
installment sales. All qualifying sales will be reported on the installment
basis unless the taxpayer elects other wise. The election is made by reporting
all of the gain the year of sale on a tax return.

The two payments in two Separate years requirement has been eliminated. The
30 percent- limit on payment in the year of sale has also been eliminated, but
assuming the liabilities of the seller in excess of the basis is still a payment
in the year of sale. The $1,000 minimun sales requirement for casual sales of
personal property has been eliminared. Farmers' sale of their products will
qualify for installment reporting as casual sales of personal property as long as
those products are not required to be inventoried under their method of
accounting (accrual accounting).

The receipt of like-kind property is not included in determining the
contract price, gross profit, or payments for installment sale purposes. Under
the old law like-kind property received was treaced as part of the contract price
for determining the gross profit percentage and as a payment in the year of
sale. Selling expenses are to be added to the seller's basis instead of
subtracted from the selling price for purposes of dectermining the gross preofir
ratio. The use of a wraparound mortgage is treated as an assumption.

Distribution of installment sale obligations to shareholders in a Section
337 liquidation would not be taxed to them until the shareholders receive payment
on the installment obligation. Shareholders must satisfy the new restricrions on
sales to relatred parties discussed later. TInstallment reporting is allowed with
a contingent selling price. The methods of computing basis recovery are in the
new law.

Installment Sales Berween Family Members

Installment sales between closely related parties will not be barred as
installment sales. Instead, gain will he triggered for the initial seller when
there is a second disposition by the initial buyer. The amount of galn acceler-
ated is the excess of the amount realized on the resale over the payments made on
the installment sale. Except for marketable securities, the resale recapture
rule will not generally apply if the second sale occurs two or more years afrer
the first sale and it can be shown that the transaction was not done for the
avoidance of federal income taxes. The two year period will be extended if the
original purchaser's risk of loss was lessened by holding an option of another
person to buy the property, or by any short sale.

In no instance will the resale rule apply if the second sale ig also an
installment sale where payments extend to or beyond the original installment sale
Payments. Also exempt from the resale rule are dispositions (1) after the death
of either the installment seller or buyer (2) resulring from involuntary con-
versions of the propercty (if initial sale occurred before threat or imminence)
(3) nonliquidating sales of stock to an insuing corporation. Closely related
person would include spouses, parent, children and grandchildren, but not
brothers and silsters.
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1f tax deferral or avoidance results, then {nstallment sale treatment is not
available for sales of depreciable property between a taxpayer and (a) his or hert
spouse, or (b) a crust treated as owned by the taxpayer or the taxpayer's Spouse,
or (c) a partmership or corporation which is 80 percent owned by the taxpayer
and/or spouse, and between partnerships and corporations which are 80 percent
owned by the taxpayer and/or the taxpayer's spouseo An installment sale is
allowed in the above cases if no significant tax deferral or avoidance benefits
will be derived from the sale. An installment sale between a taxpayer and his or
her spouse would be allowed if the sale is incideunt to & divorce or separation.

The rules covering sales between closely related parties'should not be
detrimental to farm family transactions. In most instances it could easily be
shown that the purpose of the sale was o cransfer ownership of the family
business and mot to defer taxes.

The cancellation of amn installment obligation, including a gift or bequest
to the obligor, is now a raxable disposition. If parents forgive a $5,000
installment sale debt owed by their child, they have to report the taxable gain
on the forgiveness as if they had received the $5,000. The 45,000 forgiveness
would also be a gift that could be subject to gift tax. The recipient of an
installment obligation at rhe death of the original seller is taxed as would have
been the decedent. Previously if the obligation was left to the buyer {obligor)
the payment and receipt would cancel and no taxation would occur. Now a taxable
disposition oeccurs to a decedent seller's estate if the payment obligatcion is
transferred to the buyer (obligor). This rule is effective for deaths after
October 19, 1980.

The income tax treatment to & decendent's estate of an installment sale
obligation left to the obligor may have serious repercussions L0 farm family
transactions. Parents will be reluctant ToO gell the farm to & chiid during their
lifetime when the installment obligation may pass to that child by inheritance.
The motivation will be greater to retain the real estate antil death so that the
property receives a stepped up tax basis with no income taX.

Unstated and Imputed Interest

Regulation 1.483-1 requires that for installment sales after June 30, 1981
that qualify for capicral gain, nine percent simple interest must be charged or
the TRS will impute interest at 10 percent compounded gemi-annually.

The Economic Recovery Tax Act of 1981, however, places a maximum jimputed
geven percent interest rate {computed semi~annually) on sales of land between
related persons. This implies that the required minimum stated incerest rate on
rhese transactions may be six percent simple interest when regulations are
released. Up to $500,000 a year in land installment gales to a SpoOuse, sibling,
ancestor, or lineal descendant, is eligible for the reduced interest rate. The
law specifically states land, not real estate, and it appears the IRS may
restrict the eligibility for the lower interest rate to land only.
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ALTERNATIVE MINIMUM TAX

The term alternative minimum tax means that it is paid by noncorporate tax-—
payers only when it exceeds regular tax. The alternative minimum tax does not yet
replace the 15 percent add-on minimum tax but will, for individuals, starting with
1983. Some noncorporate taxpayers will have to compute both the add-on minimum
tax and the alternative minimum tax. Many farmers will need to compute the glter—
native minimum tax but not all will find that it exceeds their regular income tax.

