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Economic Recovery Act of 1981: 
Income Tax Provisions Affecting Farmers and Ranchers 

This circular provides an overview of the 
major tax law changes made by the Econom- 
ic Recovery Tax Act of 1981 of particular 
interest to farmers and ranchers. At the time 
this is being written, the IRS has not issued 
regulations and interpretations of the new 
law. Later rulings will change tax law. So 
this circular cannot substitute for profes- 
sional advice from accountants and lawyers 
familiar with these current rulings and their 
application to individual business situations. 

These are the major sources of informa- 
tion used in compiling this circular: 

Handbook on the Economic Recovery Tax 
Act of 1981. Prentice-Hall, Inc., Engle- 
wood Cliffs, N.J., August 1981. 

Economic Recovery Tax Act of 1981: Law 
and Explanation. Commerce Clearing 
House, Inc., Chicago, 111., August 1981. 

Durst, R., W. Rome, and J. Hrubovcak. 
The Economic Recovery Tax Act of 1981: 
Provisions of Significance to Agriculture. 
U.S. Department of Agriculture, Eco- 
nomic Research Service Staff Report No. 
AGES 810908, September 1981. 

Economic Recovery Tax Act/1981 .Analysis 
and Commentary. Main Hurdman, New 
York, N.Y., 1981. 

Harl, Neil E. "Economic Recovery Tax Act 
of 1981." Paper presented at the Farm 
Tax Seminar, Pendleton, Ore., October 
2,1981. 

Farmer's Tax Guide, U.S. Department of 
the Treasury, Internal Revenue Service 
Publication 225, October 1981. 

This circular was prepared by A. Gene Nel- 
son, Extension farm management specialist 
and acting head, department of agricultural 
and resource economics, Oregon State Uni- 
versity; Gayle S. Willett, Extension econo- 
mist, farm management, Washington State 
University; and Manning Becker, Extension 
farm management specialist, Oregon State 
University. 

The 1981 tax act is extensive and complex. 
Some of its provisions are already in effect; 
others will be phased in over the next few 
years. Some provisions relate to special situ- 
ations and are not of general interest to 
farmers and ranchers. Others are more gen- 
eral and are summarized in this publication. 
To know what to do and when to take 
advantage of these new tax provisions, first 
study this explanation, then consult with 
your tax advisor. 

Overview of 1981 Tax Act 
• Federal income tax rates for individuals 

will be reduced 23 percent across the board 
over the next 3 years, beginning October 
1,1981. 

• There is a reduction in the maximum tax 
rate on capital gains income to 20 percent. 

• The so-called "marriage penalty tax" 
(when both spouses work) will be reduced 
by a new deduction. 

• The child care credit is increased and 
expanded. 

• People who don't itemize deductions will 
be able to deduct some charitable con- 
tributions. 

• A $1,000 interest exclusion on qualified 
savings certificates will be available for 
each taxpayer in 1982 and 1983. 

• The availability of tax deductible retire- 
ment savings plans will be expanded. 

• The period for purchasing another resi- 
dence before or after the sale of the origi- 
nal one has been extended, and the lifetime 
exclusion for gain on the sale of a resi- 
dence by a taxpayer 55 years of age or 
older is increased. 

• Corporate tax rates will be reduced on the 
first $50,000of taxable income. 

• The present depreciation system is replaced 
with a new Accelerated Cost Recovery 
System (ACRS) for property purchased 
after December 31,1980. 

• Investment credit is modified to conform 
to the new ACRS, and recapture rules are 
eased. 

• Leasing rules are liberalized to allow pass- 
ing tax savings to lessees. 

• The maximum imputed interest rate is 7 
percent on land sales between related 
persons. 

• Net operating losses and unused credits 
can be carried forward more years. 
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Economic Recovery Tax Act of 1981: 
Income Tax Provisions Affecting Farmers 

and Ranchers 

Major changes have been made in Federal 
tax law that will affect every U.S. taxpayer. 
Congress recently approved the provisions 
of the Economic Recovery Tax Act of 1981. 
Signed into law by President Reagan on 
August 13, 1981, it constitutes the most 
significant change in the tax code in many 
years. 

The Economic Recovery Tax Act of 1981 
(Public Law 97-34) is the largest tax reduc- 
tion package ever enacted, and it is designed 
to increase savings and spur investment. The 
act was not intended to reform tax laws. This 
new law reduces individual and corporation 
tax rates, provides faster depreciation write- 
offs, increases investment tax credits, and 
gives estate and gift tax relief, to indicate a 
few examples. It appears that the greatest 
benefits will go to businesses and those with 
large estates. 

This circular examines those provisions of 
this new law that will be of most interest to 

farmers and ranchers. Some background 
information regarding the present tax treat- 
ment in each area is included so the provi- 
sions can be more readily understood. Few of 
the provisions are specifically directed at 
farmers and ranchers, but many of the gen- 
eral provisions of the new law will have 
important implications for your income tax 
management decisions. The most important 
of these tax law changes are discussed here. 

This circular examines, first, those chang- 
es that affect individuals directly and, sec- 
ond, those changes that affect them through 
their businesses. The discussion of the first 
group of changes will cover individual in- 
come tax reductions, new deductions, and 
savings incentive provisions. The discussion 
of the second group will address the changes 
in depreciation methods, investment tax cred- 
it, and other regulations. Significant chang- 
es in the estate and gift tax statutes are not 
discussed here. 

Changes Affecting Individuals 

Not all the changes resulting from the 
1981 tax law will affect all individuals, but 
one is particularly significant and will affect 
all taxpayers. It is the reduction in the indi- 
vidual income tax rates, and it is probably 
the single most important feature of this new 
tax law. 

Individual Income Tax Rates 
From 1981 through 1984 a series of reduc- 

tions in the tax rates applicable to the stand- 
ard income tax brackets will result in a 
23-percent total reduction. These reductions 
in income tax rates will be phased in accord- 
ing to the following schedule: 

Tax schedules for planning purposes are 
provided in the appendix (Tables A-l through 
A-4). 

Further reductions are likely, beginning in 
1985. For that year, an indexing system will 
be implemented that will adjust the individ- 
ual tax brackets, zero bracket amounts, and 
personal exemptions for inflation, as meas- 
ured by the Consumer Price Index (CPI). 
The adjustment for 1985 will be based on the 
average CPI for the 12 month period ending 
September 30, 1984. The percentage adjust- 
ments will be made by comparing this aver- 
ge CPI with the 1983 CPI. 

Similar adjustments will be made for 1986 
and for each year thereafter when the CPI 
for the preceding period exceeds the CPI for 
1983. This indexing system will reduce the 
"bracket creep" which has moved taxpayers 
into successively higher tax brackets due to 
the effects of inflation on their incomes. 

Unlike several of the tax provisions that 
will be discussed later, you will receive this 
reduction automatically as you complete your 
tax return. The others will require taxpayer 
action in order to benefit from them. 

Social Security Taxes 
While the new law contains significant tax 

reductions, the reductions will be partially 
offset by continuing increases in the social 
security tax previously enacted under the 
Social Security Act of 1977. The projected 
increases are indicated in Table 2. The wage 
base (the maximum amount of earnings sub- 
ject to the Social Security taxes) has been 
announced for 1981 and 1982. The 1983 and 
1984 wage-base figures are projected, as- 
suming an 8-percent annual increase. 

Effective in 1982, the highest tax bracket will 
be reduced from 70 percent to 50 percent. 

Table 1 illustrates how the income taxes 
will be affected for individuals with varying 
levels of taxable income. By 1984 a taxpayer 
with a $30,000 taxable income will experi- 
ence a $1,420 decrease in taxes. The $150,000 
income taxpayer will benefit from a reduc- 
tion in taxes of $17,004 in 1984 compared to 
1981. The Internal Revenue Service (IRS) is 
preparing new tax tables that will reflect 
these rate reductions over the next 4 years. 

