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The procedure that should be followed
in making out vour federal income tax
report is essentially the same from year to
year. This bulletin was prepared specifi-
cally for the tax year 1945, but much of
the information, however, will be of value
in preparing returns for succeeding vears.
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Farmers and the Income Tax
By E. B. Hill and A. H. Haist*

Practically all farmers will have to file a federal income tax re-
turn for 1945. The final return will be due on or before March 15,
1946, the same as last year. The “Declaration of Estimated Income
Tax" for 1945 is due January 15, 1946. Farmers, however, who can
make their final return on or before January 15 do not need to make
the “Declaration of Estimated Income Tax.” The income tax report
is quite similar to the report required of farmers last year, except
for a few minor changes which simplify the return.

Farmers in general will find it to their advantage to become
informed in regard to the provisions of the income tax regulations
and thus be able to make out their own income tax reports. In any
event, before seeking outside assistance in making out their income
tax reports, farmers should first have assembled all of the figures
that are necessary to the proper filling out of the income tax report.
Farmers will continue, as in the past, to compute and report their net
farm profits on Form 1040F, They will also use Form 1040 (either
the long or short form) for the purpose of computing their federal
income tax. Those farmers who are not in a position to make their
final return on January 15, 1946 (or 15 days after the close of the
vear) must file Form 1040ES, “Declaration of Estimated Income
Tax,” on or before that date.

In the preparation of this bulletin, it was thought that one of the
best ways to provide information to farmers with reference to filling
out Forms 1040F and 1040 would be to present an example showing
how both of these forms were filled out on a Michigan farm. These
examples do not present all of the situations which may be encountered
on farms, but will be helpful enough so that a farmer will get an
idea as to how to handle the usual situations.

*The authors wish to express their appreciation to thu:.:e. in the office of the Collector of Internal

Revenue at Detroit for their careful review of the income tax matters of this bulletin and for their
valuable suggestions. It should be bered that new interpr i may be given to some of

the matters from time to time. The information contained in this bulletin is as up-to-date and as
accurate as could be obtained on November 12, 1945,
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THE EXAMPLE

The 160-acre farm business on which this example is based is
owned by Adam E. Smith and Mary Smith, his wife. The farm is
owned jointly by the husband and the wife. There are two dependent
children. Their farm was purchased in 1930, and the new machine
shed was built in 1940. Their income in 1945 was entirely from the
farm business except for $12 received as interest on a savings ac-
count. During the year they gave $200 to the Community Church,
$5 to the American Red Cross and $10 to the United War Fund.
Farm financial records were kept in the Michigan Farm Account
Book.

The Smiths’ first task in making out their income tax report was
to determine their net farm profit for federal income tax purposes.
This was done by filling out, in pencil, Form 1040F. The information
needed to fill out the form used in the example was taken from their
Michigan Farm Account Book.

Since the Smiths file their tax report on a calendar year basis
(January 1 to December 31) they did not need to fill in the date line
on page 1 of Form 1040F and Form 1040. If their taxable year had
been on a fiscal year basis, however, it would have been very im-
portant for them to have indicated the beginning and ending of their
taxable year, for example, “For the year beginning February 1, 1945,
and ending January 31, 1946.”

The example illustrates both methods, the cash basis on page 53
and the acerual basis on page 6, of computing the net farm profits.
Farmers must follow the same basis of reporting year after year
unless permission is obtained to make the change. The recording and
computation of farm expenses for the taxable year on page 3 of
Form 1040F is illustrated on page 7 of this bulletin. In this example,
the Smiths’ farm expenses would be the same on either the cash or
accrual basis since they paid cash for all farm expenses during the
year. On page 2 of this bulletin is a cheek list which may be used in
computing the farm expenses to be used in caleulating the net farm
profits for the year.

The depreciation table of the Smiths’ report on page 7 of this
bulletin would be the same for either the cash or the accrual basis
since they had no purchased work stock or breeding stock on hand
at the end of the year. The depreciation account on such items would
have been listed in the depreciation table if reporting on the cash
basis. When reporting on the accrual basis, the depreciation of the
work and breeding stock is automatically taken care of on page 2
of Form 1040F.
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FORM 1040F
R 'l L)
Treasur "}".’;.'I,.‘H,... UNITED STATES
Intermal Hevenue Service

SCHEDULE OF FARM INCOME AND EXPENSES

For Calendar Year 1945
Or for year beginning . 194, and ending ... 2 194,

Nams . L7l it.02. 4o 51;1.,&? dnd 1%[‘1\..’4’?2!4‘"5 1
G I ‘]

Addr
Location of farm or farms
| Mumber of acres in each f

Fill in Pages 1 and 3
If Your Accounts Are
Kept on a Cash Basis.
If You Keep Books
on an Accrual Basis
and Desire to Use
.| . Thia Farm, Fill in
Pages 2 and 3 Instead

Attach This Form
to Your Incame
Tax Return Form
1040 and File It
With the Collector
of Internal Revenus

for Your District

L SALE OF LIVESTOCK massiy L SALE of FAODUCK RASID 1 i : OTHER FiAN NcoNE

Guasity | [ T

Milee, rec'd for plud\ll‘t 3
Maching work.........
|| Hire of tonma.
Breeding foes.
Hent reo'd in cro
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|| Wood and lumber.. i
§| Other forest produeta._ [
)| Agrieultursl program §

| menta.. SN B J B

Other (spocify):

Dairy producta.
Eggn i |
Meat pw«l-lr:-
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Sirup nml LT LN —

Other (specif

3. Girem
foantrat

............ |73l 775] =
Vewol. . #eo
WPus| s

=27

7. Depreeintion |!ru|| page 3)..... ——
.\.—s operating Josa deduction (attach

. Profit on sale of liv
purchased.... ...........
mons Prorrra

statement)....

