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CHAPTER 1

INTRODUCTION AND OVERVIEW CF STUDY

The objective of this study is to analyze the relative
impact that the tax policies of several important agriculture
producing countries have on the profitability of investment in
this sector. Agricultural products constitute some of the most
widely traded commodities in existence today and compete inter-
nationally in organized competitive markets. At the same time,
the agriculture sector in most countries is subject to a wide
range of taxes, subsidies and regulations that influence both
production costs and the prices producers_need to ;eceive be-
fgre théy are willipqwtgwigiilaPrpad. In this study we will

consider three of the most important agricultural commodities

produced by the U.S.; wheat,cdrn and sovbeah. For each

commodity we will compare the taxation of this sector and the
subsidies it receives in the U.S. with its treatment in a number
of the principal countries producing agriculture'goods, namely,
Argentina, Australia, Brazil and Canada.

For the evaluation of the tax and subsidy impacts on
agriculture we will determine their effect on tﬁe incentive
to carry out investments in productive capacity in the sector.
To do this we will develop a typical gross of tax and subsidy
cash flow profile for an investment project that will produce

one of the above commodities.  Initially this investment pro-

file will be based on that of the U.S.; hence, our research




guestion is to determine how the incentive to invest in the
production of each of these commodities in the U.S. would be
altered if the tax systems of the other competing countries
were substituted for the U.S. system.

Although corporations have become important in U.S. agri-
culture, the production of wheat and soybean is at the present
time not dominated by the corporaté form of organization. In
the analysis that follows, we consider the investment if under-
taken by an individual as well as by a corporation in each of
the cases.

To simulate out the effects of the alternative measures,
we have employed a computerized tax calculator model initially
developed by Robert Conrad (1980). This model has in turn been
modified to account for the effects of inflation as it inter-
acts with the tax system of the country in question. It also
o éx*mine the cash
icies. One of the key problems facing most producers in the
agriculture sector is the high degree of variability over time
in the cash flow from these activities. While our analysis
does not attempt to build in a systematic or random cycle in
production due to climatic or market conditions, it does allow
us to compare the effects of the alternative tax systems on
the net cash flow of investments made in these agricultural
areas in the absence of the other sector specific shocks.

" The ?rincipal criterion used for the assessment of the
relative effect of the different tax systems is the change in

the net present value of the investment brought about by the




substitution of the alternative tax policies. ' This net present

value is estimated from the point of view of the owner-operator

of the farm or in the case of corporations from the perspective
of the equitf holders of the firm. This approach is superior
to the conventional methods of evaluating tax systems that
calculate annual effective tax rates by establishment

or industry ({(Jenkins, 1978) or compare tax provisions on an
item by item basis. By integrating all the tax provisions as
they would actually apply to an operating facility, we are

able to model the interactive effects of the various provisions

in any given year, as well as over time. This model is not

fully dynamic, as it does not attempt to predict how the factor

mix would change as a result of the different-'_?incentives that the
various taxes and subsidies provide to the factors of

productions. The analysis will stop at the point of quantify-

+ T

how the pro

ing how
be altered if the factor mix remained constant. As establish-
ments will always be better off if they do respond to differ-
ential incentives, our analysis will tend to provide an under-
.estimate of the increase in profitability that a more favorable
tax system will provide and will overestimate the decrease in |
profitability that a more severe system would inflict.

The remainder of this report is organized into four chap-
ters. Chapter 2 contains a brief overview of the production
and general policies that apply to wheat, corn and soybean production |

in each of the countries examined in this study. Chapter 3

will outline the tax and subsidy provisions applicable to the




agricultural sector in some detail for each of the countries.
Chapter 4 describes the construction of the cash flow profiles
of the agricultural investments evaluated in the study and out-
lines how the various tax provisions are integrated into the ~
tax/investment simulation model employed in the evaluation.
Finally, Chapter 5 contains the results of the analysis and
review of the implications that the tax policies have for the
agriculture sector in the various countries and for internation-

al trade in these important agricultural commodities.



CHAPTER 2

AGRICULTURE POLICIES IN ARGENTINA, AUSTRALIA, BRAZIIL, CANADA
AND THE UNITED STATES

I. ARGENTINA

Agriculture is an important sector in Argentina's economy,

accounting for 10-15% of its annual GDP and up to 80% of its

export revenues}' Wheat and soybeans are both important con-
tributors to agricultural earnings. Wheat production, generally of
between five and ten million metric tons per vear, ranks third,

both in land use and in value of exports, to beef and corn.

The soybean is the most important oilseed in terms of produc-
tion (3-4 million metric tons) and exports (2-3 million metric
- tons). Although the area devoted to sunflower seeds surpasses
that devoted to soybeans, in recent years Argentina has become
the third largest exporter of soybeans, (after the U.S. and
Brazil, and has become a major competitor in traditional U;S.
markets such as the E.C.

Agricultural policy in Argentina has seen major changes in
the last decade. Before 1976 the government controlled pricing,

marketing, credit, and foreign trade. All domestic and foreign

trading in wheat was monopolized by the National Grain Board

which set prices at times as low as one-third of international
prices. Minimum prices were set as well for other nonmonopo-
lized commodities including soybeans, although they were gene-
rally too low to be binding. Exports of all commodities were

discouraged and domestic prices kept artificially low with the




use of high export taxes and differentials of up to 50% between
exchange rates applicable to exports and imports. Imports of
fertilizer were virtually prohibited in order to protect the
domestic fertilizer industry, resulting in low fertilizer usage
and low yields. Interest rates were kept low, generally below
the rate of inflation, leading to inefficient credit allocation
and a flourishing black market in loans. Minimum wage legisla-
tion was enacted, although how binding it was outside the urban
éreas was unclear.

These policies resulted in stagnating agricultural produc-
tion and exports. However, these policies were changed'dﬁama—
tically after the military's assumption of power in 1976.

The new government's free market orientation led tq the
elimination of price controls and state marketing monopolies,
although official minimum prices {(below market prices) are
still offered to farmers. The government's desire to reduce
inflation, which had soared to 440% in 1976, led to reductions
in import tariffs and the deregulation of interest rates. The
desire to increase international competitiveness led to the
removal of most export taxes, the establishment of an export
subsidy scheme, and intermittent devaluations of the peso.
r'The - devaluation of 30% on April 1, 1981 was accompanied by
temporary export taxes of 7—12% and/or the removal of export
subsidies in order to minimize the windfall to farmers result-
ing from the immediate increase in domestic prices accompanying
the devaluation. Aside from these temporary export taxes and

the recent provision of limited long-term low-interest credit,



with 40-50% available in U.S. dollars but a minimum loan size
of $25,000, the agricultural sector in Argentina operates pres-
ently without significant government intervention or subsidiza-
tion. The elimination of the many tax, pricing, and exchange
rate policies discriminating against the agricultural sector

- has resulted in a significant upswing in production, particu-
larly of export crops such as wheat and soybeans, the latter

showing a particularly dramatic increase in the last five years.

II. AUSTRALIA

Wheat is Australia's most important crop, accounting ovef
the last five years for about two-thirds of all area sown to
annual crops and two-fifths of the gross value of totél crop
production in the country. Although total production falls
short of that of many larger countries, the domestic population
consumes only about one-fourth of total production, and the re-
maining three-fourths is exported. Australia ranks preésently
as the second largest wheat exporter after the U.S., with its
major trading partners being China, Egypt, Japan, and the U.S.S.R.2

Due to unreliable weather and often poor soil fertility,
Australian wheat output fluctuates widely from year to year,
and yields are low compared to other major producers, In
response to this uncertainty, the Australian government's wheat
policy has been characterized for over forty years by a tho-
rough system of marketing controls and guaranteed prices,

accompanied at times by production guotas.




The Australian Wheat Board (AWB) has control over pricing
and marketing of wheat, being the sole marketing authority fof
all domestically consumed (off-farm) and exported wheat. The
AWB was established in 1939 and has followed a series of simi-
lar policies since that time. During World War II guaranteed
minimum prices were established to assist farmers, but limits
were placed on production because export shipping was blocked.

In 1948, as European production recovered and world prices fell,

the first of five five-year wheat plans was adopted, each set- _ .
ting price generalities, based on costs of production, for
specified quantities and qualities of wheat. The AWB controlled
domestic prices separately, not linked to export prices. Chan-
ges were made in 1974 as price supports were replaced with a

new five-year Wheat Stabilization Plan. Under this plan, the
~government agreed to support prices at a minimum level, but
farmers had to contribute to the stabilization pool a portion

of any excess income earned in years whenrworld prices exceeded

the minimum price, subject to a maximum contribution per ton

and a total pool ceiling of $A80 million. Quantity restric-
tions were lifted in 1974 as well. During the five years of
this plan world prices were consistently above the minimum
price and the pool grew to its ceiling.

A significant change in policy was instituted on December
1, 1979, with the adoption of a new five-year plan in force
until November 30, 1984. The major thrust of the change was

a rise in the initial payment to farmers from an average of




85% in the 1970's to 95% under the new plan. Since final pay-
ments are sometimes delayed up to five years, the increase in
the initial payment is expected to stimulate significantly in-
creased production. The calculation of initial payments is now
based on the average of net pool earnings over the preceding
two years and the estimated pool return for the current year.
Annual movement in the guaranteed price is limited to 15%,
even though production and yields can vary by much more. The
_guaranteed price for 1979/1980 was $A114.71 per metric fon,
although growers were expected to receive about $25 less due
to deductions for freight, handling, and storage costs, the
wheat research tax and a financing levy.

In addition to the higher initial payment, under the new
plan the calculation of domestic prices is linked to export
prices (the latter about 15% higher than the former in 1980) .
as well as previous domestic prices, with a limit of 20% on
yearly fluctuations. Marketing has been considerably loosened,
with growers now being able, with AWB permission, to sell di-
rectly to millers, although they still must together pay the
fixed costs of the local handling authorities. Changes have
been made as well in pricing formulas for wheat used as animal
feed or in industry.

Australia is not a significant producer of soybeans.
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IIT., BRAZIL

Brazil is traditionally a wheat-importing country, the
largest in South America.3 Since wheat imports have been a
drain on scarce foreign exchange reserves, however, policies
have been designed in the last decade to encourage wheat pro-
duction, with an aim toward self-sufficiency by the early
1980's. The Bank of Brazil, in charge of wheat policies,
establishes a high minimum domestic producer price each year

and acts as the official buyer of domestic wheat. Since 1962

the Bank has also controlled all imports of wheat, which it

typically buys at world prices and resells to domestic mills
at higher prices, using its resulting margin to pay domestic
producers prices above the world market price. Its purchases

of domestic wheat are then resold to domestic mills at somewhat

lower prices to insure their marketability. The Bank also con-
pically holding them low and
thus causing a growth in wheat consumption, particularly in
urban areas.

Despite high guaranteed prices, the drive toward wheat

self-sufficiency has been hampered by poor soil conditions

and humid climatic conditions in which rusts and mildews are
prevalent. Wheat is a risky crop for farmers, and thus it is
often double-cropped with soybeans, a safer crop with desirable
cross-fertilization properties and an alternate growing season.
Double-cropping has recently been declining in favor of mono- E

culture 0of soybeans, however, because the late wheat harvest
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delays soybean planting by at least one month, causing reduc-
tions in soybean yields as great as 30%.

Soybean production has grown tremendously in Brazil over
the last twénty years, from 152,000 metric tons in 1959 to
one million metric tons in 1960 and a forecasted 15 million
metric tons in 1980. Although this is still less than one-
third of U.S. production, Brazilian exports of soybean meal
have at recent times surpassed those of the U.S. The extremely
rapid growth has been spurred by liberal government incentives,
research and extension policies, themselves a product of the
more favorable attitude toward the agricultural sector since
the decline in 1963 of import substitution in favor of export
promotion policies.

Economic incentives for soybean production include guaran-
teed prices and subsidized credit. Soybeans are one of 45 or
so commodities covered by the minimum price program of the
Production Finance Commission (CFP) in the Ministry of Agri-
_culture.4 Each year before planting season the CFP announces
minimum prices for each product, determined with regard to
such factors as costs of prodﬁction, anticipated world prices
and domestic requirements. The CFP has two basic policy tools
to support these requirements. The first is the Federal Gov-
ernment Loan Program (EGF), which permits farmérs to hold
their product off the market during periods of peak supply by
providing storage loans and government storage facilities. If
the product is placed in a govermment facility the storage loan

eguals 100% of the guaranteed price; if kept on-farm, the
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maximum loan is 80% of the guaranteed price. The second tool
is the Federal Government Acguisition Program (AGF), pursuant
to which the government will purchase crops at the minimum
price. If government storage facilities have been utilized
and a farmer's loan is not repaid (with storage costs and in-
terest), the government automatically assumes ownership of the
product under the AFG.

Aéide from guaranteed prices, subsidized production loans
are provided to farmers, equal to 100% of the estimated value
of the farmers' crops and calculated using cultivated area and
average yield data. The interest rate charged on these loans
is well below the inflation rate; for example, interest rates
on loans made in 1978 ranged from 13% to 22% while inflation
in that year reached 40.8%. Other subsidized lines of credit
are provided by regional and sectoral development programs.