Table 1. Federal Income Tax Liabilities for Married Persons Filing Joint Returns 

Taxable 
Income 1980 1981 1982 1983 1984 

Year 

Cumulative Tax 
Reduction 
(percent) 

$ 20,000 
30,000 
40,000 
50,000 
75,000 

100,000 
150,000 

$ 3,225 
6,238 

10,226 
14,778 
27,778 
41,998 
73,528 

$ 3,185 
6,160 

10,098 
14,593 
27,431 
41,473 
72,609 

$ 2,893 
5,607 
9,195 

13,305 
25,055 
37,449 
62,449 

$ 2,606 
5,064 
8,304 

12,014 
22,614 
34,190 
59,002 

$ 2,461 
4,818 
7,858 

11,368 
1981 
1982 
1983 

1.25 
10.00 
19.00 
23.00 

21,468 
32,400 
56,524 

1984 



Table 2. Social Security Taxes for Employed and Self-Employed 

Wage 

Employed Self-employed 

Tax Max. Tax Max. 
Year Base Rate Tax Rate Tax 

($) (<*>) ($) W ($) 
1981 29,700 6.65 1,975 9.30 2,762 
1982 32,400 6.70 2,171 9.35 3,029 
1983 35,OOOa 6.70 2,345a 9.35 3,273" 
1984 37,800a 6.70 2,533a 9.35 3,534a 

"Projected, assuming 8-percent annual increase in wage base. 

Capital Gains 
Under present law, individual taxpayers 

can deduct 60 percent of their "net capital 
gain" for a taxable year. Examples of po- 
tential sources of capital gains income in 
agriculture are sales of breeding stock and 
land. The net capital gain is the excess of 
net long term capital gain over net short 
term capital loss. The remaining 40 percent 
of the net capital gain is taxed at the tax- 
payer's regular income tax rate, up to a 
maximum of 70 percent. As a result, the 
maximum tax rate on net capital gains in- 
come was 28 percent (0.40 x 0.70 = 0.28). 

Under the new tax law, starting in 1982 the 
maximum regular income tax bracket will be 
50 percent. Therefore, in 1982 and later 
years the maximum tax on net capital gain 
has been reduced to 20 percent (0.40 x 0.50 = 
0.20). 

The lawmakers recognized, however, that 
in anticipation of this change, taxpayers 
might postpone transactions and adversely 
affect markets. So, they instituted a special 
provision for 1981 that sets a maximum rate 
on net capital gains of 20 percent for sales or 
exchanges occurring after June 9,1981. The 
tax on these gains will be the lesser of: (a) the 
sum of the regular tax on all regular taxable 
income plus a tax of 20 percent on the net 
capital gain, or (b) the regular tax on all 
taxable income, including 40 percent of the 
net capital gain. 

This special provision applies only for 
1981. If you expect to be in the 50-percent tax 
bracket or higher in 1981, 1982, or later 
years, the tax rate will be the same regardless 
of when you sell or exchange property that 
will generate capital gains income. 

However, if you expect that your tax brack- 
et will be less than 50 percent, you may want 
to consider delaying the transaction until 
after December 31, 1981. Since the regular 
tax rates will drop in 1982, capital gains will 
be taxed at a lower rate in 1982 and later 
years for those taxpayers in lower tax brack- 
ets. One way of accomplishing this post- 
ponement of capital gains income would be 
through some form of contract or install- 
ment sale. 

Deduction for Two Earner Marrieds 
Under present law, married couples where 

both are employed are subject to a greater 
combined tax liability than would be due if 
they were not married. This results from the 
structure of the tax tables for singles and 
married taxpayers. This discrepancy has been 
called the "marriage tax penalty." 

To partially correct this inequity, the 1981 
tax act provides a new deduction from 
gross income. In 1982 married couples filing 
jointly and having two incomes will be al- 
lowed to deduct 5 percent of the lesser of 
$30,000 or the amount of the earned income 
of the spouse with the lower income. In 1983 
and later years, the deduction is increased to 
10 percent. Thus, the maximum deduction is 
$1,500 (0.05 x $30,000) for 1982 and $3,000 
(0.10 x $30,000) for later years. 

Not all earned income qualifies for com- 
puting this deduction. For example, the 
amount one spouse earns as an employee of 
the other cannot be included. 

Child Care Credit 
Starting in 1982, the new law increases tax 

credits to taxpayers who, in order to be 
gainfully employed, incur child or depend- 
ent care expenses. Previously the credit was 
set at 20 percent of the expenses incurred up 
to a limit of $2,000 in expenses for one 
dependent ($400 credit) and $4,000 in ex- 
penses for more than one dependent ($800 
credit). These expense limits have been in- 
creased from $2,000 to $2,400 for one de- 
pendent, and from $4,000 to $4,800 for 
more than one dependent, effective in 1982. 
The new tax law also broadened the defini- 
tion of employment-related child or depend- 
ent care expenses. 

The credit rate has also been changed 
from 20 percent to a rate that depends on the 
adjusted gross income of the taxpayer. If the 
adjusted gross income is $10,000 or less, a 
taxpayer's credit is 30 percent of the child or 
dependent care expenses that are employ- 
ment-related. This 30 percent rate drops by 
one percentage point for each $2,000 (or 
fraction) of adjusted gross income exceeding 
$10,000. But the minimum rate is 20 percent 
(which applies to taxpayers with incomes in 
excess of $28,000). Thus, beginning in 1982 
the maximum credit available for one de- 
pendent will range from $480 to $720, de- 
pending on the taxpayer's adjusted gross 
income. The range for taxpayers with more 
than one dependent will be from $960 to 
$1,440. 

Special Charitable Deduction 
Effective for 1982 through 1986, a new 

deduction for certain charitable contribu- 
tions will be allowed taxpayers who do not 
itemize their deductions. The amount of the 
deduction is limited to 25 percent of contri- 
butions to publicly supported charities up to 
$100 in 1982 and 1983 and up to $300 in 
1984. In 1985 the deduction percentage will 
increase to 50 percent, and in 1986 it increas- 
es to 100 percent. Thus, the maximum de- 
ductions will be $25 in 1982 and 1983, $75 in 
1984, and 50 percent of the amount contrib- 
uted in 1985. In 1986 the maximum deduc- 
tion is 100 percent of the amount contributed. 
For 1985 and 1986, though, the deduction 
for these contributions will still be limited to 
50 percent of the adjusted gross income. 

Savings Incentives 
Previously, Congress had provided that 

up to $200 ($400 on a joint return) of 
dividends and interest received from do- 
mestic sources could be excluded from gross 
income in 1981 and 1982. Before 1981 the 
exclusion was $100 ($200 on a joint return) 
for dividends only. 

The 1981 tax act repealed the additional 
exclusion for 1982. It will still be in effect for 
1981. Thus, according to the new law, for 
1982 and after the exclusion will revert back 
to the $100 level and apply to dividends only. 

In place of the earlier provision, the new 
law introduces a special exclusion from gross 
income of $ 1,000 ($2,000 for joint returns) of 
interest earned on certain tax-exempt sav- 
ings certificates. The exclusion is the total 
allowable for 1982 and 1983. These certifi- 
cates sometimes called "all-savers certifi- 
cates," have a one-year maturity and are to 
be issued October 1, 1981, through Decem- 
ber 31, 1982. Their yield will be equal to 70 
percent of the yield on 52-week U.S. Treas- 
ury bills, and they are to be available for any 
deposit of $500 or more. 