Tax Preference Income

important tax preference item on farms. Ad justed itemized deductions are general-
ly the amount of itemized deductions in excess of 60 percent of adjusted gross
income. TFew farmers have this type of tax preference income.

itemized deductions but includes mining exploration and development costs,

résearch and experimental costs, the All-Savers Interest exclusion, the new 15 per-—
cent net interest exclusion, and the dividend income exclusion. TIn other words,
tax preference income currently subject to the add-on minimum tax will be trans-
fered to AMTY beginning in 1983.

Alternative Minimum Taxable Income

A.B. Farmer's 1982 adjusted gross income ig $40,100, he files a Joint
return, his itemized deductions are $100 more than the $3,400 zero
bracket amount, he has four exemptions, and his 60 percent capital
gaing deduction is $20,000.  AMTI is computed as follows:

Ad justed gross income $40,100
Ttemized deductions (or ZBA) - 3,500
Personal exemptions (4 8 $1,000) - 4,000
Capital gains tax preference income + 20,000

Alternative Minimum Taxable Income 52,600
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Alternative Minimum Tax Rates For 1982

1982 alternative minimum taxable income is subject to the following alter—
native minimum tax rates. The 25 percent rate on AMTI exceeding $100,000 was
removed on June 9, 1981.

AMTI Tax Rates
$0 - $20,000 0%
$20,001 - $60,000 10%
more than $60,000 20%

The first $20,000 of 1982 AMTI on a joint return is exempt from the tax. A
married individual filing a separate return would receive a $10,000 exemption and
the dollar amounts in the AMTI tax rate rable would be cut in half.

Beginning with 1983 all AMTI above the base exemption will be taxed at 20
percent. New procedures for reducing AMTI with a net operating loss deduction

becomes effective in 1983.

AMTI Tax Rates After 1982:

Joint Returm Single Taxpayer's Return Married; Separate Return
50 - $40,000 = 0% $0 - 330,000 = 0% 50 - $20,000 = 0%

20% over $30,000

il
It

over $40,000 20% over $20,000 = 20%

AMT Computation and Liability

The appropriate rate times the alternative minimum taxable income produce a
computed AMT. Only the amount of computed AMT that exceeds the individual's regu~
lar income tax becomes the AMT liability. Regular income tax must include the

add-on minimum tax and is mnet of {nvestment credit and other credits deducted on
line 49 of 1040.

Following is a 1982 AMT computation using the previous A.B. Farmer example.

A.B. Farmer's 1982 AMTI is $52,600. His computed AMT is £3,260 ($52,600 AMTT
- $20,000 exemption = $32,600 x -10 = $3,260). His regular income tax before
credits is $6,465. He has 53,000 of investment credit available for 1982.
Regular tax net of 1IC is $3,465. A.B. pays uo AMT in 1982 since regular tax,
$3,465, exceeds computed AMT, $3,260, by 5205,

Treatment of Credits

Investment credit and other nonrefundable credits can now be used to offset
AMT attributable to ordinary income. These credits still cannot be used O offset
AMT attributable to capital gains and other tax preference income.-

This rule can be jllustrated by continuing with the A.B. Farmer example
introduced above: Assume A.B. Farmer has $4,000 of investment credit available
for 1982. Regular tax met of IC is now $2,465. A.B.'s computed AMT is $3,260,
and exceeds his regular tax 1iability by $795. The amount of AMT 1liability that
may be offset by 1IC depends upon AMT liability derived from ordinary {ncome exclu~
ding all income from capital gain. AGI of $40,100, less income from capital gain



of $13,333, equals $26,767 less deductions and exemptions of $7,500, leaves
$19,267 as AMTI attributed to ordinary income. Since this computed AMTI is less
than $20,000, no AMT liability can he attributed to ordinary income and A.B.

It is unusual but possible to find a farm taxpayer who has enough AMTI attri-
buted to ordinary income to benefit from an IC reduction. It requires more than
$20,000 of net farp income after personal exemptions and deductions, enough tax
preference income to trigger AMT and a substantial amount of investment credit.

The foreign tax credit, refundahle credits for gasoline and special fuelg,
and the earned income credit are the only eredits that reduce the alternative

Impact of AMT on Farmers

Farmers in two different income situations will most likely be subject to the
AMT,

l. Farmersg with large amounts of capital gains preference income and very little
Schedule F income.

Example:

C.G. Farmer soid all his raised dairy cows on February 1, 1982 for
$90,000. No other business assets were sold and regular farm and other
income was 54,000, Adjusted gross incone, including $36,000 from the cow
sales, was $40,000. Regular income rax liability with four exemptions and
the standard ZBA equals $6,465. There are no credits to offset tax.

C.G.'s AMTI and AMT are computed as follows:

AMTI ‘ AMTI Tax Rate AMT
Ad justed gross income $40,000
less ZBA and four exemptiong ( 7,400) $20,000 «x 0% = 8 0
- Plus tax preference inceme from sale 40,000 x 107 = 4,000
of cows, $90,000 x .60 = 54,000 26,600 x - 209 = 5,320
Total 586,600 886,600 $9,320

C.G.'s 1982 federa] income tax liability is $9,320. He must pay 86,465 of
regular income tax plus $2,855 of AMT, the amount that computed AMT exceeds
regular income tax.

A very similar alternative minimum tax situation can occur in the year a
retired farmer sells farm real estate. ' '

2. Complete farm dispersals are likely to trigger an alternative minimum tax
‘ liability because the capital gain exclusion is usually high relative to
ordinary incompe. -Fortunately, the capital gain deduction attributable to the
- sale of a principal residence ig excluded from tax preference income.



_39_.

