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AFTER-TAX COSTS A N D  RETURNS FOR INVESTMENT IN A 100-COW BREEDING 
HERD BY MARGINAL INCOME TAX BRACKET OF THE INVESTOR, BEFORE A N D  
AFTER THE TAX REFORM ACT OF 1969 

HOY F. CARMAN 

HE INCOME TAX ADVANTAGES of cer- T tain agricultural investments and 
their use by high income investors (in- 
cluding entertainment and political per- 
sonalities) have been well publicized. 
One of the most popular investments, the 
raising of beef breeding cattle, was an 
obvious target of recent income tax re- 
form efforts--in which four of the eight 
agricultural provisions were applicable 
to breeding livestock. 

Soon after passage of the Tax Reform 
Act of 1969, Black Watch Farms, Inc., 
a large registered Angus sales manage- 
ment firm located in New York State, 
filed for court protection under bank- 
ruptcy laws. It appeared that tax shel- 
tered investments in beef breeding cattle 
had been dealt a devastating blow. How- 
ever, recent news releases citing con- 
tinued use of cattle investments by high 
income investors to reduce taxes raise 
several questions. ~ 

What are the tax advantages of live- 
stock investments? How does a tax shel- 
ter investment in livestock work? What 
was the effect of Tax Reform on cattle 
investments? If beef cattle make a good 
tax shelter investment, why aren’t 
ranchers making money? This article at- 
tempts to briefly answer these questions. 

Tax shelter investments 
Conversion of ordinary income to cap- 

ital gains is the goal of tax sheltered 
investments whether they be in apartment 
houses, oil and gas exploration, or in 
agriculture. In agriculture, this conver- 
sion is usually accomplished through 
the current deduction of what are essen- 
tially capital expenses. When the assets 
are later sold they have a zero basis and 
all income is treated as capital gains. 
Beef breeding cattle fit these require- 
ments. Costs of raising breeding cattle 
are deductible at the time incurred and 
purchased breeding stock are depreciable 
property. Cattle held for breeding pur- 
poses for more than two years are con- 
sidered capital assets and any gain quali- 
fies as capital gains. 

Tax reform provisions 
The Tax Reform Act of 1969 sought 

to limit income conversion via livestock 
investments with four provisions: (1) 
recapture of excess livestock deprecia- 
tion; (2)  an increase from one to two 
years in the holding period for cattle to 
qualify for long-term capital gains treat- 
ment; ( 3 )  a provision that exchange of 
male for female calves cannot be made 
without tax consequences; and (4) the 
establishment of an excess deductions 
account (EDA) . Any farm losses of over 
$25,000 in a tax year go into the EDA 
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if the taxpayer has other taxable income 
in excess of $50,000. Any balance in the 
EDA is recaptured as ordinary income 
on the disposition of farm recapture 
property. Other provisions which could 
affect tsx motivated cattle investments 
include a tightening of hobby loss rules 
and an increase in the maximum tax rate 
on capital gains. An examination of the 
effect of these provisions on a medium- 
sized investment in beef breeding cattle 
is included here. 

A budgeted example 
A budget for a six-year tax sheltered 

investment in 100 beef breeding COWS is 
shown in the table. A management com- 
pany purchases bred cows for an investor, 
places them on a ranch under a mainte- 
nance contract, and manages the invest- 
ment for a fee of 8.5 per cent of gross 
cash expenditures. The investor makes 
a down payment of 10 per cent on the 
cows and pays the balance of the loan 
in four years. Assumptions used in con- 
structing the table are shown in the foot- 
notes. Changes in maintenance costs, cull- 
ing rate, prices of cattle, interest rates, 
or calving percentage will affect the prof- 
itability of the investment. While it is 
relatively simple to dispose of beef breed- 
ing cows, a return from the investment 
depends on maintaining the animals long 
enough to raise breeding stock. The in- 
vestor must therefore be willing to tie up 
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The income tax advantages of cattle in- 
vestments, and their use by nonfarm in- 
vestors as a tax shelter, are examined in 
this study. A budgeted example i s  in- 
cluded showing that investors continue to 
realize positive returns, even after pas- 
sage of the Tax Reform Act of 1969. Tax 
advantages in cattle investments are the 
greatest for taxpayers in the highest mar- 
ginal income tax brackets. 

MENTS 
his money for an intermediate time 
period. 

Total expenses for the six-year invest- 
ment are $81,074 (see table). This is $17 
more than pre-tax income of $81,057 
which includes both capital gains and 
ordinary income. Inclusion of income 
taxes changes the income-expense situa- 
tion. The annual losses are deductible 
from nonfarm income; thus, for a tax- 
payer in the 70 per cent marginal income 
tax bracket, each dollar of loss has an 
after-tax cost of only 30 cents. Before tax 
reform the investor had after-tax costs 
of $13,265 and after-tax revenue of $33,- 
153 for a return of $19,888 (table) .After- 
tax costs and returns for investors in other 
tax brackets are shown by the solid lines 
in the graph. 