Before investing, remember that cashing 
in the certificate before its one-year maturity 
date will disqualify any interest on that cer- 
tificate from tax exclusion. In addition, if a 
certificate is pledged as collateral, the inter- 
est received will not qualify for the exclusion. 

After 1984, a new interest exclusion will be 
available. This net interest exclusion will 
amount to a maximum of 15 percent of the 
lesser of $3,000 ($6,000 for a joint return) or 
the taxpayer's net interest for the year. This 
net interest is the excess of the interest re- 
ceived over the amount of certain types of 
interest paid. 

Retirement Savings Plans 
The 1981 tax act increased the deduction 

limits for contributions to self-employed and 
individual retirement plans, as well as mak- 
ing other technical changes. 

Self-Employed Retirement Plans (H. R. 
10 or Keogh). Self-employed individuals 
(those subject to self-employment tax) may 
establish and make contributions from their 
taxable income. To qualify, these plans must 
also include all employees of the taxpayer 
who have met certain minimum service re- 
quirements. Under prior law, self-employed 
individuals could deduct annual contribu- 
tions of up to $7,500, or 15 percent of net 
earnings from self-employment, whichever 
was less. Starting in 1982, the maximum 
deduction will be the lesser of 15 percent 
of net earnings, or $15,000—twice what it 
was previously. 

Individual Retirement Account (IRA). 
Under prior law, individuals could establish 
an IRA if they were not covered by 
employer-sponsored retirement plans, in- 
cluding government retirement plans and 
certain annuity plans. The maximum annual 
contribution that could be deducted from 
taxable income was the lesser of $1,500 or 
15 percent of earned income. Contributions 
could also be made to another IRA on behalf 
of a nonworking spouse. The annual limit 
on contributions to such accounts was: the 
lesser of (a) 15 percent of the working 
spouses' earnings or $1,750 ($875 for each 
spouse), or (b) twice the lowest amount con- 
tributed for either spouse. This essentially 
required that contributions be equally 
divided between the spouses. 

The new law extends the option of estab- 
lishing an IRA to individuals who actively 
participate in a qualified employer or gov- 
ernment plan. However, total contributions 
to both plans must not exceed the maximum 
annual deduction limit. This new rule ap- 
plies to taxable years starting in 1982. 

The act also increases the deductions for 
contributions to an IRA in 1982 and after to 
the lesser of $2,000 or 100 percent of com- 
pensation. Moreover, it allows married in- 
dividuals when one spouse has no earned 
income to deduct up to a total of $2,250 
(increase from $1,750) for contributions to 
their separate IRA's. Contributions made to 
each spouse's IRA no longer have to be 
equal, but the larger contribution may not 
exceed $2,000. When each spouse has earned 
income of at least $2,000, each can deduct 
the $2,000 maximum ($4,000 on a joint re- 
turn) for contributions to the separate IRA's. 

Sale of Personal Residence 
Previously, taxpayers 55 years or older 

had the option of excluding from their taxa- 
ble income up to $100,000 of gain realized 
from the sale of their principal residence. 
This total exclusion is for joint returns; for 
single returns the excluded maximum is 
$50,000. This choice can only be made once 
in a lifetime. 

As a result of the new law, these taxpayers 
may now choose to exclude up to $125,000 of 
their gain for sales or exchanges after July 20, 
1981; the amount is $62,500 for those filing 
separately. 

For many years, taxpayers could defer 
income taxes on the gain from the sale of 
their principal residence if a replacement 
residence was purchased within 18 months 
before or after the sale of their former resi- 
dence. If a new residence was constructed, 

they had until 2 years after the sale to pur- 
chase and occupy it. 

If these time constraints were met, tax- 
payers would not be required to pay income 
tax on any gain realized from the sale of the 
original residence if the cost of the new 
residence exceeded the sale price of the old 
one. There would be tax on the gain only to 
the extent that the sale price of the original 
residence exceeded the cost of the new 
residence. 

Under the new law, the 18-month time 
period before or after the sale has been 
increased to 2 years. This new time period 
applies to sales or exchanges of former resi- 
dences made after July 20, 1981, or to sales 
made previously if the old 18-month time 
period had not expired as of July 20, 1981. 
The 2-year period for constructing new resi- 
dences remains the same. 

Interest on Under and Overpayments 
In recent years, the interest rate applicable 

to tax underpayments and overpayments was 
set by IRS at 90 percent of the prime rate for 
September in odd-numbered years (rounded 
to the nearest full percent) and made effec- 
tive the following February 1. This meant 
that the interest rate couldn't be changed 
more frequently than once every 2 years. 

The act increases the interest rate to 100 
percent of the prime rate in September 1981, 
effective February 1, 1982. This rate will be 
20 percent. Subsequently, the adjustment 
will be made annually; starting in 1983, it 
will be effective January 1, rather than Feb- 
ruary 1. 

Changes Affecting Businesses 

Some very significant changes have been 
made by the Economic Recovery Tax Act of 
1981 to provide incentives for investment 
and increased business activity. Many of 
these will be advantageous to farmers and 
ranchers. 

Corporate Tax Rates 
An important provision in the new tax law 

for farms and ranches organized as regular 
(Subchapter C) corporations is the reduction 
in tax rates on taxable incomes of less than 
$50,000. The rate reduction is to be phased 
in over 2 years, starting with tax years 
beginning in 1982. Table 3 indicates the 
corporate rate structure for 1981 with the 
new rates for 1982,1983, and after. 

Compared to the 1981 rates, the maximum 
tax savings in 1982 as a result of the 
rate reduction will be $500. For 1983, it will 

be $ 1,000 compared to 1981. While these are 
not particularly significant changes, they 
may be large enough when combined with 
other considerations to encourage more farm- 
ers and ranchers to incorporate their 
businesses. 

Table 3. Federal Income Tax Rates for 
Regular Corporations 

Tax 1983 
Taxable years and 
income 1981 1982 after 

($) W (%) (%) 
0- 25,000 17 16 15 

25,001- 50,000 20 19 18 
50,001- 75,000 30 30 30 
75,001-100,000 40 40 40 

over 100,000 46 46 46 



Accelerated Cost Recovery System 
For farmers and ranchers, one of the most 

important provisions of the 1981 tax act is 
the new Accelerated Cost Recovery System 
(ACRS). This new system replaces the old 
depreciation system for property purchased 
after December 31,1980, and there are some 
new words to learn. "Useful life" is now 
called "recovery period"; "depreciation 
rate" is now "recovery percentage"; and 
"depreciation deduction" is now "recovery 
allowance." 

This all sounds complicated, but actually 
this new system is relatively simple and simi- 
lar to the old depreciation system. One of the 
goals of the new law is to provide incentive 
for business investments. This new ACRS 
does this by allowing the cost of an asset to 
be recovered over a period that may be 
shorter than the asset's useful life. 

Under the old depreciation system, a de- 
preciation allowance was permitted that was 
to reflect the portion of the capital asset that 
is used up or disappears with use or age. 
Generally, to figure depreciation required 
the cost of the property, its useful life, and its 
salvage value. These last two factors, the 
useful life and salvage value, are made obso- 
lete by the ACRS. 

Under the ACRS, property purchased after 
December 31, 1980, is assigned in one of 
four recovery period groups—3, 5, 10, and 
15 years. No distinction is made between 
new and used property. Unless the taxpayer 
chooses to use a longer recovery period, the 
full cost of the property (without reduction 
for salvage value) is recovered over the cor- 
responding 3-, 5-, 10-, or 15-year period. The 
annual recovery allowance in each class is 
computed by using the IRS-designated re- 
covery rate for that year. 

Eligible Property. All property, whether 
used in a trade or business or held for pro- 
duction of income, that would have been 
subject to depreciation under prior law is 
eligible for the ACRS. However, there are 
some important exceptions. 