5 minus line 0) to be reported oo line 22, Schodule C, page 2, Form 1040, |$d£2 R =

10, Net farm profit (
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FARM INVENTORY FOR INCOME COMPUTED ON AN ACCRLAL BASES

O Masn a1 Foscmuges Deuso | Rasas Dumws | Comsumen on Loat On Hawm ar Exn
PEoANKESD OF T RAR Yeis Yean Denivg Yaan | S0L0 DEmnd Yias oF ¥Yeas
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36l
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5
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.\ 324
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TOTALE e a.ff.!é'l—- s 43| — 15 ==l 5

SUMMARY OF [NCOME AND DEDUCTIONS COMPUTED ON AN ACCRUAL BASIS

1. Tnventory of Livestack, crops, and produtts at €0d of Year...... 85898 | = | 7. Expensen ttrom page 3. 15,3432

2, Bales of livestock, crops, and products during year ... Z‘Yéﬂ ...... 8. Depreciation (from page 3) 5.&

Za. Other miscellangous receipts (speeify): 2. Neb aperating loss deduotion
XV&Z (attach sistement)............

] A L

4. Tnventory of livestock, erops, and products e
T8 BAghatiig OF YO soareresissesee 35930

ves A
5.0 of Yrasiodh and peeo ywrshied | @Al Lubledl=) bl
1Na mams of Wnts 4 And B).coomc 5. 2406\ — | 1n. Torar Deovcrions... 8. 3958

6. Cross profits (line 3 ml

11, Net farm profit (line & minss live 10) to be reported on line 22, Schedule C, page . Form 1040 ... |83 H50.|
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FARM EXFENSES FOR TATABLE VEAR {Ses lustrastions)
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Some of the Year's Business Transactions

The Smiths in 1945 sold 2 horses for $100. One of the horses was
raised on the farm and one was purchased in 1940 for $120. A total
of $60 depreciation had been taken during past years on the pur-
chased horse that was sold for $40. Thus, there was a loss of $20
on the transaction. A bull purchased in 1943, was sold for beef dur-
ing the year for a gain of $125. The 3 cows culled out and sold during
the year were all raised on the farm. Three of the 5 heifers freshened
during the year, and 5 heifer calves were raised, making 2 more
heifers on hand at the end of the year than at the beginning.

There were 6 sows, a boar, and 30 feeder pigs on the farm at the
beginning of the year. The 6 sows raised 45 spring pigs, and the
sows and pigs were all sold except 2 that were butchered for home
use. Five gilts were saved out of the 30 feeder pigs on hand at the
beginning of the year and the rest were sold. Thirty feeder hogs
were bought during early winter and were on hand at the close of
the year.

There were 300 hens on hand at the beginning of the year; 200
were culled out, 70 consumed or lost, and 30 were kept over and in-
cluded with the 250 pullets to make 280 hens at the end of the year.
Of the 600 baby chicks purchased, 250 were sold as broilers, 100
were consumed or lost and 250 were kept as pullets.

The cost of the baby chicks was $84 for 1945, so a total of $84
was deducted from the $615 chicken sales, leaving a “profit” of $531.

The Smiths did not make any major improvements on the build-
ings or fences during 1945, so the depreciation on them was calculated
as in previous years. The repairs on them were, of course, included
in the farm expenses.

An old tractor was traded in during 1945. It cost $900 in 1938
and had been depreciated $90 a year for 7 years. This left a remain-
ing cost of $270 to be recovered. It was traded for a new tractor
for $900 difference. Thus the $270 plus the $900 would represent
the cost of $1,170 for the new tractor.

The Net Farm Profit

The Smiths’ net farm profit for the year amounted to $3,472 on
the cash basis, and to $3,450 on the accrual basis. This difference is
due to a lower inventory of livestock and feed at the end than at the
beginning of the year.




FArRMERS AnD THE Income Tax q

THE FEDERAL INCOME TAX CALCULATION OF FORM 1040

The Smiths calculated their federal income tax as is shown on
pages 10, 11 and 13 of this bulletin in the reproduction of the first,
third and fourth pages of Form 1040,

The $3,472 net farm profit, as calculated on the cash basis, has
been transferred from Form 1040F to item 4 page 1 of Form 1040.
If the accrual basis had been used, then the $3,450 net farm profit
would have been transferred to item 4 page 1 of Form 1040.

The $12 of income received as interest on a savings account has
been entered as item 3 on page 1 of Form 1040 and added to the net
farm profit of §$3,472, making a total income of $3,484. In this par-
ticular case their farm is owned jointly and their business is con-
ducted as such, thus each is legally entitled to one-half of the profits
as is indicated in the space provided under item 5, page 1.