REGULAR MINIMUM TAX

The regular minimum tax, or 15 percent add-on tax, continued in effect for
tax years beginning in 1982. TEFRA repeals the regular minimum tax for
jndividuals starting in 1983. Following is a list of the six tax preference
income items that are subject to the 15 percent minimum tax in 1982,

= ACRS deduction in excess of specified straight line on leased property, for
noncorporate taxpayers. The applicable recovery periods to use in comput-—
ing straight line depreciation are five, eight, and 15 years for three,
five, and 10 year ACRS property-

- Accelerated depreciation (in excess of straight line) on real estate
including ACRS deductions on 15 year real property in excess of 15 year
straight line.

~ Accelerated depreciation on personal property subject to a lease.
- Amortization in excess of depreciation of pollution control facilities.
- Percentage depletion less adjusted basis of property at year end.

- Intangible drilling costs on oil and gas wells in excess of amount amorti-
zable.

The minimum tax rate is 15 percent. The exemption is $10,000 ($5,000 if mar-
ried filing separately) or one-half the taxpayer's regular income tax, whichever
igs greater. Minimum tax is added to regular tax. Individuals file From 4625
(corporations use 4626) if qualified tax preference income exceeds $10,000.
Investment credit cannot be used to reduce minimum tax. '

QUARTERLY FSTIMATES FOR FEDERAL AND STATE INCOME TAX

A taxpéyer qualifies as a farmer for the purpose of filing federal and New
York tax returns for a calendar year on the following March 1 if his/her gross
income from farming is at least two—thirds of total estimated gross income from
all sources. Gross income from farming includes income to be reported on Sched-
ule F, crop shares, and total gain from sales of breeding livestock (not adjusted
for capital gain). Not included as gross imcome from farming are gains from sales
of farmland and depreciable farm equipment, dividends from a Subchapter S farm
corporation, and income of a custom operator. A taxpayer car use his/her previous
year's gross income rather than current year's estimated gross income to determine
eligibility. If a joint return is filed, then the spouse 's income must be includ-
ed when determining the two—~thirds test. Also, 2 taxpayer qualifying as a farmer
may elect to file a declaration for the past calendar year on January 16 and then
file the tax return on April 15 rather than March 1.

Taxpayers not qualifying as farmers but having farm or other income not sub-
ject to withholding must provide quarterly estimates April 15, June 15, September
15, and January 15 if on the first of these months estimated tax exceeds withhold-
ing by %200 or more {increases $100 per year 1982-1985), and estimated gross
income from sources other than wages subject O withholding is $500 or more {or
total gross income is at certain levels based on filing status). Form 1040-ES 1is
used to declare estimates. An individual is required to include self-employment
taxes when filing quarterly estimates.

TEFRA contains a new provision that affects federal tax estimates after 1982.
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NET OPERATING LOSSES

Many farmers have incomes which fluctuate widely from year to year. As a
result, they are frequently entitled to mnet operating loss deductions, a form of
tax relief which farmers and their advisors too often overlook. Many New York
farmers will sustain a net operating loss in 1982 which may be carried back to
Tecover taxes paid in former years, or carried forward to reduce taxes to be
paid in future years. The calculation of a net operating loss, and its applica-
tion to recover taxes in another year, is a complex process governed by strict
rules of procedure.

Recent changes have been made in NOL procedures. The carry forward provi-
sion has been extended from seven to 15 years for tax years beginning after
1975. A taxpayer may now elect to forego the entire carry back period. The
election must be made by the due date for the return of the NOL year for which
the election is made by attaching a statement to the return.

How to Report a Net Operating Loss

A farmer who has a net business loss - that is, a minus figure on line 57
of 1040F - ghould enter the loss on line 19 of page 1, 1040, as a minus figure.
If, as a result, deductions exceed income for the year, this excess, after
ad justments, may be used to offset taxes paid in other tax vears. The amount of
the excess which may be carried forward or back is called a net operating loss.
The net operating loss is not to be considered when calculating net earnings
from self-employment for the year to which the NOL is carried. '

A NOL 1is usually carried back before it is carried forward. TIf it is car-
ried back it must be carried back three years, then to each succeeding year, if
necessary, to use it up. A 1982 NOL would be first carried back to 1979, then
to 1980, 1981, and then forward to 1983 and in order to 1997 if necessary. If
there is more than one operating loss to be carried ro the same rax year, the
loss from the earliest year is applied first.

In making a claim for a NOL, a concise statement showing the amount of the
deduction and how it was computed must be filed with the return for the year the
NOL is used. For a carry back vear the statement can be filed with a Form 1045
or 1040X. Form 1045 must be filed within one.year after the close of the NOL
year. Form 1040X may be filed within three years of due dare for the NOL year
return.

Step One - How to Calculate a Net Opérating Loss

To determine NOL for the year, certain adjustments must be made in taxable
income. This isg the first step and must pe done before you know how much loss
can be applied to another year's return.

- All operating loss carry overs or carry backs from other Years must be
excluded.
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Capital losses cannot oxceed capital gains and nonbusiness capital losses
cannot exceed nonbusiness capital gains.

1

You may not deduct or claim any long—term gain exclusion.

Do not claim personal exemptions or exemptions for dependents.
— Nonbusiness deductions cannot exceed nonbusiness income.