The first and most important is that only 
that property you placed in service after 
December 31, 1980, is eligible for ACRS 
treatment. Property you placed into service 
before 1981 will continue to be depreciated 
under the old system. Used property you 
placed into service in 1981 will be eligible for 
the ACRS, even though another taxpayer 
first placed it into service before 1981. This 
eligibility of used property holds only if you 
acquire it from an unrelated taxpayer. 

To prevent taxpayers from taking advan- 
tage of the ACRS system, the act includes 
special rules to keep taxpayers from getting 
around the effective date of January 1,1981, 
through property transfers. These rules make 

property acquired by certain types of trans- 
actions ineligible for ACRS. Examples would 
be sales between related parties, sales and 
leasebacks, sales followed by repurchases, 
and purchases of leased property by lessees. 

Recovery Periods. The number of years 
over which the cost of the property will be 
recovered depends on its classification. 
Property eligible for ACRS must be assigned 
to one of four classes of property. These 
classifications and some examples of farm 
property under this new ACRS system are 
provided in Table 4. 

Table 4. Examples of Farm Property Classi- 
fied by Recovery Period Under the Acceler- 

ated Cost Recovery System 

3-YEAR PROPERTY 
• Personal property with a guideline life of 4 

years of less under the old depreciation 
system 

• Automobiles 
• Pickups and other light-duty trucks 
• Breeding hogs 

5-YEAR PROPERTY 
• Personal property with a guideline life of 5 

or more years 
• Breeding and dairy cattle 
• Breeding sheep and goats 
• Farm machinery and equipment (new and 

used) 
• Single-purpose structures (milking parlors, 

greenhouses, broiler production units) 
• Grain bins and silos 
• Fences 

10- YEAR PROPERTY 
• Depreciable real estate with guideline life 

of 12.5 yearsor less 
• Few examples in agriculture 

15-YEAR PROPERTY 
• Depreciable real property with a guideline 

life of more than 12 years. 
• Multipurpose farm buildings 

An important disadvantage of this ACRS 
is that the cost of the asset must be recovered 
over the number of years associated with its 
classification, even though its actual useful 
life may be a shorter period of time. For 
example, if you purchased a used tractor 
that would be expected to have a useful life 
of 4 years, it will still be classified as a 5-year 
property. The recovery allowance will be 
based on 5 years, even though the machine 
may not last for more than 4 years. 

It is possible to choose a longer recovery 
period. For these optional recovery periods, 
the straight-line method is used to calculate 
the recovery allowance for each year. It is 
not possible to use the accelerated recovery 
for these optional recovery periods. The op- 
tions available depend on the property class. 

Alternative Recovery 
ACRS Class Periods 

3-year property 
5-year property 

10-year property 
15-year property 

3,5, or 12 years 
5,12, or 25 years 
10,25, or 35 years 
15, 35, or 45 years 

The longer optional recovery periods are 
provided to assist those taxpayers who would 
not have sufficient income to use the deduc- 
tions that are available under the shorter 
recovery period. If you do choose an option- 
al straight-line recovery period, you must 
use that period for all the personal property 
in that class that you placed in service during 
that taxable year. For 15-year real property, 
the choice is made on a property-by-property 
basis. Choosing a longer recovery period 
does not affect the eligibility of the property 
for investment credit. 

Accelerated Recovery Rates. The annual 
recovery allowance for each classification of 
property is computed by using rates provid- 
ed by the act, which vary according to the 
class of the property and the number of years 
since you placed the property into service. 
To calculate the annual recovery allowance, 
multiply the cost of the property times the 
appropriate rate from Table 5. These rates 

Table 5. Percentage Recovery Rates for 3-, 
5-, and 10-Year Property Under the 
Accelerated Cost Recovery System* 

Property 
Recovery Class 

Year 3-Year 5-Year 10-Year 

1 25 15 8 
2 38 22 14 
3 37 21 12 
4 21 10 
5 21 10 
6 10 
7 9 
8 9 
9 9 

10 9 
a These rates apply for property placed in 
service during 1981 through 1984. Tables 
with the rates for 1985 and for 1986 and after 
are included in the appendix. 



are based on the ISO percent declining-balance 
method in the early years of the recovery 
period, switching to straight-line or sum-of- 
the-years-digits method in later years. Sal- 
vage value is disregarded. 

The rates in Table 5 are applicable for 
property placed into service during the years 
1981 through 1984. The rates will be in- 
creased for 198S and again for 1986 and 
later years to permit a faster writeoff. 

The "half-year convention" is assumed in 
these rates for the year the property is first 
placed in service. This means the property is 
considered to be placed in service at mid- 
year, regardless of whether you purchased it 
at the beginning or end of the year. These 
recovery rates apply for both new and used 
property. 

To illustrate, suppose that you have pur- 
chased a $30,000 tractor and placed it into 
service on February 1, 1981. The recovery 
allowance for the first year, calculated using 
the rates for 5-year class property in Table 5, 
would be $4,500 (. 15 x $30,000). For 1982, a 
total of $6,600 could be deducted (.22 x 
$30,000). And in each of the next 3 years, 
$6,300 would be allowed (.21 x $30,000). At 
the end of the 5 years, you will have recov- 
ered a total of $30,000. 

The procedure for calculating the recov- 
ery allowance for 15-year real property is 
somewhat more complicated. In this case, 
the recovery rate depends on the actual num- 
ber of months that the property was in serv- 
ice during the first year (Table 6). 

To illustrate, suppose that you construct- 
ed a new building that you put into service 
September 1, 1981. The recovery allowance 
for 1981 would be found by multiplying 4 
percent times the cost of the building. For 
the 1982 allowance, multiply 11 percent times 
its cost; for 1983, the rate would be 10 
percent, and so on, until 100 percent of the 
cost of the building has been recovered at the 
end of the fifteenth year. 

Straight-Line Method. Taxpayers can 
also choose to use the more familiar straight- 
line method for recovering capital costs, 
rather than the accelerated rates. You can 
use the straight-line method to recover the 
costs over the regular recovery period or 
over the optional longer recovery periods 
for that class of property. For 3-, 5-, and 
10-year property, the "half-year convention" 
also applies to the straight-line method, and, 
it has the effect of extending the recovery 
period by one year. There is no table to use 
for the straight-line method. 

To illustrate the computation of the re- 
covery allowances using the straight-line 
method, assume you acquire a $30,000 trac- 
tor as of February 1, 1981, and you choose 
the regular recovery period of 5 years, rather 
than the optional periods of 12 or 25 years. 
The recovery allowance for 1981 would be 
$3,000 0/2 x $30,000/5). For the years 1982 
through 1985, the annual allowance would 
be $6,000 ($30,000/5). In 1986, the remain- 
ing $3,000 would be recovered. At the end of 

Table 6. Percentage Recovery Rates for 15-Year Real Property Under the Accelerated Cost 
Recovery System 

Recovery Number of months in Servive First Year 
Year 12 11 10 9 8 7 6 5 4 3 2 1 

1 12 11 10 9 8 7 6 5 4 3 2 1 
2 10 10 11 11 11 11 11 11 11 11 11 12 
3 9 9 9 9 10 10 10 10 10 10 10 10 
4 8 8 8 8 8 8 9 9 9 9 9 9 
5 7 7 7 7 7 7 8 8 8 8 8 8 
6 6 6 6 6 7 7 7 7 7 7 7 7 
7 6 6 6 6 6 6 6 6 6 6 6 6 
8 6 6 6 6 6 6 6 6 6 6 6 6 
9 6 6 6 6 5 6 5 5 6 6 6 

10 6 5 6 5 5 5 5 5 6 
11 5 5 5 5 5 5 5 5 
12 5 5 5 5 5 5 5 5 
13 5 5 5 5 5 5 5 5 
14 5 5 5 5 5 5 5 5 
15 5 5 5 5 5 5 5 5 
16 0 0 1 1 2 2 3 4 4 

the 6 tax years, the total of $30,000 would be 
recovered. 