The Short Form

This year any taxpayer with an “adjusted gross income” of less
than $5,000 may use the tax table on page 4 instead of calculating
the tax on page 8 of Form 1040. This method is more simple and if
the deductions allowed on page 3 are less than 10 percent of the
“adjusted gross income,” it is advantageous for the taxpayer to use
the short form.

The Smiths decided to use the tax table as their deductions were
less than 10 percent of their adjusted gross income. Following the
instructions on page 4, Form 1040, (their income of $3,484 is over
$3,450 but less than $3,500) the amount of their tax seems to be
$304 as there are 4 persons listed, as item 1 on page 1. However,
this is a joint return for the husband and wife, so the special rule
at the bottom of page 4 applies. The income of each is the same
($1,742), and 3 percent of this amount is considerably more than
$15, so the amount of the tax as indicated in the tax table ($304)
is reduced by $15. Consequently, the amount of the tax is $289 as
is shown in item 6 page 1 of Form 1040,

This return was made before January 15, so there would be nothing
to enter in item 7 as no “estimate” has been made. The entire amount
of $289 must accompany this return. If this return were made be-
tween January 15 and March 15, the “Declaration of Estimated In-
come Tax” would have been made prior to January 15. This estimate
would have been accompanied by a payment based on the estimate
and then only the balance due would accompany this return.
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The Long Form

If the Smiths had chosen to compute their tax instead of using
the tax table this computation would have been like the example
on page 3, Form 1040, shown on page 13 of this bulletin.

Since they gave $200 to the Community Church, $10 to the United
War Fund and $5 to the American Red Cross, their total contributions
were $215.

They paid out no interest except that on the farm mortgage and
that was deducted as a farm expense. They did, however, pay some
taxes in addition to those deducted on Form 1040F. These taxes in-
cluded $35, Michigan State Sales Tax; $5 for the personal (non-farm)
share of the Michigan auto license fee, and $2.50 for the personal
(non-farm) share of the Michigan gasoline tax (the farm share of
the auto expense has already been taken care of in the farm expense
section of Form 1040F) ; thus making a total of $42.50.

The Smiths belong to a group hospitalization plan that costs $18
per year and in addition paid $62 to the dentist, $20 to the family
physician, and $5 for medicine at the local drug store. The total
medical and dental expenses amount to $105. There was no medical
deduction since in their case only that amount over $174.20 could be
deducted.

The next step is to subtract the deduction ($257.50) from the
“sdjusted gross income” ($8,484) ; this gives a net income of $3,226.50.
The normal-tax deduction is $500 per taxpayer and no deduction for
dependents. In this particular illustration Mr. and Mrs. Smith own
the farm jointly and conduct their business as such, thus both are
federal income taxpayers and the first $500 of income for each is
deductible. Since each one’s income was over $500 the combined
deduction is $1,000. The net income ($3,226.50) less the normal-
tax deduction ($1,000) leaves the amount ($2,226.50) subject to the
normal-tax rate of 3 percent. Three percent of $2,226.50 makes
the normal-tax $66.80.

The next job is figuring the surtax. As there are four persons
listed on page 1, Form 1040, the surtax exemption is $2,000 ($500
per person). The net income ($3,226.50) less the surtax deduction
($2,000) leaves the surtax net income of $1,226.50, which according
to the surtax table (see page 25 of this bulletin) is taxed at the rate
of 20 percent. In other words the surtax amounts to $245.30.

The surtax of $245.30 plus the normal-tax of $66.80 makes their
total federal income tax liability of $312.10 when figured the long
way. Actually, the tax in this example is less when the short-form
or tax table is used, as the deductions amounted to less than 10 per-
cent of the “adjusted gross income.”
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QUESTIONS AND ANSWERS ABOUT THE
FEDERAL INCOME TAX

1. Who Must File a Return? TUnder the law a return must
be filed by every individual, whether married, single or under age,
who has a gross income of $500 or more. This filing requirement is
based on gross income. Not every person who is required to “file a
return,” however, may be required to pay a tax.

2. What Is Meant by Gross Income? The gross income of a
farmer includes his total income from all sources. It includes the
receipts from the sale of livestock and produce raised on the farm,
the profits from purchased livestock or produce sold, plus any other
farm income such as pay for work off the farm, miscellaneous re-
ceipts and income from non-farm sources.

3. ‘What Is Meant By a Farmer’s Adjusted Gross Income? This
is simply an individual's gross income after deducting all business
expenses. For a typical farmer it would consist of the net profit from
his farm business, plus the net profit from other business activity,
plus any other personal income,

4. What Period Should Be Included in the Return? Most persons
are required to report their income on a calendar year (January 1)
basis. If, however, their farm records have been kept on a fiscal year
basis for the years in which returns were required, they should file
their returns for the period which coincides with their farm account
book. For example, if the farm records started as of February 1, the
income tax report should be made out on the fiscal year basis, start-
ing February 1 and ending January 31. The taxpayer needs to be
careful. however, that he indicates the correct date on the date-line
on page 1 of Forms 1040F and 1040. A taxpayer must follow the
same plan each year unless he receives permission from the collector
to make the change.

5. When Is the Report Due? Final income tax returns are due
two and one-half months after the close of the taxable year, calendar
or fiscal, for which the return is made. This would be March 15 for
those reporting on the calendar year basis. The “estimate” is due
15 days after the close of the tax year. This would be January 15
for those reporting on the calendar year basis.

