Farming Taxation

By Jacob M. Dietz, CPA

If you would ask a group of farmers what they enjoy
most about farming, you would probably get a variety
of answers. Some might enjoy the sound of cows
chomping hay. Others like the thrill of getting their milk
check. No farmer would put tax reporting at the top of
his list. Tax reporting can be confusing and unpleasant,
but it is necessary. Farmers are not exempt from Christ’s
command to render unto Caesar the taxes owed him.

The complexity of tax reporting frustrates many
taxpayers, including farmers. The federal tax code is
lengthy and detailed, and farmers have their own unique
set of rules and advantages. Farmers might give their
income and expense information to tax preparers, but
the tax preparers give back tax filings with a complete-
ly different bottom line than what the farmers’ records
showed. What does the tax return preparer do with all
that information? This article looks briefly at some of the
key points of federal tax reporting for farmers and sheds
a little light on some of the complexities of tax reporting
that farmers face.

Schedule F is the form that is used for reporting most
farm income and expenses. Many items have their own
specifically designated lines. For example, there are lines
to report cooperative distributions, sales of livestock and
other resale items, feed, fertilizers and lime, and so on.
There are also lines for other income and other expenses
that are not specifically listed on the form. If possible,
items that have specific lines should be reported on the
specified lines instead of on the lines for other income
and other expenses.
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The tax preparer takes the farmer’s information for
the year, summarizes it, and enters it on Schedule F, or
other schedules and forms if applicable. The format and
quality of the farmer’s records will affect how long this
process takes. For an example of poor recordkeeping,
assume a farmer paid Henry to rake hay using Henry'’s
equipment, bought a tractor from Henry, and purchased
feed from Henry in the same year. These three items
should be reported in separate places on the tax return.
If the farmer lumped these payments into one line titled
“Payments to Henry - $55,000," the tax preparer will have
to ask more questions to report it correctly.

If a tax preparer frequently needs to ask for more
detail, the farmer and tax preparer should discuss what
information the preparer needs. Different preparers will
have different expectations regarding what records and
information they want for proper reporting. This discus-
sion will streamline the preparation process for both the
farmer and the preparer the following year.

Sometimes expenses that seem to be very similar
are actually reported differently. Interest expense, for
example, has separate lines for “mortgage” interest and
“other”interest. One type of “other”interest is the interest
on an unsecured line of credit used to finance farming
operations. Tax preparers should receive the information
necessary to report the amount of mortgage interest
paid and the amount of other interest paid on separate
lines instead of lumping them together.

Insurance is another expense for which tax preparers
will need to know the details. Depending on the
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insurance, there are at least three different places it could
be reported. Furthermore, some insurance is nonde-
ductible altogether. Liability insurance on the family van
that is used exclusively for personal purposes cannot be
deducted, but liability insurance on a truck used exclu-
sively for farming is deducted on line 20 of Schedule F.

Schedule F is for farm expenses. Personal expenses
may be deducted on Schedule A. Sometimes the differ-
ence between farm expenses and personal expenses is
unclear. A common scenario involves real estate taxes.
Farmers often live in a house on the same property as the
farm. Therefore the real estate taxes are for the personal
residence and for the farmland and farm buildings. The
total real estate taxes should be allocated between farm
expenses and personal expenses. The personal portion of
real estate taxes should not be deducted on Schedule F,
but may be deducted on Schedule A if the taxpayer
is able to itemize deductions. In many cases the tax
preparer will calculate the allocation for the farmer each
year if the farmer provides the relevant information.

Real estate taxes allocated to the farm should be
deducted on the Schedule F line for taxes. Federal, state,
and local income taxes are considered personal expen-
ditures even if they are paid on farm income. Income
taxes therefore should not be deducted on Schedule F,
but state and local income taxes may be deducted on
Schedule A.