If you decide to use the straight-line meth- 
od of recovery, you must also use it for all 
property of that same class that you place 
into service that year. However, you can 
choose to recover the costs of property in 
one class differently from that in another 
class; you can also use different methods for 
the same class of property placed into service 
in different tax years. For example, a tax- 
payer might decide to recover the cost of 
3-year property using the accelerated meth- 
od, and to recover the 5-year property using 
the straight-line method for 12 years. 

Similarly, a taxpayer might decide to re- 
cover the cost of 5-year property purchased 
this year using the accelerated method, and 
to recover the cost of 5-year property pur- 
chased next year using the straight-line meth- 
od over 5 years. This decision (which method 
of cost recovery to use), which you make the 
year you acquire the property, is important 
because you can change it only with IRS 
consent. 

Taxpayers can also use the straight-line 
method for recovering the cost of 15-year 
property, such as buildings. The straight- 
line method can be used over a 15-, 35-, or 
45-year recovery period. Also, it is not nec- 
essary to use the same method of recovery for 
all 15-year property that you acquire during 
the same tax year. You must decide which 
method to use on a property-by-property 
basis, and you must have IRS consent to 
change. 

Unlike the use of the straight-line method 
for 3-, 5-, and 10-year property, the half- 
year convention is not used for 15-year prop- 
erty. This means that the recovery allowance 
calculated for the first year using the straight- 
line method is prorated according to the 
number of months that the property is in 
service during that first year. 

The recovery period begins on the first day 
of the month in which you place the property 
in service. For example, the recovery for a 
building you placed in service on March 30, 
1981, begins on March 1,1981. If you use a 
calendar tax year, the 1981 recovery allow- 
ance would be ten-twelfths times one-fifteenth 
of the cost of the property assuming a 15-year 
recovery period. 

Expensing Capital Purchases. Before the 
enactment of the new tax law, you could 
deduct up to 20 percent of the cost of new or 
used personal business property with a use- 
ful life of at least 6 years as additional 
first-year depreciation. This additional de- 
duction was optional and in addition to 
regular depreciation. Additional first-year 
depreciation was limited to $4,000 for joint 
returns and $2,000 for single or separate 
returns. 



The new law repeals the additional first- 
year depreciation for property placed in serv- 
ice after 1980 and replaces it with an optional 
expense deduction. This new provision al- 
lows taxpayers to treat the cost of qualifying 
property as a deductible current expense up 
to a maximum dollar limit. The new expens- 
ing option is available for qualified property 
placed in service after 1981. 

The annual limitations on the amount that 
can be deducted as an expense are: 

Maximum Expense 
Tax Years Allowed 

1981 $        0 
1982 5,000 
1983 5,000 
1984 7,500 
1985 7,500 

1986 and thereafter 10,000 

For married individuals filing separate 
returns, these expenses are limited to one- 
half of the amounts shown. For partner- 
ships, the limitation applies to the partnership 
and to each of the partners. Members of a 
group of controlled corporations are treated 
as one taxpayer. 

In the progress of developing the 1981 tax 
act, it appears that 1981 was forgotten; the 
additional first-year depreciation allowance 
was repealed at the end of 1980, and the new 
expensing provision does not become effec- 
tive until 1982. So, for tax years beginning in 
1981, neither the additional first-year depre- 
ciation nor the expensing option is available. 

Property eligible for this expensing option 
is new or used tangible personal property 
that you acquire by purchase from an unre- 
lated person for use in a trade or business. In 
general, it is the property that is eligible for 
investment credit. Property that you acquire 
by gift of inheritance is not eligible. Also, 
property you acquire by estates or trusts is 
not eligible. For property acquired through 
trade, only the cash boot paid is eligible for 
expensing. 

Again using our $30,000 tractor purchase, 
if you purchased it in 1981, the expense 
deduction would not be allowed. But, if you 
acquire it in 1982 and there is no trade 
involved and you purchase no other eligible 
property, tben you could deduct a total of 
$5,000 as a current expense. The deduction 
for 1982, then, would amount to the $5,000 
expense, plus the recovery allowance for the 
first year of $3,750 (.15 x $25,000). 

Note that you subtract the $5,000 ex- 
pense deduction from the cost before you 
multiply the recovery rates. For 1982, the 
allowance would be $5,500; for 1983,1984, 
and 1985, $5,250 would be the annual al- 
lowance. At the end of the 5 years, you 
would recover a total of $30,000, including 
tbe expense deduction. By using the expense 
deduction, you speed up the recovery of the 
total cost. 

Another important point regarding this 
expensing option is that no investment tax 
credit is allowed on that portion of the cost 
that is expensed. For the above example, 
that means that the investment tax credit for 
the purchase of this tractor would be $2,500, 
rather than $3,000, if you do not take the 
expense deduction. 

Your decision to expense property must be 
made on your original tax return for the year 
in which you placed the property in service, 
with a specific description of the property. 
Once you make it, you may not revoke your 
choice for that property without the consent 
of the IRS. 

Alternatives for Capital Cost Recovery. 
This new accelerated cost recovery system 
reserves a great deal of flexibility for taxpay- 
ers in choosing how fast to depreciate prop- 
erty. For example, for 5-year class property, 
you can use either the accelerated method 
over 5 years or the straight-line method over 
5, 12, or 25 years to compute the writeoffs. 

Furthermore, for purchases after 1981, you 
also have the option of expensing up to 
$5,000 of the property's cost (up to $2,500 if 
you file a separate return). 

To illustrate some of the alternatives avail- 
able, let us assume that you acquired two 
items of 5-year-class property in 1982—a 
$42,000 tractor and a $8,000 plow. No trade- 
in was involved. You made both purchases 
February 1,1982. However, the calculations 
would be the same if they were made July 1, 
1982 or December 24, 1982. The taxpayers 
are assumed to be married, filing jointly, 
and using a calendar tax year. 

Table 7 presents six different alternatives 
for calculating the recovery allowance in 
each year. Actually, there are several more. 
For example, a 25-year straight-line method 
could have been used, either with or without 
the expensing option. Also expense deduc- 
tions of less than the $5,000 maximum could 
have been assumed. However, these six ex- 
amples should be sufficient to illustrate the 
range of possibilities. 

The deduction in the first year is maxi- 
mized using the accelerated method and tak- 
ing the total $5,000 expense deduction. How- 
ever, this does reduce the allowances for the 
4 subsequent years. The beginning farmer 
who currently has a low taxable income 
might decide to stretch the allowance out 
over a 12-year recovery period using the 
straight-line method. In this case the recov- 
ery allowance for 1982 would be $2,083. 

Table 7. Example Recovery Allowance Calculations for a $42,000 Tractor and $8,000 Plow 
Purchased February 1,1982 

Without Expense Deduction With $5,000 Expense Deduction 
Year Accelerated SL-5 yrs SL-12yrs Accelerated SL-5 yrs SL-12yrs 

1982 $ 7,500 $ 5,000 $ 2,083 $11,750* $ 9,500b $ 6,874c 

1983 11,000 10,000 4,167 9,900 9,000 3,750 
1984 10,500 10,000 4,167 9,450 9,000 3,750 
1985 10,500 10,000 4,167 9,450 9,000 3,750 
1986 10,500 10,000 4,167 9,450 9,000 3,750 
1987 0 5,000 4,167 0 4,500 3,750 
1988 0 0 4,167 0 0 3,750 
1989 0 0 4,167 0 0 3,750 
1990 0 0 4,167 0 0 3,750 
1991 0 0 4,167 0 0 3,750 
1992 0 0 4,167 0 0 3,750 
1993 0 0 4,167 0 0 3,750 
1994 0 0 2,080 0 0 1,875 

Total 
allow- 
ance $50,000 $50,000 $50,000 $50,000 $50,000 $50,000 
Invest- 
ment 
credit $ 5,000 $ 5,000 $ 5,000 $ 4,500 $ 4,500 $ 4,500 

"Recovery allowance of $6,750 plus $5,000 expense deduction. 
"Recovery allowance of $4,500 plus $5,000 expense deduction. 
cRecovery allowance of $1,875 plus $5,000 expense deduction. 



