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This section provides information which helps in defining a farm and hobby
farm, help determining if a person is a “qualified farmer”, and establishing
material participation in farming — according to the Internal Revenue Code.




Income Taxes

+ Congress alters tax code periodically
» Tax Court rules on tax issues
+ Can often be interpreted in multiple ways

Y3 Internal Revenue Service

United States Department of the Treasury
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This is an educational course pertaining to income taxes issues. The primary
focus of the following information is for those people currently operating or
considering an agricultural business.

In the US, the Congress passes tax laws and requires taxpayers to comply.
Income taxes in the US go back to the Civil War. Today, Congress periodically
alters the revenue code and the Tax Court clarifies various issues pertaining to
application of the tax laws to individual taxpayers and businesses. Often times
taxcodes can be interpreted in multiple ways or have different applications to
different situations.



Your Goals

* To make money?

+ To pay no taxes? Minimize taxes? Pay more taxes every
year?

+ To maintain equity (net worth)? Increase equity?

“A farmer will never go
broke paying taxes”

- Anonymous Farmer
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The first step people should take in financial management is to determine their
financial goals for the agricultural business.

Do you want to make money? Over a short period of time such as a year or
two? Or over a longer period of time?

What are your goals pertaining to paying income taxes? To pay no taxes? To
minimize taxes? Paying more taxes each year indicates growth in the
business.



Your Goals

28% to Taxes
Total Income $50,000
Total Taxes: $14,000

33% to Taxes
Total Income $200,000
Total Taxes: $66,000
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Discuss pie graphs — illustration to last slide.




For Profit Farming

* Itis a business if there
is net income or profit in
three of last five years

+ Activities consisting of
breeding, showing or
raising horses, itis a
business if there is a
profit in two of last
seven years for horses
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An activity is presumed to be a business if there is net income or profit for 3 or
more of the last 5 years for most farm or ranch businesses. For activities
consisting of breeding, showing or raising horses, the presumption arises if
there is a profit in any 2 of the last 7 years.

The IRS can rebut the presumption by carrying the burden of proof and
establishing a lack of profit motive.



Intent to Profit

* Farming for profit
Operate in business like manner
Time and effort
Depend on farming for livelihood
Losses due to circumstances beyond your control
Change operation in attempt to increase profitability
Have necessary knowledge
Past success
Profits earned in some years
Expect profits in future years

RicurRis “Taxes for Agricultural Enterprises

If the business fails to meet the profit test, certain factors may be considered
to determine an “intention to be profitable”. The taxpayer does not have to
qualify on each of these factors — the cumulative picture will provide the basis
for the determination.

These factors include:
The farm is operated in a business-like manner.

The time and effort spent on farming indicates an intention to make it
profitable.

The taxpayer depends on farm income for his livelihood.

Losses are due to circumstances beyond the manager’s control or are normal
in the start-up phase of farming.

Methods of operation are changed in an attempt to improve profitability.
There is profit from farming in some years and the amount of that profit.

The operator or his advisors have the knowledge needed to carry on the
farming activity as a successful business.

The operator made a profit in similar activities in the past.
The farm or ranch is not operated for personal pleasure or recreation.



Hobby Farming

* Definition
Profit is not primary motive
— Farm income not primary
source of income
+ Tax Implications
— Limit on deductions

- Cannot use loss to offset
income from other activities
- Reportincome on Form 1040

and deduct expenses on
Schedule A (Form 1040)
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Hobby farmers are, generally, those people operating an agricultural enterprise
where profit or farm income is not the primary motive for the taxpayer.

Hobby losses are generally deductible only to the extent of income produced
by the activity. Losses from one hobby cannot be used to offset income from
other activities.

Hobby farmers report the income from the activity on Form 1040 and deduct
expenses of carrying on the activity on Schedule A (Form 1040).




Qualified Farmer?

» 2/3 of Gross Income must
come from
farming/ranching in current
or prior year

* Gross Income = All Income
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An individual is a “qualified farmer” if at least two-thirds of his or her gross
income from all sources in either the current or prior years was for farming.

Gross income is all income received in the form of money, goods, property,

and services that is not exempt from tax. On a joint return, the gross income
for both spouses is included.