Certain expenditures cannot be expensed directly
on Schedule F, but must be capitalized as assets on
Form 4562 and depreciated over time. The deprecia-
tion expense will carry from Form 4562 to Schedule F.
Determining exactly what should be capitalized and
what can be expensed immediately is highly complex
and is beyond the realm of this article. The IRS issued final

Schedule F is for farm expenses.
Personal expenses may be
deducted on Schedule A.

tangible property regulations in 2013. As a result of these
regulations, tax preparers might ask for more informa-
tion about asset purchases and repairs than they have
requested in the past.

For an example of capitalization and depreciation,
assume Joe buys a skid steer for $20,000. That skid steer
cannot be expensed in the same way that Joe expenses
the fuel for the skid steer. Instead, Joe should provide his
tax preparer with the date of purchase for the skid steer
and the amount paid. The tax preparer will then report it
as an asset on Form 4562. The asset would then be depre-
ciated over time. The IRS has specified lives for different
assets. Farm machinery has a 7-year life. Tax preparers
generally will keep a list of capital assets for farmers and
calculate depreciation for them.

There is an option, however, to elect to expense some
capital items under Section 179. Under the scenario
where Joe purchases a skid steer for $20,000, he could
elect to expense it immediately and the whole amount
would be deducted in the current year provided he
met all the restrictions. Depreciation and Section 179
expensing are important areas where tax preparers and
farmers make decisions that will affect the bottom line. It
should be understood, however, that electing to expense
an item in the current year under Section 179 does not
actually increase total deductions. It increases deduc-
tions for the current year but decreases deductions for
future years.

Land is capitalized as an asset, but it is not deducted
as depreciation. Buildings on the land, however, are de-
preciated. The cost of the land is recorded and will be
used as basis when it is sold. For example, Sam bought
farmland with no buildings for $30,000 in 1954. In 2014
he sold the land at a public auction for $1,150,000. His
tax return would show the $30,000 as basis that could be
subtracted from the sales price for determining the gain.
When purchasing a new farm, the allocation between
land and buildings has important tax ramifications. The
cost of the buildings can slowly be deducted as depreci-
ation, but the cost of the land will not be subtracted until
the land is sold. The sale of land is actually reported on a
different schedule than the sale of farm buildings.



Although Schedule F is used to report most items of
farm income and expense, certain items are reported
elsewhere on the return on various forms. For example,
when Joe sells his skid steer for $10,000, the sale will be
reported on Form 4797, not Schedule F. The tax preparer
will need to know what item was sold and will report
the information related to the skid steer on Form 4797.
Knowing which asset was sold is important because it
can affect how the sale is treated. For example, the sale
could be a loss if the asset was not fully depreciated. If it
is sold at a gain, tax treatment varies depending on how
long the farmer owned the equipment and what depre-
ciation elections were made.

Another form that farmers may file is Schedule J. One
unique tax benefit available to farmers and fishermen is
the ability to average income with the prior three years
using Schedule J. This schedule should be used with
caution, however, because it could decrease the current
tax liability but increase a future tax liability.
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Another tax benefit for farmers is that they owe no
interest and penalties for not paying tax estimates during
the year. To qualify for this benefit, at least two-thirds of
their gross income must be generated by farming and
they must file their tax return and pay the taxes owed by
March 1, or the first business day thereafter if March 1 is
not a business day. If the farmer has a loss and does not
owe any money, then there is no need to file by March 1.

This article only touched briefly on some of the com-
plexities of tax reporting by farmers. Each of these items
have much more to them, and there are complexities not
even mentioned by this article. Please consult with your
tax preparer if you have questions. If you are a farmer
and do not have a tax preparer, consider consulting with
a tax preparer who has Schedule F experience to see if
they can find errors in your return. Tax reporting may
not be the most pleasant part of farming, but quality
tax reporting can help farmers take advantage of the
benefits provided to them in the tax code.