In general, assuming that there is taxable 
income so that you can use the deduction, 
the accelerated method and shortest recov- 
ery periods will be preferred. The tax savings 
generated by using this approach provide 
extra capital for use by the farm or ranch 
business. You should also consider your 
income situation in the year you make the 
purchase. If income for the year is unusually 
high, you could select the accelerated meth- 
od and, in addition, take the full $5,000 
expense deduction to maximize your 
deductions. 

If the year's income is low, then you might 
choose the straight-line method and not take 
any of the expense deduction. If you expect 
your income to be substantially higher in 
future years, you might want to stretch out 
the straight-line method over one of the long- 
er optional recovery periods, to have a re- 
cover allowance to deduct in future years. 

You will also want to consider the effect 
on investment credit, depending on whether 
or not you take the expensing option. 

Gain or Loss on Disposition. In general, 
the 1981 tax act does not change the 
depreciation-recapture requirements of the 
tax laws. Old recapture rules still apply to 
dispositions of property that you placed in 
service before 1981. 

The treatment of gain or loss on the dispo- 
sition of property that you acquired after 
December 31, 1980 (other than 15-year real 
property) is generally the same as under 
prior law. Gain or loss will be recognized 
when tbe property is sold or exchanged, 
unless another provision of IRS code allows 
for nonrecognition (an example would be 
nontaxable exchanges). Gain is treated as 
ordinary income to the extent of the recovery 
allowance deductions you take, including 
any portion of the cost of property that you 
expensed if you chose that option. Any gain 
in excess of these deductions is treated as 
capital gain. 

When you sell recovery property before the 
end of the recovery period, no recovery al- 
lowance can be taken for the year of disposi- 
tion. This is true for 3-, 5-, and 10-year 
property, because of the use of the first-year 
method, and it applies regardless of whether 
you use the straight-line or the accelerated 
method. In the case of 15-year real property, 
the recovery allowance is prorated for the 
last year if the cost has yet to be completely 
recovered. For example, if a building is sold 
before the end of the recovery period, the 
recovery allowance for the year of sale is 
prorated to reflect the months that the prop- 
erty was in service during that year. 

Some other important exceptions to the 
recapture rules apply for 15-year real prop- 
erty. The treatment of any gains realized on 
the sale or exchange of nonresidential real 
property depends on the method used for 
calculating the recovery allowance. If you 
used the accelerated method, gain will be 
taxed as ordinary income to the extent of the 
recovery allowance deductions taken. 

However, if you used the straight-line 
recovery method over either the 15-, 35-, or 
45-year period, the total gain will be taxed as 
capital gain. Thus, for 15-year real property, 
the decision of which method to use for 
calculating the recovery allowance is more 
difficult. If you use the accelerated method, 
all or part of any gain on disposition to the 
extent of prior depreciation taken would be 
ordinary income. On the other hand, if you 
use the straight-line method, all gain on 
disposition will be capital gain. 

Building Improvements. Under ACRS a 
"substantial" improvement added to a build- 
ing is treated as a separate building. A sub- 
stantial improvement is one for which the 
cost over 2 years is at least 25 percent of the 
cost of the building. You must make the 
improvement at least 3 years after you placed 
the building in service. You can choose any 
optional method or recovery period for this 
movement. 

For example, you can use a 15-year period 
even though you are using a 35-year or 
45-year period for the rest of the building. 
You can also use the accelerated method of 
cost recovery for the improvement, even 
though you use the straight-line method for 
the rest of the building. Furthermore, an 
improvement made in 1982 to a building 
placed in service before 1981 is eligible for 
the accelerated cost recovery system, even 
though the main building is not. 

Investment Tax Credit 
Another significant change made by the 

Economic Recovery Tax Act of 1981 affect- 
ing farms, ranches, and other businesses 
concerns investment tax credit. The regula- 
tions for this tax credit, given for certain 
types of capital purchases, have been modi- 
fied to comply with the new ACRS. The 
investment tax credit, unlike a business ex- 
pense deduction, is subtracted from the ac- 
tual tax owed. 

Tax Credit Rates. Under prior law, the 
investment tax credit rate was based on the 
useful life of the property. Property had to 
have a life of 7 years or more to qualify for 
the full 10 percent credit. Property with 
shorter lives had reduced credit rates. Those 
rates were: 

Useful Life Tax Credit Rate 

Less than 3 years O.OOVo 
3-4 years 3.33% 
5-6 years 6.67% 

7 or more years 10.00% 

With the introduction of ACRS and the 
elimination of the useful life concept, it was 
necessary to make changes in the investment 
tax credit rules. The 1981 tax act changed the 
rules so that the tax credit rate is determined 
by the property's recovery period rather than 
its useful life. This change increases the tax 
credit available for investing in some types 
of property. The new rates based upon the 
ACRS recovery periods are as follows: 

ACRS Class Credit Rate 

3-year property 
5-year property 

10-year property 

6% 
10% 
10% 

For example, for 3-year property, the in- 
vestment tax credit is equal to 6 percent of 
your qualified investment in the property. 
Your investment is the cost or basis of the 
property. If you trade an old tractor for a 
new one, your investment for figuring the 
tax credit is the adjusted basis (original cost 
less depreciation) of the old tractor plus any 
additional cash boot you paid to acquire the 
new one. 

Under these new rules, even if you choose 
one of the optional, longer recovery periods, 
such as 5 years for 3-year property, the 
property would still be eligible for the 
6-percent credit. Choosing the longer recov- 
ery period will not make the property eligible 
for the higher 10 percent credit. These new 
rates apply to qualified property placed in 
service after December 31,1980. 



Qualifying property. To qualify for the 
investment credit, the property must be de- 
preciable under one of the ACRS classifica- 
tions, and you must place it in service during 
the year. A number of different types of 
farm property qualify for the investment 
credit. In general, all tangible business prop- 
erty (except certain types of buildings) will 
qualify: machinery, equipment, trucks, au- 
tomobiles, fences, and storage facilities such 
as silos and grain bins. Purchased breeding 
and dairy livestock and income-producing 
orchards and groves also qualify for the 
investment credit. 

The new tax act does not change the quali- 
fications that property must meet to be eligi- 
ble for the investment tax credit. The same 
types of farm and ranch property eligible for 
investment tax credit under prior law are 
eligible now. Most buildings and their struc- 
tural components do not qualify, with the 
exception of single-purpose livestock struc- 
tures (such as milking parlors, poultry hous- 
es, etc.) and greenhouses. Other examples of 
qualifying property include fences, drain 
tiles, paved barnyards, water wells and 
systems. 

The 1981 tax act does, however, impose 
a new at-risk limitation on the investment 
qualifying credit allowance. The credit will 
not be allowed for amounts invested in qual- 
ifying property that are not at-risk. 

Before the 1981 tax act, the amount of 
used property eligible for investment tax 
credit was limited to the first $ 100,000 worth 
of property you placed in service during the 
year. The act increases the limitation for 
used property eligible for investment tax 
credit to $125,000 for tax years beginning in 
1981 through 1984. Then the limitation in- 
creases to $150,000 for 1985 and after. 

