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CHAPTER I 

INTRODUCTION 

Since the early 1940's our economy has been going 

through a period of generally rising prices. This trend 

has prevailed in the stock market and other areas of 

capital investments as well as in consumer goods. From 

the economic standpoint, inflation is of paramount impor

tance to the realization of gain from sales of capital 

assets in that an expanding economy will offer more 

opportunities for making capital gains than will an 

economy that shows signs of contraction. 

During World War II, the Federal income tax rates 

reached an all time high. These rates have been reduced 

somewhat, but the Federal government still appropriates 

a substantial share of the profits of most business 

enterprises. 

After deducting $600.00 for each exemption and 

certain allowable deductions (charitable contributions, 

personal interest, personal taxes, and many other per

sonal deductible items), the Federal government shares 

in the profits of an individual at graduated rates, 

ranging from 20 per cent of the first #2,000.00 to 

91 per cent of everything in excess of $200,000.00 per 

year of ordinary income. 

Code section 1201 of the Internal Revenue Code 



of 195^ provides that only half the net gains from sales 

of capital assets held for more than six months are to 

be included in the taxable income of an individual. This 

section further provides that the tax on these gains shall 

not exceed 25 per cent of the entire net gain. 

Section 1231 of the Intejrnal Revenue Code of 195^ 

provides that net gains on sales of certain assets, not 

included in the definition of capital assets, may be 

treated as though they were gains from the sale of capital 

assets. According to Code section 1231 b3, livestock 

falls Into this category when it is held for a period of 

twelve months or more. Congress, in writing the tax 

laws, included the capital gaina provision to stimulate 

Investment and provide for growth in the economy. 

Prior to 195^» the Internal Revenue Code did not 

provide for any specific method of computing depreciation 

other than the straight line method. In 195^, for the 

purpose of stimulating buying in the industrial plant 

and equipment field, Congress provided two alternative 

accelerated methods of computing depreciation. Either 

of these methods enable the taxpayer to deduct a greater 

proportion of his capital expenditure in the early years 

of the life of an asset than may be deducted by using 

the straight line method. In 195B, Congress amended 

the 1954 Code to Increase depreciation by an additional 



allowance of 20 per cent of the cost of personal property 

having a useful life of six years or more. Nothing in 

the Code bars the use of any of these methods from per

taining to livestock. A selection of the best method 

is important to the producer in deriving the greatest 

tax advantage. In making this choice, consideration 

must be given to the producer's particular circumstances. 

Purpose of Study 

Replies to a letter of Inquiry, sent to forty-

eight State Experiment Stations, revealed that little 

attempt has been made to determine which method of 

depreciation is the best from the standpoint of capital 

gains. A fairly large quantity of material is available 

on capital gains and the different methods of computing 

depreciation, but, to date, not much can be found con

cerning the connection between the two| however, in the 

last two months more short articles have been published 

in magazines on this BubJ.ct.^ 

One purpose of this study is to compare the 

different methods of computing depreciation as they relate 

to the calculation of capital gains in livestock. The 

Internal Revenue Code permits the individual to select 

For a summation of these articles, see the 
section entitled Articles and Periodicals of the Biblio
graphy. 



the depreciation method which will provide the lowest 

tax. 

A second purpose for this study is to synthesize 

the particular sections of the Internal Revenue Code 

dealing with this problem and summarize it in simple 

language so that its provisions may be more easily com

prehended. It is hoped that this presentation will give 

the producers a more workable knowledge of the advantages 

within this section. 

Finally, recommendations will be given which 

may assist producers, particularly those just starting 

in the ranching business, in making better decisions 

relative to Federal Income tax matters. 

Method of Study 

A hypothetical situation is used to illustrate 

the relationship between the alternative methods of 

computing depreciation and long term capital gains. 

The method of study followed in this orderi (1) 

a hypothetical situation was set up and assumptions were 

made, (2) the amount of depreciation was computed for 

each method, (3) the capital gains was calculated for 

each depreciation method, (4) it was determined from the 

standpoint of maximuffl capital gains how long the herd 

should be held under each depreciation method, and (5) 

increasing levels of production were applied to determine 



the effect of added Income in connection with capital 

gains. 

In order to assist producers in understanding 

this difficult problem on the interrelationship of depre

ciation and capital gains, the Federal income tax law 

has been strictly adhered to in this hypothetical illus

tration. 

Limitations 

This study has certain limitations of which the 

reader should be aware. For instance, the salvage value 

plays a significant part in figuring depreciation, because 

of the interpretation or value judgement of those who 

interpret the Internal Revenue Code. The cost or income 

tax basis is reduced by the estimated salvage value in 

computing depreciation under two of the depreciation 

methods. In no case may an item be depreciated below a 

"reasonable salvage value." Because of the effect of 

salvage value on the computation of depreciation and 

the indefinite terminology used in the Code, there is 

generally a difference of opinion between the taxpayer 

and the Internal Revenue Service as to what constitutes 

"reasonable salvage value." 

Furthermore, an individual producer has two 

methods of computing his capital gains tax. He may or 

should use that method which results in the least amount 



of income tax being paid. This method is usually 

advantageous for a single individual if his income is 

#18,000.00 or more; a married couple filing jointly 

$36,000.00 or more. An alternative method discussed 

in section 1201, paragraph 4924 b of the Internal Revenue 

Code limits the capital gains tax to 25 per cent of the 
2 

total gain. 

^This method is explained in Prentlce^Hall Fedaral 
Taxes. Section 1201, Paragraph 4924 b (Englewood Cliffs, 
k. J.J Prentice-Hall, Inc., 1961), and dlacussed in 
J. K. Lasser's T̂ i£ Encyclopedia of T ^ Procedures 
(Englewood Cliffs; N. J.tPrentice-Hall, Inc., 1956), p. 921, 
and John C. Glendenin's Introduction to Investments 
(New Yorki McGraw Hill Book Co., 1933T, p. 615. 



CHAPTER II 

INTERRELATIONSHIP OF DEPRECIATION 

AND CAPITAL GAINS 

Depreciation 

Depreciation is defined by the Internal Revenue 

Service as a reasonable monetary allowance for the recov

ery of Investment during the period of ownership, due to 

a decline in value of an asset because of wear and tear, 

or obsolescence in spite of good care, maintenance, 

and/or repair.^ 

There are three major methods of calculating 

depreciation under income tax computation. These are 

the straight line, double declining balance, and sum of 

the years-digits methods. The objectives of this study 

are to show the three methods of depreciation and explain 

in detail the calculations of each method. These methods 

will be applied to a specific problem within a hypothet

ical situation to explain gains in relation to each method 

An illustration of the effect of the holding period on 

the amount of capital gains realized, using the different 

methods of depreciation Is shown in Appendix A, Tables 

•̂ U. S. Treasury Department, Farmers Tax Guidg, 
Publication No. 225 (Washington! Internal Sevenue Service, 
1961), p. 35. 
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1, 2, and 3» This hypothetical situation will be used 

to illustrate amounts of depreciation available under 

each method, and advantages and disadvantages of each 

method. 

There are three factors necessary to the compu

tation of depreciation. The first factor is the useful 

life of the property being depreciated. This has refer

ence to the useful life of the property to a particular 

individual; property may have varying periods of useful

ness depending on the plans of different individuals. 

The second factor is the f?alvage value of the property 

being depreciated. This refers to the estimated worth 

of the property at the end of Its ueefulness to a parti

cular Individual (what the property would sell for if 

sold when the individual had no further use for it). 

The last factor is the l̂ asis or depreciable balance 

(depending on which depreciation method the producer 

is using) of the property being depreciated. The basis, 

which is used with the declining balance method, refers 

to the cost of the property; the depreciable balance, 

which is used with the straight line and the sum of the 

years-digits methods, refers to the cost minus the salvage 

value. 



IM XP^M Depreciation Methods 

Straight i.ine Method g£ Depreciation.—IvTien de

preciation is figured using the straigl'it line method, 

the deductions shovm graphically represent a straight 

line, thus deriving its name (Figure 1). The problem 

encountered in this study is set up for a ten year 

period, and under these assumptions the yearly deprecia-

tion rate is limited to 10 per cent of the depreciable 

balance. 

