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ost farmers will pay less Federd
M income tax, and farm families

will find it easier to transfer the
family farm across generations, under th
Taxpayer Relief Act of 1997. The new
law—the tax portion of recent legislation
to balance the Federal budget by 2002
emerges from years of debate on propo
als for tax simplification, broad tax redug
tion, and targeted capital gains and estg
tax relief. The result should be a net tax
reduction for all Americans of $95 billion
over 5 years.

A number of general and targeted tax
relief provisions will significantly reduce
Federal taxes for farmers and other rurg
residents. Farmers are expected to save
over $1.6 billion per year in Federal
income taxes and between $150 and $2
million in Federal estate taxes.

New tax credits for households with chilt

dren, incentives for education and retire
ment savings, and lower capital gains
taxes will help reduce income taxes for
many families—farm and nonfarm alike.
Farmers will also benefit from several
provisions for dealing with income fluctu
ations across several tax years. Capital
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gains provisions are expected to expand Of particular benefit to farmers are the

agricultural investment and increase far
land prices. Federal estate tax provision
will be especially important for farmers
and other small business owners who h
significant amounts of their wealth in
business assets. By substantially increa
ing the value of farms or other business
that can be transferred tax free, the new

tax law reduces the likelihood that a farm

or its assets will need to be sold to pay
estate taxes.

Provisions for
Income Tax Relief

A variety of targeted income tax relief
provisions included in the Taxpayer Reli
Act will affect many farmers and their
households. General provisions providin
tax relief for households with children,
education, and health insurance for the
self-employed will have the most wide-
spread effect. One-third of all farm fami-
lies will qualify for a newtax credit for
households with childretihat allows tax-
payers to directly reduce their income ta
by $500 ($400 in 1998) for each qualify
ing, dependent child under the age of 1
\ While the credit is generally nonrefund-
able, taxpayers with three or more chil-
dren may receive a refund. On joint
greturns, the credit is reduced if income
exceeds $110,000. In the aggregate, qu
fying farm families will receive an esti-
L mated $600 million per year in benefits,
s-about $800 per family on average.

teTwo new nonrefundable tax credits pro-
vide incentives for higher educatiera
Hope Scholarship Credit of up to $1,50(
during each student’s first 2 years of col

lege, and a 20-percent Lifetime Learning

Credit up to $2,000 annually (by 2003)

for each taxpayer. Up to $2,500 of studenf

| loan interest ($1,000 in 1998) becomes
deductible, and new Education IRAs wil
allow $500 in contributions per child.
0Although the contributions are nonde-
ductible, tax-free distributions from thos
IRA's will be allowed for qualified educa
tion expenses.

All of these education incentives are
reduced or eliminated for high-income
taxpayers. But farm families with incomé
under the limits, especially those with

- children at or near college age, will beng
fit along with other qualifying taxpayers.

mehanges in thlealth insurance deduction
sfor the self-employedntended to bring
small business owners into line with
pldmployees receiving employer-deductible
health insurance. Nearly 40 percent of
sthose whose primary occupation is farm-
esng, and 20 percent @l farmers, use the
self-employed health insurance deduction.

In 1997, self-employed taxpayers may
deduct 40 percent of family health insur-
ance costs. The new law gradually
increases the deduction to 100 percent by
2007, up from the 80 percent scheduled
under prior law. About 400,000 farmers
will be able to deduct more of the $1.2
ebillion they currently pay for health insur-
ance. As a result, farmers’ net annual cost
dof buying health insurance will eventually
be reduced an additional 10 percent.

The Taxpayer Relief Act provides some
new opportunities for retirement savers
that may be of value to farm households,
particularly those who already take advan-
Xtage ofIRA provisions The act creates
“Roth IRAs,” which allow tax-free distri-

[ -butions after 5 years if the holder reaches
age 59Y, dies, or becomes disabled.
Contributions to these IRA's are nonde-
ductible and are reduced for couples with
more than $150,000 in income and indi-

Aliduals with over $95,000. Nearly all
farms will qualify under these income
limits.

An estimated 300,000 more farm house-

holds will become eligible to make

deductible IRA contributions, as the

income limits that restrict deductible con-
" tributions by taxpayers also participating
in employer-sponsored pensions will dou-
ble by 2007. Income limits for spouses of
*MUctive participants are even higher. The
$2,000 annual contribution limit remains,
but penalty-free distributions are allowed
for higher education and first-time home
buyers. Despite broad eligibility, however,
P only about 9 percent of farmers contribute
annually, so these new provisions may not
significantly increase retirement savings
for many farm households.

In any year, 35 percent of all farm sole
*Soroprietors reportapital gains about

three times the frequency for all taxpay-
*“ers. Capital gains, including the profits
from selling farm assets such as livestock
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and landaccounteddr 13 pecent of
fammers’ total taxdle income in 1993.
Provisions in theTaxpaer ReliefAct
reduce cpital gains taes.