Carryover of Credit. The amount of the 
credit that you can take in any year is limited 
to the income tax liability shown on the 
return or $25,000 plus 80 percent of the tax 
liability in excess of $25,000, whichever is 
less. For 1982 and thereafter, this percentage 
limitation increases from 80 percent to 90 
percent. Under prior law the credit earned 
but not taken in a particular year could be 
carried back 3 years, then forward 7 years. 
The new law extends this carry forward 
period from 7 to 15 years. Carry-forward 
credits are used first, then credits earned in 
the current year, and finally carryback credits. 

Recapture. The old law provided for re- 
computing the credit if you disposed of the 
item before the end of its estimated useful 
life. If the recomputed credit is less than the 
credit originally claimed, the excess must be 
recaptured (in other words, you must pay the 
difference). The investment credit is refig- 
ured, based on the actual number of years 
you held the property, and you pay the 
difference as higher taxes for the year when 
the property was sold or exchanged. 

Thus, if you claimed the full 10 percent 
and disposed of the property within the fifth 
or sixth year, one-third of the credit would 
be recaptured; if you disposed of it within 
the third or fourth year, two-thirds of the 
credit was recaptured. If you disposed of it 
in less than 3 years, all of the credit was 
recaptured. These rules continue to apply 
for investment credit taken on property you 
placed in service before 1981. Just like de- 
preciation, you have two sets of rules—one 
foi pre-1981 property and one for 1981 and 
later property. 

The new recapture rules are more liberal. 
No recapture is necessary for 5-year or 
10-year property held for at least 5 years or 
for 3-year property held for at least 3 years. 
Table 8 can be used to determine the amount 
of investment tax credit that would be re- 
captured, depending on the length of time 
you keep the property. Suppose that you 
purchased $20,000 worth of machinery in 
1981. The investment credit for 1981 would 

Table 8. Investment Tax Credit Recapture 
 Percentages  

Property Class 
For 5- and 

If property is      For 3-year      10-year 
disposed of within   property     property 

First year 
Second year 
Third year 
Fourth year 
Fifth year 
After 5 years 

100 
66 
33 
0 
0 
0 

100 
80 
60 
40 
20 

0 

be $2,000. If you sold that machinery in 1984 
within 3 years of when it was purchased, 60 
percent or $1,200 of your credit would be 
recaptured. 

Rehabilitation Tax Credit 
Before the new act, a 10 percent tax credit 

was available for rehabilitation expenditures 
on nonresidential commercial structures that 
were at least 20 years old. 

To offset the incentives provided by the 
ACRS to build a new facility rather than 
remodeling existing buildings, the new law 
provides a new system of credits on qualified 
rehabilitation expenditures for nonresiden- 
tial buildings. The 10-percent credit is re- 
placed with an increased credit that varies 
with the age of the building: 

Building Age Credit 

30 to 40 years old 
40 years or older 

15<% 
20% 

The new rules apply to expenditures in- 
curred in 1982 and after. To qualify for the 
credit, there must be a substantial rehabilita- 
tion of the building. This means that the 
qualifying expenditures for 2 tax years must 
exceed the greater of the adjusted basis (book 
value) of the property or $5,000. As under 
present law, neither the acquisition cost of 
the building nor expenditures to enlarge the 
building gualify as rehabilitation expendi- 
tures. 

The basis of the rehabilitated property 
must be reduced by tbe amount of the credit 
for depreciation purposes. Thus, a farmer 
wbo receives a 20 percent credit to rehabili- 
tate a 40-year-old building will be allowed to 
depreciate only 80 percent of the cost. Also, 
to qualify for the new credit, you must use the 
straight-line recovery method. Neither the 
regular investment tax credit nor the energy 
credit is available for expenditures on which 
the new rehabilitation credit is taken. 

Leasing Rules 
To provide for broader access to the bene- 

fits associated with the new ACRS, the act 
makes it easier for businesses to enter into 
leasing arrangements that will allow for pass- 
ing tax benefits to the lessee in the form of 
reduced rental charges. If certain conditions 
are satisfied, the new law guarantees that a 
transaction will be characterized as a lease 
for tax purposes. 

To qualify, the property leased must be 
new property eligible for investment credit 
and placed in service after 1980. The proper- 
ty must be leased within 3 months after its 
acquisition. Also, the lessor and the lessee 
must agree to treat the lessor as the owner of 
the property. The lessor must be a corpora- 
tion other than a Subchapter S corporation. 



and maintain a minimum at-risk investment 
of 10 percent of the property's cost. The 
term of the lease cannot exceed the greater of 
90 percent of the useful life of the property, 
or ISO percent of the old depreciation guide- 
line midpoint life. 

Imputed Interest on Land Sales 
Present tax laws require that you treat a 

minimum portion of payments under an 
installment sales contract as interest rather 
than as part of the sales price. On July 1, 
1981, regulations issued by the IRS increased 
this unstated interest component, referred to 
as the "imputed interest rate," to lOpercent 
for contracts with interest rates of less than 9 
percent. 

The new law changes this regulation and 
sets a maximum imputed interest rate of 7 
percent on the sale of land between certain 
family members. This limitation applies only 
to the portion of the sales price that does not 
exceed $500,000 for property sold or ex- 
changed between the same family members 
during a calendar year. The provision is 
effective for payments made after June 30, 
1981, and relates to sales or exchanges after 
that date. 

Under prior law, only a few special types 
of trusts were eligible to be shareholders in 
Subchapter S corporations. The tax act 
expands this list of eligible trusts. 

By increasing the maximum number of 
shareholders and allowing additional trusts 
as shareholders, more businesses can become 
Subchapter S corporations and, as a result, 
avoid double taxation of dividends. 

Accumulated Earnings Tax 
Under the previous law, regularly taxed 

corporations have been permitted to accu- 
mulate up to $ 150,000 without imposition of 
the accumulated earnings tax. The act in- 
creases this $150,000 figure to $250,000 for 
tax years beginning after 1981. 

Commodity Futures Transactions 
Commodity futures contracts are used by 

farmers and processors to reduce their risks 
in producing and marketing various agri- 

cultural commodities. However, there has 
been concern that these futures contracts 
were also being used by some taxpayers to 
avoid income tax. Commodity-straddle trans- 
actions were used to defer income and con- 
vert ordinary income and short term capital 
gain into long term capital gain. 

A commodity-straddle transaction involves 
holding one contract to buy a commodity in 
one month and another contract to sell the 
same commodity in a different month. The 
1981 tax act contains provisions that will limit 
tbe ability of taxpayers to use commodity 
straddles for tax shelter purposes. 

The important point for farmers and ranch- 
ers is that hedging transactions are exempted 
from these new provisions. A transaction is 
defined as a hedge if taxpayers enter into the 
transaction in the normal conduct of their 
business to reduce risk resulting from price 
changes. A hedging transaction involves only 
ordinary income or loss; to qualify for treat- 
ment as a hedging transaction, you must 
identify it as such. 

Operating Loss and Credit 
Carryovers 

Under previous law, net operating losses 
could be carried back 3 years and forward 7 
years. The 1981 tax act extends the net oper- 
ating loss carryover period from 7 to 15 
years. This new 15-year carryover period is 
effective for losses incurred in tax years 
ending after 1975. 

In addition, the new law extends the car- 
ryover periods for investment credit from 7 
to 15 years for tax years with unused credit 
arising from tax years ending after 1973. It 
extends the carryover period for alcohol- 
fuels credit from 7 to 15 years, effective for 
unused credits from years ending after Sep- 
tember 30,1980. 