Jacob Dietz is a CPA on the staff of Superior Plastic Products, Inc., in New Holland, Pennsylvania.
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SCHEDULE F
(Form 1040)

Department of the Treasury
Internal Revenue Service (99)

Profit or Loss From Farming

» Attach to Form 1040, Form 1040NR, Form 1041, Form 1065, or Form 1065-B.
» Information about Schedule F and its separate instructions is at www.irs.gov/schedulef.

OMB No. 1545-0074

Attachment
Sequence No. 14

Name of proprietor

A Principal crop or activity

Social security number (SSN)

>| |

B Enter code from Part IV

C Accounting method:
‘ [] cash

[] Accrual

D Employer ID number (EIN), (see instr)

N I B

|

F Did you make any payments in 2013 that would require you to file Form(s) 1099 (see instructions)?
G If “Yes,” did you or will you file required Forms 1099?

E Did you “materially participate” in the operation of this business during 2013? If “No,” see instructions for limit on passive losses

[lyes [INo
[Jyes [No
[lyes [INo

Farm Income—Cash Method. Complete Parts I and II (Accrual method Complete Parts Il and Ill, and Part |, line 9.)

1a Sales of livestock and other resale items (see instructions) . 1a
b Cost or other basis of livestock or other items reported on line 1a . 1b
¢ Subtract line 1b from line 1a . . 1c
2  Sales of livestock, produce, grains, and other products you rarsed Coe e 2
3a Cooperative distributions (Form(s) 1099-PATR) 3a 3b Taxable amount 3b
4a Agricultural program payments (see instructions) 4a 4b Taxable amount 4b
6a Commodity Credit Corporation (CCC) loans reported under election . Coe e 5a
b CCC loans forfeited l 5b l l l 5¢ Taxable amount 5c
6  Crop insurance proceeds and federal crop disaster payments (see instructions)
Amount received in 2013 6a l 6b Taxable amount 6b
c If election to defer to 2014 is attached, check here » [l 6d Amount deferred from 2012 6d
7 Custom hire (machine work) income 7
8  Other income, including federal and state gasolme or fuel tax credit or refund (see |nstruct|ons) 8
9 Gross income. Add amounts in the right column (lines 1c, 2, 3b, 4b, 5a, 5c¢, 6b, 6d, 7, and 8). If you use the
accrual method, enter the amount from Part lll, line 50 (see instructions) . . . > 9
Farm Expenses—Cash and Accrual Method. Do not include personal or I|V|ng expenses (see instructions).
10 Car and truck expenses (see 23  Pension and profit-sharing plans 23
instructions). Also attach Form 4562 10 24  Rent or lease (see instructions):
11 Chemicals . 11 a Vehicles, machinery, equipment 24a
12 Conservation expenses (see rnstrucnons) 12 b Other (land, animals, etc.) 24b
13  Custom hire (machine work) . 13 25  Repairs and maintenance 25
14  Depreciation and section 179 26  Seeds and plants . 26
expense (see instructions) 14 27  Storage and warehousing 27
15 Employee benefit programs 28  Supplies 28
other thanonline 23 . 15 29 Taxes 29
16 Feed . 16 30 Utilities . . 30
17 Fertilizers and lime 17 31 Veterinary, breedmg and medicine 31
18  Freight and trucking 18 32  Other expenses (specify):
19 Gasoline, fuel, and oil . 19 a 32a
20  Insurance (other than health) 20 b 32b
21 Interest: c 32¢c
a Mortgage (paid to banks, etc.) 21a d 32d
b Other 21b e 32e
22  Labor hired (less employment credlts) 22 f 32f
33  Total expenses. Add lines 10 through 32f. If line 32f is negative, see instructions . > 33
34  Net farm profit or (loss). Subtract line 33 from line 9 34
If a profit, stop here and see instructions for where to report. If a Ioss complete Ilnes 35 and 36.
35 Did you receive an applicable subsidy in 2013? (see instructions) . . . [Jyes [No
36 Check the box that describes your investment in this activity and see instructions for where to report your loss.
a [] Allinvestment is at risk. b [ ] Some investment is not at risk.