For capital assetswned a least 18
months,the former 28-pecent maxinum
rate is leduced to 20 peent and the 15-
percent ete to 10 perent. for assets
acquied bginning in 2001 and heldta
least 5 pars, the maxinum tax ete will
be educed to 18 peent. For individuals
taxed in the 15-p@ent badket, the maxi
mum falls to 8 pecent in 2001regardless
of the puchase dee. When fully imple-
mented reduced cpital gains tax ates ae
expected to sz famers an estimi@d
$725 million eah year

The act also alles a taxpger to exclude
up to $250,000 ($500,000 ififhg a joint
retum) of gain on the sale of a ipcipal
residencereplacing the povision tha
allowed the ollover of capital gain into
the puchase of a ne residence and the
$125,000 rclusion for taxpyers over 55.
Fam residencesepresent 12 peent of
total farm value and will qualify ér the
principal residence xclusion.

Economic incenties to ly and mange
assets thageneste caital gains hae
important implicdions for asset pces
and i output.With lower caital gains
tax rates,both faiTm and nordim investos
will lik ely increase gricultural invest
ment,especialy in livestok and landA
tempoaly increase in theailability of
land for sale mg occur as wneis who
had been waiting for reduced cpital gains
tax rates elease their landf sale In the
long tem, farmland \alues ae expected
to increase fom sut adlitional invest
ment,and somedm product pices mg
fall if greder investment inazases [r
duction.

Provisions in the ne tax lav tha reduce
tax lurdens vhhen incomelfictuaes flom
year to year will beneit some &mers.
The 1997 actastoes fimers’ ability to
usedefrred pgment contactswithout
being subject to altaetive mininum tax
(AMT), a tax designed to @rent high-
income taxpygers from avoiding tayes ly
using clusions,deductionsand cedits.
Famers ae alloved to educe cuent
income tars ly selling assets in oneegr
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and waiting until another gar to eceve
income But theTax Rebrm Act of 1986
did not pemit famers to deér sut
income vhen computindAMT. As a
result,up to 5 pecent of all frms, mary
of them lage cash tpin farms, faced
higher taxes.The 1997 hang relieves
about 200,000dms from tax peparation
complexities involved in detemining
whether thg were subject to thAMT, and
reduces taes ty $150 million annally.

Selling livesto& because of eather dis
astes can also @ae poblems ly inflat-
ing famm income in the cuent tax year
The Taxpayer ReliefAct expands gisting
special teament of lvestok sales due to
drought to intude foods and other
wedaherrelated conditions. &mers who
premdurely sell livesto& because of
wedaher conditions madefer detaring
sud income br taves until the éllowing
year The farmer nust shav tha under
nomal kusiness gactices the sale auld
not harze occured until the éllowing tax
year and thiaweaher conditions caused
the aea to be elidple for Federl assis
tance Gain fiom selling moe breeding or
dairy livesto& than would hare been sold
can also be defred by purchasing similar
livestok within 2 yeass. Because the
chang is etroactve to the bginning of
1997,it will be available to famels
affected ly flooding ealy in the year

Income aeraging for all taxpgers ended
after theTax Rebrm Act of 1986,but the
1997 act allars famers to aerage
income duing tax years 1998-2000A
farmer my elect to shift an amount of
farm income including cain on the sale o
farm assets»eept land to the peceding
3 years, one-thid to eab year and pg
tax & the ite gplicable in eab year If
the maginal tax iete was laver duing

one or moe of the peceding gass, a
farmer my pay less tax. Because the eu
rent tax ete stucture is fatter and the
provision gplies ony to income fom
famming, fewer famers will beneit from
this piovision than fom the &eraging
provision available prior to 1986.
Famers, mostly those vho rely on fam-
ing as their gmary source of income

are expected to sa& dout $50 million

per year

13

Estae Tax Changs
May Ease farm Inheritance

Over the as, increasing &m siz and
appreciaing land \alues hege increased
fam estée values and taes. In the
19705, Congess enacted twspecial po-
visions out of concertha Fedeal estée
taxes might érce somedmily farms to
liquidate: special use atuation, which
allows famland to be alued &its fam
value ether than itsdir maket value and
installment pgment of esta taxes which
pemits tax pgments oer a 14-gar
peiiod rather than in full within 9 months
of a dedh.

Despite the ailability of special use al-
uation, a relaively large shae of famers
contirues to wve estée tax—an estintad
6 pecent of im estées ave Fedenl
estde taxes compard with just @er 1
percent of all est@s. Changs to fedeal
estde and ¢t tax laws in the 1997 act
were tageted pimaiily to faims and
small husinesses.

Whether an esta is equired to fle a
retum and pg Fedenl estée tayes is
detemined lagely by theunified credit
provision which sets the basicvel of
estde value eempt fom taxaion. Pior
to the 1997 acthe cedit was suficient
to offset the tax on tharkt $600,000 of
an indvidual’'s estée. Since the @dit has
not been bangd since 1987ts real
value has ddimed by about one-thid.
The 1997 actigdualy increases the et
it to shield $1 million fom estée taes ly
2006, although most of the inease
occus in the last 3gass. Inceasing the
unified credit will reduce both theumber
of fam estées equired to fle an estte
tax retum and the amber thaowe
Fedenl estée tax.