FIGURE 1.—Straight line depreciation 
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10 

The straight line method of depreciation is 

figured by subtracting the salvage value from the cost 

or the basis of the property—thus giving the depreciable 

balance. The depreciable balance is then divided by the 

number of useful years to obtain the allowable annual 

depreciation. The following equation summarizes the 

aomputatlon of depreciation under the straight liae 
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method! 

A«£J:-1 
N 

Where! 

A « Amount of depreciation 

C » Cost of the property ($250.00) 

S = Salvage value (175.00) 

N = Number of useful years (10 years) 

Using the assumed figures as an example; 

A « mo - 17? 
10 

A ^im 
10 

A = $17*50 (depreciation per year for 10 years— 

Figure 1, page 9) 

Peelii?in/?: Balance Method of Depreciation.—The 

name of this method of depreciation is derived from the 

fact that the depreciation rate is figured from a declining 

balance each year. 

The declining balance method differs from the 

straight line method of figuring depreciation in that 

the depreciation starts with the cost of the property 

and depreciates down to the salvage value (Figure 2, 

page 11). Basically this means that the salvage value 

must be estimated at the time of purchase, and that 

depreciation cannot be taken past the salvage value. 
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FIGURE 2.—The double declining balance method based on 
a ten year useful life 
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^Reached salvage value of 175-00, and cannot 
depreciate below this amount. 

There are two rates of depreciation for the 

declining balance method according to the provisions of 

the Internal Revenue Code. Using this method, the rate 

of depreciation on new property is twice the rate of 

straight line depreciation; for used property the rate 

is one and one-half times the straight line rate. For 

the purpose of this thesis the 200 per cent or double 

declining balance method will be used (twice the straight 

line rate). 

The following equation summarizes the computation 

of depreciation under the double declining balance 

method! 

A = (C - A^4)D 
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^Tc - A.x) must not be less than the salvage value/ 

l^ere! 

A = Amount of depreciation 

C = Cost of the property ($250.00) 

k^^ = Previous years depreciation (A^^ would, of course, 

be zero the first year) 

D = Percentage of depreciation (20^) 

Using the assumed figures as an examplei 

A = ($250 - 0)20^ 

A = (1250)20;.̂  iBt year depreciation 

A = $50.00 

A « ($250 - t50)20Ĵ  

A = (1200)20^ 2nd year depreciation 

A = 140.00 

The gum 2t i M Years-Dig:its Method.—The sum of 

the years-digits method of figuring depreciation uaes 

the depreciable balance in the same manner as the straight 

line method. The depreciable balance is deteiTmined by 

subtracting the estimated salvage value from the cost 

of the property. At this point, the sum of the years-

digits method varies from the straight line method in 

its calculation of annual depreciation. Under this 

method, different fractions are applied each year to the 

depreciable balance. The denominator of the fractions 
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represents the sum of useful years of the property. For 

example, If the useful life is ten years, the denominator 

is 55 (1̂ 2-»'3-»'4'f5+6̂ 7+8'̂ 9+10»55). The numerator is the 

number of years of usefulness remaining at the beginning 

of the year for which the computations are made. For 

the first year of a ten year life, the numerator would 

be ten, the second year, nine, etc. To figure depreci

ation for the first year, the fraction would be 10/55; 

the second year it would be 9/55i and so on, down to the 

4 
last year—1/55 of the depreciable balance. The allow
able depreciation is presented in Figure 3» 

FIGURE 3.—The sum of the years-digits method with depre
ciation over a ten year period 
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U. S. Treasury Department, Farmer 
Publication No. 225 (Washington! Interna 
1961), p. 37. 

Tax Guide, 
RevenueserV ice, 
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An equation will summarize this explanationi 

A = (C - S)T/55 

WhereI 

A « Amount of DepreoiAilon 

Q * Cost of the property ($250.00) 

S = Salvage value of property (i75*00) 

T/55 « T is time in years, 10 through 1 (T = 10,...,1) 

in reverse order to allow maximum depreciation 

the first year under this method. Plfty-flve 

is the sum of 1 • 2. -f- 3 -*- 4 through 10. The 

value of (C * S)/55 is equal to |3.182 (where 

^ • S7 is C^175.00). _v,. 

Using the assumed figures as an example! 

A = ($250 - 175)10/55 

A « (»175)10/55 

A « (#3*182)10 

A = #31.82 (Depredation 1st year) 

A = (#250 - $75)9/55 

A = (#175)9/55 

A « (#3.182)9 

A « #28.64 (Depreciation 2nd year) 

(See Tables 1 and 2, Column 3> PP. 15 and 17 

for additional "A" values.) 
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Comparison 2£ JESi Three Diiraclatlon Methods 

The straight line method, in the past, has been 

the most common method used by farmers and ranchers to 

figure depreciation. Under the straight line method, 

the rate of depreciation Is computed for each year at a 

constant percentage (Table 1, Column 1). 

TABLE 1.—Actual depreciation allowance for a 10 year period 

——MMkai i—MIMMMSBM 

Years 

Different Methods of 
Figuring Depreciation 

Straight Declining Sum of the 
Line Balance Years-Digits 
(1) (2) (3) 

1 
2 

I 
5 
6 
7 
8 
9 

10 

#17*50 
17.50 
17.50 
17.50 
17.50 
17.50 
17.50 
17.50 
17.50 
17.50 

0.00 $31.82 
.00 28.64 

32.00 25.45 
25.60 22.27 
20.48 19.09 
6.92 15.91 

Reached salvage 12.73 
Value of #75.00. 9.55 
Cannot depraoiate 6.36 
below this amount. 3.18 

The straight line method of figuring depreciation 

has several advantages over the declining balance and sum 

of the years-digits methods! 

1. This method has consistency, simplicity, and 

is fairly easy to manipulate. 

2. It distributes the original cost of the asset 

equally over each year of expected usefulness of the 
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5 
asset. ThiB la an advantage because It spreads the 

depreciation deductions over the good years, as well 

as the lean years, whsa thay are needed the most. 

But this rasthpd has one major disadvantage-**the actual 

value of an asset may decrease faster In the first few 

years after purchase. 

The double declining balance method of figuring 

depreciation allows the largest depreciation to be deduc

ted the first full year of use, with a small percentage 

being deductible each year thereafter. The double 

declining balance method Is the quialcest way to accumu

late depreciation of the accelerated depreciation 
6 

methods. 

The double declining balance method of figuring 

depreciation has two major advantages over the straight 

line and sum of the years-digits methods! 

1. The double declining balance method is the fast

est of the accelerated depreciation methods (Table 2, 

page 17). This means that larger deductions are 

allowable, thus resulting in tax savings to the 

producer. 

5. 'Robert S. Holzman, Pedyr^l Iftffpyf Taxation 
(New York! The Ronald PreiS CoMpany, 196d), 10-8. 

D̂oaxie's Agricultural Digest, "Depreciation Pro
cedures," Fare and Ranch Jaj Oglde (Doane»s Agricultural 
Services, Inor,^ctober, 19ol), Vol. 24, No. 20-10, 
D. 482. 
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24 Prom the staadpolnt of interest, the faster one 

can depreciate, the less Interest will be lost on 

an Investment. For example, approximately 2/3 of 

the cost of this property is recovered over the 

first one*half of the useful life. This accelerated 

depreciation method will save the producer money In 

the form of Interest on his investment In that he 

will be able to have larger and faster "write off" 

for depreciation. 

TABLE 2.—The accumulated depreciation allowances for a 
10 year period 

Years 

1 
2 

I 
5 
6 
7 
a 
9 
10 

' iiiiiiifir'ni"' :",'!,I'M:,'!',; 

Straight 
Line 
(1) 

# 17.50 
35.00 
52.50 
70. GO 
87.50 
105.00 
122.50 
140.00 
157.50 
175.00 

Different Methods of 
Figuring Depreciation 

Declining 
Balance 

(2) 

# 50.00 
90.00 
122.00 
147.60 
168.08 
175.00 

Salvage value 
reached 

Sum of the 
Years-Digits 

(3) 

# 31.82 
60.46 
85.91 
108.18 
127.27 
143.18 ^ 
155.91 
165.46 
171.82 
175.00 

However, this method has a major disadvantage: 

If the producer uses the double declining balance 

method of depreciation during a period when he is 

not so prosperous, and then he has a few prosperous 
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years, he will have already claimed the largest 

share of his depreciation, thus resulting In very 

little deductions to offset his higher Income during 

the prosperous years. 