How to Compute the Adjustments

A farmer showed an $18,000 loss on Schedule F. This loss was combined on
Form 1040 with some other income items as well as allowable deductions. The
1040 must be completed before NOL can be calculated. These other income items
as well as the deductions must be considered in calculating how much NOL is
available to be applied to another year for possible tax refund. It is not
simply the leoss on Schedule F. However, for most farm businesses the calcula-
tions are not difficult, must be attached to the claim for refund, and are
{1lustrated in the following example:

1. Income

a. Part-time salary $1,000
b. Dividends (after exclusion) _ 500
c. Interest on savings 600
d. Net capital gain on gale of breeding livestock held

two years (100 percent of gain) =~ 6,000

Total Income 58,100

17. Deductions (before adjustments)

a. NOL carry over (not applicable in this example) 8 0
b. Net loss from farming (business) 18,000
c. Net short term capital loss on sale of common stock 500
d. Capital gain deduction (60% of net long term capital gains

over net short term capital loss; §5,500) - 3,300
e. Personal exemptions (self and one dependent) 2,000
f. Zero bracket amount (joint return) ' 3,400

Total Deductions §27,200
Deductions Exceed Income by ($19,100)

To determine NOL the following ad justments must be made:

Eliminate net operating loss carryover (11.a) 8 0
- Eliminate nonbusiness short term capital losses (I1.c) 500
~ Eliminate 60 percent deduction for net long term
capital gain (11.d) ' : 3,300
- Eliminate personal exemption (1l.e) 2,000
- Eliminate excess of nonbusiness deductions (ZBA) over
nonbusiness income, (II.f less I.b & c) . 2,300

Total Adjustments $ 8,100
Net Operating lLoss $11,000
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The adjustments would not be as complex as in the example for most farmers
who sustain an operating loss. TFew farmers, for instance, have net short term
capital losses. Also note in this example that despite the numerous adjustments

Step Two - Determining'Amount of Refund Due

In determining the amount of refund due when a carry back is made to a
prior year, the tax liability for that year must be recomputed. Here is an
example, assuming the 1982 loss calculated in the previous example is carried
back to 1979. 1Ip this -instance, no other carryovers or carrybacks affect 1979.

Adjusted gross income on 1979 return $15,780
Less net operating loss, 1982 -11,000
Adjusted gross after carry back $ 4,780
Minas zero bracket amount (single) - 2,300
Tax table income after carryback 5 2,480

Tax liability on $2,480 0

Taxes paid on 1979 return S 2,689

Less tax liability after carry back - 0

Refund on 1979 Return ' $ 2,689

If the taxpayer had itemized deductions on the 1979 return, he or she might
have other adjustments. Medical expenses are limited to the excess over three
percent of new AGI and charitable contributions are adjusted to limit the
deduction t5~3q percent of new AGI. New gross here is $4,780.

Step Three - Computing a Carry Over to Subsequent Year

In the above example the 1982 loss was completely absorbed by 1979 income.

Lo use against 1980 income requires an additional calculation. This additional
caleulation starts by using the 1979 figures but rules and computations are not
the same as in Step Two. The "modified taxable income™ for 1979 must be
determined and subtracted from the NOL as follows:

1982 loss carryback $16,000
Less modified taxable income for 1979
Ad justed gross income $15,780
Less zero bracket amount - 2,300
T $13, 480
Amount of 1982 NOL to carry to 1980 $ 2,520

When loss exceeds income for the first carry back vear (1979) then the ex-
cess of NOL is carried to the next year (1980). However, "modified taxable
income” for the year earlier (1979) must be calculated to determine NOL carried
to the next year (1980). 1In this case the adjusted gross income had to be
modified by subtracting the zero bracket amount. If deductions are itemized,
additional modifications may be necessary.
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SAVINGS INCENTIVES

Tax-Exempt Saving Certificates

For tax years ending after September 30, 1981, an individual is eligible for
a once-in-a-lifetime exclusion of up to $1,000 of interest income earned on tax—
exempt savings certificates. On a joint return the once—in—a-lifetime exclusion
is $2,000. The certificates can be issued by qualified finaneial institutions
only during the period October 1, 1981 to December 31, 1982, 'Thus, the exclusion
can only be claimed through 1983. The certificates are commonly referred to as
*All-Savers Certificates”.

These tax-exempt certificates have a maturity of one year and their interest
rate is 70 percent of the average investment yield for the most recent auction of
l~year U.S. Treasury Bills. An auction is usually held monthly. The certifi-
cates must be made available in denominations of §500.

The interest earned on the certificates is also exempt from New York State
and City income taxes. Regular or Subchapter § corporations are not eligible for
tax—-exemption on the certificates but a partnership can pass the exemption on to
the partners. An estate can qualify for the exemption if the certificate was
received and not purchased by the estate.

Farly redemption of a certificate or using it as collateral will cause the
entire interest income earned to be taxable. An jndividual cannot deduct
interest incurred as a result of borrowing to purchase a tax—exempt certificate.
This is the rule that applies to all tax—exempt obligations.

Although these tax—exempt certificates are available ro everyone who has at
least $500 to invest for a year, and as such are billed as "All-Savers Certifi-
cates”, they are not a good investment for all individuals. Taxpayers not in a
30 percent combined marginal federal and state income bracket will not benefit
from the tax—exempt interest. Ocher individuals may unot be able to tie up their
savings for a year. Some investors may find municipal and other tax—exempt bonds
more profitable and liquid. '

Dividends Exclusion

For 1982 and later years the $100 dividend exclusion (8200 for a joint
return) has been reinstated. On a joint returm, each spouse may exclude $100 of
dividends received by that spouse.