6. Must Both the Estimate and the Final Return Be Made This
Year? No. Since the “estimate” is not due until 15 days after the
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year's business is completed, the final return may be filed at that
time, thus eliminating the “estimate.” If, for some reason, the final
return cannot be filed at that time, the “estimate” must then be filed
and the final must be filed within the next two months.

7. What Forms Are to Be Used This Year?
1040ES (if an “estimate” is made)
1040F (to show source of net farm profit)
1040 (individual income tax return)

8. Is a Farmer Permitted to Use Either the Long or the Short
Form This Year? Yes. Any individual, including a farmer, may use
the short Form 1040 if his “adjusted gross income” (see question 3)
is less than $5,000. Keep in mind, however, that all farmers must
also fill out 1040F, the farm return.

9. What Are the Two Bases for Determining the Net Farm
Profits? Farmers may compute their income either on the cash
basis or on the accrual basis, but which ever method is or has been
adopted must be followed until the consent of the Commissioner of
Internal Revenue is received to compute the income on a new basis.

(a) The Cash Basis—For farmers reporting on the cash basis,
the gross profit shall include (1) the sale of livestock® raised, (2)
the sale of ]_lroduce raised, (3) other farm income and (4) the profits
on the sale of any livestock* or other items which were purchased.
To obtain the net farm profit, deduct from the gross profits, the actual
farm expenses paid out and the depreciation allowances. (See pages
1 and 3 of Form 1040F.) The farm expenses will be the actual amounts
paid out during the year. Under this basis a farmer makes use of
the “inventories” of farm buildings (except the farm dwelling),
fences, tile drains, machinery, purchased breeding animals and pur-
chased work stock in determining the depreciation allowances. The
farmer on this basis, however, does not make use of the inventory
of the livestock raised on his farm, and of the feed, crops and sup-
plies in determining the net farm profit.

The information needed to report on the cash basis is a classified
list of farm cash receipts (see page 1 of Form 1040F) and farm cash
expenses (see page 2 of this bulletin) and the inventories of build-
ings, fences, tile drains, machinery, and purchased work and breed-
ing stock.

(b) The Acecrual Basis—For farmers reporting on the acerual
basis, the gross farm profits are obtained by (1) adding to the in-

*Except hreeding stock, dairy and draft stock that is reported on Form 1040, Schedule D (r
item 29 of this bulletin),

%,
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ventory value of livestock,® crops and products on hand at the end
of the year; the amount received from the sale of livestock,* crops
and products during the year; the miscellaneous receipts such as
the hire of teams, machinery and the like during the year and then
(2) deducting from this sum the inventory value of livestock,® crops
and products on hand at the beginning of the year; the cost of live-
stoek* and products purchased during the year. The net farm profits
are obtained by dedueting the farm expenses incurred during the
year (whether paid or not), and the depreciation allowances from
the gross profits. (See pages 2 and 3 of Form 1040F.)

The accrual basis is recommended for farmers who have been
keeping farm account books which included the inventories of the
livestock, feed, and crops on hand. On many farms, as an average
over a period of years, it would not make much difference which basis
is followed as long as the business is conducted about the same from
yvear to year.

10. What Farm Record Books Will Be Helpful in Making Income
Tax Returns? Most any type of a record book will be helpful if kept
carefully. The Michigan Farm Account Book has been designed
especially for federal income tax purposes and is available at cost
to Michigan farmers from county agricultural agents and from the

Farm Management Department, Michigan State College, East Lan-
sing, Michigan. =

11. What Is a Good Procedure to Follow in Making the Income
Tax Report? A farmer should obtain two copies each of Form 1040F,
Form 1040 (also 1040ES if an estimate is to be made) and also such
other forms as he may need (see items 23, 25 and 27 of this bulletin).

Two copies each of Form 1040F and Form 1040 and one copy of
Form 1040ES will be mailed to each farmer who made a return last
year. These forms will be mailed during the early part of December.
If you do not receive your copies and if copies are not available
locally, send a postcard request to the Collector of Internal Revenue,
Federal Building, Detroit 31, Michigan, and ask for two copies each
of the forms needed. Assemble the information that is needed about
your farm business and also about your personal business. Here is
where farm, personal, and household records are helpful.

One copy of each form (1040F and 1040) should be filled out in
pencil. After the pencil copy is made out, check all figures carefully,
noting the accuracy of each. Re-compute all calculations. Note
whether all dates and questions have been filled in and answered cor-

*Except breeding stock, dairy and draft stock that is reported on Form 1040, Schedule D (see
item 29 of this bulletin).
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rectly. The pencil copy of each form should be retained by the farmer
for future reference. It will be needed in preparing his next income
tax report.

The other copy of each form should then be made out in ink,
fastened together, and filed accompanied by the payment due with
the Collector of Internal Revenue, Federal Building, Detroit 31; or
with a Deputy Collector at one of the local zone or field offices.

FARM EXPENSES

12. What Expense Items Are Deductible in Preparing the In-
come Tax Report? The expense items that may be included in the
income tax report are the items required in the regular operation
of the farm business as shown on page 7 of this bulletin. Expend-
itures on a farm must be classified into two groups for income tax
purposes: (1) the current operating expenses as listed on page 2
which are deductible the year purchased, and (2) the capital ex-
penditures such as for machinery, buildings, ete., which must be
included in the Depreciation Table and the purchase price recovered
during a period of years which represents the expected life of the
item.