For Paperwork Reduction Act Notice, see the separate instructions.

Cat. No. 11346H

Schedule F (Form 1040)

This figure is for illustration purposes only. Download updated forms at IRS.gov.
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Schedule F (Form 1040) 2013 Page 2
(=Tgdlll Farm Income—Accrual Method (see instructions).

37  Sales of livestock, produce, grains, and other products (see instructions) . . . . . . . . . . . 37
38a Cooperative distributions (Form(s) 1099-PATR) . l 38a ‘ ‘ ‘ 38bTaxable amount 38b
39a Agricultural program payments . . . . . . l 39a ‘ ‘ ‘ 39bTaxable amount 39b

40  Commodity Credit Corporation (CCC) loans:

a CCCloansreported underelecton. . . . . . . . . . . . . . . . . . . . . . 40a
b CCC loans forfeited . . . . . . . . . l 40b ‘ ‘ ‘ 40c Taxable amount 40c
41 Cropinsurance proceeds . . . . . . . ... ..o 41
42  Custom hire (machine work) income . . . . . . . . . . . . . . . . . ... 42
43  Otherincome (seeinstructions) . . . . . . . . . . . . . . L L L oL L. 43
44  Add amounts in the right column for lines 37 through 43 (lines 37, 38b, 39b, 40a, 40c, 41, 42, and 43) . . 44
45 Inventory of livestock, produce, grains, and other products at beginning of
the year. Do not include sales reported on Form4797 . . . . . . . | 45
46  Cost of livestock, produce, grains, and other products purchased during the
= L )
47 Addlines45and46 . . . . . . . . . . . . . . . . .| 47
48 Inventory of livestock, produce, grains, and other products at end of year . | 48
49  Cost of livestock, produce, grains, and other products sold. Subtract line 48 from line 47* . . . . . 49
50 Gross income. Subtract line 49 from line 44. Enter the result here and on Part I, line9 . . . . . » 50

*If you use the unit-livestock-price method or the farm-price method of valuing inventory and the amount on line 48 is larger than the amount on line
47, subtract line 47 from line 48. Enter the result on line 49. Add lines 44 and 49. Enter the total on line 50 and on Part |, line 9.

=Tad\"d Principal Agricultural Activity Codes

Do not file Schedule F (Form 1040) to report the 111300 Fruit and tree nut farming

A folllowmg.f » ultural semvi ; 111400  Greenhouse, nursery, and floriculture production
e Income from providing agricultural services such as 111900 th farmi

CAUTION RV preparation, veterinary, farm labor, horticultural, or _9 © ef crop tfarming

management for a fee or on a contract basis. Instead file Animal Production

Schedule C (Form 1040) or Schedule C-EZ (Form 1040). 112111 Beef cattle ranching and farming

® Income from breeding, raising, or caring for dogs, cats, or 112112 Cattle feedlots

other pet animals. Instead file Schedule C (Form 1040) or 112120  Dairy cattle and milk production

Schedule C-EZ (Form 1040).

e Sales of livestock held for draft, breeding, sport, or dairy
purposes. Instead file Form 4797.

112210 Hog and pig farming
112300 Poultry and egg production
112400  Sheep and goat farming
112510 Aquaculture

These codes for the Principal Agricultural Activity classify ; ;

farms by their primary activity to facilitate the administration of 112900 Other animal production

the Internal Revenue Code. These six-digit codes are based on Forestry and Logging

the North American Industry Classification System (NAICS). 113000  Forestry and logging (including forest nurseries and
Select the code that best identifies your primary farming timber tracts)

activity and enter the six-digit number on line B.
Crop Production

111100  Oilseed and grain farming

111210  Vegetable and melon farming

Schedule F (Form 1040)

This figure is for illustration purposes only. Download updated forms at IRS.gov.
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