Although the third method (the sum of the years-

digits method) of computing depreciation Is also accepted 

by the Treasury Department, It is very seldom used because 
7 

of its complexity. 

o 

Additional First Year Depreciation 

"Corporations and businesses operated by Indivi

duals may deduct extra depreciation of 20 per cent of 

the cost of tangible personal property in the year of 
9 

acquisition" if the expected useful life of en asset 

is six years or more. This enables the producer to 

deduct a greater amount of depreciation expense in the 

year of acquisition than had been possible prior to the 

7 
'Personal Interview with Jim E. Davidson, Internal 

Revenue Agent, U. S. Treasury Department, Lubbock, Texas 
(March 1, 1962). 

Section 179(a) of the Internal Revenue Code, 
1954. In order to take advantage of this provision, the 
taxpayer must make an election In the form prescribed by 
the Director of Internal Revenue for each year he wishes 
to use this provision. 

^Rollln C. Nlswonger and James B. Bower, Income 
Tax Proii|»dure (New York: Southwestern Publishing Co., 
1960), p. 135. 
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enactment of this provision. The greater the rate of 

depreciation, the larger the amount that is taxable under 

capital gains provisions, resulting in actual savings to 

the producer (Tables 3 and 4, pages 19 and 20), assuming 

the producer sells the asset at the time when the differ

ential between market value and Income tax basis is the 

greatest. 

TABLE 3.—Depreciation allowances after extra depreciation 
has been allowed 

— — — » — I !"'.M[i " Ml iwi mil III 111 n i l • ! i i i i i jMi»>ij)wii«|^»Wj»i<|l<lwwt<—•i^j*!!!!*^ Ill i.i||ili,ii|iii i n nil If I immit^ftimmm i. 
i H ' i " I I ' ' nttum,n,»vmimmii0ifiml»mimiifHli^^ ' <« i '' i i i 

Years 

Different Methods of 
Figuring Depreciation 

Straight Declining Sum of the 
Line Balance Years-Digits 
(1) (2) (3) 

I #12.50 #40.00 #22.73 
2 12.50 32.00 20.45 
3 12.50 25.60 18.18 
4 12.50 20.48 15.91 
5 12.50 6.92 13.64 
6 12.50 Reached salvage 11.37 
7 12.50 - value of #75.00. 9.09 
8 12.50 6.82 
9 12.50 4.54 
10 12.50 2.27 

\ot including the extra depreciation of 20 per 
cent of the purchase. 

The value of extra depreciation may be realized 

when an individual purchases an item near the end of 

the year. For example, a producer purchases property on 

December .31—he cannot qualify for any of the regular 

methods of depreciation, but he may take the 20 per cent 



20 

extra depreciation If the purchase does not exceed 

#10,000.00 (liialtatlon of #20,000.00 on a joint return). 

TABLE 4.—Accumulated depreciation allowances after extra 
depreolatloa has been allowed 

==szs 

Years 

1 
2 

I 
5 
6 
7 
8 
9 
10 

Straight 
Line 
(1) 

# 12.50 
25.00 
37.50 
50.00 
62.50 
75.00 
87.50 
100.00 
112.50 
125.00 

tu-.i,>..:' iHi!.""i:i'iiii" '̂I'l'iivi 1 : ' s s s ! g 
Different Methods of 
Figuring Depreciation® 

Declining 
Balance 
(2) 

# 40.00 
72.00 
97.^0 
118.08 
125.00 

Reached salvage 
value of #75.00. 

Sum of the 
Years-Digits 

(3) 

$ 22.73 
43.18 
61.36 
77.27 
90.91 
102.28 
111.37 
118.19 
122.73 
125.00 

^ot including XAm extra depreciation of 20 per 
cent of the purchase. 

The tax laws have had considerable influence in 

requiring farmers to keep better records. This is 

especially true with inspect to making actual computa

tions of depreciation. "(1) Tax requirements provide 

some of the motivation for keeping track of deprecia

tion on durable farm assets and (2) tax laws have influ-

enced the methods and rates of depreciation used by 



21 

10 
farmers." 

Producers with unstable Incomes should consider 

combining the double declining balance method of depre-

olatloa with the extra de|««elatlon allowable in the 

year of acquisition in more profitable years. The 

election to take accelerated depreciation may be made 

subsequent to the end of the producer taxable year, when 

during the preparation of his income tax return he 

derives adequate and accurate knowledge of his income 

tax status, provided he does so on a return filed on or 

before Its due date. 

Producers having relatively stable incomes should 

consider using the stral^t line method of depreciation 

as this method allows equal dlstributicm of the original 

cost of the iwcperty over the years of expected useful

ness . 

An individual who borrows money should consider 

the faster tax write offs In depreciating property because 

of the tax advantage resulting when a producer is seeking 

capital. This means that to whatever extent the producer 

can save tax dollars, he will lessen the amount needed 

from other sources. 

10 
Clark Edwards. "Depreciation," Oklahoma Cury*ent 

Farm Sconomlcs. Vol. 34, No. 3 (Norman Oklahoma! 
Oklahoma State University, September, 196l), p. 63. 
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Vl̂ iea a producer does not deduct as much depre

ciation as he is allowed, he may pay more than his 

leî al mlnlffluffl income taxf this is true because depre^ 

elation will affect the tax.base and also the final 

basis, which In turn affects capital gains computa

tion.^^ 

Provisions dealing with galas and losses covered 

In Section 1231 of the lacome tax law are of special 

Interest to producers. "They specify the treatment to 

be given to gains and losses from the dispositions of 

property used In the farming business. Including live

stock held for draft, bree<ll»6» or dairy purpose and 

12 
held for 12 months or more." In an economic sense, 

the amount referred to as gains and losses Is the dif

ference between the purchase price and the selling 

price. The capital gains provision has two important 

advantagesI gains can be treated as capital gains, and 

losses can be treated as ordinary losses. If the net 

long«texnn capital gains exceed the net short term 

p . 40i 

^^Ibld.t pp. 63-64. 

12 
U. S. Treasury Department, Farmer's Tax GulcSte. 
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13 

capital loss, only 50 per cent of the excess is tax

able (Table 5, page 28). Every producer should consider 

taking advantage of the capital gains provision to what

ever extent he can do so within the limitations of the 

tax Code and good ranch management because nowhere else 

in the Code can a rancher have a tax free income (from 

ranching operations). Other benefits such as holding 

livestock past the end of the producer's taxable year 

amount only to tax deferrals whereas the exclusion of 

one-half the gain realized on long term capital gains 

means actual cash income to the rancher with taxes on 

this half. 

The tax manual entitled Prentice-Hall Federal 

Taxes indicates, under the sub^title livestock, the pur

pose for which livestock may be held, and examples are 

given that Interpret the Internal Revenue Code: 

Livestock held for draft, breeding, or dairy 
pur^ses. —(a) Section 1231 applies to the sale, 
exchange, or involuntary conversion of livestock, 
regardless of age, held by the taxpayer for draft, 
breeding, or dairy imriposes, and held by him for 12 
months or more from the date of acquisition. For 
the purposes of Section 1231, the term "livestock" 
Is given a broad, rather than a narrow, interpre
tation and includes cattle, hogs, horses, mules. 

•llet short term capital loss does not imply that 
losses on livestock held for less than one year are to be 
offset against gains in livestock held for more than one 
year. Short-term capital losses arise only upon sales of 
corporate stock, securities or other capital assets as 
defined in the Internal Revenue Code. 
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denkeys, sheep, goats, fur.»bearing animals, and 
other maxamals. However, it does not Include 
poultry, chickens, turkeys, pigeons, geese, other 
birds, fish, frogs, reptiles, etc. 

(b) Whether or not livestock is held by the 
taxpayer for draft, breeding, or dairy purposes 
depends upon all of the facts and circumstances in 
each case. The purpose for which the animal is 
held is ordinarily shown by the taxpayer-s actual 
use of the animal. However, a draft, breeding, 
or dairy purpose may be present if an animal is 
disposed of within a reasonable time after its 
intended use for such purpose is prevented or 
made undesirable by reason of accident, disease, 
drought, unfitness of the animal for such purpose, 
or a similar factual circumstance. Under certain 
circumstances, an animal held for ultimate sale to 
customers In the ordinary course of the taxpayer's 
trade or business may be considered as held for 
draft, breeding, or dairy purposes. However, an 
animal is not held by the taxpayer for draft, 
breeding, or dairy purposes merely because it is 
suitable for such purposes or merely because it is 
held by the taxpayer for sale to other persons for 
use by them for such purposes. Furthermore, an 
animal held by the tax|ttyer for other purposes is 
not considered as held for draft, breeding, or 
dairy purposes merely because of a negligible use 
of the animal for such purposes or merely because 
of the use of the animal for such purposes as an 
ordinary or necessary Incident to the other pur
poses for which the animal Is held. 