13. Must Farm Expenses Be Classified According to the Head-
ings on Page 3 of Form 1040F? No. The Collector of Internal Revenue
from Detroit states these headings are merely suggestions and that
any other equally descriptive headings may be used. As a matter
of fact many of the expense headings in 1040F are not logical divi-
sions of farm expenses from many standpoints. See the classifica-
tions on page 2 of this bulletin and also in the Michigan Farm
Account Book.

14. How Are the Deductions Computed for the Depreciation
Allowance? The Depreciation Table on page 3 of Form 1040F is
filled in in much the same manner for the eash as it is for the acerual
basis except that animals purchased for breeding purposes and for
work stock should be included when reporting on the cash basis. De-
preciation on these livestock items is automatically taken care of in
the inventory section on page 2 of Form 1040F when reporting on
the acerual basis.

One procedure is to prepare, on ruled sheets of paper, one supple-
mentary depreciation table for the farm buildings, one for machinery,
one for fences, one for tile drains. When reporting on a cash basis,
prepare also a separate schedule for purchased animals held for
breeding purposes and for work stock. The table headings, on the
ruled sheets of paper should read the same as the headings on the
Depreciation Table on page 8 of Form 1040F.,
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A farmer, when reporting on the cash basis, is not entitled to
claim as a death loss the value at death of animals born on the farm.
Neither is he permitted to deduct any depreciation on livestock born
on his farm. Both the death loss and depreciation are reflected in
the inventories, however, when reporting on the accrual basis.

As a start in filling out the depreciation table, the date at which
each item was acquired should be indicated in column 2 (if built or
acquired before March 1, 1913, the year of 1913 must be considered
as the date acquired) ; the cost should be entered in column 3. Enter
in column 7, the estimates of the length of the expected life of the
various items. The “depreciation allowable for this year,” column 9,
is obtained by dividing the years of estimated length of life, column
7, into the cost of the item, column 3. Enter in column 8 the estimated
life remaining from beginning of year, which for a tractor with an
estimated life of 10 years and purchased in 1938 would be 3 years
in 1945. The entry for column 6 is determined by multiplying the
annual yearly depreciation, column 9, by the number of years of
remaining life from the beginning of the taxable year, column 8.
The entry for column 5 is that of column 3 minus that of column 6.
The amount in column 4 will be zero in most cases for the first few
vears' reports at least.

Depreciation rates apply on the cost of the item rather than on
its present value. The following suggestions as to estimated life
which may be used in filling in column 7 of the depreciation table,
may be helpful: Main farm buildings 40 to 50 years; other farm
buildings, 20 to 50 years; fencing 10 to 20 years; tile drains 20 to
40 years; and machinery from 5 to 20 years. It is advantageous for
the taxpayer to estimate the actual length of life or depreciation rate
as closely as possible.

Caleulate the depreciation at a constant rate from year to year,
unless (1) a major repair is made which will prolong the useful life,
or (2) it becomes evident that the useful life has been underestimated.
In either case the estimated length of life may be increased but not
decreased.

When the taxpayer is preparing his second and subsequent income
tax reports, he is often confronted with the problem of handling in
the depreciation table new capital improvements such as a new roof,
4 new foundation, or a new addition to the barn; new buildings; new
or used machinery; new tile drains; a new well, and the like. For
example, a new roof costing $500 is added to the dairy barn. In the
depreciation table, the $500 may (1) be placed on a separate line
and depreciated by itself over the remaining life of the building, or
(2) the value of the barn itself may be readj usted by adding the $500
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to the “remaining cost,” column 6, and then substituting this figure
for the “original cost” figure in column 3 and changing the other
figures in columns 2, 5, 7, 8 and 9 accordingly. If this is done, a foot-
note of explanation should be written in the “remarks” section on
page 3 of Form 1040F.

When a machine, for example a tractor, is traded for a new
tractor, the “original” cost of the new tractor to be entered in the
income tax report is the difference paid in the trade added to the
remaining cost in the depreciation table of the old machine. Then
the depreciation of the new tractor is calculated from this new value.
This adjustment is necessary because the regulations state that a
gain or loss on items traded for a similar kind of new equipment is
adjusted in the cost of the new item; the gain or loss is not to be
reported either as income or expense. If, however, a machine is kept
more than 6 months and is sold outright or traded for some other
kind of property for more than the remaining cost, enter the differ-
ence as income on Schedule D, Form 1040; if it is sold for less than
the undepreciated value, report the difference as a loss on Schedule
D, Form 1040. Note: If the foregoing income is handled as a long
term capital gain, only 50 percent is taxable. Permission to do this
is given in Section 117 (j) of the Internal Revenue Code.

15. How Should The Problem of Orchard Depreciation Be
Handled? The problem of orchard depreciation is a difficult one at the
best. The difficulty is in determining the cost basis for depreciation.
The problem is more simple when the orchard or vineyard is pur-
chased than it is when developed by the grower.

When the orchard or vineyard is purchased, its cost would be
obtained by deducting the estimated value of the land and other
capital improvements from the purchase cost of the property. The
remaining sum would be the cost of the trees or vines, and this cost
could then be depreciated over a period of vears, based on estimates
of the remaining period of productive life.