In addition to minimum prices and subsidized credit, the
- government supports research through the Brazilian Agricultural
Research Enterprise (EMBRAPA), and it provides technical assis-
tance through the recently established Brazilian Enterprise
for Technical Assistance and Rural Extension (EMBRATER). Soy-
bean exports, particularly those of processed soybean products,
are given a number of incentives including low rates or exemp-

+ion from the state value-added taxes (ICM),5

zero-rating on
exports6 under the national value-added tax (IPI), and exXemp-
tions from income tax of profits from the export of soybean

oil.
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v CANADA
Canada produces between fifteen and twenty million metric
tons of wheat per year. Of this about 70 to 75 percent is exported
annually, accounting for approximately 12-15 percent of world
trade in wheat.7 Thus, although in total production it is not
among the world's leaders, in net exports it competes with
Australia for second place behind the United States. Canada is
not a major producer of soybeans, although production has
recently been increasing in Central Canada, particularly Ontario.
The public sector is heavily involved in the Canadian
wheat sector, its purpose being primarily regulation of all
‘aspects of trade in wheat rather than income support for farmers.
The Canadian Wheat Board, established in 1935, is the sole
marketing authority for prairie grown wheat (and barley and
oats) entering into interprovincial or international trade.
The Board is strictly a producers' organization, and its mandate
is to maximize total revenues from grain marketing, to provide
prairie grain producers with price stability, and to assure
each producer with equitable access to available markets.8
It seeks to aécomplish these goals through a variety of
mechanisms. First, it operates a pooled pricing system-
pursuant to which it pays farmers an initial payment upon
delivery of grain to the primary elevator and a‘later final
payment determined by the difference between the initial payment
and final net proceeds of sale after marketing and Board expenses
have been deducted. The initial price acts as a guaranteed price
and, except for differences in internal transportation costs,

all farmers delivering wheat of a certain type for sale at any
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time in a given year receive the same initial and final payments
per ton. This equality of price increases price stability and
promotes equity objectives but it removes the rewards available
in the U.S. to entrepreneurial price and futures market fore-
casting efforts.

In addition to the pooled pricing system, the Board operates
a quota system that controls the type gquantity and quality of
grain a farmer can deliver to primary grain elevators. Although
designed to insure equitable access to markets for all farmers,
the fact that the calculation of quotas is based on area can
arguably lead to inefficient land-intensive farming practices.9

Finally, pursuant to the Canada Grain Act the Board has
the authority to control rail transport of wheat through
allocation of boxcars. Since almost all Canadian wheat is
transported by rail, due largely to the concentration of
growing areas and port facilities, the Board's authority in
this area is an important aspect of its power.

It is important to stress that the Board has broad
regulatory power but relies on the private sector to provide
the storage, transport, and international marketing services
under contract. The marketing services are supplied largely
by U.S. multinational firms.

A second public agency heavily involved in the wheat
sector is the Canadian Grain Commission. The Commission, a
Crown corporation independent from the Wheat Board, sets
maximum handling fees for grain, licenses grain elevators,

and inspects and grades all grain supplies. The Commission
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was established in 1912 to guarantee high guality, and it has

|
been very successful in this regard, but it has been suggested
that the Commission's nonallowance of lower guality and lower ‘
priced blends could inhibit exports.10 Aside from the Wheat |
Board and the Grain Commission, the Saskatchewan, Alberta and
Manitoba wheat pools (producers' organizations) assert great
influence over wheat farmers with their near monopolies in
“handling grain elevators and fertilizer and other chemical
inputs.

The largest subsidy to Canadian wheat farmers is the
government's regulation of freight rates, set since the /Crows
Nest Pass Agreement of 1897 at about .5 Canadian cent per
ton-mile or an average of $4.36 per ton from producer to port _ |
{(1/6 to 1/4 of comparable freight charges for U.S5. farmers).

This compares to a total average cost of $11.39 per ton from
producer to port, and the remaining $7.03 comes from the
government and the railroads, the former paying 24% and the
latter 38% of total costs. The gquality of freight service
has declined considerably as a result of the negative return
to railroad companies, and although farmers resist higher
rates, it is becoming clear that the railroads need to be
more fully compensated, by government subsidy if not by
higher charges to farmers.

The major policy initiatives described above are used
primarily to regulate grain production and marketing so as to

stabilize prices and insure access and gquality. Unlike many
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U.S. policies, they are not meant to increase incomes to farmers.
One other initiative, the 1976 Western Grain Stabilization Act
(WGSA), aims to stabilize annual fluctuations in income by
allowing farmers who so desire to contribute up to two percent
of gross sales proceeds into a stabilization fund, to be matched
by federal government contributions of four percent of analogous
sales proceeds. When a participant's net cash flow falls below
the average of the previous five years, the difference adjusted
by the individual's participation ratio will be compensated
from the fund. The actual pavout in the 1976-79 period was
three times as great as producer contributions,ll indicating
that the initiative acts as an income support as well as an
income stabilizer.

Another significant income support mechanism is the crop
insurance program, supported 60% by producer contributions,
with the balance provided by the federal and provincial governments.,
Farmer participation in both this program and the WGSA is
voluntary.

A major item of public support for the agricultural sector
in general are the subsidized loans provided by the Farm Credit
Corporation. These loans of usually a long—term nature have
typically tended to be approximately two percent below the
prime interest rates. However, during 1981 the interest rate
differential has risen up to as much as 5 percentage points.
The latest innovation by the Federal Government in its effort
to provide credit to farmers has been to make "after tax financing"

available through the banks to farmers in financial difficulty.
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This measure allows all interest receipts from these loans
to be non taxable in the hands of the_lender, effectively
lowering interest rates on these loans by approximately

- 8 percentage points when nominal interest rates are in the

range of 18 percent.12

v UNITED STATES

The United States is the largest producerand exporter
in the world of wheat, corn and soybeans. Unlike in Zanada,
agricultural production, transport, processing and marketing
in the U.S. are all handled almost exclusively by the private
sectar. There is, however, a large degree of government
intexvention in the agricultural sector, designed primarily
to provide price and income stabilization and support for
farmers and price stabilization for consumers.

The agricultural policies in effect today, pursuant to
the 1977 U.S. Food and Agriculture Act vary little from
policies initiated by the Agricultural Adjustment Act bf 1933.
They consist primarily of acreage controls and income and price
supports in the case of wheat and corn and price supports in
the case of soybeans.13

Price supports are maintained through the Commodity
Loan Program, pursuant to which farmers can commit any quantity
of their crops to the Commodity Credit Corporation (CCC) in
return for a non recourse loan equal to such guantity times a
base price called the loan rate. If market prices rise above
the loan rate, farmers can remove the crop from storage, sell

it, and bay off the loan with a fixed rate of interest. If

prices do not rise above the loan rate during the life of the
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loan (generally nine months), the farmer can forfeit the crop
to the CCC and keep the loan proceeds. This system, similar
in concept to the Brazil's Minimum Price Program, effectively
sets a floor market price equal to the loan rate, although

the floor price has always been well below the market price

in the case of soybeans and has only rarely in recent years
been binding for wheat and corn.

A second price stabilization program, the Farm Reserve
Program, permits grain farmers voluntarily to extend their CCC
loans for three to five years by storing theilr crops on farm
or in commercial facilities. Normal storage fees are
reimbursed, but farmers may remove the grain from storage only
when the market price equals a "release trigger" price (between
125% and 150% of the loan rate) set by USDA by crop. To set
an eifective ceiling price for consumers, farmers are regquired
to remove the grain from storage when the market price reaches
the crop's "call trigger" price {(between 140% and 185% of the
loan rate).

While the loan programs act as price supporﬁs, two other
programs act as income supports. First, pursuant to the
Target Price Program, participating farmers (those who have
agreed to acreage set aside as discussed below) are guaranteed
partial or full reimbursement for the difference between a
preset target price and (if lower) the national weighted
average price received by farmers during the first five months
of the crop year. Target prices are based on production costs,

excluding land costs. The extent of reimbursement varies

- ) - B - .- - - TR,
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between 80% and 100% of the deficiency below target price
depending on each farmer's participation in a voluntary acreage
reduction program (see below). Second, a disaster payment
program for wheat and corn (among other crops) provides
farmers unable to plant due to circumstances out of their
control with payments per acre equal to 75% of yield timés
one-third of the target price. If fields are planted but
yields fall below 60% of normal, payments equal :50% of the
target price times the production deficit below the 60% level.

Acreage controls are designed to control aggregate supply
and thus ease the budgetary burden of the price and income
supports for these crops.

Acreage controls consist of two programs, the acreage
set-aside program and the paid acreage diversion program.
Under the former, farmers who want to be eligible for protection
under the other programs described above must remove without
payment, a certain percentage of their farmland from production.
The reguired percentage to be set aside is determined annually
by USDA based on expected domestic, export and stock requirements;
no reguirement is in effect in years (such as 1980-8l) in which
no oversupply is predicted. Under the paid acreage diversion
program, farmers are encouraged to remove additional acreage
from production voluntarily with a promise of a diversion
payment from the government approximating the net revenues
foregone by such diversion.

The total amount of set aside and acreage planted to
designated crops is in any case limited for purposes of all
government programs to the "normal crop acreage" (NCA) per

farm determined by county USDA officials on the basis of
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1977 plantings. Through the NCA calculation and the two set
aside programs the government can effectively control total
acreage devoted to a designated crop.

In contrast to the comprehensive output controls and
price and income supports described above, the U.S. unlike
Canada interferes relatively little with crop handling,
transport and marketing. Only in guality control and grain
grading is the U.S. government dominant, and this role
began only in 1976 with the passage of the Grain Standards Act

and the establishment of the Federal Grain Inspection Service.

In practice, farmers have tended not to use the CCC program'
to a significant extent over the past few years.12
Credit to the farmer generally comes from seven major sour-

ceé: (1) the Farm Credit System, which is made up of federal

banks and federally-chartered local banks; (2) all operating

merchants, dealers, and so on; (4) life insurance companies;
(5) the Farmer's Home Administration; (6) the Commodity Credit
Corporation; and (7) the Small Business Administration. Since
most farm assets, such as buildings, land, and machinery, are
illiquid and, correspondingly, U.S. farmers have high fixed
costs relative to total costs, it is vital that the U.S. farmer
has credit available to be able to convert capital gains to
loans in hardship periods when the farmer faces a net negative

cash flow.
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Many of these avenues of credit are subsidized to the farmer,
thrbﬁgﬁ such mééhanisms as direct federal loans, federal loan
guaranteés, and the elimination of intermediaries between the
capital markefs and the farmer. This helps to lower the inter-
est costs to the farmer and to improve his income from his farm

investments.
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CHAPTER 3

AN EXAMINATION OF TAX AND SUBSIDY PROVISIONS BY COUNTRY

I. AN OVERVIEW

This chapter provides a more complete outline of the dif-
ferent tax laws and accounting procedures currently in effect
that will have a direct impact on the rate of return to invest-
ment in wheat and soybean production in the countries examined.
Overall we find that agriculture tends to receive preferential
treatment by the tax system. Usually this comes about through
greater investment tax credits or preferential tax rates.
Other incentives often take the form of subsidized interest
rates on credit used both for investment purposes as well as
to finance inventories of produce.

For countries such as Brazil the implicit subsidy given
through preferential interest rates can be very substantial
when the rate of inflation is very high. Although the rest of
the tax system is fairly well indexed to account for the ef-
fects of inflation, the absence of indexation of credit rates
creates a major distortion.

As most of agriculture production tends to be carried
out by individuals instead of corporations, and hence cannot
as easily offset temporary losses against income from other
activities, most countries have instituted procedures that
enable farmers to spread their income and losses over a great-
er number of years than is usually the case for other activi-

ties. In addition, most countries allow individual producers




to account for operating revenue and costs on elther a cash or
an accrual basis; hence, the impact of inflation on the estima-
tion of cost of goods sold because of the way inventories are
accounted for is greatly reduced if a cash basis for determina-
tion of income is used.

personal income tax rates applicable to agriculture inconme
vary widely. Brazil's personal income tax rate on farmers is
only 6 percent while in Australia it is possible to reach mar-—
~ginal tax rates of 60 percent at an income of U.S. $60,000.00
per year. Although Argentina has a mildly progressive income
tax rate structure (graduated from 7 percent to 45 percent
on income over U.S. $104,000.00), its actual rates of tax on
agricuiture'are substantially lower due to a high degree of
tax avoidance and evasion.

Tn the remainder of the chapter the tax systems of'Aréen-
tina, Australia, Brazil, Canada and the United States are in
turn outlined with a summary of the tax system presented for

each country.

TI. TAXATION OF AGRICULTURE BY COUNTRY

A. Argentina

Argentina's profits tax on individuals is assessed at
graduated rates from 7% to 45% on "net taxable income." For
fpurposes of the agricultural sector, net taxable income can
be simplified to gross receipts ffom the sale of agricultural
commodities less operating expenses and capital cost deduc-

tions. Each individual in a farming family is taxed separately
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under Argentinian law, although under normal circumstances farm
profits will be attributed to the male head of the household.

A unique aspect of Argentina's tax system is its compre-
hensive indexation for inflation.l Not only are capital costs,
inventory wvalues and carryover losses updated every fisqal
year by changes in the wholesale price index, but tax rate
brackets and personal allowances are updated monthly as well.
Indexation of depreciation deductions mitigates the relatively
small size of Argentina's depreciation allowances, limited to
straight-line amounts spread over long asset lives (such as
50 years for buildings and 20 years for machinery). As is
typical in most countries, land is not a depreciable asset.

O0f the profits tax provisions, only one is deéigned to
encourage investment in the agricultural sector. This provis-
ion, designed in realization of the limited amount of prime

.
farm land in the country

of all expenditure incurred to bring unsuitable land into pro-
ductive use. Depending on the nature of the land, preparing
it for agricultural use might require clearing, leveling,
draining and/or irrigating activities. 1In addition to this
full write-off provision, any such expenditure of a capital
nature may be amoftized over the useful life of the asset
according to normal profits tax rules.