(c) These principles may be illustrated by 
the following examplesi 

Example (1)# An animal Intended by the tax
payer for use by him for breeding purposes is 
discovered to be sterile or unfit for the breeding 
purposes for which it was held, and is disposed of 
within a reasonable time thereafter. This animal 
is considered as held for breeding purposes. 

Example (2). The taxpayer retires from the 
breeding or dairy business cmd sells his entire 
herd, including young animals which would have 
been used by him for breeding or dairy purposes 
If he had remained in business. These young 
animals are considered as held for breeding or 
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dairy purposes. The same would be true with res
pect to young animals which would have been used 
by the taxpayer for breeding or dairy purposes but 
which are sold by him in reduction of his 
breeding or dairy herd because of, for example, 
drought. 

î̂ cample (3). A tajqpayer in the business of 
raising hogs for slaughter customarily breeds sows 
to obtain a single litter to be raised by him for 
sale, and sells these brood sows after obtaining 
the litter. Even though these brood sows are held 
for ultimate sale to customers in the ordinary 
course of the taxpayeip'S trade or business, they 
are considered as held for breeding purposes. 

Example (4). A taxpayer in the business of 
raising horses for sale to others for use by them 
as draft horses uses them for draft purposes on 
his own fauĴm In order to train them. This use is 
an ordinary or necessary incident to the purpose 
of selling the animals, and, accordingly, these 
horses are not considered as held for draft 
purposes. 

Ixample (5). The taxpayer is in the business 
of raising registered cattle for sale to others 
for use by them as breeding cattle. It la the 
business practice of this particular taxpayer to 
breed the offspring of his herd which he is holding 
for sale to others prior to sale in order to esta
blish their fitness for sale as registered breed
ing cattle. In such case, the taxpayer's breeding 
of such offspring is an ordinary and necessary 
Incident to his holding them for the purpose of 
selling them as bred heifers or proven bulls and 
does not demonstrate that the taxpayer is holding 
them for breeding purposes. However, those cattle 
held by the taxpayer as additions or replacements 
to his own breeding herd to produce calves are 
considered to be held for breeding purposes, even 
though they may not actually have produced calves. 

Example (6). A taxpayer, engaged in the busi
ness of buying cattle and fattening them for 
slaughter, purchased cows with calf. The calves 
were born while the cows were held by the taxpayer. 
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These cows, are not considered as held for breeding 
purposes.1^ 

The Computation ££ Capital Gains 

The factors that must be taken into consideration 

before capital gains can be figured under each one of 

the depreciation methods arej 

(1) Cost of the property 

(2) Accumulated depreciation 

(3) Selling price 

(4) Expense of sale 

The calculation, of capital gains Is explained in the 

following example. 

Ste£i 

Cost of the property - Accumulated depreciation = 

Income tax basis. 

Step g 

Selling price - Expense ef sale = 

Net amount realized from sale. 

Net amount realized from sale - Income tax basis • 

Het gain. 

i4 
Prentice-Hall, Inc., Prentloe-Hall Federal Taxes. 

Internal Revenue Code Vol., Sec. 1231 (Englewood Cliffs, 
N. J.J Prentice.Hall, Inc., 1961). 
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A hypothetical example taken from the straight 

line method, holding the property eight years, in deter

mination of capital gainsI 

#250.00 Cost of the property 
.140.00 Accumulated depreciation 
#110.00 Income tax basis 

#500.00 Selling price 
- 37.50 Expense of sale 
#462.50 Net amount realized from sale 

#462.50 Net amount realized from sale 
-110.00 Income tax basis 

#352.50 Net gain. 

Belationship Between Depreciation 

apd Capital Gains 

It is essential in making an income tax decision 

with respect to depreciation and capital gains to consider 

each in conjunction with the other because of the effect 

of the method of computing depreciation on the amount of 

income tax gain to be realized when an animal is sold. 

For example, should the market value fluctuate causing 

the selling price to decrease, the net gain would decrease. 

Accumulated depreciation being a factor in the formula used 

In computing the gain, affects the net gain In the form 

of reduced basis. 
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As Illustrated In Table 5 (page 28)9 the maximum 

amount of capital gains under the straight line and sum 

of the years^dlglts methods are received by holding the 

livestock for eight years. However, the result Is differ, 

ent for the double declining balance method as the maxi

mum amount of capital gain Is received by holding the 

livestock for six years. The largest capital gain shown 

in Table 5 Is the most desirable because this results in 

the greatest amount of tax free income to the producer. 

Summary 

The three methods of computing depreciation are 

the straight llne^ declining balance, and sum of the 

years*dlglts methods. 

The straight line method Is very sliaple and 

easy to compute, and was most commonly used In computing 

depreciation prior to 195^. The sum of the years-digits 

method Is an accelerated Bethod, but Is seldom used in 

the computation of depreciation of livestock because of 

Its complexity. The declining balance method is an 

accelerated depreciation method also end is, In fact, 

the fastest of the accelerated depreciation methods.' 

When livestock Is acquired too late in the year 

to receive much advantage from either of the three alter

native methods of regular depreciation, additional first 
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year depreciation may be used to the greatest advantage. 

The greatest advantage to be achieved by the use of 

additional first year depreciation Is obtained by selec

ting the livestock having the longest useful life. 

Section 1231 of the Internal Revenue Code of 

1954 provides that the gala on the sale of livestock held 

for draft, breeding and dairy purposes may be figured as 

long term capital gains for tax purposes, meaning that 

to an Individual taxpayer, only 50 per cent of the gains 

are taxable at a rate not to exceed 50 per cent of the 
16 

half (25 per cent of the total gain). Losses from the 

sale of livestock In the above category may be deducted 

In full. The terms gain and loss as used here mean the 

net gain or loss for the entire year. A taxpayer can

not receive both advantages In the same year. 

Both the section of the Internal Revenue Code 

of 195^, dealing with accelerated depreciation methods, 

and the right of a producer to consider gains on the 

sale of breeding and dairy animals as long term capital 

-̂̂ It might be important for a rancher who is the 
right size to time his buylog to the late part of the 
year and buy as much as $20,000 each year to receive the 
greatest advantage of this additional first year deprecia. 
tlon (Income tax consideration). 

16 
For corporations, treatment Is different| how

ever, this Is not the problem In this thesis. 
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gains are provisions which Congress intended to be 

utilized for the purpose of allowing a producer to main

tain and expand the productive capacity of his enter

prise under both normal or almormal economic conditions. 

In times of rising prices the provisions of these sections 

of the Code serve as an incentive to buy €uid sell. In 

times of unstable economic conditions the provisions of 

these sections again operate as an incentive to buy 

because of the additional tax deduction provided hy 

accelerated depreciation and as an incentive to sell 

because the provision of losses may be deducted In full. 

Producers' failure to take advantage of alterna

tive tax provisions and capital gains provisions is 

costing them money. 



CHAPTEB III 

APPLICATICai 

The selection of the appropriate depreciation 

method can result in a greater tax savings for each 

producer. For example, a rancher could take his records 

for the past few years, especially if these records 

exemplified his normal income, and compare the method 

of depreciation he used to the alternative methods. From 

the information obtained, the rancher could decide which 

depreciation method is most advantageous for him to use 

in future years. 

The long run effect of capital gains should be 

considered whether the individual be In the low, medium, 

or high Income bracket. No matter what tax bracket an 

individual is In, only one-half of the long term capital 

gains are taxable* In other words, a minimum of one-

half of the capital gains will be excluded from income 

for Federal Income tax purposes. The producer is 

Interested In utilizing the method of depreciation which 

will make the most efficient use of his capital and return 

the maximum amount of his Investment back to him; however, 

an individual's Income tax bracket should be considered 

m selecting his depreciation method. This consideration. 