Subchapter S Corporations 
The provisions under Subchapter S of the 

Internal Revenue Code allow certain small 
businesses to operate in the corporate form 
without double taxation on corporate in- 
come paid as dividends to shareholders. In a 
Subchapter S corporation, the shareholders 
are taxed as individuals, each on their share 
of the corporation's taxable income. To quali- 
fy as a Subchapter S corporation, it had to 
have 15 or fewer shareholders. Starting in 
1982, the new law raises the maximum num- 
ber of shareholders from 15 to 25. 

Appendix 
Table A-l. Tax Rate Schedules for Single Taxpayers' 

1981 lb 1982 1983 1984 
If taxable Plus Plus Plus Plus 
income is Tax %of Tax %of Tax %of Tax "/oof 

over is excess is excess is excess is excess 

($) ($) (<*) ($) (<*) ($) (%) ($) W 
2,300 0 14 0 12 0 11 0 11 . 
3,400 154 16 132 14 121 13 121 12 
4,400 314 18 272 16 251 15 241 14 
6,500 692 19 608 17 566 15 535 15 
8,500 1,072 21 948 19 866 17 835 16 

10,800 1,555 24 1,385 22 1,257 19 1,203 18 
12,900 2,059 26 1,847 23 1,656 21 1,581 20 
15,000 2,605 30 2,330 27 2,097 24 2,001 23 
18,200 3,565 34 3,194 31 2,865 28 2,737 26 
23,500 5,367 39 4,837 35 4,349 32 4,115 30 
28,800 7,434 44 6,692 40 6,045 36 5,705 34 
34,100 9,766 49 8,812 44 7,953 40 7,057 38 
41,500 13,392 55 12,068 50 10,913 45 10,319 42 
55,300 20,982 63 17,123 50 16,115 48 
81,800 37,677 68 28,835 50 

108,300 55,697 70 

"This table is intended to estimate taxes for planning purposes. Use IRS tax tables for 
actual tax computations. 

bTo estimate 1981 taxes, multiply 0.9875 times the amount you 
bers in the two columns. Also the 50 percent maximum tax 
income (earned as an employee) still applies for 1981. 
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calculate using the num- 
rate on personal service 



Table A-2 Filing Joint Returns and Qualifying Widows and Widowers for 
Married Taxpayers*   

1981 lb 1982 1983 1984 
If taxable Plus Plus Plus Plus 
income is Tax %of Tax %of Tax Voof Tax %of 

over is excess is excess is excess is excess 

($) ($) W ($) W ($) (%) ($) W 
3,400 0 14 0 12 0 11 0 11 
5,500 294 16 252 14 231 13 231 12 
7,600 630 18 546 16 504 15 483 14 

11,900 1,404 21 1,234 19 1,149 17 1,085 16 
16,000 2,265 24 2,013 22 1,846 19 1,741 18 
20,200 3,273 28 2,937 25 2,644 23 2,497 22 
24,600 4,505 32 4,037 29 3,656 26 3,465 25 
29,900 6,201 37 5,574 33 5,034 30 4,790 28 
35,200 8,162 43 7,323 39 6,624 35 6,274 33 
45,800 12,720 49 11,457 44 10,334 40 9,772 38 
60,000 19,678 54 17,705 49 16,014 44 15,168 42 
85,600 33,502 59 30,249 50 27,278 48 25,920 45 

109,400 47,544 64 38,702 50 36,630 49 
162,400 81,464 68 62,600 50 
215,400 117,504 70 

"This table is intended to estimate taxes for planning purposes. Use IRS tax tables for 
actual tax computations. 

bTo estimate 1981 taxes, multiply 0.9875 times the amount you i 
bers in the two columns. Also the 50 percent maximum tax 
income (earned as an employee) still applies for 1981. 

calculate using the num- 
rate on personal service 

Table A-3. Tax Rate Schedules for Married Taxpayers Filing Separate Returns' 

1981 lb 1982 1983 1984 
If taxable Plus Plus Plus Plus 
income is Tax %of Tax %of Tax Woof Tax Voof 

over is excess is excess is excess is excess 

($) ($) W ($) W ($) (%) ($) W 
1,700 0 14 0 12 0 11 0 11 
2,750 147 16 126 14 115 18 115 12 
3,800 315 18 273 16 252 15 241 14 
5,950 702 21 617 19 574 17 542 16 
8,000 1,132 24 1,006 22 923 19 870 18 

10,100 1,637 28 1,468 25 1,322 23 1,248 22 
12,300 2,252 32 2,018 29 1,828 26 1,732 25 
14,950 3,101 37 2,787 33 2,517 30 2,395 28 
17,600 4,081 43 3,661 39 3,312 35 3,137 33 
22,900 6,360 49 5,728 44 5,167 40 4,886 38 
30,000 9,839 54 8,852 49 8,007 44 7,584 42 
42,800 16,751 59 15,124 50 13,639 48 12,960 45 
54,700 23,772 64 19,351 50 18,315 49 
81,200 40,732 68 31,300 50 

107,700 58,752 70 

"This table is intended to estimate taxes for planning purposes. Use IRS tax tables for 
actual tax computations. 

bTo estimate 1981 taxes, multiply 0.9875 times the amount you i 
bers in the two columns. Also the 50 percent maximum tax 
income (earned as an employee) still applies for 1981. 

calculate using the num- 
rate on personal service 

11 



Table A-4. Taxpayers Filing as Heads of Household8 

1981b 1982 1983 1984 
If taxable Plus Plus Plus Plus 
income is Tax         % of Tax         % of Tax         % of Tax         Wo of 

over is         excess is         excess is         excess is         excess 

($) 
2,300 
4,400 
6,500 
8,700 
11,800 
15,000 
18,200 
23,500 
28,800 
34,000 
44,700 
60,600 
81,800 
108,300 
161,300 

($) 
0 
294 
630 

1,026 
1,708 
2,476 
3,308 
4,951 
6,859 
9,085 
13,961 
22,547 
35,055 
51,750 
87,790 

(%) 

14 
16 
18 
22 
24 
26 
31 
36 
42 
46 
54 
59 
63 
68 
70 

($) 
0 
252 
546 
898 

1,518 
2,222 
2,958 
4,442 
6,138 
8,152 
12,498 
20,289 

W 
12 
14 
16 
20 
22 
23 
28 
32 
38 
41 
49 
50 

($) 
0 
231 
504 
834 

1,392 
2,000 
2,672 
3,997 
5,534 
7,336 
11,258 
11,254 
28,430 

W 
11 
13 
15 
18 
19 
21 
25 
29 
34 
37 
44 
48 
50 

($) 
0 
231 
483 
791 

1,318 
1,894 
2,534 
3,806 
5,290 
6,986 
10,696 
17,374 
26,914 
39,634 

(%) 

11 
12 
14 
17 
18 
20 
24 
28 
32 
35 
42 
45 
48 
50 

"This table is intended to estimate taxes for planning purposes. Use IRS tax tables for 
actual tax computations. 

bTo estimate 1981 taxes, multiply 0.9875 times the amount you i 
bers in the two columns. Also the 50 percent maximum tax 
income (earned as an employee) still applies for 1981. 

calculate using the num- 
rate on personal service 

Table A-5. Percentage Recovery Rates for 
ACRS, 1985 

Table A-6. Percentage Recovery Rates for 
ACRS, 1986 and After 

Property Property 
Recovery Class Recovery Class 

Year 3-Year 5-Year 10-Year Year 3-Year 5-Year 10-Year 

1 29 18 9 1 33 20 10 
2 47 33 19 2 45 32 18 
3 24 25 16 3 22 24 16 
4 16 14 4 16 14 
5 8 12 5 8 12 
6 10 6 10 
7 8 7 8 
8 6 8 6 
9 4 9 4 

10 2 10 2 
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