A number of other taxes affect the agricultural sector
in Argentina. Each province imposes a property tax on agri-

cultural land, generally between 0.1% and 1.5%. Each province
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has a turnover tax as well, with rates varying among provinces
and among products and averaging about 1.8%. The national gov-
ernment collects both export taxes on agricultural commodities
-and livestock leaving the country (with rates varying over time)
and capital taxes, with rates varying from 0.5% to 1.5%, on the
net wealth of individuals and corporations at the end of each
taxable year. Although most gains from sales of capital assets
are taxed as ordinary profit, gains from the sale of real prop-
erty (agricultural or grazing property in the case of corpora~
~tions or limited pa;tnerships) are taxed only under a 15%
capital tax on real capital gains, and the first $a 6,409,000
(UG.5. $36§0 in April 1980.pesos) is exempt from taxation. The
cost basis of the land, determined by either purchase price or

property tax valuation, is subject to an adjustment for inflation.

TAXATION SUMMARY

Argentinaa

o Exchange rate, April 30, 1980
US § = $Sa 1,782

Income Tax ("Profits Tax")

I. Rates
A. Personal Income
National: Graduated from 7% on S$Sa 1,853,343 tol45%
on income in excess of $a 185,334,300 (adjusted
monthly for inflation, rates on April 30, 1980).
State or Local: Norne.

-Parties: Spouses taxed individually.




Jurisdiction: Source.

B. Corporate income tax rate: 33% of taxable income for dqmestic

corporations.

ITI. Tax Accounting Practices:

A. Inflation: Indexation of assets, inventories, lia-
bilities, tax 1osses,b rate brackets, personal
allowances, by a factor representing increase in
wholesale prices.

B. Inventory valuation: Typically lower of cost or
market price, FIFO or average cost for year or
part of year acceptable, LIFO not acceptable,
value of inventories indexed for inflation.

C. Income computed on cash basis for agricultural
operations.

III. Deductions: In general, all losses and expenses incurred
in obtaining and preserving assessable profit as.
well as personal allowances.

A. Depreciation: Straight-line, with installments in-
dexed for inflation in official wholesale price
index.

Tax Livés:c Buildings: 50 years
Machinery: 20 years
Furniture: 10 years
Vehicles: 5 years
Land: Not depreciable

B. Net Losses: Ten year carryforward (indexed for in=-
flation in official wholesale price index);

Zero vear carryback.



cC.

D.

E.

Interest:

Taxes:

tax purposes, but interest paid on the capital

investment of an individual proprietor is not

deductible.d

valorization, and capital gains taxes. Turnover

taxes, customs duties, stamp and excise taxes, and

any other taxes paid in the ordinary course of

business are deductible.

Personal Allowances (in force April 1980; adjusted

monthly for inflation):

Basic allowance Sa 11,120,064
Spouse $a 2,594,688
Earned income sa 9,266,724

IV. General Investment Incentives Applicable to the Agricul-

- tural Sector: none.

V. Agricultural Tax Incentives:

A.

Land Tax

productive use.

Example:

100% of deduction of expenditure (including clearing,
leveling, draining, and irrigating) incurred in bring-

ing arid, swampy or otherwise unsuitable land into

In addition to such allowance, such

capital expenditure may be amortized under normal tax
rules over the useful life of the item.

- Provincial, all provinces, varying rates.

Buenos Aires, graduated rates from 0.1% to

1.3%.

Most interest payments are deductible for

Non~-deductible taxes include profits, estate,




Turnover Tax =~ Provincial, all provinces, varying rates aver-
aging 1.8%. Applied on gross sales or gross revenue of

any lucrative activity carried on in the province.

Export Taxes - Sporadically imposed on a number of agricul-
tural products at rates ranging from 5% to 25%. New,
temporary (to be phased out over 8 months) export taxes
imposed on April 1, 1981 include: |

Grains {except rice) - 12%

Oilseeds (except peanuts for human consumption) - 12%
Sugar -~ 12%

Oilseed meals {except soybean meal) - 10%

Wealth Tax - Annual tax of 0.5% to 1.5% on net value of assets

in Argentina.

Capital Gains Tax - For individuals, 15% of real gains obtained ffom
sale or exchange of real property (not sold during normal |
course of business), with exemption of the first
Sa 6,409,000 or $3600 (in April 1980 $a); for companies,.

15% of gains obtained from sale of land devoted to
agricultufe and/or cattle raising; capital losses
deductible only from capital gains, with 10 year carry-
forward; most other capital gains includable in ordinary
income for purposes of profits tax.

Sales Tax - 16% VAT (national income type) , agricultural commodities and}
exportse exempt. o | |

Estate and Gift Taxes - None.

& rnformation from Price Waterhouse, Doing Business in Argen-
tina, September 1980, and Deloitte, Haskins and Sells,

International Tax and Business Service, May 1979.




bEffective for financial years ending after January 1, 1979.

®No mandatory depreciation rates exist, depreciation being
based on the "estimated useful life" of the asset.. Rates

listed are frequently used.

dDeloitte, Haskins and Sells, op.cit., p. 27, but deductions
are allowed for interest paid on "loans obtained for the
purpose of earning or maintaining taxable income.”

€Information obtained through conversations with Mr.. Alan
Maurer, U.S. Department of Agriculture.




Y

B. ~Australia

Australia assesses individual income tax on a three-step
scale of graduated rates on taxable income, "assessable income”
minus "allowable deductions." As in Argentina, each individual
is taxed separately, there being no provision for joint returns.

Unlike the Argentinian system, the Australian tax system
does not provide for comprehensive indexation to preserve real
values in computing tax liabilities. In recent years of higher
inflation, however, Australia has taken initial steps in that
direction, providing in 1980 both for 50% indexation of the in-
dividual rate scale and for indexation of concessional tax re-
bates provided for those with dependents.2 With regard to the
method of accounting, Australia differs from both Argentina
and the U.S. in requiring all business income,.includjag that
from farming, to be computed on an accrual basis.

Capital cost deduction provisions are quite restrictive
under Australian tax law, but a number of special provisions
for primary production are included. For example, although
buildings or structural improvements are generally not de-
preciable, certain structural improvements to land used for
primary production (including fences, new on-farm storage
silos and irrigation facilities) can be depreciated over
periods determined by tax authorities. In addition to being
deemed depreciable, any such structural improvements costing
over $1000 are - eligible for the '18% alloﬁance-providedhfor

investment in "eligible" property, i.e., most newly




purchased depreciable assets. (If the cost is between $500 and
$1000, the allowance is reducedrproportionately.) Items of
plant and machinery are depreciable as generally provided for
in the tax law. Certain non-plant non-structural expenditures
of a capital nature (enhancing land values) incurred in the
process of primary production, including costs of pest eradica-
tion, water conservation and drainage, and land clearance,
weeding, preparation and ploughing, can be depreéiated on a
straight-line basis over 10 years.

In addition to the more liberal capital cost deductions
provided for farmers, three other tax incentives favor primary
production. First, although loss carr&forwards are usually
limited to seven years, their duration is unlimited in the
case of primary production. Second, individuals earning in-
come from primary production are allowed to apply an average
rax rate calculated over five years ending with the year of
income.3 Third, taxpayers engaged in primary production are
eligible to participate in an Income Equalization Deposits
Scheme. Under this Scheme, each taxpayer can deposit with
tax authorities up to 60% of his "gross receipts from primary
production” to a maximum holding at any one +ime of $A 250,000.
Any such deposits are deductible from assessable income at the
time of deposit. They will earn for the taxpayer a taxable

interest payment of 5% of the amount on deposit per year, and



the principle will be included in income only when withdrawn
(at least 12 months after the deposit is made except in cases
of severe financial difficulty).

Farmers in Australia are only lightly affected by taxes
other than the income tax. Although property taxes are imposed
by both states {land taxes) and municipalities ("rates"), land
used for primary production is generally exempt. Sales taxes
are incurred by wholesalers on many goods, but again most agri-
cultural inputs and outputs are not taxed. Australia has no
capital gains or wealth taxes:av Finally, federal estate and
gift duties were abolished for persons dying after July 1,
1979, and although progressive state duties are still widely
in force, most states have expressed the desire to abolish

them over the next few years.5

TAXATION SUMMARY

Australia®

Income Tax

I. Personal Income Tax Rates:
National: Three-step scale:

Total Taxable Income {1980-1981)

" Qver Wot Over Tax on Column 1 % on Excess
0 4,041 = @ e==—- -
4,041 17,239 ———— 32
17,239 34,478 4,223 46
34,478 2 —————- 12,153 60

(rate scale indexed 50% as of July 1, 1980)




- TIncome averaging over five years available for
individuals engaged in primary production.

State or Local - None.

Parties - Spouses taxed individually.

Jurisdiction - Residence and source.

B. Corporation Income Tax Rates: 46% of taxable
income.

II. Tax Accounting Practices:

aA. Inflation - 50% indexation of individual “rate scale and
concessional rebates to individuals; otherwise
no indexation for inflation.

B. Inventory Valuation - Lower of cost (FIFO or average
cost), market value or replacement value; method
can be changed annually; LIFO not permitted.

c. All business income must be computed on an accrual
basis.

III. Deductions: In general, all losses and expenses incurred
in producting assessable income as well as personal
aliowances. -

A. Depreciation - On the historic cost‘of specifically
enunerated categories of assets used to produce

assessable income.




Iv.

Buildings and land generally not depreciable,
with the excepticn of.certain strutural impro-
vements made on land used for primary production.b
For plant, machinery and vehicles, either straight
line or 150% declining balance method allowed,
based on effective life of property.c'i*
Represeqtative lives:

Basic machinery - 10 years

Vehicles -~ 5-7 years

Engines - 20'years

Net Losses - Seven-year carryforward (indefinite
carryforward for primary producers);
Zero year carryback.

Interest -~ Deductible if principle used to produce
assessable income, spread over lesser of period
of loan or five years.

Taxes - Property and sales taxes deductible. Income
taxes not deductible.

Personal Allowances - Inflation-indexed tax rebates
for care of certain dependents, including rebate
of A$800 for spouse (1980). Special additional

rebates for living in hardship zone.

General Investment Incentives Applicable to the Agricul-

A.

tural Sector:

Investment allowance deducted from taxable income
of 18 percent of "eligibie property"d a term
generally including all newly purchased

depreciable assets and thus excluding building
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and structural improvements to land other than those

enumerated relating to primary production.c
V. Agricultural Tax Incentives

A. 10 vear depreciable life (straight 1line) for expendi-

tures other than plant (but of a capital nature) incurred

by a farmer for pest eradication, land clearing and weeding,

land preparation and ploughing, water conservation or
drainage, flood control, control of cattle diseases,
and certain structural improvements (see B below).

B. 1Investment allowances for some structural improvements
to land used for agricultural production including
fencing, water conservation and conveyance structures,

and crop storage facilities.

C. Indefinite loss carryforward for primary pu;éﬁggéfé;

D. Income Equalization Deposits Scheme -~ deposits deduc-
tible'frbm assessable income, and withdrawals taxable.
5% annual interest paid or credited to taxpayer during
holding period also taxable.f”

Land Tax - State: All states, typically graduated rates from
0.3% to 4% on unimproved land value, primary pro-
duction land generally exempt.

Local: "Rates" imposed as flat percentage of
property value.

Sales Tax - Federal wholesale tax on sales of goods only; 15%

rate for most items, 2%% for household goods and 27%%
for luxuries; agricultural machinery, building materials,
irrigation equipment, and food and other agricultural

products exempt.




Export Taxes - No export taxes on wheat, soybean, corn.

Wealth Tax - None.

Capital Gains Tax - None, although taxable income includes

profits and losses from sales of properties acquired for
purpose of sale, and gains from sales of property within
12 months of acquisition.

Estate and Gift Taxes - Federal duties abolished as of July 1

r

1979. State duties at varying rates, also being phased

out.

aI-ntern_ational Bureau of Fiscal Documentation, Taxes and
Investment in Asia and the Pacific, Volume 1; CCH, Income Taxes
World Wide, Vol. 5; Deloitte, Haskins and Sells, International
Tax and Business Service, Vol. 1: Price Waterhouse, Doing Busi-
ness in Australia, June 1978.

bStructural improvements eligible for depreciation include
fences, pipes and irrigation facilities, and grain, hay or fod-
der storage facilities. {(See outline V A)

“Rates published in Schedule to Income Tax Order 1217.

dFor complete list of eligible property see Section 82AF
of the Income Assessment Act. The expenditure on the item must
exceed $A500; if between$aso0 and ‘$A975, the allowance is re~
duced proportionately.

estructural improvements eligible for depreciation include
fences, pipes and irrigation facilities, and grain, hay or fod-
der storage facilities.

fDeduction cannot exceed 60% of "gross receipts from pri-
mary production” and is limited to income other than income
from property (income not derived from personal exertion) and
therefore cannot create a loss for tax purposes. Maximum
holding at any one time may not exceed $A250,000.
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C. Brazil

Brazil's tax system treats the agricultural sector very
leniently by imposing a flat 6% rate on all agricultural enter-
prises producing only unprocessed ptoducts. With such a low
rate, other aspects of the income tax have relatively little
impact on agricultural investment decisions. A variety of
incentives are provided through the income tax for investment
in under-developed areas or export activities, but the effect
of such incentives is experienced primarily by manufacturing
or processing industries.

Most of the federal and state governments' revenues are
raised through sales taxes, namely the federal "Impd&sto sdbre
Produtos Industrializados” (IPI) and the State "ImpSste sObre
a Circulacdo de Mercadorias" (ICM). Both the IPI and the ICM
are value-added taxes, the first applying only to the various
stages of the production process and the secon
both producers and consumers. Agricultural exports and their
components are exempt from the IPI, as are most canned and
packaged food products.