In most cases, would be outweighed by the additional non

taxable Income produced by the effect of maximum 

32 
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depreciation deductions on long term capital gains. 

Inforaatlon accumulated in Chapter II is uti

lized In a hypothetical situation—that of determining 

the long run effect of depreciation in calculating capl^ 

tal gains In livestock. Increasing levels of production 

are applied to determine the effect of added income in 

connection with capital gains. 

Such a study Is presented herein In table form. 

The information is derived from Appendix B, Tables 1 

through 16 In computing the Income tax effect for pro

ducers with Increasing levels of production. The tables 

In Appendix B are composed of tv/o parts. Part A shows 

the total Income tax being paid while utilizing the com

putation of capital gains in Fart B. Part B Is the com

putation of capital gains of which only 50 per cent is 

taxable. 

The following conditions govern this hypothetical 

situations 

1. The average net income received for cattle 

raachers in the Southwest, as taken from a United 

States Departaent of Agriculture Bulletin, Farm 

Costs and Returns, was |7,102.00.^^ 

'U. S. Department of Agriculture, Farm Costs and 
Retuyni^. Agricultural Information Bulletin No. 23O (Wash-
ingtOB, D* C.I Economic Hesearch Service, 1961), p. 81. 



a4 This Income was^assumed to be derived from 

a oew«ealf operation of approximately two hundred 

cows. 

b. To give sore emphasis to the levels of Income, 

successive cow,herds of twenty-five were selected, 

by units of tweaty^flve, to a maxlaua size herd 

of two hundred purebred cows. By approaching 

the problem In this manner, the long run effect 

of capital gains on the various levels of Income 

can be studied. 

c. The net Income Is also divided Into eight 

units to produce Income to this Individual, 

while at the sane time holding the herd the 

length of time required to obtain maximum capi

tal gains under each depreciation method. 

2. An 80 per cent calf crop with calves being sold 

when they weigh ^50 pounds for 23§ cents per pound 

Is assumed. 

3. Because of Its complexity, the sum of the years-

digits method Is not used. 

4. Normal conditions and a normal price prevail. 

5. The rancher is married with three children (this 

approaches average size of farm families in the 

United States). 

6. Heplacement of culls «und bulls, while recognized 
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as a problsm, will^not be considered here. 

7. Returns to scale are assumed to be constant. 

8. Tables k and 5 (pages 20 and 26) and Figures 4 

and 5 (pages kO and^l ) Include only the taxable 

portion of capital gains. The non-taxable half of ,. 

these gains Is the element resulting In the true 

tax savings. 

The figures In Appendix B» Tables 1 through l6 

have been used to construct Table 6, for the purpose of 

comparison of net capital gains under the straight line 

and declining balance methods. 

TABLE 6.--.Comparison of capital gains and taxes under the 
straight line e^d deellnlng balance methods 

'•WHIW"I . • I W I I I I I | l . l » | « [ijfK' r>i.ii.i 

Size 
of 
Herd 

25 

50 
f : 

75 

100 

125 

150 

175 

200 

Part (1) 
Net Capital Gains 

Straight 
Line 

$ 4,406.00 

8,812.75 

' 13f2l8.75 

17,625.00 

22,031.25 

26,437.50 

30,843.75 

35,250.00 

Beclining 
Balance 

$ 5,138.50 

10,097.00 

15,145.50 

20,19^.00 

25,242.50 

30,291.00 

35,339.50 

40,638.00 

Part 
Income 

Straight 
Line 

1 392*82 

1,449.26 

2,809.17 

4,479.64 

6,418.34 

8,634.52 

11,145.00 

13,862.56 

(2) 
Tax Paid 

Declining 
Balance 

1 524.67 

1,731.85 

3,382.48 

5,353.10 

7,722.68 

10,436.23 

13.439.49 

16,830.40 
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The study shows, under the conditions outlined 

In the preceding pages, the double declining balance 

method la a preferable method of figuring depreciation 

over the stral^t line method* This Is true because the 

double declining balance method provides a greater deduc

tion In the early years of the useful life of an asset, 

thus enabling the producer to decrease taxes In those 

years. The double declining balance method provides 

greater deductions throughout the period when the pro

ducer is engaged in Increasing his herd by purchases. 

Qy the time the producer has increased his herd 

sufficiently to start losing an appreciable amount of 

depreciation by having used a large portion of his basis 

in the early years, he will be in a position to start 

realizing the maximum amount of long term capital gains. 

The net effect of Section 1231 b3 Is to allow a tax 

deduction for depreciation In full, which results in 

converting ordinary Income taxable In full, at a maxi

mum rate of 87 per cent to capital gains Income, 50 per 

cent taxable at a maximum rate of 50 per cent. It then 

follows that faster depreciation results in faster con

version. For example, when the size of the herd Is 25, 

this hypothetical situation shows a return of $5*60 to 

the rancher for er^ry $1.00 Increase In taxes (ratio of 

Increased dollars paid to taxes In relatloa to Increased 
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dollars received as Income to the rancher—1 to 5*^)' 

As the level of production Is Increased, resulting In a 

higher income bracket, the ratio of increased taxes to 

increased Income approaches 1 to l (Table 7). 

TABLE 7.—Comparing the use of capital gains under the 
straight line and double declining balance methods 

ste 
(1) 

Size 
of 
Herd 

(2) 

Increase-
Declining 
Balance 
Method 
Over 

Straight 
Line 
Method 

(3) 
Increase 
In Taxes-
Declining 
Balance 
Method 
Over 

Straight 
Line 
Method 

(4) 

Increase-
Declining 
Balance 
Method 
Over 

Straight 
Line Method 
After Taxes 

(5) 

Ratio-
Increased 
Taxes to 
Increased 
Betums 

25 * 732.50 

50 1,284.50 

75 1,926.75 

100 2,569.00 

125 3»211.25 

150 3r853.50 

175 4,495.75 

200 5,388.00 

I 131.85 

202.59 

573.31 

873.46 

1,304.34 

1,801.71 

2,294.49 

2,967.84 

I 600.35 

1,001.91 

1,353.44 

1,695.54 

1,906.91 

2,051.79 

2,201.26 

2,420.16 

5.6 

4.5 

3.4 

2.9 

2.5 

2.1 

2.0 

1.8 

The ratios in Table 7 llliistrate the amount of 

increase In capital gains under the various methods of 

depreciation and refer to the taxable portion only. This 

shows the disadvantage of Increased taxes resulting from 
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higher incomes whether It be ordinary Income or the tax

able portion of long terra capital gains. The tax free 

half of these gains is not shown in this table because 

of its simplicity (it is merely one-half the capital 

gains.). 

The effect of accelerated depreciation on long 

term capital gains Is to convert ordinary income tax

able In full to capital gains only half of which is 

taxable. 

"The courts have said again and again that the 

citizen is under no obligation to pay more taxes than 

the law demands. Everyone can arrange his affairs in 
18 

such a manner that taxes are as low as possible." Any 

rancher can legally select the method of depreciation 

that keeps his taxes at a minimum. 

Each producer should pay particular attention to 

the tables of Income tax rate schedules as planning along 

these lines can save him Income tax dollars. For example, 

a married rancher filing joing returns "falls into" the 

14,000.00 to $8,000.00 Income bracket pays $800.00 income 

tax, plus 22 per cent in excess of $4,000.00; without 

thinking about this when plans were being formulated, and 

18 
Amo Herzberg, Saving Taxes Through Capital 

(Englewood Cliffs, N. J.t Prentice-Hall, Inc., 
T937T, p. 4. 
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if this individual should have an income of $8,150.00, 

the taxes would jump $880 plus 26 per cent in excess of 

$8,000.00. This means that this rancher would pay 

1919.00 more in Income tax, while his return over J8,000.00 

was #150.00. 

The information in Figures 4 and 5 (pages 40 and 

4l) was derived from Appendix B, Tables 1 through 24. 

The total net income is composed of the net income from 

operations and/or other income plus the net capital 

gains, and it was set equal to 100 per cent. That part 

labeled "Tax on Total Net Income" represents the part of 

total net income paid as taxes, leaving disposable 

income. Various levels of production were used to 

illustrate the increased portion paid as taxes at each 

level. 

Figures 4 and 5 again illustrate the increased 

taxes resulting from increased income and show only the 

taxable portion of long term capital gains. 