When the orchard or vineyard is developed by the grower, the
problem of determining the cost to be depreciated is quite different.
Most fruit growers, in filing their federal income tax reports, have
not been following the depreciation procedure on their orchards and
vineyards. These growers, instead, have been deducting annually
their development costs such as the cost of young trees or vines, the
cost of labor, spray materials, fertilizers, and other supplies; as a
result, they have no capital expenditures to depreciate at the time
the orchard or vineyard reaches maturity. This procedure is allow-
able, it is simpler, and is the one followed by most fruit growers.
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On the other hand, however, the expenditures necessary to bring
orchard trees and vines to a producing stage may be capitalized and
thereafter an annual allowance for depreciation may be deducted
in order to return to the grower the capital invested free of income
taxation. The grower in this instance, however, would have to have
a special record of such expenditures so that the total capitalized
costs could be computed for income tax purposes. In this case, of
course, items included in the capitalized cost could not also be in-
cluded in the annual farm operating expenses.

The following figures are estimates of the average number of
vears of productive life of trees and vines in Michigan after reach-
ing maturity: Apples 20 to 30 years; cherries 15 to 20, peaches 5
to 8, pears 20 to 25, plums 15 to 20, and vineyards 20 to 25 years.
The number of years of productive life will, of course, vary much
from farm to farm depending on the variety, the local soil and climatic
conditions, the care the trees and vines receive, ete.

GENERAL QUESTIONS

16. If a Growing Crop Is Lost by Weather or Other Damage
May a Loss Be Claimed? No.

17. If an Insurance Company Pays a Farmer for Hail Loss on a
Crop Must This Sum Be Included in His Income? Yes.

18. How Are Receipts from Fire and Windstorm Losses on Build-
ings and Machinery Handled? The income tax regulation regarding
“gain from involuntary conversion” is as follows: “The difference
between the cost basis (as shown on the depreciation schedule for
the current year) of the property converted (i.e. by fire or wind) and
the amount received (i.e. by insurance or sale of junk) although
actually realized as a profit is excluded from the gross income ex-
cept to the extent of any amount which is neither forthwith expended
for replacement of the property nor placed in a replacement fund
pursuant to the Regulations.” The word “forthwith” has been given
a liberal interpretation which held that reinvestment by the tax-
payer of a condemnation award nearly 2 years after its receipt was
in compliance with the statute where the taxpayer exercised due
diligence in searching for suitable property during that period.

19. If Timber Is Sold, Is the Entire Amount Received Considered
as Taxable Income? No. If standing timber is sold outright the owner
of the timber is allowed to deduct the original capital represented by
the timber cut. The profit is taxable as a gain from the sale or ex-
change of a capital asset. Consequently, if held more than 6 months
only one-half is taxable.
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For timber that is cut and sold as logs, lumber, cordwood or any
other like product, the situation is quite different and may be handled
by either of the two following methods. If the second method is
followed it must be continued until special permission is granted by
the commissioner to change.

(1)  Under the old provision, which may still be used, the farm
woodland owner who sells logs, wood or any other woodland products
includes the receipts as ordinary business income and deducts the
business expenses and the original capital represented by the timber
cut. He then pays income taxes at current rates on all of the profit.
For the ordinary small woodlot owner this may still be the best pro-
cedure as it is less complicated.

(2) If the farm woodlot owner elects to use the new provision
the procedure is as follows: First determine the fair market value
(on the stump) at the first of the year. From this figure deduet the
original capital represented by the timber cut and the resulting amount
is handled the same as gains or losses from the sale or exchange of
capital assets.

Then, the taxpayer must determine the “operating profit” from
the processing of the stumpage into the timber and timber products
which he sells. The first-of-year fair market value of the stumpage
becomes the cost of the cut timber for all further business purposes.
The difference between the amount received for the timber or timber
products and the sum of the “cost” (first-of-year fair market value)
of the stumpage plus subsequent expenses for cutting, transportation,
etc., would constitute the operation profit. Such profits, of course,
would be taxable as ordinary business income received during the
vear.

For further details, consult the local Bureau of Internal Revenue
Office.

20. Is a Gift of Money or Property Taxable as Income to the
Beneficiary? No, that is, if it is a true gift and not compensation for
services.

21. Is an Inheritance or the Proceeds from a Life Insurance
Policy Paid on the Death of the Insured Subject to Income Tax?
No. Only the income earned from the principal is taxable.

22. Is Income from Workman’s Compensation for Personal In-
juries or Sickness Included in the Income Tax Report? No.

23. May Any Losses on the Farm Business in Previous Years Be
Deducted When Computing This Year's Income on Form 10407 Yes.
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Losses resulting from the operation of the farm business in previous
years may be carried forward two years, (if first carried back two
years) provided they can be substantiated by income tax returns filed
in previous years or by other records (see question 24). This state-
ment assumes that the farm business is the sole source of income.
If, however, a taxpayer has a net loss on his farm business, but has
sufficient income from other sources to offset the loss on the farm
business, he cannot deduct the loss on his farm business in the fol-
lowing years.

Space is not provided in Form 1040 for the reporting of losses
indicated in items 23 and 24 of this bulletin. Such losses must be
explained and reported on a separate sheet and attached to Form
1040 or on Form 843.

24, May Losses from the Farm Business Be Deducted from In-
come Earned in Succeeding Years? Yes. Losses for the current year
may be carried back two years. Losses not made use of in this way
may be carried forward two years. The qualification presented under
item 23, however, applies to use of such losses.