An interesting element of the Brazilian tax system is
the federal rural land tax, a tax utilized primarily to en-
courage agrarian reform rather than to collect revenues. The
basic tax rate is 0.2%, but this rate is adjusted by a multi-
plier increasing up to 4.5 with the size of the holding,
thereby encouraging the breakup of large holdings. After

this first adjustment, the rate is again raised or lowered
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depending on the land's gquality, its distance from market, the
participation of its owner in production and management, and
the existence and nature of housing, educational,. and sanitary

facilities located on it for use by laborers.

TAXATION SUMMARY
Brazil?®

Income Tax

I. Rates:
National - General corporate rate of 35% of profits up to
30 millidn cruzeiros and 40% on excess.

- Agricultural enterprises (corporate or non-
corporate): 6%, provided they do not process their
products or subproducts.b

- Individuals: Normal rate graduated from 4% on
Cr $55,101 to 50% on amcunts over 675,000.00 (1977
rates). The tax rate on individuals engaged in agri-
culture is 6%.

State or provincial - None.
Parties - Only "legal entities" are taxed; individuals
are deemed to be "legal entities" if they engage
habitually and professionally in profitmaking activity.
Jurisdiction - Resideﬁce and Socurce.
1T, Téx Accounting Practices:
A. Inflation - Asset values must be restated annually
and depreciation deductions adjusted monthly;
individual tax rate brackets as well as maximum
allowable deductions for certain salaries, bonuses,

and personal allowances adjusted annually; other
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monetary corrections are made (such as interest,
wages, salaries, rents), but such corrections
are taxable to recipient and deductible by pavor.
ITI. Deductions:
A. Depreciation: Usuallyc straight-line over useful 1life
of asset.

Typical asset lives: Machinery, equipment - 10 vears

Vehicleé - 5 years

Buildings - 25"years

Land — Not depreciable
B. Net losses: Four years carryforward.

Zero vear carryback.
C. Interest: Deductible; should be amortized if incurred
| to finance property, plant and equipment in pre-
operational stages of business venture.

D. Taxes: All taxes other than income tax deductible.
E. Personal Allowances: Exemption pér taxpayer of first

Cr $65,000 (1979), and Cr $14,400 (19279) deduction

allowed for each dependent, determined separately

each year on the basis of monetary correction.

F. Reserves for Employee Liability: 8% of monthly pay-
roll, deductible for income tax purposes, must be
deposited in a special account at a government bank.

G. Export Earnings: Profits arising from the exportation
of certain manufactured goods whose export is pro-

moted by the government are exempt from taxation.d



Iv.

General Investment Incentives Applicable to the Agricul-
tural Sector:
A. Incentives for investment in the Northeast and/or

Amazon region:

- Deductions from income tax liabilities of indi-
viduals of certain percentages of some eligible
investments, including 42% deduction of approved
agricultural investments in the Northeast.

- Cﬁstoms duty and/or income tax reduction or exemp-
tion for enterprises operating in Northeast.

- Use of up to 50% of any individual's income tax
liability for approved investments in the North-
east (through the Northeast Investment Fund--Finor)
or the Amazon (through the Amazon Investment Fund--
Finam) .

B. Export Incentives:

- Exemption of manufactured exports from income and
sales taxes.

- Exemption of all exports and components of ex-
ports from IPI (see above).

Agricultural Tax Incentives: In lieu of 6% tax rate, option
to deduct farm investments of up to 80% of net income
(depending on the type of investment) and, for farm entities,
option to exempt 100%, 100%, 50% and 25% of net income from
farming in the first four years of operation, respectively

or, for individual farmers, option to be taxable on only
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50% of net income or 5% of gross receipts, whichever is
less agricultural undertaking allowed to depreciate
machinery and equipment over one-half its useful life.

In practice most farmers opt for the last 6 mercent

income tax treatment.

Land Tax - Rural lands tax collected by £

ederal government®

and distributed to municipalities; base rate of 0.2% of
appraised value of land, adjusted by multiplier index
(ranging from 1.0 to 4.5) depending on the ratio of the
area of the taxable land to a "standard unit" of area for
that unit of the country as established by the IBRA; fur-
ther adjusted by a factor reflecting quality of land, the '

distance from market, owner participation and employee

services.

Sales Tax - Federal VAT: IPI, value added tax of varying rate,

applied on goods at every stage of production,

certain procéssed food products exempt,f ex-
ports and components of exports exempt, ser-
vices not taxed under IPI.

State VAT - 1ICM, 14% (South, Southeast) to 15% {other)
value added taxY on producers and consumers;
industrial exports exempt, agricultural raw
material exports subject to maximum rate
(13% in 1977).

Municipality Tax on Services: Maximum rate of 5%.
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Export Tax - Federal levy applied at varying rates {(not to ex-

ceed 40%) on the excess of actual export price over "basic

. h ; . . s s .
export price;"" primarily a price stabilization measure.

Capital Gains Tax - Capital gains generally taxed as ordinary

income, after cost basis of assets indexed for inflation.

Transpoxrt Tax - 5% federal tax (ISTR) on transport cost of

persons and goods across municipality, state or federal

district lines.

Wealth Tax - None

Real Property Transfer Tax - State tax with maximum rates of 2%

on transfers by gift or inheritance, 1% on most sales,

including sales of agricultural land.

aInternational Bureau of Fiscal Documentation, Corporate
Taxation in Latin America, Deloitte Haskins & Sells, International
Tax and Business Service, Vol. 1

But they are not eligible for rebates granted as fiscal
incentives. '

“Annual deductions may be increased by 50% or 100% for
machinery and equipment working 2 or 3 eight-hour shifts re-
spectively. An asset life may be shortened if the user can
prove the asset has a shorter life. Accelerated depreciation

is available for certain projects approved by the Industrial
Development Council (CDI).

dSee Decree~Law No. 1158/71, No. 1291/73, and No. 1423/75

for the list of products. See IBFD, Brazil, pp. 39-40.
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€collected by Brazilian Agrarian Reform Institute (IBRA):
Decree No. 56,792/65; considered an instrument of agrarian
reform rather than a revenue raiser.

fDecree No. 70,435/72; including flour, sugar, and most
other canned and packaged food products.

9other rates possible for products transferred between
states, the maximum chargeable rate set by federal law (state
rate reduced by 21-27%).

hDefined as the average export price of Brazilian products
as determined from time to time by the Central Bank.




D. Canada

In Canada the federal government and all provinceé impose
taxes on income. The rate of federal tax on individuals is
graduated up to 34% (Lowered from 43% as of November 12, 19381),
and in all provinces except Quebec the provincial income tax is
figures as a percentage (from 37.5% in Alberta to 58% in Newfoundland)
of federal tax.

As in Argentina and the United States, farmers may use a
cash basis of accounting, thereby including the value of crops
in gross income only when disposed of. Although capital asset
values.and depreciation deduction are not indexed for infla-
tion as in Argentina and Brazil, personal exemptions are in-
dexed and a deduction of 3% of the cost of cpening inventory
is allowed as a correction for inflation. Depreciation is
generally calculated on the declining balance method, with
accelerated depreciation allowed only for manufacturing, pro-
cessing, or extractive industries. '

Investment incentives for the aciricultural sector include
a general 15.7% investment tax credit that iS-déduétedﬂermidepieciable
asSet-base and the- ability . to write off in the year incurred all |
expenses. of clearing and levelling land and laying tile-‘drainage. As
in most rother countries, five-vear block ‘income averadging is also
available .to farmers to smooth out income fluctuations and thus lower
the effective marginal tax rates in years of high income.

Real estate taxes impose a significant.burden on the
agricultural sector;s Several provinces levy real estate taxes
on unincorporated land, while municipalities finance local ser-

vices with taxes on real and personal property with their borders.



with regard to othér taxes, both the provinces and the
federal government levy sales taxes, but foodstuffs are gene-
rally exempt. One-half of capital gains are included in the
income tax base, and such gains are deemed realized when trans-

~

ferred as a gift or begquest, thus mitigating the absence of

federal gift and estate taxes. For farmers, agriculture
enterprises can be sold to family members without incurring
any capital gains tax. Of the provinces, only Quebec

federal gift and estate taxes. Of the provinces, 6nly Quebec
still levies a succession duty, and it exempts the first

$75,000 of any receipts as well as all property passing to a

spouse.

TAXATION SUMMARY

Canadaa

Income Tax

Ia. Personal Income Tax Rates
Federal rf Graduated rates from 6% on $76l to 43% on amounts over
$53,376 (1ndexed as of 1982).°
Provincial: Rates from 38.5% (Alberta) to 58% (Newfound-
land) of the basic federal tax. Separate tax system

in Quebec, with graduated rates from 13% to 33%.

Ind1v1dual farmers may block average income over 5 years.
Also unllmlted forward averaging allowed for lumpy
income flows providing 50% withholding tax is paid.

Parties: Spouses taxes individually.

Jurisdiction: Residence and source.




Ib. Corporation tax rate:

25% on first $200,000 of profits for a small business

corporation but where dividends are paid from a small

business there is a 12.5% dividend dispersement tax.

46% on taxable income greater than $200,000 per vear.

The 46% tax rate is made up of 36 percentage points

of federal tax and the remainder provincial taxes.

IT. Tax Accounting Practices

A,

Inflation: Inventory allowance of 3% of the cost of opening

a 1nventory deductlble as a correctlon for inflation; under
the 1nd1v1dual income tax pexrsonal exemptlons, rate \

brackets and certain credits indexed annﬁéiiy.- :

Inventory Valuation: Lower of cost or fair market

value; LIFO not permitted.

Farmers may use cash basis of accounting.




III. Deductions - Generally expenses paid or incurred for the

purpose of gaining or producing income from business

or property as well as personal allowance.

Depreciation ("capital cost allowances”)
- Generally declining balance
- Some examples of depreciation rates:
Farm buildings - 10%
Other buildings - 5%
Vehicles - 30%
Fences - 10%
Water Tanks - 10%
Water Pipelines -~ 6%
Land - Not depreciable
- Depreciation subject to recapture uniess‘asset
replaced ﬁithin one tax year after disposal.'
- After 1981 only 3 rate of normal depreciaticn :mav be
claimed in first year of acquisition of asset.
Net Losses: d Five year carryforward
One year carryback.
Interest: Deductible if paid on loans acquired to produce

income from business or property.
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D. Taxes: Income taxes not deductible; sales and excise
taxes on capital eguipment, depreciable as part
of asset; other taxes deductible if considered
expenses of doing business.

E. Personal Allowances: Basic exemption of $2,890 (1980)
plus $2,530 for spouse earning less than $430, and
additional amounts for children, other dependents,
and age (over 65); exemptions indexed for inflation.

IV. General Investment Incentives Applicable to the Agricul-

tural Sector: Investment.tax credit of 15.7% (10% or 20%

higher for investments in designated areas is givenf

but deducted from depreciable asset base, for investments

‘s . . e
in certain new buildings, machinery and equipment.

V. Agricultural Tax Incentives:
- Five year income averaging for individuals
Expensing of costs of clearing and levelling land and

laying tile drainage.

VI. Special tax provisions: Dividends are "grossed up" by

50% for personal income tax purposes and a tax credit allowed

equal to 34% of the grossed up dividends.




" Land Taxes

"Provincial and municipal real estate taxes with

varying fixed percentage rates on assessed real
and {in some provinces) personal property value.
Ontario Land Transfer tax of 0.3% on value of
consideration up to $35,000 and 0.6% on excess;
rate increased to 20% in sales of undeveloped
rural land to nonresidents.of Canada.
Ontario Land Speculation tax of 20% on profitsf
designated
realized on "dispositions" of/land in the state.

Quebec Land Transfer tax of 33% on transfers of

vacant land in the province to nonresidents.

" Gales Tax - Federal: 9% taxg on manufacturers's selling price

of Canadian manufactured goods and on duty-
paid value of imported goods; foodstuffs

exempt.

- Provincial: Retail sales taxes of 5-11% in;all:

provinces except Alberta; foodstuffs commonly

exempt.

- Export Taxes - None.

Wealth Tax - None on individuals.

Capital Gains - One half of capital gains and losses included

in income tax base, with no holding period requirement;

net capital losses up to $2000 deductible from other in-

come, with the excess to be carried back one year or

forward indefinitely. For farmers selling land to members of

immediate family there is no capital gains on sale of property.




deemed realized when transferred as
gift or beguest.

- Province: Levied in Quebec.

aCCH, Income Taxes Worldwide, Vol. 2; Robert Couzin,

"Business Operations in Canada," Tax Management Foreign Income

Portfolios, 1978; Deloitte, Haskins and Sells, International
Tax and Business Service, Canada, February 1980.

b 7 . _ _
Government of Canada, Budget Papers, Ottawa: Department
of Finance, Government of Canada, November 12, 1981, p.-13

“Government of Canada, Op. Cit., p.31

&“Hobby" farm losses limited to 100% of first $2,500 plus
50% of next $5000 of loss.

“rhe investment tax credit is deductible in full against
the first $15,000 of federxral income tax payable and one-half
of the remaining tax payable, with 5-year carryforward for any

unabsorbed credit.

fOnly profits accruing after April 9, 1974.

95¢ to 11% for building materials.
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B. United States

The United States has perhaps the most complicated tax
system of those considered in this study because of the many
refinements made during the last twenty years to achieve cer-
tain social gdals or to close perceived loopholes in the tax
law. As an example of the law's complexity, an individual's
tax rates differ according to whether or not he or she is mar-
ries and, if so, whether he or she files separate or joint

Before mid-1981,
tax returns. /rates differred also according to the source of the
income, i.e., whether it is'"personal service" income or n‘ot.7
Income averaging over five years is available only if one's

taxable income exceeds the average of his taxable incomes of

the four previous years by more than 120% plus $300,000.

