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lthough some commentators
Aargued to the contrary, the In-

ternal Revenue Service in a Rev-
enue Procedure issued in late August of
2008 acknowledged that Section 179
elections could not be made on amend-

ed returns for taxable years beginning
after December 31, 2007, without the

Handbook updates

For those of you subscribing
to the handbook, the following
updates are included.

Commodity Programs for
Crops — A1-32 (6 pages)
Pricing Forage in the Field -
Al1-65 (2 pages)
2008 Farm Bill Dairy Provi-
sions — B1-55 (4 pages) 2007
lowa Farm Cost and Returns
— C1-10 (14 pages)
Farmland Value Survey (Real-
tors Land Institute) — C2-75
(2 pages)
Please add these files to your
handbook and remove the out-
of-date material.

continued on page 6

Commissioner’s consent. The Revenue
Procedure announced that amendments
to the regulations would need to be
made resolving the problem, provided
guidance on the rules applicable to

the 50 percent bonus depreciation for
2008 and provided further guidance

on depreciation allowances claimable
with respect to the Kansas Disaster Area
Recovery Assistance Property and GO
Zone property.

The amended return election

issue

The permanent rule for elections to
claim expense method depreciation for
many years has been that elections had
to be made on the original income tax
return for the year the property was
placed in service (whether or not the
return was timely) or on an amended
return but only if filed within the time
for filing a return (including exten-
sions) for the taxable year. For taxable
years beginning after 2002 and before

*Reprinted with permission from the
September 12, 2008 issue of Agricul-
tural Law Digest, Agricultural Law Press
Publications, Brownsville, Oregon.
Footnotes not included.

IRS says amendments to regulations needed for late
section 179 elections on amended returns after 2007*

by Neil E. Harl, Charles F. Curtiss Distinguished Professor in Agriculture and Emeritus
Professor of Economics, lowa State University, Ames, lowa. Member of the lowa Bar,
515-294-6354, harl@iastate.edu

2008, a taxpayer was permitted to
make an expense method depreciation
election on an amended federal income
tax return without the consent of the
Commissioner. The amended return
had to be filed within the time pre-
scribed for filing an amended return for
the taxable year. Confusion had arisen
because the time to revoke an election
had been extended to taxable years
before 2011 without IRS consent, pro-
vided the period for filing the amended
return had not expired.

The statute has always been clear on

the authority to revoke without the

Commissioner’s consent —
“Any elections made under this
section, and any specification con-
tained in such election, may not be
revoked except with the consent
of the Secretary. Any such election
or specification with respect to any
taxable year beginning after 2002
and before 2011 may be revoked

continued on page 2
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IRS says amendments to regulations needed, continued from page 1

by the taxpayer with respect to any property, and such
revocation, once made, shall be irrevocable.”

The problem was that the statute was amended in 2006 to
extend the period for revocations to be made on an amended
return before 2010 but that legislation did not extend the
period for making elections on an amended return. The stat-
ute was amended again in 2007 to extend the date to “before
2011” for revocations without the Commissioner’s consent,
but again without extending the period for making elections.

Earlier attempt at a solution
Inasmuch as the statute states that “. . . elections shall be
made in such manner as the Secretary may by regulations
prescribe, any solution short of a statutory amendment had
to come in the form of an amendment to the regulations
(which is clearly within the authority of the Department of
the Treasury). The Treasury had made an attempt to solve the
problem in T.D. 9307 on December 26, 20006, by stating —
“For a taxable year beginning after 2002 and before
2010, a taxpayer may make a section 179 election by
filing an amended return.”

The problem with that pronouncement was that the statement
quoted above appeared in the “Explanation of Provisions”
section of the Treasury Decision (and apparently was in
response to a question raised in the hearing on the T.D.) and
the Treasury Decision did not amend the relevant regulations.

The latest IRS signal that a solution is coming
In Rev. Proc. 2008-54, the Internal Revenue Service an-
nounced that the Department of the Treasury intended

to amend the regulations to permit taxpayers to make an
election to claim expense method depreciation without the
consent of the Commissioner for taxable years beginning
after 2007 and “.. . beginning before the last year provided
in section 179(c)(2) for revoking an election.” That seems to
state that the authority would run through a year before the
end of 2010 inasmuch as the statute states that the authority
to revoke without consent is effective for taxable years begin-
ning “before 2011.”

That language poses two problems —

(1) as worded, the authority to make an election without
the Commissioner’s consent would necessarily end on
December 31, 2009 for calendar year taxpayers, yet
the authority to revoke without consent would run
through December 31, 2010 for calendar year taxpay-
ers;

(2) the Department of the Treasury has not yet acted to
amend the regulations. All we have is their agency
(IRS) stating that its parent organization intended to
make such an amendment.