Net Interest Exclusion

For tax years beginning after 1984, individuals will be eligible for a net
interest exclusion. Net interest is interest income minus interest deductions
except for home mortgage OT business interest expense. The annual interest
deduction can not exceed 15 percent of the lesser of: (1) $3,000 (6,000 on a
joint return), or (2) the raxpayer's net interest for the year. The above
iimitations restrict net interest deduction to a maximum of $450 per year ($900
per year on a joint return). '
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TAX DEFERRED RETIREMENT PLANS

Noncorporate farmers have two tax-deferred retirement plans available to
them: the Xeogh or HR-10 plan, and the individual retirement account plan (IRA).
An individual may take an income tax deduction for an IRA even if that taxpayer
is an acrive participant in another qualified retirement plan, including a
Keogh. Thus a farmer may have an IRA in addition to a Keogh plan. To encourage
the establishment of a retirement plan, tax is deferred on the contributions and
fund earnings until retirement. When the retirement fund is liquidated the
entire amount of the fund would normally be subject to taxation~-both the
original principal and any accumulated earnings from the principal.

TEFRA combined many of the provisions of qualified corporate plans and Keogh
plans so that the restrictions and contributions under both types of plans are
about the same. ERTA of 1981 changed IRA plans for 1982 and later tax years.

Keogh Plans

TEFRA combined the provisions of Keogh and Corporate plans so that they are
for the most part indistinguishable. The purpose was to eliminate the incentive
to incorporate a business or practice solely because of the more lucrative cor-
porate pension plan provisions.

The maximum annual contribution for a Keogh plan (defined contribution) has
been raised rto $30,000 or 20 percent of compensation (or 25 percent of compensa-
tion less plan contribution), the new lower limit for corporate plans. The
maximum annual retirement benefirt under a defined benefit plan will be $90,000.
Cost-of-living adjustments for defined benefit plans have been frozen 3 years
until 1986. For plans in existence on July 1, 1982 the new limics apply for tax
years beginning after December 31, 1982. For plans not in existence on July 1,
1982, the new limits apply to tax years ending afcer July 1, 1982.

Various restricrions apply to top~heavy plans to prevent discrimination in
favor of owner-employees. A defined contribution plan is top—heavy if the sum of
the account balances of participants who are key employees for the plan year
exceeds sixty percent of the sum of the account balances of all employees under
the plan. Multiple plans of a single employer are aggregated to determine
top—~heaviness. Most farm plans would probably be classified as top-heavy.

Most of the old Keogh plan restrictions apply to top-heavy plans (i.e.,
distribution by age 70 1/2, 10% tax on premature distribution). Some of these
restrictions are relaxed for non top~heavy plans. Employee vesting under
top-heavy plans can be either (a) 100% for employees at least 25 years old who
have completed ac least 3 years of service or (b) a six~year graduated vesting
schedule (20% a year after one year).

_ Also, Keogh plans. now qualify for the "perks" cthat previcusly only corporate
plans qualified for--items such as loans, non—-financial trustees, integration
with social security, more flexible profif sharing, and $5,000 income exclusion
for death benefirs to beneficiary.
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Farmers who have Keogh plans, especially if they have covered workers,
should study the changes to see what adjustments or modifications are necessary
in their plans. Some may have to set up new plans.

Individual Retirement Accounts

A farmer may establish an IRA for himself or herself and a nonworking spouse
if desired without covering employees. The maximum annual contribucion to an IRA
is $2,000 and there is no percentage of earnings limitation. If a taxpayer has
exactly $2,000 in earnings, the entire 352,000 can be deposited in an IRA. If the
IRA also covers a nonworking spouse, total deductions are limited to rthe lesser
of: (1) $2,250 and (2) 100 percent of the working spouse's earnings. Although
the contributions between the two IRA's (working and nomworking spouse) can be
unequal, the maximum amount contributed to either TRA can not be more than
52,000.

The law permits a divorced taxpayer to continue a spousal IRA that had been
established at least five years before a divorce, if contributions were made for
3 of those 5 years. The annual deduction for the divorced taxpyaer is limited to

the lesser of $1,125, or the divorced taxpayers compensacion and alimony received
during a year.

If an employee is covered under a Simplified Employee Pension (SEP)-IRA,
either the employee or the employer may contribute. Under TEFRA, the maximum
limitation for employer contributions is increased to $30,000, the new dollar
limit under other qualified plans. The employee may also contribute $2,000 to an
IRA which is part of a SEP. Or, the employee may establish a separate IRA.

There is a six percent penalty tax imposed on excess contributions until the
excess contribution is eliminated. Retirement henefit payments can begin after
age 59 1/2 and must begin by age 70 1/2. At age 70 1/2 payments must not be
distributed for a period longer than the life expectancy of the participant or
spouse. Any premature distribution before age 59 1/2 is subject to a 10 percent
penalty tax. However, this restriction does not apply In the event of death or
disability. The funds in the plan may not be used to secure a loan without the
10 percent premature distribution tax applying.

Many taxpayers do not understand that they . are allowed to move their TRA
fund from one trustee to another (i.e., from one bank to another bank) as often
as they want without any limitations, restrictions, or tax implication. However,
if they receive the money themselves, various restrictions apply to their
rollover of the funds to another eligible retirement plan. TEFRA now permits
partial distribution rollovers within 60 days after 1982.

Estate Tax on Retirement Plans

For individuals dying after 1982 only the first $100,000 value of an annuity
left to heirs will be excluded from a decedent's estate. For deaths before 1983
there was a full exclusion when benefits were paid as an annuity. A lump sum
payment to heirs is still fully includable in a decedent's estate.
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NEW YORK STATE INCOME TAX

Review of 1981 Law Changes

New York State income tax laws were amended on May 15, 1981 with the enact-
of Chapter 103 of the Laws of 1981. Some of the changes went into effect in
while others take effect in 1982.