No indexation for inflation was present in the tax law before
1981, but the Economic Recovery Tax Act (ERTA)} of 1981 provided
for indexation of personal exemptions, individual tax brackets,
and the "zero bracket amount” beginning in 1985. Before 1982
depreciation deductions could be calculated in at least three
different ways (straight line, double-declining balance, and sum
of the years-digits methods) and asset lives for equipment and
personal property could vary from guideline lives by 20%. The
ERTA of 1981 cut all asset lives to 3, 5, 10 or 15 years and
provided for prescribed schedules of accelerated depreciation.

Deduction of losses on all but real property are subject to "at
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risk“ rules., With regard to accounting practices, inventories
can be valued at cost or the lower of cost or market price;
farmers can also choose the "farm-price" method (market price
less direct cost of disposal). Individual farmers, small
farm corporations, or family farm corporations may compute
income on a cash basis,‘but large corporate farmers must use

accrual accounting.

Incentive provisions are subject to numerous qualifica;
tions as well. An investment tax credit of 10% is given fqr
"qualified investment,"” including most tangible depreciable
property other than structures, but the annual credit is limi-
ted to $25,000 plus 70% (80% in 1981, 90% after 1981) of the
remaining tax liability. Furthermore, assets with tax lives
less than three years are not eligible for the credit and
those with asset lives -  of .three ' years are only
partially eligible. Finally, the credit is subject to recap-
ture (as are accelerated depreciation and other tax benefits)
if the asset is sold before the end of its useful life.

Sevéral provisions of the tax law grant specific benefits
to farmers. Under sections 182 and 175 of the Internal Revenue
Code, farmers can deduct 100% of the costs of both land clear-
ance (up to the lesser of $5000 or 25% of the year's taxable
income) and soi; and water conservation (up to 25% of the
year's taxable income with unlimited carryforward). Under

sections 268 and 1231, unharvested crops sold together with




land are entitled to capital gains treatment; this can bestow
significant tax advantages since current deductions are given
for the costs of growing crops;g Finally, the 10% investment
tax credit, although not applicable to investment in all other
buildings and structures, is available to investors in certain

agricultural structures.
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- PAXATION SUMMARY

United States®

Income Tax

I. Personal Income Tax Rates:

Federal -

Tndividuals - Married, fiting joimtly 1981—¢gra
14% on $3,400 to 70% on amounts over $215,400;
1982: graduated from 12% on $3,400 to 50% on .
amounts over $85,600.

- 8ingle - 1981: graduated from 14% on $2300 to

702 on amounts over $108,300; 1982: graduated

from 12% on $2300 to 50% on amounts over $41,500.

- 1981: maximum rate of 50% on earned (or "per-

sonal service")} income.

:Income averaéing ovér five years available to all
citizens or residents living in the country for
at least five years, whose income for the taxable
year exceeds 120% of the average taxable income
over the immediately preceding four taxable yearsc
and whose excess amount is greater than $3,000;
the maximum 50% rate on earned income is not ap-
plicable if income is so averaged.

State - Several states, with top rates ranging up to 17%;
deductible from federal income tax if deductions item-
ized; other states levy analogous "franchise" taxes.

Cities -~ 1% taxes in some cities.

pParties: Spouses can file joint or separate returns, with .

different rate structures apply to cash.
Jurisdiction: Residence and source.




- 57 -

Ia. Corporate Income Taxes: Basic federal income tax rates of:

16%

19%

30%

40%

46%

- taxable income less +than $25,000

$25,000 - $50,000

$50,000 - $75,000

$75,000 - $100,000

over $100,000 .

State income taxes ranging from 0 to 12 percent.

II. Tax Accounting Practices:

A. Inflation: Adjustments to individual income tax

brackets, personal exemptions, and zero bracket

amount starting in 1985.

B. Inventory Valuation: Cost or lower of cost or market,

C. Farm

LIFO acceptable if goods are valued at cost; farm-
ers can value inventories according to "farm-price"

method, i.e., market price less direct cost of

income of individuals or small or family corporations
may be computed on a cash basis; for a few crops
with longer maturity (including sugarcane), the

"erop method" of accounting is also available.

III. Deductions

A. Depreciation: Allowed for all tangible property used

in a trade or business or for the production of
income; to be spread over a period of 3, 5, 10 or
15 years depending on the nature of the asset.

Annual rate of depreciation depends on schedules
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published in the "The Economic Recovery Tax Act
of 1981. Asset lives include

Livestock or horticultural structures - 5 years

(by special amendment)

Vehicles - 3 years

Heavy Equipment - 5 years

Buildings - 15 years

Land not depreciable.
In lieu of the prescribed accelerated method,
taxpayers may use a straight-line method over the
regular recovery period (or certain prescribed
longer periods if so desired).
Investments not greater than $5,000 (1982 and 1983)d
can be expensed in the year of purchase.

Net Losses (incurred in trade or business): 15 year
carryforward (from 1982 on); 3 year carryback
{elective). (Subject to "at risk™” limitations.e)

Interest: Generally deductible,f but prepaid interest
not fully deductible for cash-basis taxpayers.

Taxes: Property and sales taxes deductible. Income
taxes not deductible.

Personal Exemptions: $1000 exemptioh with respect to
taxpayer, spouse, and each dependent; additional
‘exemptions if blind or over 65; personal exemptions

indexed to inflation rate starting in 1985.
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IV. General Investment Incentives Applicable to the Agricul-

tural Sector:

A.

Investment tax credit of 10% of the cost of "quali-
fied investment" in property constructed or acquired.
Credit limited to $25,000 plus 70%Y of the tax lia-
bility in excess of $25,000. Credit generally allowed
the year the property is put in service. Qualified
property includes most tangible depreciable property
other than buildings and certain agricultural struc-
tures with asset lives of at least 7 years.h Unused
credits can be carried back 3 years and then forward
15 years; the credit is subject to reéapture if fhe
property is disposed of before the end of its useful

life.

V. Agricultural Tax Incentives

A,

Expensing of costs (not including otherwise depreci-
able assets) of land clearance and soil and water con-
servation, the former limited to lesser of $5000 or
25% of the year's taxable income and the latter limi-
ted to 25% of the year's taxable income with unlimited
carryforward. (I.R.C. 175,182}.

Capital géins treatment for sales of unharvested crops
sold with land (I.R.C. 268,1231).

Investment tax credit for certain agricultural struc-

tures.
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Land‘Téx - Municipalities' property taxes: fixed rates of
varying amount on assessed value of property.
Sales Tax - Federal: HNone.
tax
~ State: Retail sales/of varying rates, generally
3-7%.
- Municipalities: Sales taxes in some larger cities.

Export Taxes: None.

Wealth Tax: None.

Capital Gains: Only 40% of net long-term (holding period over

one year) capital gains included in income; only $3000 of
net capital losses deductible against taxable income, {

with unlimited carryforward for individuals.

Estate and Gift Taxes: Graduated rates on amounts over $225,00é-
{1982)j with maximum rate of 70%, falling to 50% by 1985; |
certain agricultural property can be valued on the basis
of current use rather than "highest and best use%. (I.R.C.

20324)

CCH, Income'Taxes'WOrldw1de, Vol. 2; Price Waterhouse,
D01ng Business in the United States, August 1980; U.S. Congress,
Economic Recovery Tax Act of 1981, H.R. 4242.

For maximum rate purposes, the graduated tax rates are
applied on earned income first.

The tax on "averageable income" (the excess over 120% of
the previous four years' average) equals five times the normal
tax on 20% of such income, in effect expanding by five times
the width of the marginal bracket above the 120% income figure.

d$7,500 in 1984 and 1985 and $10,000 for years after 1985.
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dAdopted in Treasury Decision 7128 of June 21, 1971.

©An individual's business losses are limited to the amount
the individual has "at risk;" not applicable to losses from
- holdings of real property.

fWith a limit of $10,000 plus any investment income on the
deductions allowed to individuals for interest paid on borrow-
ings used for investment.

980% in 1981, 90% in 1982 and thereafter.

hOnly sixth percent of the cost of assets with lives of
3. years can be credited. Buildings and structures do not qualify,
with the exception of certain livestock and horticultural
structures.

l$275,000 in 1983, $350,000 in 1984, $450,000 in 1985,
and $600,000 thereafter.
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" FOOTNOTES TO CHAPTER 3

Law No. 21,894 of October 27, 1978.

Before the 1979-80 income year there was 50% indexation

(based on the goods component of the consumer price in-

dex) of inventory values to correct partially for infla-
tion. See IBFD, Australia, C.2.1.4.7.

Deloitte, Haskins and Sells, p. 11.

Although taxable income includes profits from sales of
property within 12 months of acqguisition and gains or
losses from sales of properties acquired for resale.

Deloitte, Haskins and Sells, p. 66.

Marvin Anderson, in "Taxation of Canadian Agriculture,”
states that property taxes are the most burdensome di-
rect tax in Canadian agriculture.

In certain cases where the U.S. taxpayer has received
numerous "tax benefits" (i.e., accelerated depreciation,
capital gains exclusion, etc.), he may be subject to the
"minimum tax"” or the “alternatlve minimum tax.”

If the sale is nontaxable because it follows adoption of
a plan of liguidation under §337, one court has held that

section 268 operated to disallow the deduction of the

costs of growing the crops. Beauchamps & Brown Groves Co..

v. Commissioner, 371 F. 2d 942 (9th Cir. 1967).




CHAPTER 4
DEVELOPMENT OF THE AGRICULTURE INVESTMENT CASH FLOW PROFILE

AND THE MODEL FOR EVALUATION OF THE IMPACT OF
TAXES AND SUBSIDIES

I. DEVELOPMENT OF INVESTMENT CASH FLOW PROFILES

The quantity and type of inputs used in an agricultural
enterprise will vary significantly between countries according
to their price, value and availability. This variation ideal-
ly could be modeled as a cost-minimization problem for each
firm in each country, given different prices for inputs'and
constraints on their availability. This discussion will try
to examine, in some detail, how these varying factors affect
agricultural enterprises in some of the countries involved in
this report.

On a per-acre basis, givén similar input items ‘some in-
puts are not likely to vary much as the yield of the land var-
ies. TFor example, seed used\per acre may vary less than the
overall yield per acre. Similarly, amounts of chemicals, such as
herbicides and pesticides, would also be used primarily on a'perfacre
basis, provided their marginal effects were about equél.

Other inputs will tend to vary both with the amount of
acreage and the yield of the land. A certain amount of
machinery-~hours would be required to maintain and tend a
crop-acre, but greater amounts of machine-hours would be
required, to some extent, to harvest the crops as the yield
increases. Similarly, labor might vary both with the gquantity

of the land and the yield.




Overall, though, most of the variable inputs would seem
to be based more on per-acre costs rather than per unit of
production costs. Thus, given a siﬁilar set of prices for
inputs, the variable cost of producing, say, a bushel of wheat
in different countries will depend on the per-acre yield.
Since the countries we are examining are participants in the
international market for agricultural goods, the price that
farmers receive for their crops will ultimately reflect world
prices after netting out the impact of transportation, freight,
insurance, marketing costs, taxes and subsidies. Hénce, for a
given country, the farmers with higher yields will have greater
margins over their variable costs. At the same time, across
countries, after accounting for differences in costs, higher
yields will result in greater margins over variable costs.

In a market such as this, the equiiibrating concept of
market rents become important. The theory of rents says that
the differences in such profit margins will accrue to the
fixed input factors, e.g., land, in the form of an economic
rent. For a typical farm, the margin over variable costs--
iess the costs of management, which are basically constant
with acreage but inversely proportionalvto yield--will be ab-
sorbed by the ownership costs of the land. Thus, the theory
of rents, in its pure form, would predict that the cost of
land acreage, if the land is not in competition with non-
agricultural users, will depend on the yield of the land.

This discussion is all in abstraction, however, because

there are likely to be significant variances in the relative
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prices of farm inputs among countries. In lesser~developed
countries, for example, it is likely that labor would be sup-
plied at lower prices than in more industrial coﬁntfies, and
that the imported price of farm machinery would be signifi-
cantly higher. Thus these countries would tend to rely more
on labor and less on machinery relative to, say, the United
States. Similarly, one would expect the price of fertilizer
and like inputs would be somewhat higher for these countries.
Nevertheless, we may still try to examine the changing rents
to land, realizing that the variable costs of productioh may
differ also because of differences in input prices.

Below are listed the average yields by major crop ih
the United States and Argentina for 1979-1980:

Yield (Metric Tons/

Counﬁrz Crop ' Hectare)
Uniféd States Corn 6.88
Wheat ' 2.30
Soybeans 2.16
Argentina Corn 3.10
+ Wheat 1.69
Soybeans 2.14

Sources: "Oilseeds and Products," Foreign Agriculture
Circular, U.S.D.A. Foreign Agricultural Ser-
vice, Washington, D.C., March 1981; "Gross
Reference Tables on Wheat, Corn and Total
Coarse Grains Supply Distribution for Indi-
vidual Countries," Foreign Agriculture Cir-
cular, U.S.D.A. Foreign Agricultural Service,
Washington, D.C., Jan. 28, 1l981.
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As can be seen, the United States has significantly higher
yields. This would lead to the hypothesis that the economic
rents to land are far higher in the United States than in Argen-
tina, or similarly, that land is a more significant input into
U.5. production costs relative to others.