Beginning in 1998the Taxpger Relief
Act credes amadditional excdlusion br
farms and othefamily-held lusinesses
that will exempt flom estée taxes
$675,000 of alue in a qualied family-
owned husinessAlthough the &clusion is
in addition to ary beneits from special
use aluaion and the uniéd credit, the
total amount xcluded ly this piovision
and the unigd credit is limited to $1.3
million.
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The nev exclusion will reduce the mm-
ber of taxble fam estées ty about 40
percent and educe Edenl estde taxes
due on &m estées ly about one-thid—
between $150 and $200 million. Com-
bined with other 1997hanges to fedeal
estde tax povisions,the nev exclusion
should educeif not eliminge, the need
to sell i assets to yaFederl estée
taxes.

The act also déactly addresses the liquieli
ty problem often fced ly fams and other
small husinesses thidnold signifcant
amounts of their walth in the érm of
business assetsy makingchanges to the
installment pgment povision The
installment pgment povision of the tax
code allovs a qualifying &m or husiness
to pay estde taxes wer a peiod of 14
yeass, with only interest due dr the frst 4
yeas. The 1997 acteduces the intest
rate due on theirfst $1 million in qualify
ing assets im 4 to 2 parent,and no
longer indudes the &lue of assets shield
ed from tax in detenining the frst $1
million. The act alsoaduces the intest
due on amountshave $1 million to ony
45 pecent of the ate assesseaff under
payments of tax. Intest is no longr
deductithe for either esti@ or income tax
purposes.

Beginning in 1999the $1 million alue
will be indexed for inflation. These
changs,combined with the inease in
the alue of popety tha can be tns
fered tax-feg should gealy reduce the
liquidity problem tha some &m heirs
might otherwise xpelience as aasult of
Fedeal estie taves.

Also changed is thespecial use aluation
provision Beginning in 1999the
$750,000 cp on eduction in alue br

tax puposes alloed ty this piovision
will be indexed for inflation. The cg has
not been bangd since 1981. Onlabout
10 pecent of s electing special use
valuaion ae afected ly the ca, primatri-
ly larger fatms near urban aas vihere
development pessue is geaest.
Adjusting the cp for inflation will ensue
tha most fams contie to be undéécted
by the cp.

The 1997 act alsaefines the equirement
that faimland benéfing from the special
use povision be used inafming by the
heir for a peiod of 10 yeas. Under pevi-
ous lav, the cashental of speciajl val-
ued popety other than fom a suviving
spouse to aagimily member did not qualify
as contimied fatming by the heir since the
heir no longr boe the nancial isk of
famming the popety. Under the amende
law, a lineal descendant of the deceden
will be allowed to ent speciall valued
propety for cash to agmily member as
long as thafamily member contines to
opewte the &m. This will provide gedaer
flexibility f or heils under the special use
value povision yet remain consistent witl
the objectie of resticting beneits to
families th& contirue to aim.

Finally, the act gpands the esta tax ben
efits available to landevners who donge a
consevation easemenf Fedeal estse
and gft tax deduction \as alead; al-
lowed for the dontion of a pemanent
restiction or easement on the use eér
propety to a taity or other qualifying
organizdion exclusively for consevation
purposes.

A consevation puipose intudes peseva-
tion of land br the g¢neal pubic’s out
door lecredion or educton, presewation
of a ndural haitat, and pesevation of

Watch for . . .

... In an upcoming issue of
Agricultural Outlook
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open spaceof the scenic enjoment of
the generl pubic or in suppot of a gv-
emmental conseetion policy. The
Taxpyer ReliefAct allows an aditional
exclusion from estée and gt taxes of up
to 40 pecent of the alue of the land on
which the easement is dded if it is
located within 25 miles of a meipolitan
area or a ndonal pak or wildemness aga,
or within 10 miles of an Urban Nanal
Forest.

To qualify for the n&v exclusion,land
must hae been wned ly the decedent or
a member of the decedentamily for a
least 3 yars piior to the dée of de#h,

and the contbution nust hae been made
by the decedent or the decedsri@mily.
The eclusion is based on thale of

the popety after the conseetion ease

] ment is placed and does notlirde aly

retained deelopment ights to use the
land for ary commecial pupose other
than iMming. The maxinum exclusion is
limited to $100,000 in 1998 and imases
to $500,000 in 2002 and thefter

This nev exclusion will provide adlition-
al incentves br landavners to donge a
consevation easement within desigieal
areas. Hwvever, given the incease in the
value of popety tha can be tansemred
tax-free to heis under the 1997 adhe
number of landaners who could benef
from the aditional exclusion my be ela
tively small. In adition, geagraphic tar
geting tha limits this benef will also
limit the pool of potential doner
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