The New York standard deduction is now 17 percent of New York adjusted gross
income, or $2,500. The minimum standard deduction is $1,500 for a single
individual and $2,000 for married filing jointly, unmarried head of household
or qualifying widows and widowers.

The New York personal exemption has increased to $800 for 1982.

Household credit has increased §$5 per household gross Iincome category.

-New York Household Tax Credit, 1982 and After

Household Gross Income Household Credit 1982 and After
less than 3§ 5,000 §70
55,000 - 5,999 55
6,000 - 6,999 45
© 7,000 - 24,999 &40

New York taxpayers do not quality if household gross income is $25,000 or
more or if they can be rclaimed as a dependent on another taxpayer's return.
Household gross income 1s total New York State AGI for both spouses plus
additional minimum taxable income, if any. Household credit continues as a
direct tax reduction on IT-201.

New York State accepts the 60 percent federal capital gains deduction for tax
years starting in 1982 and after. The New York capital gain modification has
been eliminated. This amendment will also eliminate the subtraction
modification that currently applies to federal capital gains income in
computing New York State Minimum Tax.

New York State investment credit is six percent on qualified tangible person-—
al property acquired, constructed, reconstructed or erected on or after July

1, 1982. The credit is five percent on qualified property acquired after May
31, 1981 but before July 1, 1982.

New York investment credit covers gqualified building rehabilitation expenses
incurred by certain retail enterprises in New York State, on or after June 1,
1981. Retail enterprises must be a business selling tangible property to
consumers and the owner must be a registered vendor.

The credit is computed on the cost or other basis of an investment that
qualifies for the federal investment credit on qualified rehabilitated
buildings. The regular New York State IC rates apply.

Since this extended coverage is specifically for retail enterprises, one
would assume that the costs of reconstructing and rehabilitating farm build~
ings (and other buildings used in the production of goods), qualify for
investment credit under prior law.
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Unused New York State investment tax credit claimed by a new business is
refundable for tax years beginning on or after January 1, 1982. Only propri-
etorships and partnerships qualify. A business is new during its first four
years in New York State. This refundable credit is not an additional credit
for new business.

Research and Development Tax Credit is now in effect on qualified property
purchased after June 30, 1982. Although this 10 percent tax credit will not
apply directly to commercial farmers, they may receive some long run indirect
benefits if agribusiness firms are encouraged to invest in qualified prop~
erty.

Only investments in tangible property used for research and development in
the experimental process or laboratory will qualify. Ordinary product test-
ing, inspection, quality control programs, and management studies do not
qualify. A taxpayer cannot claim research and development credit on property
eligible for the regular investment tax credit, or on property leased out.

New York State solar and wind energy credit amounting to 535 percent of quali-
fied costs up to $2,750 of credit, is available to homeowners for 1981
through 1986. The credit is a direct reduction of tax liability and may be
carried forward if it exceeds tax liability in any year. The maximum credit
limitations apply to each principal residence owned by a taxpayer during this
eight year period.

The credit is earned on the costs of purchasing and installing qualified
solar and wind energy systems first used in the taxpayer's principal resi-
dence. Qualified systems include passive as well as active solar energy
systems, and systems that convert wind energy into mechanical or electric
energy. Solar water heaters are the most common example of active solar
systems. Passive solar systems are more difficult to define. One example
may be a solar room or greenhouse attached to the residence.

The energy credit is not allowed on equipment and insulation that is part of
the conventional heating, cooling, insulating or electrical systems of a
home. It may be prorated between two or more owners of a home or condominium
providing the home is their principal residence.

If the solar or wind energy system qualifies for federal residential energy
credit, the New York State energy credit will be reduced by the amount of
federal credit allowed until the combined energy credits do not exceed 55
percent of the qualified investment or $6,750, whichever is less. A taxpayer
investing $5,000 in a solar hot water system for the home will be limited to
(35,000 x .55) $2,750 of combined credits. The federal credit is (55,000 x
.40) $2,000 and the New York State credit is ($2,750 — $2,000) $750. A
taxpayer with an investment of $12,273 or more that qualifies for federal and
New York State energy credits will get the $6,750 maximum credit.

Federal, state, and local energy grants received by a taxpayer to finance
solar or wind energy systems do not count as qualified expenditures unless
the income from the grant is taxable. The amount of New York State energy
credit allowed must be deducted from the costs being used to determine the
new basis of the home.
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Subchapter S5 Corporations are mno longer subject to the New York Corporate

franchise tax if shareholders unanimously elect to be taxed as individuals
(Form CT-6). The election for the initial year, (any taxable year beginning
on or after January 1, 1981 and ending prior to December 31, 1982), may be
made within nine months from the beginning date of the taxable year. Once
the election is made it is in effect until it is revoked or is no longer
applicable.

The Real Property Tax Credit received a two step increase effective in 1981
and 1982. The household gross income limitation increased from $12,000 to
$13,500 for 1981 and to $16,000 for 1982 through 1984. The credit is based
on residential real estate taxes paid, or 25 percent of adjusted rent paid,
less a deduction ranging from four to 6.5 percent of household gross income.
Following are the deduction rates and maximum credit limitations for 1982 and
after for qualifying taxpayers. - Excluded are individuals whose residences
are wholly exempt from taxation,owners of real property valued in excess of
$65,000, persons claimed as a dependent by another taxpayer and tenants
paying more than $300 per month.