While that appears likely, the problem is not yet totally laid
to rest.

Are energy prices threatening the farm boom?

By Jason Henderson, Vice President and Omaha Branch Executive, Federal Reserve Bank of

Kansas City

highest levels in more than three decades. Profits have

soared with record crop prices, strong export demand,
the booming ethanol industry, and tightening global sup-
plies. The robust profit opportunities for crop producers
have more than offset losses for livestock producers.

". | j‘his year’s farm incomes are expected to reach their

Energy prices, meanwhile, continue to march higher. While
slackening from the record highs posted in July, they still
threaten profit margins for crop producers—despite the
record crop prices.

This article examines the links between today’s high energy
prices, crop profits, and farm credit conditions. After track-
ing rising energy prices and farm input costs, the article
explores how the unexpected surge in farm input costs has
eroded crop profits, dampened farm income expectations,
and softened farm credit conditions. Ultimately, soaring en-
ergy prices threaten to slow the booming farm economy.

Energy and farm input costs surge

World energy prices began their recent surge in 2007 amid
robust global demand and limited supply gains. While
developed countries have curbed their crude oil consump-
tion since 2005, developing countries have sharply increased
their consumption. According to the Energy Information
Administration, China’s appetite for crude oil has grown
roughly 50 percent since 2001, accounting for about a third
of the world’s increase in oil consumption.

At the same time, the world’s crude oil production has lagged
expectations. With OPEC countries operating at extremely
high capacity levels, much of the worlds oil reserves are
located in non-OPEC countries, which have not met crude
oil production expectations. In fact, world crude oil produc-
tion was flat in 2007, falling behind world consumption. As
a result, both crude oil and natural gas prices have set record
highs (Chart 1).

continued on page 3
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Are energy prices threatenlng the farm boom?, continued from page 2

Chart 1. Energy prices and farm input costs
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The soaring energy prices have led to an unexpected surge
in farm input costs, especially energy-based inputs. At the
beginning of the year, record high, double-digit price gains
were expected for fuel and fertilizer.! By July, U.S. farm input
costs had surpassed expectations, rising 20 percent above
year-ago levels. The largest price increases were for fertilizer
(derived from natural gas), which more than doubled year-ago
levels (Chart 1). Fuel prices also nearly doubled. Seed prices
rose 30 percent. And chemical prices went up 12 percent.

Rising input costs trim profits

Rising farm input costs have trimmed expectations for crop
returns. Since June, the U.S. Department of Agriculture
(USDA) has raised its crop production cost forecasts, and
farm commodity prices have eased. And, bankers’ farm in-
come expectations have retreated from record highs recorded
at the beginning of the year.

In general, the high fertilizer, seed, and fuel prices have led
to sharp increases in operating costs (Table 1). Total corn,
wheat, and soybean production costs rose by 25, 20, and
15 percent, respectively, above 2007 levels.

Fortunately for crop producers, the surging input costs have
coincided with record crop price increases. In fact, USDA
raised its annual farm level corn price estimate from $3.50
per bushel in November 2007 to $6.00 per bushel by June
2008, before declining to $5.40 per bushel in August 2008.
Soybean and wheat prices followed similar paths. As a result,
total gross market revenues are expected to rise well above
2007 levels, boosting net returns to production.

Despite higher returns in 2008, the timing of crop price
increases and farm input cost gains is reshaping farm income
expectations. In the fourth quarter of 2007, crop production
costs were expected to rise modestly in the year ahead, and
crop prices were expected to retreat from 2007 highs. For
example, in November 2007, corn prices were expected to
average $3.50 per bushel in 2008, down from 2007 levels.
As a result, at the end of 2007, crop returns were expected to

decline. Agricultural bankers responding to Federal Reserve
agricultural credit surveys reported expectations of farm
incomes softening in 2008.2

However, an unexpected surge in crop prices during the first
quarter of 2008 boosted crop revenue expectations. In turn,
agricultural bankers reported that farm incomes exceeded
expectations during the first quarter of 2008. Moreover, they
expected farm incomes to remain strong going forward.

But by the end of the second quarter of 2008, energy prices
and farm input costs had painted a different picture. Farm
income expectations dropped below the historical highs
posted in the previous quarter, and high input prices cut
income expectations going forward.”> While revenue forecasts
remain well above year-ago levels, they have declined from
spring 2008 expectations. For example, assuming November
2007 production costs and spring price expectations held
true, 2008 net revenues for corn were projected to reach
$475 per acre (excluding land costs). However, with the
higher June 2008 production costs and current price expec-
tations, net corn revenues are expected to dip to $375 per
acre, or 21 percent below prior projections. Similar patterns
hold for both soybean and wheat production.