Tax reform has no effect on before-tax 
costs associated with the investment, but 
it does redistribute income between the 

capital gains and ordinary income cate- 
gories. Capital gains decrease $13,752 
after reform with recapture of excess de- 
preciation accounting for $2,829 of the 
decrease and the one-year increase in 
holding period to qualify as long-term 
capital gains accounting for the remain- 
ing $10,923 (table). The entire $13,752 
is treated as ordinary income after re- 
form. Before tax reform all taxable in- 
come is capital gains; after reform the 
taxpayer also has taxable ordinary in- 
come of $8,919 in the sixth year of the 
investment. This redistribution of income 
increases income taxes by $6,189 and 
decreases returns to $13,699 after tax 
reform. This 31 per cent decrease in re- 
turns for a taxpayer in the 70 per cent 
tax bracket is applicable to taxpayers in 
other brackets as illustrated in the graph. 

Tax reform provisions reduce after-tax 
costs, after-tax returns, and the profit- 
ability of the investment. Annual losses 
are not large enough to create an EDA 
and capital gains are not large enough to 
raise the maximum capital gains tax rate 
above 25 per cent. The graph shows that 
taxpayers in all tax brackets can expect 
positive returns from the budgeted tax 
shelter investment. As before reform, the 
tax advantage is greatest for taxpayers in 
the highest brackets. 

One should not conclude from the pre- 
ceding discussion that the purpose of tax 
sheltered investments in breeding cattle 
is to lose money through inefficient ranch 
operations. Contracts are written to assure 
that ranchers caring for contract cattle 
are as efficient as possible in their opera- 

tions. Operating losses are incurred in 
this type of investment because only half 
of the calf crop is sold each year. 

In an Oklahoma study comparing re- 
turns to management and risk for typical 
ranchers operating with contract cattle 
and rancher-owned cattle, returns to the 
rancher were higher with contract cattle 
than with owned cattle for each of the 
five years 1962-1967. Gross returns for 
the contract cattle and rancher-owned 
cattle differed little in each of the five 
years considered, but contract cattle had 
lower costs due to lower capital require- 
ments. 

This article has attempted to briefly 
explain some of the tax advantages of 
livestock investments and how these ad- 
vantages have been utilized by high in- 
come nonfarm investors. All investors 
realize net gains from the budgeted in- 
vestment, but returns are highest for tax- 
payers in the highest income tax brackets. 
Tax reform decreases the profitability of 
tax sheltered investments in breeding 
cattle and will also tend to limit the size 
of these investments. Careful planning 
and good management, however, can still 
result in attractive tax advantages for in- 
vestors in the highest tax brackets. Most 
ranchers, having little nonfarm income, 
will continue to face the familiar cost- 
price squeeze with low returns to manage- 
ment and capital. 

H o y  F. Carman is Assistant Professor 
of Agricultural Economics and Assistant 
Agricultural Economist in the Experi- 
ment Station and on the Giannini Foun- 
dation, University of California, Davis. 

BUDGET FOR 100-COW INVESTMENT ILLUSTRATING CATTLE NUMBERS, SALES, EXPENSES, AND THE IMPACT OF TAX REFORM ON INCOME, AFTER-TAX REVENUE, AND NET GAIN 
OR LOSS FOR AN INVESTOR IN THE 70 PER CENT TAX BRACKET, SIX-YEAR PROJECTION 
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Olepresents numbers at  the end of each contract year ofter culls and steer calves have been sold. The calving rate i s  85 per cent, and one.half are assumed t o k e  beifers. 
bCulling i s  based on 12 per cent of the number o f  cattle at  the beginning of the contract year. Net cull proceeds are computed at  75 per cent of the market value of cattle os breeding stock. 

The market value of cattle for breeding stock for this projection is: calves, $117; yeorlings, $170; two's, $210; cows 3 to 5 years, $240; cows 6 to 7 years, $230; and 8 to 9 years. $200. 
L Interest i s  8 per cent of the mortgage balance. Maintenance i s  based on the following annual rates: cows and two's, $74; yearlings, $54; and calves, $43. Management fees are 8.5 per cent 

of gross cash expenditures (excluding mortgage payments). Depreciation i s  computed on a six-year l i fe for purchased cows using the sum of the years' digits methods with $150 salvage 
value. There i s  a special depreciation allowance of 20 per cent on the first $20.000 for persons filing a ioint return for contract year 1. 

d Income subiect to capital gains taxes consists of any gain over depreciated value of purchased cows plus total receipts from cull breeding stock raised. Ordinary income consists of in- 
come from calf sales. Recapture of depreciation i s  treated as ordinory income from tax computation. 

6The excess of total expenses i s  deductible from nonfarm income. After-tax cost i s  based on a taxpayer in the 70 per cent marginal tax bracket. Each dollar of expenses has a real cost of 
only $30. After-tax revenue is income subject to capital gains taxes after deducting 25 per cent for taxes. Parentheses denote a negative number. 
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