Using available data,l we may compare the proportion of
costs per bushel of production accruing to land for major crops

in these two countries:

Proportion of Land Costs to Total Costs of Production

Country Crop Percentage
United States Corn 29.3%
Wheat 30.3
Soybeans 35.1
Argentina Corn - 20.9
Wheat N/A
Soybeans 16.9

These data provide general support for this proposition of
rents to land by comparing the United States with Argentina,
which shows a definitely lower land rental in Argentina than
in the United States, which is consistent with Argentina's
lower yield.

The question arises, then: Can we control for differen-
ces in input prices and, more importantly, differences in
factor productivity, such as yield? To do this; we would have
to adapt each country's model farm investment to account for

such factors as differences in wages, land productivity and
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fertilizer costs. The immediate drawback of this approach is
that we now would face the problem of trying to determine which
part of the difference between the value of a farm investment
in each country is due to tax factors, and which part is due to
the variances in economic factors.

This problem can be alleviated, but some lack of compara-
bility will remain. It would be necessary to examine the value
of an investment in each country before the imposition of the
tax scheme, and then afterwards, and to compare the percent
change in net present value resulting from the imposition of
taxes in each country. While this method would provide some
basis for comparison, it would not allow for detailed analysis
of the cash flow of each agricultural investment, since the
flows in each country would not be directly comparable.

An alternative approach, then, is to ask the question:
what would be the effect of imposing different tax and subsidy
regimes on the same agricultural investment, say, in the United
States? This would allow for a detailed analysis of when and
where different tax systems would exact their due and for a
concurrent investigation of the pattern of cash flow and how
the tax system may change it. It is this approach that we
will follow in this report. '

To develdp the operating profile for a typical agricul-
tural enterprise producing each crop, it was necessary to
examine production cost data from the U.S. Department of
Agriculture.2 The most detailed data were developed for the

costs of producing corn, and it was therefore these data
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_that were used as a base to develop all other cash flows.

Capital expenditures were developed as follows. The
average cost of land in the United States for corn is $1220
per acre. While this average may vary slightly for each crop,
depending on where the major producing areas are located, it
is also true that the cost of a particular piece of land will
~generally be the same, regardless of the type of crop growing
on it. Thus the figure of $1220 is used as a per acre cost.
This land is financed at a 75% moftgage over a 30-year period.
In the U.S., this mortgage carried an interest rate of 9.25%
in 1979--as opposed to the 10.6% market rate on farm vehicles.
This lower rate is assumed to reflect the various avenues of
subsidized credit available to the farmer. TIf we assume that
the assumed inflation rate in 1979 was approximately 8%, then
the real interest rafe of the mortgage is estimated to be
1.25%, i.e., 0.0925 < (1.08)(1.0125) - 1.

The loans for farm vehicles finance 80% of the cost of'

the machinery, and are paid back over a four-year period.

The machinery itself. is replaced every 8 years, which repre-
sents  the usual turnover in the U.S. The vehicles cost an
average of $455 per acre in corn production. Comparing this
figure with corn depreciation figures provided in detail in
USDA reports, we are able to deduce the corresponding costs for:
farm machinery ir soy and wheat production.

Because land, a capital asset, is such a major input
into agricultural production, the cost of financing this land,

i.e. the cost of capital, will have a major effect on the




value of the investment. It is first important to distinguish
between the real and nominal costs of this capital. The in-
terest rate the farmer pays on a land mortgage (and that he
implicitly imputes to himself in terms of the cost of capital)
includes a component which compensates for changes in the
price level, and the other component, which provides a real
(after inflation) return on the money. To an economist, the
compensation for the change in prices is not a true cost of
holding onte the land, since, on average, the prices a farmer
receives for his crops will also increase with inflation.
Thus, the true cost to the farmer is the real component of
these coste, though the effect of nominal rates of interest
on the cash-flow profile of an investment may have an impact .
upon the timing of investment decisions.

Finding a real interest rate for loans can be easily
accbmplished by observing nominal interest rates and inflation
“rates. In the agricultural sector this has already been as-
sumed at 2.6%.

The real cost of equity capital, however, is not easily
ascertainable. In similar studies of the mineral and
steel industries, the real cost of equity capital was assumed
to be 10%. There are reasons to believe the agriculture sec-
tor requires a far lower rate of return on its equity.

In the 1979 study of rates of return to investments in
Canada, Jenkins found the real return to equity in the agri-

cultural sector to be about 4%, gross of personal income




taxes.3 While this seems anomalous in light of the real rates
of return faced by other sectors of the economy, it is likely
that this discrepancy can be explained through the use of eco-
nomic reasoning. ILand. is a physical, non-depreciable asset, not
éubject to obsolescence due to tecﬁnical change and, as such,
has a more stable value than most other assets. Land is there-
fore probably a much less risky investment than financial assets.
Therefore, the eqguity cost of holding this capital; in real
terms, will be significantly lower, because of the lower risks.
Thus the 4% real rate of return, gross of personal tax, to the
agricultural land can be seen in this light as a reasonable
assumption for agricultural enterprises.

For individual farmers, the net of personal tax real re-
turn to equity will therefore be assumed at 3%. In the United
States, the analeis will be made with a 4% and 6% real rate
of eguity to a firm, to estimate the sensitivity of the invest-
ment to changes in the real (gross of personal taxes) cost of
equity capital. A 4% rate will be assumed in the.other coun-
tries. On the individual level, the analysis will assume that
the enterprise is a "new" firm, and is thus forced to carry-
forward all tax credits and net losses in excess of what will
cover the tax liability in the early period. The corporations
will be assumed to be "established," i.e., they may immediately
expense all tax credits and net losses when they are incurred.

The analysis will be done both under a reasonable appropriation
of current inflationary circumstances (with an 8% inflation
rate in Australia, Canada and the U.S. and a 40% rate in Ardgentina

and Brazil) and under




a 0% inflation scenario. The intent here is to provide both
an estimate of the way in which taxes currently affect invest-
ment under inflationary circumstances, and also how they affect
the investment in idealized circumstances.

Interest rates on loans will be held constant in real
terms at 2.6% except in Brazil, where subsidized credit at 18%
will be available when the inflation rate is 40%. In the Uni-
ted States, tﬁe real.interest rate of 1.25% will be assumed
on land mortgages.

Revenue per acre is basedlon the average yield per acre
times the average real priée per bushel (constant 1980 dollars)
over the past five years. From these revenues are subtracted
the costs of getting the grain to the market, estimated at
$26/ton.*

Operating costs include the normal costs for seed, ferti-
lizer, chemicals, overhead and labor, and additionally include
the costs of management inputs (usually from the owner}. Thus
all the real variable costs of producing grains and soybeans
from a farm by an agricultural corporation are included. 1In
our evaluation of these production units,if they are operated
by an individual, the returns to management are considered an
expense (as they are the farmers' opportunity cost of time)
and are not part of the farmers' return to his investment in
productive capacity.

Interest payments are calculated and net depreciation

charges are added, produc1ng net income for the farm. In year 25,

the land is resold at a price reflectlng real capltal gains of 2
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percent a year (which is iﬁflated to reflect changes in the price
level) and capital-gains taxes are applied where it exisﬁs and
where it does not differentiate between nominal and real gains.

Loans are repaid and depreciation charges are added back
to develop the net of tax cash flow. Additionally, taxes may
have been applied to capital and/or land, and these will have
been subtracted from net income if deductible.

The cash flow is run over 25 years, deflated to a real cash flow,
‘and discountea at the appropriate cost of equity capital to
develop the Net-Present Value, which is used as the basis for
comparison of the effect of differing tax structures on farm
income over time.

In Tables 4-1, 4-2 and 4-3, the cash flows associated
with each of these crops are presented. The real value of
land is included as a capital expenditure in year 1 and is
also included as a cash inflow in the final year.

The negative cash flows assoclated with‘theSe”profiies' 
are not as important as it at first glanoe'séems; 'Thisgnegative
cash flow reflects the current income/or loss accuracy to the
farmer from his investment in the farm. However, the farmer has
already been assumed to have extracted a (taxable) management
fee, as well as his hourly costs of labor. 1In addition, he is
likely to receive significant off-farm income, especially in the
United States. Thus, this negative cash flow represents merely

a current . From all earnings, and not a negative
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cash flow from all the farming activities. The implicit income
accruing to the farmer from the appreciating real value of his
farmland is realized (and appropriately taxed) in year 25 of his
investment, giving the farmer a greater return than would be
expected merely by looking at the cash flow, which exclude the

implicit income from the land price increase.

II. A COMPUTERIZED INVESTMENT APPRAISAL MODEL FOR TAX ANALYSIS

The basic computerized tax analysis model used in this
study was initially developed by professor Robert Conrad for
the evaluation of the tax incentives for foreign investment in
the non-fuel mineral industries.5 However, it has been modi-

fied to better reflect an agricultural investment decision.




...?4..

It is the derivation of the net cash flow to equity from
an investment project that is the principal focus of the model.
To carry this out there is a need to estimate operating re-
ceipts, operating expenditures for goods and services, tax pay-
ments, and the cash flows related to the financing of capital
expenditures and operations. Here receipts are estimated as,

(1) R, =S, + AR - AR, 4,

where Rt denotes cash receipts from operations

inyear t, S, is sales in year t, and ARt and AR

t t-1
refer to accounts receivable in years t and t-1,

respectively.
Operating expenditures in turn are estimated as:

(2) E, = Pt + APt - BAP_ 3+

where E, is operating cash expenditure in year t,

Pt refers to purchases made in year t and APt and

Apt-l refer to accounts payable in years tand t-1,

respectively.

It is the estimation of profile of tax payments that is most
plex and is the major function of the model. First, we define
taxable income as:

_ s _ s
(3) Yy =8 -0C ~D -iB -T. 7,
where Yt is taxable income in year t; St is sales

" in year t; OC, is total direct and indirect oper-

t
ating costs in year t evaluated at replacement cost
prices;,Dt is the amount of depreciation expense

{capital cost allowance) claimed for tax purposes

com-
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in year t; it is the nominal interest rate paid on
the debt (Bt) in year t; gq and Tts'are the state
income taxes paid in year t and allowed as a deduc-
tion from taxable income.

There are separate subroutines in the program to estimate
each of the variables in egquation 3. For depreciation each
asset is iterated through its tax 1ife according to the par-
ticular depreciation rule allowed by the taxation authorities.
When allowed it will switch from one depreciation rate to
another when it is financially advantageous for the firm to
do so. Available depreciation rules are straight line, de-
clining balance, sum-of-years, unit of production, or immediate
write-off. Also depreciation expeﬁses, operating costs, oOr
any of the other variables in equation 3 can be estimated at
the various levels of activity of a company, i.e., local,
state, national, international (pérent).

To estimate the corporation income tax at the national
level when there are also state income taxes, we have

N

(4) T, = tn(Yt)' - aC

where TE is the amount of national level corpora-
tion income taxes paid in year t; tg is the rate
of corporation income tax; Ct is the value of new
investment eligible for the investment tax credit,
and "a" is the rate of investment tax credits.
Investment and financing of capital expenditures also

generate nontaxable cash flows that need to be integrated into
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the analysis. The net cash flow effect of investment, new
loans, loan repayments, and interest payments can be expressed
as follows:

(5) F, = N - B, - i B~ Cyy

where F. is the effect on the net cash flow profile

of the investment in year t; Nt is the value of new
loans taken in year t; At is the value of loans re-

paid in year t; itBt is the value of interest pay-

ments, and Ct is the value of expenditures made on

new investments in year t.
Combining equations 1 to 5 we estimate the net present value
(NPV) of a project to a corporation as of year zero as:
¢ n R..—‘E_t.‘+F - T - T

Nev, = 3 e t
(l+1r)

where r is the opportunity cost of eqguity funds to the
owners of the company.
To carry out the evaluation, the model reguires as input
a set of time profiles of variables including yields, prices,
purchases, new investments, and final scrap values of assets,
if any. Assumptions are made concerning how the assets are
financed, i.e., by new additions of equity, with retained
earnings, or through debt. There can be three types of loans
to finance these assets, each with its own interest rate and
repayment schedule. In addition, short-term loans can be intro-

duced to provide liquidity.




Different prices of output are allowed for up to 4 separ-
ate markets for each time period with the costs of production
similarly specified. The quantity of output produced and sold
in each market is also given to the model. Inflation is in-
corporated by providing assumed rates of growth for input and
output prices and by adding an appropriate value reflecting
the compensatibn for expected inflation to the nominal inter-
est rate paid on debt.

Tax rates of each kind, corporation income tax, ad valo-
rem, capital, and property are specified for local, state, and
national or foreign levels of government, with varying pro-
visions for deductibility and tax credits.

The model also allows for the possibility of the trans-
fer of intra-corporate overhead between taxing jurisdictions.
chould income losses occur, the model will allow the firm to
carry forward or backward these losses according to the speci-
fications of the tax laws for each level of government.

The evaluation of the investment profile is carried out
at the various levels of the firm and throughout the lifetime
of the investment. Taxable income for each year is developed
by calculating revenues for each market and aggregating them
for each tax jurisdiction. Net income is calculated using the
appropriate depreciation rules and deductions. Tax liabili-
ties are then estimated priorrto the application of tax credits.
A subroutine estimates the available tax credits--both foreign

+ax credits and investment tax credits. The final taxes are
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calculated and substituted back into the cash flows of the in-
vestment to give us the net cash flow accruing to the equity

holders of the corporation.




FOOTNOTES TO CHAPTER 4

prepared by the Economics, Statistics and Cooperative
Service, U.S. Department of Agriculture for the Committee
on Agriculture, Nutrition and Forestry, United States
Senate, Washington, D.C., July 1980; Costc de Produccion
Agricola en la Argentina y los Bstados Unidos, Juan Amorin
por el ingeniero agronomo, 1978.