SumfB̂ ry 

Even if the assumptions made In Chapter III do 

not conform to any actual situation, the technique would 

still be valuable if it Shows producers that tax savings 

are closely connected with alternative methods of depre

ciation. Regardless of the fact that assumptions made 

are not applicable to any herd In existence, the 
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Capital Gains 

V/ZA other Income 

Tax on Total Net Income 

• 4 ^ 

O 

0) 

25- 50 t r ioo /ZS" /5^0 
Levels of Production 

\7S 200 

FIGURE k Straight Line Method—Percentages of total 
taxable net income from different sources and income 

tax paid 
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Capital Gains 

Y/y/, other Income 

* Tax on Total Net Income 

c 
O 
u 
0} 

ZOO 

Levels of Production 

FIGURE 5.—Double Declining Balance Method--Percentages 
of total taxable net income from different sources and 

income tax paid 
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techniques and results are still valuable. 

The choice of alternative methods of depreciation 

will be determined In the light of the producer receiving 

the greatest tax advantage. 

The only solution to this perplexing problem Is 

through Individual planning and experience. The pre

vailing Federal income tax rate influences profits to 

such an extent that consideration must be given to making 

intelligent management decisions regarding methods of 

computing depreciation. 



CHAPTEE IV 

SUMMARY 

The Internal Revenue Code of 1954 provides three 

alternative methods of computing regular depreciation, 

namely (l) the straight line method, (2) the double 

declining balance method, and (3) the sum of the years-

digits method. This Code was amended in 1958 to provide 

an additional 20 per cent depreciation in the year of 

acquisition on personal property having a useful life 

of six years or more. The greatest amount of deprecia

tion allowable is obtained in the early years of useful

ness by using the additional first year depreciation and 

the double declining balance method of computing regular 

depreciation. 

The Code provides that gains on sales of livestock 

held for draft, breeding or dairy purposes for a period 

of twelve months or more may be treated as long term capi

tal gains. When the net results of the sales of live

stock In this category combined with the sales of any 

other 1231 assets is a gain, one-half of such gains may 

be deducted from an individual's gross income in arriving 

at adjusted gross income. Wen the net results of the 

sales of these livestock combined with the sales of any 

other 1231 assets Is a loss, such losses may be deducted 

In full. When livestock are sold, the cost or basis Is 

43 
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decreased by the amount of the accumulated depreciation. 

Since the basis Is deducted from the selling price in 

arriving at the amount of gain to be reported, greater 

depreciation results in greater gains. Accelerated 

depreciation would appear to be simply a deferral of 

Income taxes if there were no capital gains provision. 

This is not true, however, because only 50 per cent of 

long term capital gains are taxed. The net long term 

effect of accelerated depreciation on capital gains Is 

to shift income taxable In full to gains taxable at 

50 per cent. 

Recommendations 
» mil .11 I I • II I 

A substantial amount of capital is required to 

get started In the cattle business. If a producer's 

capital is limited, he will want to preserve what capital 

he has as long as possible In order to get a good start. 

This means that he should not now, or ever for that 

matter, incur unnecessary expenses of any kind as a 

matter of good business management. Because of the high 

Income tax rates, good tax planning constitutes an Impor

tant area of business management. For these reasons it 

is important to take advantage of all possible advanta

geous provisions of the Internal Revenue Code. It is 

therefore recommended that producers should deduct the 

maxlaua amount allowable under the law. This will enable 
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the producer to retain more of his earnings for a longer 

period by deferring the payment of Federal income tax on 

his actual income. Although the established producers 

^ ^ may find that other tax saving devices have enabled them 

to realize substantial profits through the use of capital 

retained from income tax savings, they too can retain 

more of their earnings by using the accelerated deprecia

tion provisions. 

The use of the accelerated depreciation methods, 

when recorded on formal records, will show a smaller 

book profit. This does not mean that economic profits 

have been changed in any sense except 1^ the tax expense 

saved by using accelerated depreciation methods. 

Producers in general should attempt to realize 

as much of their income as possible through gains on 

sales of capital assets because, no matter in what income 

tax bracket a producer finds himself, paying tax on half 

the income is always more palatable than paying tax on 

the whole. 

A producer is entitled to report gains from live

stock held for draft, breeding, or dairy purposes for a 

period of twelve months or more as long-term capital 

gains regardless of whether these livestock have been 

purchased or raised. 

Whether livestock are held for draft, breeding, 

or dairy purposes, or for sale in the ordinary course of 
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business is a matter of original intent on the part of 

the producer. From the legal point of view, intent is 

not always an easy thing to prove, especially if subse

quent events should cause a change of intent. In order 

to be able to establish original intent, the producer 

should, in some manner, ear mark or set aside the live

stock which are to be used for draft, breeding, or 

dairy purposes. The Internal Revenue Service calls this 

"declaring Intent.** Animals raised by the producer have 

a zero basis, and therefore no depreciation can be 

taken. Furthermore, gain on raised animals is generally 

considered to be equal to selling price less expense of 

sale, being taxable either as ordinary income or as long 

terra capital gains depending upon the original purpose 

the producer had intended and whether or not he has held 

the livestock for a period of twelve months or more. 
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APPENDIX A, TABLES 1, 2, 3-—Footnotes 

a 
For the purpose of brevity, these tables are set 

up to assume depreciation in the year of sale, realizing 
that this concept would necessitate keeping the herd one 
extra year to receive maximum capital gains. 

b^^ 
ihe basis or market value plus the salvage value 

as appraised by Dr. Ralph Durham. 

Salvage value must be subtracted from the costs 
before depreciation may be taken. Salvage value for a 
Purebred Herd is 175.00; salvage value for a Grade Herd 
is $35.00. 

d 
The sum of the two (">•) columns minus the sum of 

the two (-) columns equals total capital gains. 
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APPEHDIX B, TABLE 1.—Returns from 25 purebred OOWB sold 
under straight line depreciation method 

Part A 

Net Income from Operation t 887.75 

Net Capital Gains 4,iK)6.00 

Adjusted Gross Inoome. $5t293*75 

Less Optional Standard Deductions 529*38 

$^,764.37 

Personal Exemptions 3,000.00 

Taxable Inoome $lf764.37 

Tax on Income ^ 352.87 

Self Kmployment Tax • • • 39.95 

Tax • I 392.82 

Sales Price ($500 X 25 cows) $12,500.00 

Plus Accumulated Depreciation 
($i40 X 25 cows) 3»5QO.QO 

$16,000.00 
> 

Cost Plus cost of sale ($287.50 X 25 cows) . 7,188.00 

Net Gain . $ 8,812.00 

Less 50^ Non-Taxable 4,406.00 

50^ Taxable $ 4,406.00 
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APPMDIX B, TABLE 2.••Returns from 25 purebred cows sold 
under dacltning balance depreciation method 

Net lacoae from 0p«rmtion. $ 887.75 

Net C3apital Galas. 5,138.50 

Adjusted Gross Income. . . . . . . . .$6,138.50 

Less Optional standard Deductions 602.63 

$5,423.62 

Personal Exeioptions. 3,000.00 
Taxable Income . ; . . . . . . . . . ;$2,423.62 

Tax on Income ; .$ 484.72 

Self BSaployaent Tax 39:95 

Tax. . . . . . ; * . i . ; $2.124;67 

Part S 

Sales Price ($500 X 25 cowa) $12,500.00 

Plus Acc^ulated Depreciation 
($191.38 X 25 cowe). . . I 4,964.50 

$17,464.50 

Cost Plus Cost of Sale ($287.50 X 25 cows) . 7yl87.5Q 

Net Gain $10,277.00 

Less 50Ĵ  Non-Taxable ; . . . ' . . 5,138.50 

50^ Taxable . ; $ 5,138.50 
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APPHIDIX B, TABLE 3..—Returns from 50 purebred cows sold 
under straight line depreciation method 