25. How Do Farm Partnerships (or joint ventures in farming)
Report Income Tax Returns? (1) In filing a report for a farm part-
nership or a joint venture in farming, figure out the net farm profits
from the entire business on Form 1040F. Attach this 1040F to Form
1065 (the partnership form). The only items that then need to be
filled in on 1065 are the name and address of the partnership and the
date of the taxable year. Each partner should use Forms 1040F and
1040 to report his share of the partnership income and expense. One
of the partners also should send in the Form 1065 along with his in-
dividual report. (2) Another procedure is to fill out partnership
Form 1065. This form shows the gross income and farm deductions
and also the share of the profit to each partner. Then each partner
would file his individual return (Form 1040) entering his share of
the profit in Schedule E. This would eliminate the necessity of each
partner filing Form 1040F showing his share.

26. Is the Entire Amount Received from the Sale of a Farm
Taxable? No. Only the gain or profit is taxable and if the farm has
been held more than 6 months only one-half of the gain is taxable.
The sale of a farm must be reported on Schedule D, Form 1040.
Briefly, the gain is calculated by adding the sale price and the amount
of depreciation that was allowed (or was allowable) during prior
years, then from this figure subtract the purchased price (or the
March 1, 1913, value if owned prior to that time) and the cost of the
major improvements added. For example: A farm that sold Decem-
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ber 30, 1945, for $10,000 was purchased 10 years previously for $6,000.
If a $2,000 barn had been added some time during the 10 years, the
total investment in the property would be $6,000 plus $2,000, or a
total of $8,000. It would seem that since $8,000 was the total invest-
ment and the selling price was $10,000 that there would be a profit
of $2,000, but during that time $1,000 of the original capital has been
recovered as depreciation so that amount would have to be added
to the $2,000 gain giving a total gain of $8,000. Since the farm was
held over 6 months only one-half of the $3,000 gain is taxable.

The sale of a farm may affect the income tax obligations of the
taxpayer by hundreds of dollars. It is therefore suggested that any
person who sells a farm should get the assistance of an Internal
Revenue official or an accountant or lawyer skilled in income tax
matters, in making his income tax return.

27. How About the Hired Man’s Income? The law does not
require a farmer to withhold federal income tax from wages paid
farm help. It is the hired man’s responsibility to make his own
return and pay his own tax. The gross income of a hired man con-
sists of his cash wages plus a fair value for board and lodging, use
of house, and products furnished him, plus any other income not
specifically exempted by law.

Farmers employing hired men whose vearly earnings (gross in-
comes) on their farms are $500 or more are required to fill out for
each hired man two copies of Form 1099, one of which must be given
to the hired man, and the other copy or copies accompanied by Form
1096 must be mailed to the Collector of Internal Revenue, Federal
Building, Detroit 31, Michigan, or to the local Division Office. Form
1099 should also be made out and filed with the Collector when cash
rent of $500 or more to a person is paid. This should normally be done
on or before February 15 following the end of the tax year.

28. What Are the Arrangements for Taxpayers Who Are in the
Armed Services with Respect to Their Income Tax? Service pay
received by all members of the armed forces, except commissioned
officers, for tax years commencing after December 31, 1940, is ex-
cluded from income. Commissioned officers are entitled to exclude
the first $1,500 of their service pay. Consequently, most members
of the armed forces are not required to file returns. A person in the
armed forces is also entitled to the regular civilian exemption and
credit for dependents. Dependency allowances received by a wife or
other dependents are not taxable income to the recipient. That portion
contributed to dependents by the service man is considered as taxable
income to him. Pensions, annuities, or other allowances for personal
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injury or sickness incurred during active service are nontaxable.
Any unpaid income tax of a service man dying on or after December 7,
1941, is cancelled. Members of the armed forces serving abroad may
postpone filing a return until the fifteenth day of the sixth month
following the close of the month in which they returned to the United
States, but not beyond the fifteenth day of the third month after the
end of the war as proclaimed by the President.

29. May the Sale of Breeding, Dairy or Draft Animals Be
Handled as Long-term Capital Gain if Kept More That 6 Months?
Yes, but only if the sale results in a reduction of the normal breeding,
dairy or draft herd. Livestock handled in this manner must be
reported on Schedule D, Form 1040, and not on Form 1040F. This will
result in considerable saving to farmers who are either selling their
herds or making a material reduction in the size of their herds.

The sale of surplus livestock that does not reduce the size of
herd and the sale of young stock that is raised for sale must be
handled in regular manner on Form 1040F,

CALCULATING THE REGULAR INCOME TAX

30. What Is the Personal Exemption from the Normal Tax?
Every individual taxpayer is entitled to an exemption of $500 regard-
less of marital status. An exemption of $1,000 is allowed a husband
and wife filing a joint return unless the adjusted gross income (see
question 3) of one spouse is less than $500, in which case the total
exemption is limited to $500 plus the adjusted gross income of such
spouse. On farms where the real estate is owned jointly and the
income is legally divisable between husband and wife, each spouse is
allowed an exemption of $500 or $1,000 for both in a joint return.

The “standard” specific exemption for the normal tax is $500 per
taxpayer. If the husband and wife are filing a joint return and claim-
ing an exemption of $1,000, the reason for such claim should be ex-
plained either on Form 1040, or on a separate sheet to be attached
to Form 1040.