Real Property Tax Credit For Qualified Taxpayers, 1982-1984

Household Deduction Rate Maximum Credit
Gross Income 1982 Under 65 65 & Over
g 0 - 3% 3,600 . 040 §45 $250

3,601 - 5,400 . 045 45 250
5,401 ~ 7,200 .055 45 250
7,201 - 10,000 .055 45 100

10,001 - 16,000 .065 45 100

The maximum credit allowed qualified taxpayers under age 65 has been increas-
ed from $20 to $45. New York State residents not required to file an income
tax return may now claim the credit and receive a refund.

The maximum tax rate on New York personal service income continues at 10
percent for 1982 and the capital gains deduction will not be subtracted in
determining personal service income. Prior to 198l capital gains were
included with other tax preference items which were excluded from personal
service income eligible for the favorable maximum tax rate.

Modification of AGI Related to New Business Investments. If a New York tax-
payer realizes long-term capital gains from the sale of investments in new
businesses in New York State, the taxpayer may be eligible for a reduction of
federal AGI. To qualify, the new business investment must have been made
after June 30, 1981 and held for at least four years. Only corporations and
partnerships can issue qualified business investments. A qualified invest-
ment held four years will earn a 25 percent reduction, five years 50 percent,
and six years or more 100 percent.

Beginning with 1982, a taxpayer may elect to subtract from federal AGI rein-
vested long-term capital gain realized from a capital asset which is not a
business investment. The capital gain must be reinvested in a New York new
business to qualify.
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Major 1982 Chanages

Chapter 55 of the New York State Laws of 1982 contains two very significant

income tax amendments affecting farmers.

1.

New York uncouples from ACRS. The 1982 legislation uncouples the computation
of New York net income from the deduction for cost recovery claimed by a
taxpayer under ACRS. 1In the place of the ACRS deduction, New York State will
allow a deduction for depreciation equal to the deduction which would have
been allowed under IRC Section 167 depreciation rules. Section 167 includes
the old depreciation rules excluding AFYD.

- The State Department of Taxation and Finance indicates the required

adjustment to federal taxable income will be made as follows:

Step 1; add the amcunt allowable as a deduction under IRC Section 168
' (ACRS)

Step 2: subtract the depreciation allowable under IRC Section 167 as if it
were still in effect.

This amendment applies to taxable periods beginning in 1982 and 1983. This
ad justment is not retroactive to 1981 and will not be required after 1983.

There are two major problems associated with the uncoupling amendment. One,
Step 2 of the adjustment implies that a separate non—ACRS depreciation
schedule is required. Two, there is nothing in Chapter 55 that allows a
taxpayer to adjust the federal cost basis of an asset in order to establish
an independent New York cost basis when the New York depreciation deduction
is different than the federal amount.

Farmers and their tax advisors are encouraged to use initiative and wisdom in
computing and documenting acceptable state depreciation deductions that will
be the same as federal ACRS deductions.

Here is an example:

John C. Farmer purchased $30,000 of Section 1245 property in 1982, placed it
in the federal ACRS five year property class, elected rapid cost recovery (15
percent) and claimed a $4,500 deduction on his 1982 federal return. The
property included a used tractor, $20,000; new plow, $8,000; and two dairy
cows, $2,000. The items were purchased at mid-year.

The maximum deduction allowed for New York must be determined from old
depreciation rules. John selects a five year life and 150 percent decline
balance depreciation (used machinery and breeding cattle are eligible for 150
percent DB).

$30,000 basis + 5 years = $6,000 x 1.5 = $9,000 (30% of basis)
x 0.5 year = $4,500.

The depreciation deduction computed for New York State is equivalent to the
federal deduction. In 1983 John can take 30 percent of the remaining basis
(530,000 ~ $4,500 = $25,500 x .30 = §7,650) or less, to make his New York
deduction equivalent to federal.
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New York Investment Credit Tied to ACRS Classes.

Section & of Chapter 55 amends New York State investment credit law to
include ACRS property placed in service after December 31, 1980 as qualified
property for investment credit. This means light trucks and breeding hogs in
the ACRS three year class and used in farm production will qualify for NYIC.
There is no reduction in the amount of credit allowed for three year
property.

Another amendment (Section 6, Chapter 53) identifies useful life for purposes
of recapture as the ACRS class life for three and five year property. In
other words, three year ACRS property that qualifies for NYIC and is kept in
use for three years will earn the full six percent NYIC. Five year ACRS
property that qualifies for NYIC earns full credit after five years, even if
a straight line 12 or 25 year recovery period is elected.

Ten year ACRS property and 15 year real property, excluding buildings and
structural components, that qualifies for NYIC must be held only five years
(60 months). Building and structural components and all non-ACRS properties
that qualify for NYIC must still be held 12 years.

The remainder of the formula used to determine the amount of NYIC earned or
allowable when investment credit is disposed of remains the same. Multiply
the original credit claimed by the ratio of months of qualified use over
months of useful life to determine earned or allowable credit. Credit
claimed less credit earned is subject to recapture.

A third amendment (Sectiom 5) allows NYIC to be taken by the lessee with
respect to qualified property involved in a Safe Harbor lease for taxable
years beginning after December 31, 1981.

New York uncouples from Federal Safe Harbor Lease Deduction.

Sections 1 and 2 of Chapter 55 nullify federal safe harbor lease provisions
in the computation of New York net income by requiring the taxpayer (lessee)
to exclude any amounts which were included in the computation of federal
taxable income as a result of a safe harbor lease and to include any amounts
which were excluded in the computation of federal taxable income as a result
of a safe harbor lease.