Costs of Producing Selected Crops in the United States -
1978, 1979, and Projections for 1980, prepared by the
Economics, Statistics and Cooperative Service, U.S. De-
partment of Agriculture for the Committee on Agriculture,
Nutrition, and Forestry, United States Senate, Washington,
D.C., U.S. GPO, 1980.

Glenn P. Jenkins, Rates of Return to Capital in Canada,
a study prepared for the Economic Council of Canada, 1979.

Farmer prices for soy in 1979-90 in the U.S. were $253/
ton, while export prices,; including in-land freight,
insurance, and other charges to port, were $279/ton.

U.S. Department of Agriculture, Foreign Agriculture Ser-
vice, Oilseeds and Products, Foreign Agriculture Circular,
Washington, D.C.: U.S. GPO, March 1981.

R. Conrad, Tax Incentives for Foreign Investment in
Non-Fuel Mineral Industries, report submitted to the
Office of International Tax Affairs, Office of Tax Analy-
sis, United States Treasury, December 1980.




- 80 -
CHAPTER 5

EVALUATION OF IMPACT OF TAX POLICIES ON THE RETURN TO INVESTMENTS
IN GRAIN PRODUCTION: A CROSS-COUNTRY COMPARISON

I. INTRODUCTION

The proliferation of taxes, subsidies and special provisions
applicable to investments in agriculture make the incremental
impact of any one of fhe provisions rather difficult to measure.
However, in the analysis that follows some of the more important
aspects are singled out to determine their independent effect

on the profitability of investments in grain production.

Grain production tends to be relatively more land

intensive than most other industrial activities and constitutes

at least 75 percent of the total investment reguired to under-

take a grain producing farm. As land is not depreciable, we find
that the depreciation rules used for tax purposes are not as
important as for other activities. However, the cost of capital in
such a situation becomes critical.

Not only is the cost of funds important for farming
activities but the value of the target rate of return used to
discount the net cash flow profiles becomes critical. From a
previous study of rates of return from cabital in Canada {Jen-
kins, 1978), it was found that the real (net of inflation) re-
turn on total!capital employed in the agricultural sector in
Canada was approximately 4 percent before personal income taxes
were paid. If the average rate of tax paid by grain farmers is
approximately 25 percent, then the private net of tax and in-

flation discount rate would be approximately 3 percent a year.
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Although this cost of capital for agriculture appears to be
somewhat low as compared to other activities where the real rate
has been approximately 6 percent (net of corporate tax but gross
of personal income taxes) it might be explained by the fact that
land tends to provide excellent security for loans; hence, the
risk of losing from default of the loan is reduced. In the es-
timation of the net present values of the investments, a dis-
count rate of 3 percent a year has been used for those net cash
flow profiles that are analyzed from the point of view of indi-
vidual farmers. For the estimation of the net present value of
net cash flows accruing to corporations discount rates of 4 and
6 percent are used. The principal area where the discount rate
interacts with tax policy is in the case where there is a sub-
‘stantial rate of inflation that gets built into the interest
rate. This will cause the real value of the debt to be repaid
faster than it would be in a zero inflation rate situation. If
the discount rate is higher than the real interest rate on debt,
this more rapid repayment schedule wili lead to a fall in the
net present value of the project.

“The assessment.of the impact of different tax schemes is
carried out for both an owner/operator farmer as well as a cor-
poration. This analysis is useful to point out two aspects of
the tax system that tend to change when a firm engages in an
agriculture activity. First, the rate of corporation income tax
will typically differ from the average rate of tax of the "nor-
mal" large scale farmer. Second, in this evaluation it is as-

sumed that the corporation would have income from other sources
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when it undertakes this investment, enabling the firm
to utilize any tax credits or operating losses immediately by
employing them to offset either taxable income or tax liabili-

ties from other sources of income. For the purpose of this

study, the individual farmer setting up this grain-producing
operation is assumed to have no other income, so he will have
to carry forward any excess tax credits or tax losses and use
them to reduce the future tax liabilities of the project.

In every country there is both an income tax and a land
tax. TFor Australia, Canada and the United States, such property
taxes tend to be about 1.5% per year. This tax is somewhat
lower in Argentina and substantially lower in Brazil.

The two mdst important provisions in the tax systems of
these countries are the rates of income taxation and the degree
to which tax sysfems are indexed to account for the impact of
inflation. In the United States, Canada and Australia, a rate
of inflation of 8% will substantially reduce the present value
of the grain producing project and produces a greater £all in
NPV for the individual investor than for corporations. This
arises from the fact that inflation reduces the real value of
tax credit or loss carryforwards, hence leading to an increase
in the real taxes paid by the project.

Agricultural credit at preferential rates can also have a
powerful effect on an agricultural project if the interest rate
is fixed in nominal terms and inflation occurs. Brazil is the
prime example of this phenomenoh, where the NPV of the project

actually increases with the rate of inflation. Argentina has
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come the closest of all countries to complete indexation of the
tax system. As a result, our estimates show no effect
to the real NPV of the project when the rate of inflation is

increased. This analysis does not include, however, the negative
input that high rates of inflation are likely to have on the

efficient functioning of markets and hence the economic climate
for the operation of an agricultural enterprise.

All net present values derived from this analysis are ex-
pressed in terms of the 1979 price level. The prices of the
commodities produced are average world prices from 1978 to 1980
expressed in terms of the 1979 U.S. price level. The description

of the analysis and the results by country are outlined below.

I1I. AN ANALYSIS BY COUNTRY

A. United States

The evaluation of the tax system's impact on an investment
in grain production is carried out for both an individual owner
and for a corporation at a zero and an 8 percent rate at general
inflation. An average rate of persconal income tax of 25% is
used in the analysis to estimate the tax effects for an owner/
operator project. In the case of corporations, a 46 percent tax
rate on taxable income is applied. A zero rate of state income
tax is assumed. This analysis assumes the farm is sold in the
.final year of the projectr(year 25) and the ;gﬁ}.capipa£>gﬁigi

on land (assumed to be 2 percent a vear) plus any inflationary

- capital gains are subject to capital gains taxation of 18 per-




cent (.4 x .46). A land tax of 1.5 percent of nominal:ivalue

_of the land is levied each year and is treated as a deduction

from both the personal and corporate income tax. |
The nominal interest rate paid on loans for machiﬁeff‘iéwv

set at 10.6 percent (rate used in calculation of production

costs by USDA). This rate corresponds to an expected rate of
inflation of approximately 8 percent and a real interest rate
of 2.6 percent per yvear. Eighty percent of all machinery is
financed by loans that are repaid over the following 4 year
period. Twenty percent of all machinery costs and 25 percent
of land costs are financed by eguity. The remaining 75 percent
of the land cost is assumed to be financed by a 30-year mort-
~gage at a preferential interest rate of 9.25 percent per annum.
When there is zeré inflation this represents a real interest
rate of approximately 1.25 percent per year. |

An investment tax credit equal to 10 perceﬁt of investment
in new machinery and equipment is deducted from the tax liabili-
ties of the corporation in the year the investment is made be-
cause it is assumed that the corporation has income from other
sources. However, an individual may have to carry forward tax
credits to future years because it is assumed that the farmer
has no outside income. Net losses and tax credits can be car-
ried forwardl5 years or carried back 3 years.

Depreciation on machinery and egquipment is calculated on
the basis of 200 percent of declining balance over 5 years,

switching to straight line depreciation when it becomes advan-
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tageous. The results ofrthis analysis are presented in Table
5.1. For all grains the net present value of this investment
is positive when fhe rate of inflation is zero and the discount
rates are set at 3 percent for the individual and 4 percent for
" corporations.
" At a zero rate of inflation the investment from the ﬁoiht

of view of the individual fafmer is superior to the same invest-
ment if undertaken by a corporation. The higher net present
value for the corporation is due to the fact that it has both

a higher tax rate and a larger discount rate. However, when the
rate of inflation is increased to 8 percent, we find that for
the case of corn not only does the net present value fall a
great deal for both individuals (from 127.41 to -111.67) and cor-

porations (from=-12.92 to -23.40 ), but that the decrease is substan.

tially greater for the case of individuals. The principal reason

for this is due to the decline in the real value of the carry-
forward of tax credits and losses to offset future income tax
liabilities.

For both corn and wheat the net present value of investments
in these sectors are negative whether they are undertaken by an
individual or a corporation. In the case of individual farmer-
owned facilities, there are many vears where the net cash flow
is negative. However, the farmers' opportﬁnity costs of time as
a farm manager and worker have been deducted from the cash flow
before the net present value has been estimated. When these
items are added back to the cash flow for the individual, the
liquidity problems created by negative cash flows are greatly

reduced.
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TABLE 5.1

EVALUATION OF TAXATION OF
AGRICULTURAL_INVESTMENTS IN THE UNITED STATES

(Net Present Value to Equity Per Acre, 1979 US §)

INDIVIDUAL CORPORATION
(3% DISCOUNT -~ (4% DISCOUNT
CASE " "RATE) . RATE)
(1) Corn, 0% Inflation : 127.41 -12.92
(2) Corn, 8% Inflation ~111.67 -23.40
(3) Corn, 8% Inflation and '
6% Discount Rate for _
Corporations P s -239.14
(4) Wheat, 0% Inflation { -11.38 -107.13
(5) Wheat, 8% Inflation : -201.82 ~107.13
(6) Soybean, 0% Inflation ; 537.01 217.96
(7) Soybean, 8% Inflation § 530.44 314.91

NOTE: Individuals aretaxed at 25% on income and must carry
forward excess tax credits and net losses, while firms
are taxed at 46% on income and immediately utilize all
tax credits and net losses.
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Grain production is very land intensive, and thus capital
intensive. Hence, the private opportunity cost of capital plays
a critical role in determining the magnitude of the net present
value of an investment. When the discount rate for corporations
is increased from 4 to 6 percent, with an 8 per cent inflation
rate, the NPV falls from -23.40 to -239.14 for corn production.
For both investment in wheat and soybean production the effect
of inflation causes the NPV of the project to fall for individuals
but to increase for the case of corporate investors. This arises
becauge inflation causes the nominal rate of interest to increase,
hence increasing the potential amount of deductions that can be
taken against income before calculating tax liabilities. Due to
the underlying assumptions of these examples, corporations are
able to utilize all deductions at the time they occur. As a
result they are able to use the increased interest rate payments
to reduce their tax liabilities on other activities. On the other
hand, individual farmers are assumed to have no other sources of
income and therefore an increase in nominal interest payments
results only in an increase in cash outflow in the early years
of the investment's life without any reduction in taxes in these
years as they have to carry these additional deductions forward.

Inflation also causes the real value cf the capital cost
allowances to fall. However, for corporations the effect of
inflation to reduce tax liabilities because of the greater nominal
interest rates more than offsets the effect of inflation on the
real value of the capital cost allowances. For individuals the
impact of inflation on the real value of the capital cost
allowances is greater than for the case of corporations because

they have to carry forward these allowances further into the

e



e
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future even when there is no inflation. When the nominal
interest rates increase the banks of unused deductions in the
early years of the investment increase, hence causing inflation
to erode the real value of the capital cost allowances even more.

To estimate the revenues for the examples reported in

Table 5.1 averadge farm gate prices during the periocd 1978 to

1980 were used for each of the grains (expressed in terms of the
real price level of 1979). Average yields were also used for
the same years. These values result in soybean showing a much

greater degree of profitability than wheat and corn.

-E; éénada

In Canada, the corporations are taxed at a rate of 46 per-
cent on income, while individual farmers are assumed to face an
average tax rate on farm income of 25 percent. Depreciation,
based on an asset life of 4 years, is done on a déclining bal-
ance of each asset class, which is approximated by a straight-
line method.

Net losses may be carried forward for 5 years, and back for
1. An investment tax credit of 15.7 percent is available on
machinery and equipment; the value of this tax credit is removed
from the depreciable base of the asset.

A land tax of 1.5% is assessed on the nominal value of the
farm land. A capital gains tax rate of 23 percent {.50 x .46)
is paid by-corporations and of 12.5 percent (.50 x .25) is paid
by individuals, because of the exclusion of 50 percent of capital

gains.
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TABLE 5.2

EVALUATION OF TAXATION OF
AGRICULTURAL INVESTMENTS IN CANADA

{Net Present Value to Equity Per Acre, 1979, US §)

INDIVIDUALS CORPORATIONS
(3% DISCOUNT (4% DISCOUNT
"CcaseE RATE) " "RATE} :
(1) corn, 0% Inflation ~ -180.05 ~138.81
(2) Corn, 8% Inflation - =165.90 -76.77
{(3) Corn, 8% Inflation and
6% Discount Rate for
Corporations = ——=—=-- -277.01
(4) Wheat, 0% Inflation ; -286.03 -229.38
(5) Wheat, 8% Inflation : ~423.70 -169.65
(6) Wheat, Impact of Trans-
port Subsidy if Infla-
tion 8% -199.66 24.23
(7) Soybean, 0% Inflation 424 .37 169.95
(8) Soybean, 8% Inflation 408.26 : 217.15
NOTE: Individuals are taxed at 25% on income and must carry

forward excess tax credits and net losses, while firms
are taxed at 46 percent on income and immediately uti-
lize all tax credits and net losses.
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The same financing arrangements are assumed for Canada as in
the United States, i.e., the cost of the machinery and equipment
are financed 80 percent by loans and 20 percent by equity, while
a 30 year mortgage egqual to 70 percent of the value of the land
is assumed. Until 1981 the interest rate charged agriculture in
Canada has been close to market rates so an interest rate of
10.6 percent is assumed if there is 8 percent inflation, but a
rate of 2.6 percent if no inflation. In 1981 subsidies of appro-
ximately 5 percentage polints have been instituted because of
abnormally high real interest rates. However the real rate of
interest is still close to the 2.6 percent used in this study.