31. What Is the “Normal Tax” Rate? Three percent. This rate
applies to the “net income” less the “normal tax exemption” as is
discussed in question 30.

32. What Are the Personal Exemptions from the Surtax? A
“surtax exemption” of $500 for the taxpayer, $500 for his spouse if
a joint return is filed or if a separate return and the spouse has no
gross income and is not a dependent of another person, and $500
for each devendent whose gross income is less than $500.
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33. What Is the Definition of Dependent? Under the law there
are three tests to be met before a surtax exemption for a dependent
is allowed. These are:

(1) The claimed dependent must have less than $500 gross in-
come for the calendar year in which the taxable year of the tax-
paver begins.

(2) More than half of his support for that calendar year must
have been received from the taxpayer.

(3) The dependent must be one of the following relatives: chil-
dren, grandchildren, great-grandchildren, ete.: stepchildren (but not
their children) ; brothers and sisters; step-brothers and sisters; half-
brothers and sisters; parents, grandparents, great-grandparents,
ete.; step-father or step-mother (but not their parents); nephews
and nieces; uncles and aunts; and “in-laws”—son, daughter, father,
mother, brother or sister.

(Note: The 18-year age limit on dependents is not in effect this
vear.)

34. Should the Income for Minor Children Be Included with the
Parent’s Income for Tax Reporting Purposes? No. The minor’s in-
come, even though received by the parent, should not be included with
the parent’s gross income. It is in all cases considered income for the
minor and if more than $500 he must file a separate return.

35. What Are the Surtax Rates? If the surtax net income is:

Nob:ovar SR 000 - sviisd s il s 209, of Surtax net income.
Over $2,000 but not over $400 plus 229 of excess over $2,000
Over $4,000 but not over 2840 plus 269 of excess over $4,000

Over $6,000 but not over $8,000........ $1,360 plus 309, of excess over 36,000
Over $8,000 but not over $10,000....... $1,960 plus 349 of excess over 38,000
Over $10,000 but not over $12,000,..... 22,640 plus 38% of excess over $10,000
Over $12,000 but not over $14,000...... $3,400 plus 439 of excess over $12,000
Over §$14,000 but not over $16,000, .. ... $4,260 plus 479 of excess over $14,000
Over $16,000 but not over $18,000...... $5,200 plus 509 of excess over $16,000

36. Is There Any Deduction for Medical Expenses? Yes, when
the long Form 1040 is used. Medical expenses in excess of 5 percent
of the “adjusted gross income” may be deducted on page 3 of Form
1040 in calculating the surtax net income, to a maximum of $2,500
where more than one surtax exemption is allowed. If only one surtax
exemption is allowed the maximum deduction is $1,250.

37. How Much Can Be Deducted for Charitable Contributions?
Not more than 15 percent of the “adjusted gross income” can be
deducted (only on long Form 1040).
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38. Would It Be Advantageous for a Farmer Whose Adjusted
Gross Income Is Less Than $5,000 to Use the Short Form 10407 It
would be advantageous only if the personal deductions for contribu-
tions, taxes, medical expenses, etc. (see page 4, Form 1040) were
less than 10 percent of the “adjusted gross income” as that is the
approximate rate used in computing the tax table. If the farmer’s
personal deductions would amount to more than 10 percent of the
“adjusted gross income” it would be to his advantage to use the long
Form 1040.
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SUMMARY

It is recommended that the taxpayer start early and take his
time at the job of filling out his income tax report. One way to make
the job of determining the ‘“net farm profit” seem less time consum-
ing is to add up the expenses and income in the farm account book at
the end of each month. He should fill out the report to the best of
his ability., He will not be penalized for “honest” mistakes. File
the report on time.

It is further suggested that most farmers prepare and file their
final return before January 15, so that it will not be necessary to
file the “estimate” that is due at that time. If the final return for
some reason cannot be made by that time, the Declaration of Esti-
mated Income Tax (Form 1040ES) is due then and the final return
(Forms 1040F and 1040) is due on or before March 15.

Briefly, the 10 steps for a farmer to follow are:

1. Get two copies each of Forms 1040F and 1040.

2. Assemble the information needed to fill out Form 1040F. Farm
records are helpful here.

3. Fill out Form 1040F in pencil and compute the net farm profit
for the year.

4. Transfer the net farm profit for the year to line 4 on page 1
of Form 1040.

5. Proceed to fill out Form 1040 in peneil.

6. On the pencil copy of Forms 1040F and 1040, check all items
carefully, noting the accuracy of each. Re-compute all caleulations.
Check the dates on page 1 of each form.

7. Transfer in ink the information from the forms in pencil to
the forms which are to be sent in to the Collector of Internal Revenue.
Fasten the inked copies of Forms 1040F and 1040 together with a
pin or staple.

8. Mail or give the ink copies of the forms together with full
payment of tax due to the Collector of Internal Revenue, Federal
Building, Detroit 31, Michigan, or to a Deputy Collector at one of
the local zone or field offices.

9. Retain for your future reference the pencil copies of Forms
1040F and 1040.

10. If you are not already keeping farm records, start now to
do so in order that you may have the needed information with which
to make out your next year's tax return and to aid in studying your
farm business.
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