Gross Farm Income

Farm Income = Income from Farming/Ranching (Schedule F)
+ Gross Farm Rental Income (Form 4835)

+ Gross Farm Income (Schedule E, Parts Il & 111)

+ Gains from Sale of Breeding Animals (Form 4797)
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Gross farm income includes:

*Gross farm income from Schedule F, line 11, plus
*Gross farm rental income from Form 4835, line 7, plus
*Gross farm income from Schedule E, parts Il and lll, plus

*Gains from the sale of livestock used for breeding, draft, sport, or dairy
reported on Form 4797.
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Material Participation

SCHEDULE F Profit or Loss From Farming |__OMS No. 1545-0074
(Form 1040) 05
> Attach to Form 1040, Form 1041, Form 1065, or Form 1065-8. C
Dwpartrant of e Treamsy Attachment
Internal Reverse Service  (99) » 800 Instructions for Schedule F (Form 1040). Sequence No. 14
Narme of propaetor Soclal security number (SSN)
A Principal procuct. Descibe N 0Ne Of two words your principal Crop o activity for the cument S year B Enter code from Part IV
L I I I

C Accounting method o) [ casn (@) [J Accrual D Employer 1D number (EIN), if any

| : 1111111
E Did you " In the tion of this b during 20057 if *“No," see page F-2 for imit on passive losses. [] Yes [T] No ]

—_——
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Some taxpayers may own agricultural land which is leased to farmers. As a
general rule, income and deductions from rentals and from personal property
leased with real estate are not included in determining earnings subject to self
employment tax. However, income and deductions from farm rentals, including
government commodity program payments received by a landowner who rents
land, are included if the rental arrangement provides that the landlord will, and
does, materially participate in the production of management of production of
the farm products on the land.
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Landlord Participation

1. Regularly and frequently makes, or takes an important
part in making, management decisions.

2. Works 100 hours or more spread over a period of 5
weeks or more.

3. Does things that, considered in their totality, show
material and significant involvement.

4. Does any three of the following:
Pays
Furnishes
Advises or consults
Inspects

“Taxes for Agricultural Enterprises

A landlord materially participates with the tenant if the landowner meets one of
the following tests listed here:

*Regularly and frequently makes, or takes an important part in making,
management decisions.

*Works 100 hours or more spread over a period of 5 weeks or more.

*Does things that, considered in their totality, show material and significant
involvement.

*Does any three of the following:

*Pays, using cash or credit, at least half the direct costs of producing
the crop or livestock

*Furnishes at least half the tools, equipment, and livestock used in the
production activities

*Advises or consults with the tenant
*Inspects the production activities periodically
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* Income and deductions
from farm rentals, including
government payments
received by the landowner,
are subject to self
employment (SE) tax, if:

- Sell, exchange, give away, or
use the crop shares

Materially participate at the
time the crops are produced
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For those taxpayers NOT materially participating in farming, income and
deductions from rentals and personal property leased with real estate are not
subject to self-employment tax.

Income and deductions from farm rentals, including government payments
received by the landowner, are subject to self-employment tax if the taxpayer
1) sells, exchanges, gives away, and/or uses any portion of crop shares
received and 2) materially participates in the farming operation at the time the
crops are produced.
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Income Flows

Profits

Gross Income From Business

- Deductible Business Expenses

Net Worth Change

Profits

Profits

+ All Other Income
- Taxes

- Principal Payments

- Family Living (& Retirement)

RocwrRisx .

Net Worth Change
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The flow of money into and out of a farm or ranch business begins with gross
income. From this amount business expenses are deducted equaling farm

profits.

Farm profits plus all other income less taxes, principal payments, and family
living equal changes in net worth. Depreciation, while deductible on the
business return for tax purposes decreases net worth.
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» Definition of a Farm
* Qualified Farmer

« Material Participation in
Farming
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Summary:

*An activity is presumed to be a farm business if there is net income or profit
for 3 or more of the last 5 years. For activities consisting of breeding, showing
or raising horses, the presumption arises if there is a profit in any 2 out of the
last 7 years

+If the business fails to meet the profit test, other factors may be considered
when determining “intention to be profitable”

*An individual is a “qualified farmer” if at least 2/3 of his/her gross income from
all sources in either the current or prior years was from farming or ranching
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