Net Inoome from Operation $ 1,775*50 

Net CiMpital C^ins. 8,812.50 
Adjusted Gross Income $10,588.00 

Less Optional Standard Deductions 1,000.00 

$ 9,588.00 

Peraoaal iixaaptions . 3,000.00 
Taxable Income $ 6,588.00 

Tax on Inoome. $ 1,369.36 

Self Employment Tax * 79.90 

Tax % 1,449.26 

P^^ 1 

Sales Price ($500 X 50 cows) $25,000.00 

Plus Acoumulated Dapreciation 
($140 X 50 cows) 7,000.00 

omttm 

$32,000.00 

Cost Plus Cost of Sale (|287.50 X 50 cows) . 14,375.00 

Net Gain $17,625.00 

Less 50^ Non-Taxable 8,812.50 

50jJ Taxable . . . . . . $ 8,812.50 
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APPHIDIX B, TABLE 4*—Returns from 50 purebred cows sold 
under declining balanca depreciation method 

Net Ineoma from Qparatlon . . . . . . $ 1,775.50 

Net Capital Gains • 10,097*00 

Adjusted Gross Inoome $11,872.50 

Less Optional Standard Deductions 1,000.00 

$10,872.50 

Personal î xwaptions . 3,000.00 

Taxable Income . . . . . $ 7,872.50 

Tax on Incone. . . . . . . . $ 1,651.95 

Self ^ployaant Tax. . 79.90 

Tax. $ 1,731.85 

fayt fl 

Sales Price ($500 X 50 cows) $25,000.00 

Plus Aooumulatad Depraoiation 
($191.38 X 50 cows) 9,569.00 

$34,569.00 

Cost Plus Cost of Sale ($287.50 X 50 cows) . 14,375.00 
Nat Gain $20,194.00 

Leas 50% Non-Taxabla 10,097.00 

50^ Taxable. . . • $10,097.00 
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APPSHDIX B, TABLE 5.—Betums from 75 purebred cows sold 
under straight lino depreaiation method 

jE>ft A 

Net Inooiaa from Oparation $ 2,663.25 

Net Capital Oalna 13,218.75 

Adjusted Gross Inoome $15,882.00 

Less Optional Standard Deductl<ais 1,000.00 
$14,882.00 

Personal Exemptions 3,000.00 

Taxable Income ^ • « . $11 •882.00 

Tax on Income. « « . « • « , . , . . . « . . $ 2,689.32 

Self l»iployment Tax. . . « . . « « . . . . « 119.85 

Tax. $2 ,809.17 

Payt S 

Sales Price ($500 X 75 oows) $37,500.00 

Plus Aooumulated Depreaiation 
($140 X 75 OOWB) 10,500.00 

$48,000.00 

Cost Plus Cost of Sale ($287-50 X 75 cows) . 21,562.50 

Net Gain $26,437.50 

Lass 50^ Non*Taxable . . . . . . . . . . . . 13,218.75 

50% Taxable. . . . . . $13,218.75 



58 

APPENDIX B, TABLE 6.—Returns from 75 purebred cows sold 
under declining balance depreciation method 

Part i^ 

Net Inoome from Operation $ 2,663.25 

Net Capital Gains 15,145.50 

Adjusted Gross Inoome $17,808.75 

Less Optional Standard Deductions 1,000.00 

$16,808.75 

Personal Exemptions 3,000.00 

Taxable Income » . • * • • • . . . ^ $13,808.75 

Tax on income. . . . . . . . . . * « . » . » $ 3,262.63 
» 

Self Employment Tax 119.85 

Tax. $ 3,382.r48 

Paft fi 

Sales Price ($500 X 75 oows) . . . . . . . . . $37,500.00 

Plus Aooumulated Depreciation 
($191.38 X 75 cows) 14,353*50 

$51,853.50 

Cost Plus Cost of Sale ($287.50 X 75 cows) . 21,562.50 
w«—Ml—iwMM«anMnMM» 

Net Gain $30,291.00 
Less 50^ Non*»Taxable 15,145.50 

'^$ Taxable. $15,145.50 
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APPENDIX B, TABLE 7—Returns from 100 purebred cows sold 
under straight line depreciation method 

Net Inoome from (^ration $ 3,551.00 

Net Capital Gains 17,625.00 

Adjusted Gross Income $21,176.00 

Less Optional Standard Deductiona 1,000.00 

$20,176.00 

Personal Exemptions 3,000.00 

Taxable Income $17,176.00 

Tax on Income , | 4,319.34 

Self Sraployment Tax. * 159.80 

Tax. . . . . . . . $ 4,479.64 

Sales Price ($500 X 100 cows) $50,000.00 

Plus Aooumulated Depreciation 
($l40.00 X 100 cows) . . . 14,000.00 

•tmtm 

$64,000.00 

cost Plus Cost of Sale ($287.50 X 100 cows). 28,750.00 

Net Gain . . . ^ i « . . . . ^ .« . $35,250.00 

Leas 50^ Non-Taxable i . . . . . . . . ^ . . 17,625*00 

505̂  Taxable $17,625.00 
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APPENDIX B, TABLE 8—Returns from 100 purebred cows sold 
under declining balance depreciation method 

Net Inoome from Operation $ 3,551.00 

Net Capital Gains. . 20,194.00 

Adjusted Gross Income $23,745.00 

Leas Optional standard Deductions 1,000.00 

$22,745.00 

Personal Exemptions 3,000.00 

Taxable Income $19,745.00 

Tax on Income $ 5,193.30 

Self Employment Tax. . . . . . 159.80 
Tax $ 5,353.10 

Sales Price ($500 X 100 cows) $50,000.00 

Plus Accumulated Depreciation 
($191.38 X 100 cows) 19,138.00 

$69,138.00 

Cost Plus Cost of Sale ($287.50 X 100 cows) . 28,750.00 
Net Gain . . . ^ $40,388.00 

Less 50% Non-Taxable . . . ^ 20,194.00 

^% Taxable $20,194.00 



61 

APPSNDIX B, TABLE 9.*-aetums from 125 purebred cows sold 
under straight line depreoiation method 

Net Inoome from Operation $ 4,438.75 

Net Capital Gains 22,031*25 

Mjuated Gross Inoome. . . . . . . . $26,470.00 

Leas Optional Standard Deductions. . . . . * 1,000*00 

$25,470.00 

Personal Exemptions. . * 3,000.00 

Taxable Inoome . • • • . . . . * . . $22,470*00 

Tax on Inoome. . . . » . . . . . . . . . . . $ 6,218.60 

Self Employment Tax . * . . . . , . 199.74 
Tax. $ 6,418.34 

smSsStttm a 

Sales Price ($500 X 125 cows). $62,500.00 

Plus Aooumulated Depreciation 
($140.90 X 125 cows) . 17,500.00 

$80,000.00 

Cost plus Cost of Sale ($287.50 X 125 cows).. 35,937*50 

Net Gain . / $44,062.50 

Less $0^ Non-Taxable 22,031.25 

50^ Taxable $22,031.25 
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APPBNDIX B, TABLE 10.—Returns from 125 purebred cows 
sold under declining balance depreoiation method 

Part ^ 

Net Inoome from Operation. • . • • . . . . . $ 4,438.75 

Net Capital Gains. . . . . . . . . . . . . . 25,242.50 

Adjusted Gross Inoome. . . . . . . . $29,681.25 

Less Optional Standard Deductions 1,000.00 

$28,681.25 

Personal lilxemptions. • . . • . « • . . . • . 3,000.00 

Taxable Income . . . . $25,681.25 

Tax on Inoome. • • • $ 7,522.94 

Self Employment Tax 199.74 

Tax $ 7,722.68 

Sales Price ($500 X 125 cows) $62,500.00 

Plus Accumulated Depreoiation 
($191.38 X 125 oows) 23,922.50 

$86,422,50 

Cost plus Cost of Sale ($287.50 X 125 cows). 35,937.50 

Net Gain $50,485.00 

Less y>% Non»Ta3cable 25,242.50 
mmmmmmmmmmmmimimmnmm 

Taxable $25,242.50 
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APPENDIX B, TABLE 11.—Returns from 150 purebred cows 
sold under straight line depreciation method 

£art ^ 

Net Income from Operation $ 5,326.50 

Net Capital Gains 26,437.50 

Adjusted Gross Income $31,764.00 

Less Optional Standard Deductions. . . . . . 1,000.00 

$30,764.00 

Personal Exemptions 3,000.00 

Taxable Income $27,764.00 

Tax on Income $ 8,418.52 

Self Employment Tax. . . . . . . . . . . . . 216.00 
Tax $ 8,634.52 

Mil 

Sales Price ($500 X 150 cows) $75,000.00 

Plus Accumulated Depreciation 
($i4o.X 150 cows) 21,000.00 

$96,000.00 

Cost Plus Cost of Sale ($287.50 X 150 cows). 43,125.00 

Net Gain * |>52,875.00 

Less 50% Hon-Taxable 26,437.50 
Taxable. . . . $26,437.50 
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APPENDIX B, TABLE 12.—Returns from 150 purebred cows 
sold under declining balance depreciation method 