Continuing New York State Tax Regulations of Tmportance To Farmers

1.

Low-Income Exemption

No New York State return is required for married taxpayers whose combined New
York income is $5,000 or less or if the number of exemptions times $750 is
greater than total New York income, provided no federal return was required.
A single taxpayer's New York income must be less than $2,500 to be exempt.

Ttemize Deductions and Separate Returns

If the taxpayer does not itemize deductions on - the federal return, he or she
cannot itemize on the New York State return.
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A busband and wife may determine their incomes separately and divide the 17
percent or 52,500 standard deduction as they elect on separate returns. Each
must claim at least one personal exemption. If a farmer's spouse has income
greater than personal exemptions, it will usually pay them to file separately.

Child and Dependent Care Credit

Twenty percent of the federal child care credit may be used to offset New York
State personal tax liability. The amount of credit used may not exceed the tax
liability for the year. The credit is not allowed against the minimum tax.
When a couple filing a joint federal return elect to file separate New York
State returns, the child care credit may only be used by the spouse with the
lower taxable income.

New York State Minimum Tax

Federal items of tax preference after adjustments and exemptions are subject to
the New York State minimum tax rate of six percent. Now that New York
recognizes the 60 percent capital gains exemption, tax preference income subject
to state minimum tax has increased. The exemption is §5,000 ($2,500 for a
married taxpayer filing separately).

New York dairyfarmers who sell 20 or more cows annually will find that they
probably will have to file and many will pay some minimum tax. A farmer who

hds over §5,000 of preference items must complete Form IT-220 but may not be
subject to minimum tax. New York personal income tax (less credits) and carry-—
over of net operating losses are used to reduce minimum taxable income. Invest-
ment tax credit cannot be used to reduce the minimum income tax.

Corporation Franchise Tax

Regular farm corperations organized under the laws of New York must file a New
York Corporation Franchise Tax Report CT-3 or CT-4. CT-3 is the long form and
is supposed to be used when tax is over $1,000, optional depreciation is used,
or investment tax credit is claimed. Form CT-4 is a simplified form.

A declaration of estimated tax must be made by every corporation if New York
State tax liability can be expected to exceed $1,000. The first installment

is due when the prev1ous year's final return is filed, is based on 25 percent
of the previous year's tax, and must be paid even if tax liability is expected
to be less than $1,000. Form CT-400 must be filed with the second installment
on or before the 15th day of the seventh month of the tax year if a declaration
is required. The payment is one-third of the estlmated tax balance. Another
one-third installment is due on October 15.

The minimum tax is $250. The maximum for successful farm corporations is usual-
ly 10 percent of taxable income. Small corporations (less than $1,000,000) are
no longer required to use the total capital method of tax computation during
their first two years.

Investment credit is claimed on CT-46. Claims for refunds resulting from net
operating loss can capital loss carrybacks are made on CT-8.
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TAX MANAGEMENT

Individual 1982 tax rates are 10 percent below 1981 and will decrease in
1983 and 5 percent in 1984, These scheduled rate reductions provide an incentive
to farmers to defer taxable income to later years when it will be taxed at a
lower rate. To defer taxable income a farmer must defer receipts or increase
deductions. Many farmers will have incomes low enough in 1982 so that there will
be litrle incentive to defer taxable income to future years.

ACRS for 1982

Selecting rapid depreciation methods has been a way for farmers to shift
expense deductions to earlier years. Unfortunately, first year ACRS on machinery
and equipment does not provide most farmers a good opportunity to maximize 1982
deductions to minimize 1982 taxes. The $5,000 expense election is not a good
option for most farmers because of the loss of investment credit. Farmers who
chose rapid recovery on ACRS property acquired in 198l will have much larger
recovery deductions on that property in 1982 than in 1981 and should keep this in
mind when choosing recovery options on 1982 acquistions and when managing other
components of taxable income.

The best options for items acquired in 1982 will be fast recovery for three
and five year ACRS property. To maximize recovery of general purpose farm build-
ings, they should be put on a 15 year straight-line method. Buildings can be
recovered even faster under ACRS but favorable capital gains would be lost if the
buildings are sold. Farmers who have purchased single purpose agricultural
structures, silos, and grain storage facilities in 1982 are in the best position
to maximize 1982 deductions. A $50,000 investment will provide as much as $7,500
of 1982 deductions in the ACRS five year property class. Any farmer who has a
low 1982 taxable income and has prospects of large taxable incomes in future
years should probably use one of the straight-line options in 1982.

Other Techniques to Defer Income

While many farmers will not be concerned with reducing 1982 taxable incomes,
those who are should consider any legal management move that can be made to post-—
pone receipts until next year and to bring expenditure planed for early 1983 into
the 1982 tax year. Increasing year—end expenditures for needed feed and supplies
and delaying sales of cash crops and livestock are important alternatives.

Plan personal deductions. Many medical expenses and contributions that are
normally spread out over two years can be paid In one year and itemized as de-
ductions. In the next year, the standard deduction (zero brackec) may be taken
if greater than itemized deductions. Keep in mind that the three percent floor
on deductible medical expenses will move to five percent in 1983.

Pay reasonable wages to children for farm work. Social security tax does
not have to be paid on wages to children under 21.

Installment sales of property can be used to spread income over a period of
years. :

Be sure to take investment credit on all eligible property. Do not overlook
unused investment credit balances or net operating losses from previous years.
TIf this is the first year you are completing a taxpayer's return, ask to see pre-
vious years' returns. Note deficiencies in the farm record system that prevent
or hinder effective tax management. Suggest changes.