A subsidy of $16.00 per ton on freight is included in the analy-
sis to estimate the impact of these subsidies if they were fully
reflected by higher income of the farmers. Although it is unlikely
that farmers will receive a substantial portion of this subsidy on
é net basis, this appraisal will include it all in the analysis as
a net benefit. The results of the evaluation of the investment in
grain production are shown in Table 5.2.

The results for Canada indicate the net present value for
corn and wheat production is negative for both individuals and

corporations. On the other hand, soybean production is very

profitable. However, Canada only produces small amounts of soybeans

in Southwestern Ontario.

The higher interest rates charged Canadian farmers as com-—
pared to those in the U.S. appear to have a much greater impact
on the individual farmer (127.41 in the U.S. to -180.05 in Canada
for individuals) than on corporations (-12.92 in the U.S. to
-138.81 in Canada). This result follows from the assumption that

current losses can be offset against other income in the case of

corporations but must be carried forward by individuals.
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If the transportation subsidy provided by Canada of $16 per
ton: to transport grain to the ports is not offset by poor service
from the railroads but meant higher incomes by the full amount
of the subsidy, it does have a powerful impact on the profitabil-
ity of grain operations. Its effect is of such magnitude so as

to transform wheat growing operation from a negative NPV of

47370 for an individual and -jg9.g5 for a corporation to -

_7l99;66f0r an individual and a positive 24.23 for a corpor-
ation.

In summary, without the transportation subsidy the Canadian
tax and subsidy provisions are less favofable than they
are in the U.8. However, even if dnly part of the transporta-
tion subsidy ends up as a net benefit to the farmer, it has im-
‘proved his situation greatly.

C. Australia

In Australia, the corporate income tax is also assessed at
a 46 percent rate, and individuals pay a rate of 30 percent on
income. Depreciation of machinery and equipment is based on a
150 percent declining balance over a six-year asset life.

Net iosses may be carried forward indefinitely, and an in-
vestment tax credit of 18 percent is available for investments
in machinery and eguipment.

Land varies across regions, but is here assumed *0o be taxed
at a rate of 1.5 percent of its nominal value each year but no

capital gains taxes apply to the sale of the land.
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As can be seen from Table 5.3, the overall private return
from investments in agriculture in Australia is considerably
higher in Australia than in Canada. For the case of wheat with
an 8 percent inflation rate, the NPV is ~190.50 while in Canada
the NPVis,~423,7Q.:For a firm the NPV is -23.45 while for Canada
the NPV is ~169.65. As compared to the U.S., the Australian
position is almost the same when comparing two individuals but
to the U.S. case of -84.90.:

ﬁhen comparing individuals we find that the higher income
tax in Australia (30% versus 25% in the U.S. and Canada) is more
than offset by the higher tax credit.and the unlimited time for
carryforward of losses. BAgain we find that inflation (8 per-
cent) has a powerful negative impact on the Profitability of
agricultural investments. Its effect is primarily felt through
the impact it has on reducing the real value of the tax credits
and losses carried forward. As in the other cases, an. increase
in the discount rate of 2 percent has a powerful impact on the
net present value of investment in agriculture.

D. Argentina

Argentina has perhaps the most fully indexed tax system in
the world. Tax brackets are indexed, and book values, depre-
ciation and carryforwards are all increased by the change in
the price level. Co;pprate.income is taxed at 33 percent, while
individuals\afe éééﬁﬁéd to have a rate of 15% on income.

Land is taxed at 1.3 percent of its nominal value, and

depreciation is based on an {(indexed) straight line over 5 years.




(1)
(2)
(3)

(4)
(5)
(6)
(7)

TABLE 5.3

EVALUATION OF TAXATION OF
ACRICULTURAL INVESTMENTS IN AUSTRALIA

(Net Present Value to Equity Per Acre, 1979 US $)

INDIVIDUAL CORPORATION
(3% DISCOUNT (4% DISCOUNT
CAS " RATE) RATE)
Corn, 0% Inflation ] 73.25 o ” 3.94
Corn, 8% Inflation -22.67 60.29
Corn, 8% Inflation and
6% Discount Rate for
Corporations -203.51
Wheat, 0% Inflation -57.96 -82.64
Wheat, 8% Inflation -190.50 -23.45
Soybean, 0% Inflation 596.16 315.12
Soybean, 8 Inflation 522.75 357.71

NOTE: Individuals are taxed at 30% on income and must carry

forward excess tax credits and net losses, while firms
are taxed at 46% and immediately utilize all tax credits
and net losses.
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Only real capital gains are taxed at a rate of 15 percent.
There is no investment tax credit given to investments in agri-
cultural machinery but any losses (iﬁdexed) can be carried for-
ward for up to 10 vears.

In Argentina the loan principal instead of the interest
rate is indexed with the result that the tax system and the
financial system become close to being completely neutral to
inflation. As is indicated in Tabkle 5.4, there is no net im-
pact of inflation that can be detected by our analysis.

Overall agriculture investment is not as attractive in
Argentina as it is in the U.S., when the U.S. has a zero infla-
tion rate. Even though tax rates are substantially lower, the
absence of preferential interest rates or accelerated deprecia-
tion more than offsets the advantages of the lower tax rates.
However, when the U.S. inflation rate increases to 8 percent,
the individual farmer in Argentina is better-off even at infla-
tion rates of 40 percent than his counterpart in the U.S.

Argentina's tax system has many admirable characteris-
tics as it allows very few preferences, While at the same
time prevents spurious changesijytaxation because of changes in
the rate of inflation.

E. Brazil

Brazil provides a low rate of 6 percent tax on agricultural
income and provides generous indexing of depreciation and loss
carryforward. 1In addition, the nominal cost of interest.rate
to agricultural enterprises, when there is inflation, is modeled

here at 18 percent, but does not fully reflect the effect of the
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TABLE 5.4 |

EVALUATION QOF TAXATION OF
AGRICULTURAL INVESTMENTS IN ARGENTINA

(Net Present Value to Equity Per Acre, 1979, US$)

INDIVIDUALS CORPORATIONS
(3% DISCOUNT (4% DISCOUNT
CASE " RATE) " RATE)
(1) Corn, 0% Inflation 152,97 - 90.10
{(2) Corn, 40% Inflation 53.00 ~ 90.00
(3) Corn, 40% Inflation and
6% Discount Rate for
Corporations = —=——— el
(4) Wheat, 0% Inflation -74.54 -170.93
(5} Wheat, 40% Inflation ~-74.54 -170.93
(6) Soybean, 0% Inflation 622.95 313.07
(7) Soybean, 40% Inflation 623.00 313.00

NOTE: Individuals are taxed at 15% on income and must carry
forward excess tax credits and net losses, while firms
are taxed at 33% on income and can immediately utilize
all tax credits and net losses.
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inflation rate on nominal interest rate which here is set at

40 percent to reflect recent experience. In the case where a
zero rate of inflation is assumed, the cost of credit is set at
2.6 percent,

Depreciation of machinery and eguipment (fully indexed) is
based on an asset life of 5 years and estimated on a straight
line basis. Land is taxed at a rate of 0.6 percent, indexed
annually.

As is shown in Table 5.5, the effect of all the Brazilian
preferences to agriculture from the low tax rate to the huge
credit subsidy, when there is inflation has a dramatic impact
on the net present value of agricultural investments. We must
keep in mind, however, that U.S. prices and yields are assumed
in this evaluation.

If there is no inflation in Brazil, the lower:tax-rates
are largely offset by the fact_that no investment tax credit is
provided and there is no accelerated depreciation of fixed assets.
Hence, the results for Brazil and the U.S. are gquite close for
the zero inflation cases. On the other hand, when inflation
increases, the effective rate of tax increases in the U.S., while
the cost of agricultural credit falls to large negative rates
in Brazil, causing the NPV's of agricultural investments in the
U.8. to greatly diverge. Given the current rates of inflation
in Brazil and the U.S8., it is the latter situation that is the

most realistic.




(1)
2)
(3)

(4)
(5)
(6)
(7

TABLE 5.5

EVALUATION OF TAXATION OF

ACRICULTURAL INVESTMENTS IN BRAZIL

(Net Present Value to Equity Per Acre, 1979 US §)

CASE

Corn, 0% Inflation
Corn, 40% Inflation

Corn, 40% Inflation and
6% Discount Rate for

Corporations

Wheat, 0% Inflation
Wheat, 40% Inflation
Soybean, 0% Inflation

Soybean, 40% Inflation

INDIVIDUAL
(3% DISCOUNT
RATE) -

208.05

1035.29

78.15
493.41
831.54

1277.33

CORPORATION

(4% DISCOUNT

RATE)

47.85

768.47

344.19
-65.68
292.43
'613.33

1296.07

NOTE :

Tndividuale and firms are taxed at 6% on income., Indi-

viduals must carry forward excess tax credits and net

losses, but these are fully indexed.

Firms immediately

utilize all tax credits and net losses from grain pro-

duction.



_.98..

AN EVALUATION OF ALTERNATIVE TAX POLICIES FOR GRAIN PRODUCTION:
SUMMARY AND CONCLUSIONS

This review of the application of the tax systems of five
countries as they are applied to grain production has identified
a number of important ways that the tax system interacts with
particular characteristics of the investments involwved, the
credit policies of the government applicable to this sector and
the rate of inflation in the country. In this section an effort
will be made to outline some of these linkages and to point out
the aspects of the analysis that are important for the design
of tax policy.

By its natufe, the production of wheat, corn and soybean

tends to be land intensive relative to its use in'dther forms of

capital investment. Hence, the tax provigions that are concerned

with investment tax credits for machinery and equipment or the
depreciation of these assets do not play as important a role in
determining the profitability of this type of farming as they

do in other industries. Because land does not depreciate under
most circumstances and provides excellent collateral for loans,
the credit policy of the government with respect to the purchase
of land plays a central role in determining the overall profita-
bility of the enterprise. In several of the countries examined
here we find that subsidization of interest rates has been an
important tool cof agricultural policy. Often credit policy can
play as important a role as tax policy in the determination of
the private incentive available to undertake grain production.

Although land is not a depreciable asset in any of the

countries covered by this study, the effect of inflation that
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cauées nominal interest rates to increase by approximately the
expected rate of inflation, leads to a situation where much

of the initial purchase price of the land (in real terms) is
deducted from taxable income if the amount'of loan financing
used to purchase the land is substantial. In Canada, the
United States and Australia the tax systems allow the full
deduction of the nominal interest rate from taxable income,
hence, in these countries an increase in the rate of inflation
that is reflected in higher nominal interest rates will cause
the net present value of a corporation's investment in grain
production to increase. In Argentina, only the real rate of
interest is allowed as a deduction from taxable income. As a
result changes in the rate of inflation does not have direct
tax consequences. The impact of inflation is only felt through
other channels such as its distortion of relative prices at any
point in time.

The degree to which tax deductions can be immediately
utilized to reduce taxable income rather than be carried forward
is shown to be very important in determining the profitability
of such investments. Because corporations in this study are
assumed to be able to fully utilize tax deductions in the year
they occur, we find that although they pay higher tax rates than
individuals these rates are substantially offset by the advantage
of having immediate use of ail tax deductions. In the event of
an increase in the rate of inflation and nomimal interest rates
the NPV of the investment for a corporation rises while for
individuals in countries, other than Argentina and Brazil, the

NPV is always reduced.
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The results of this study indicate that investments in
wheat and corn production tend to be unprofitable in most
countries with the exception of Brazil. This result occurs
primariiy as a result of the land costs that were used in the
évai?ationé and growth rate in the relative price of land that
was assumed. In the 1970's estimates have been made of the
growth in the price of agricultural land and it would appeafr
that it has been growing faster than the 2 percent annual rate
used in this study. If this is the situation, then the land
costs will tend to be inflated because people will want to hold
land not just for its productive use but also in the expectation
that its price will rise by more than the rate of inflation.

If a higher real rate of appreciation had been assumed for the
value of the agricultural land many of the negative NPV's for

the wheat and corn cases would become positive. However, the
relative values of the cases evaluated would not be significantly
altered.

The Brazilian cases dramatically illustrate how faulty
agricultural credit policies combined with high inflation rates
can lead to the creation of major incentives to misallocate
investment. The large increase in the profitability of invest-
ments in grain production when the rate of inflation increases
to 40 percent is a result of the fixed nominal price of government
credit to the sector and not a result of any increase in the real
productivity of the investment.

Overall it would appear that the combined effects of tax
and credit policies in Canada and the United States causes the
incentives for investment in these activities in the two countries

to tend toward equalization. When only considering the tax
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measures, the United States system is more generous, however,
when the Canadian transportation subsidies are also included
in the estimates the relative incentives to produce grain in
the two countries move much closer together.

Australia's tax policies are only slightly more generous
than those of the United States. Argentina, in turn, with its
"inflation proof" tax system provides marginally more incentive
for investment in grain production than does Australia.

Brazilian agriculture enjoys by far the most liberal tax
and credit policies of the countries examined in this study. 1In
particular, it illustrates the importance of evaluating the
combined effect of all government policies on a sector when
undertaking such a comparative analysis of tax policies. While
Brazil's tax policy is relatively generous, its impact is not
nearly as important as the government's credit policy, particu-

larly when the country is experiencing a high level of inflation.
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