Net Inoome from Operation $ 5,326.50 

Net Capital Gains 30.291.00 

Adjusted Gross Income $35,617.50 

Less Optional Standard Deductions. 1,000.00 

$34,617^50 

Personal Exemptions 3,000.00 

Taxable Income . . . . . $31,617.50 

Ta3f on Income $10,220.23 

Self Employment Tax. • . t . 216.00 

Tex. . $10,436.23 

Sales Price ($500 X 150 cows) $75,000.00 

Plus Accumulated Depreciation 
{$191.38 X 150 cows) 28,707.00 

—MMlMa 

$to3,707.00 

Cost Plus Cost of Sale ($287.50 X 150 cows). 43,125.00 

Net Gain $ 60,582.00 

« 

Less 50% Non-Taxable 30,291.00 
Taxable .$ 30V291.00 
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APPaiDIX B, TABLE 13.*-.Retums from 175 purebred cows 
•old under straight line depreciation method 

Net Inoome from Operation $ 6,214.25 

Net Capital Gains , , 30,843.75 

Adjusted (̂ rose inoome $37,058.00 

Less Optional Standard Deductions 1,000.00 

$ 36,058.00 

Personal Exemptions. . . . . . . 3,000.00 

Taxable Inoome $ 33,058;00 

Tax on Income, $ 10,929,00 

Self Ea^loymeat Tax 216.00 

Tax* i $ 11,145-00 

£fi£i B 

Sales Price ($500 X 175 cows). • $ 87,500.00 

Plus Aocuflî lated Depreciation 
($140 X 175 oows) 24,500.00 

$112,000.00 

Cost Plus cost of Sale ($287;50 X 175 cows). 50,312.50 

Net Gain . . . . . ' . . . $ 61,687.50 

hmmm 50^ Non-Taxable . 30,843.75 

50^ i^axable* . $ 30,843.71 
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APFBipiX B, TABLE 14.—Returns from 175 purebred cows 
sold under declining balance depreciation method 

Net Inoome from Operation, . • . • $ 6,214,25 

Net Capital gains, . . . , . , , . , . , . . 35,339.50 

Adjusted Gross Income $ 41,553.75 

Less Optional Standard Deductions 1,000.00 

$ 40,553.75 

Personal ExeiiQ)tions. , 3,000,00 

Taxable Inoome ,$ 37,553.75 

Tax on Inoome. . . . . . . , . . . , . . . . $ 13,223.49 

Self J^ployment Tax. 216,00 

^«x $ 13,439.49 

Sales Prioe ($500 X 175 cows) $ 87,500.00 

Plus Aooumulated Depreoiation 
($191.38 X 175 oows) 33,491.50 

•Ma 

$120,991.50 

Cost Plus Cost of Sale ($287*50 X 175 cows). 50,312.50 
• " * i • m I II I I 11 

Net Gain • * * . * .$ 70,679*00 

Lmm» 50% Non-Taxable 35,339.50 
50^ Taxable. $ 35,339.50 
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AFPBSDIX B, TABLE 15.---Retums from 200 purebred cows 
sold under straight line depreciation method 

£S£kA 

Net Income from Operation • ,$ 7,102.00 

Net Capital Gains. . 35,250,00 

Adjusted Gross Inoome $ 42,352.00 

Less Optional Standard Deductions 1,000,00 

$ 41,352.00 

Personal Exemptions, • . . . . 3,000.00 

Taxable Income $ 38,352.00 

Tax on Inoome . . . . . . . , . . . $ 13,646.56 

Self Employment Tax. . . . . . . . 216.00 

Tax $ 13,862.56 

f^rt s 

sales Price ($500 X 200 cows). . . . . . . .$100,000.00 

Plus Aooumulated Depreciation ^ «^ ^ 
(140 X 200 oows) . . . . . . . . . . 28,000,00 

$128,000.00 

cost Plus Cost of Sale ($287.50 X 200 oows), 57,500.00 
Net Gain * * 70,500,00 

Less 50^ Non-Taxable 35,250.00 
50% Taxable. $ 35,250.00 
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APPENDIX B, TABLE l6.*«Retums from 200 purebred cows 
sold under declining balance depreciation method 

Payt A 

Net Income from Operation .$ 7,102.00 

Net Capital Gains • 40,638.00 

Adjusted Gross Income* * $ 47,740.00 

Less optional Standard Deductions. . . . . . 1,000.00 
$ 46,740.00 

Personal Exemptions 3,000.00 

Taxable InoOme . . . . . . . . . . . $ 43,740.00 

Tax on Inoome. . .$ l6,6l4,40 

Self aaployment Tax 216.00 
Tax. . . . • $ 16,830.40 

Sales Price ($500 X 200 oows), . . . . . . .r$100,000.00 

Plus Aooumulated Depreciation 
($191.38 X 200 cows> . . . . . . . . 38,276.00 

$138,276.00 

Cost Plus cost of Sale ($287.50 X 200 cows). 57,500^00 

Net Gain * * • * 81,276.00 

Less 50^ Non-Taxable 40,638.00 

50% Taxable « 40,638.00 

:»* *'i 

if.: 
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Biiiê eau of Iconomic Research, Ino., 1951. 

^ticles and Periodicals 

American Agricultural Reports. "Livestock Capital Gains 
. . .Tax Saver," Sheep and Goat Reiser. The Ranchman * 
Hagasine. Vol. 42, No. 5. San Angelo, TexaslH. M. 
Phillips, Feb., 1962, pp. 34-35. 

69 

s 



70 

Botts, Ralph R. and Haygood, Tyler F. "Alternative 
Methods of Figuring Depreciation Under the Internal 
fr̂ r̂ 'oS ^^t °^ ^ ^ ^ ^ Journal of Farm Economics. 
Vol. 37 (Feb.-Dec, 195^), p. 4OT. 

476. 

Dowell, A. A. and Faben, G. E. "Some Economic Effects 
of Graduated Income Tax Rates On Investors In Farm 
Capital," Journal ©£ Farm Economics, Vol. 26 
(Menosha, Wisc.i The American Farm Economics 
Association, May, 1944), pp. 348-358. 

Edwards, Clark. "Depreciation," Oklahoma Current Farm 
Economics. Vol. 34, No. 3. Norman Oklahoraai 
Oklahoma state University, Sept. 1961. A special 
report prepared quarterly by the Department of 
Agricultural Economics and Extension Economics at 
Oklahoma State University. 

Keast, J. D. "Your Capital Gains Tax Picture," Doane's 
Business Magaziine for American Agriculture. Vol. 1 
No. 5 (Doane Agricultural Service, Inc., December 
1961), pp. 6-9. 

Research Institute Recommendations, Section 2, Tax 
Recommendations. New York. N. Y. 1 Tax Research 
Institute, Inc., January 20, 1962. 

Whitman, George B. "33 Ways To Save Income Tax Dollars," 
Successful Farming Bonus. Tax Management Handbook. 
Meredith Publishing Co., l^oT. 

Public Documents 

"Tax Treatment of Livestock Expenses or Capital Gains— 
Letter from Secretary of the Treasury." Taken from 
Congressional Record of Friday, June 27, 1952, 
pp. «5lo-8517. 



71 

U. S. Department of Agriculture. Farm Costs and Returns. 
Agricultural Information Bulletin No. 230. Washington, 
D. Co! Economic Research Service, revised June 19ol. 

U. S. Treasury Department. Farmer's Tax Guide. Internal 
Revenue Service Publication No. 225. Washington, 
D. C.J 1961. 

Unpublished Material 

Wheeler, Richard 0. "The Implications of the Federal 
Income Tax Associated With the Possible Movement 
of Resources Into Agriculture." Unpublished 
Master's thesis. Department of Agricultural Econo-
mics and Rural Sociology, Montana State College, 
1959. 

Other Sources 

U. S. Treasury Department. Personal Interview with 
Jim E. Davidson, Internal Revenue Agent, Lubbock, 
Texas. March 1, 1962. 