Going forward, USDA expects more modest production cost
gains, although the gains are still historically high. Corn, soybean,
and wheat production costs are expected to rise between 4.5
and 5.0 percent in 2009, well above their historical average.
For example, from 1975 to 2005 corn, soybean, and wheat
production costs rose 2.5, 2.7, and 3.0 percent per year,
respectively. The biggest gains are expected to emerge in
seed, fuel, fertilizer, and chemicals. Using USDA trend yield
forecasts and production costs, breakeven costs for corn, soy-
beans, and wheat are expected to edge up in 2009 (Chart 2).

Crop production costs, however, have been rising at a much
faster clip. For example, if input costs held steady through

continued on page 4

Chart 2. Corn, soybean, and wheat breakeven costs
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forecasts
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Are energy prices threatening the farm boom?, continued from page 3

the rest of the year, by January 2009 they would remain

15 percent above January 2008 levels. In September, the
Food and Agricultural Policy Research Institute (FAPRI) pro-
jected that variable costs of production would rise roughly
15 percent in 2009. Assuming 15 percent increases in pro-
duction costs, breakeven costs for corn, soybeans, and wheat
would increase sharply from 2008 levels (Chart 2).

Rising costs boost farm debt

Rising production costs and shrinking profit margins could
pose a tough challenge to U.S. farmers: Farm debt could rise
as the capital required to grow a crop increases.

At the beginning of a planting season, many farmers take
out a farm operating loan to cover the costs of planting and
harvesting a crop. The loan is then paid off at the end of
harvest season or rolled over into another loan for the next
harvesting year. As a result, rising production costs increase
the lines of credit that farmers request from farm lenders for
operating loans.

In the first half of 2008, the number of farm operating

loans made increased sharply. The total volume of non-real
estate loans to farmers jumped more than 20 percent above
year-ago levels, with both the number of loans and the loan
amounts rising sharply.* According to Federal Reserve sur-
veys, loan demand was expected to rise sharply in the third
quarter as farmers, concerned about rising farm input costs,
prepaid costs for fertilizer and other inputs for the 2009 crop
(Chart 3). Still, USDA trimmed their interest costs projec-
tions, partly reflecting lower farm interest rates.

Such increases in operating loans could boost overall debt
levels going forward. At the end of the first quarter, the total
number of farm loans outstanding at commercial banks rose
5.2 percent. In the second quarter, the Farm Credit System
also reported that production and intermediate-term loans
outstanding increased 9.0 percent over December 2007.° In
addition to larger operating loans, increased capital spending
on tractors and other farm equipment underpinned the rise

continued on page 5

Table 1. U.S. Crop Production Forecasts and Net Returns ( Dollars per acre)

Corn Production Soybean Production Wheat Production
2006 2007 2008 Forecast | 2006 2007 2008 Forecast | 2006 2007 2008 Forecast
Forecast date:| Actual Forecast Nov. 07 Jun. 08 | Actual Forecast Nov.07 Jun.08 | Actual Forecast Nov.07 Jun. 08
Total Costs 409.7 4505 4595 567.4 | 2746 2954  300.8 339.9| 2168 2357 2395  283.1
Total Operating
(Vaciable) Coste 206 2377 2402 3352 | 96.9 107  109.5  137.2 85 96.6 97.9 1335
Fertilizer 80.2  101.5 100 166.8| 11.9 15.1 14.8 24.7 28.4 36 35.5 59.2
Seed 43.6 48.9 50 62| 34.1 38.3 39.1 485 85 9.5 9.7 12
Fuel, lube, and
electricity 28.7 31.8 33 47.1| 158 17.5 18.1 25.8 17.8 19.7 20.5 29.2
Chemicals 23.6 24.1 25.6 257 | 14.2 14.4 15.4 15.4 8.8 9 9.6 9.6
Repairs 14.5 14.9 15.2 52| 11.6 12 12.2 12.2 12.4 12.8 13.1 13.1
ggf‘tsom opera- 10.6 11 11.3 11.4 7 7.3 75 7.6 6.7 7 7.2 7.2
Interest on operat-
ing capital 4.8 5.4 4.9 6.9 2.2 2.4 2.2 2.8 2 2.2 2.1 2.8
Other variable
expanses 0.1 0.1 0.1 0.1 0.2 0.2 0.2 0.2 0.3 0.3 0.4 0.4
Total Allocated
(Foad) Coats 203.8 2127 2193 2322 | 177.8 188.4 1913  202.8| 131.8 139.1 1417  149.6
Land Costs 90.8 95.4 97.8 105 | 883 92.7 95 102 40.9 42.9 44 47.2
E‘éﬁi‘rg“s Market | 4533  §57.3 5355 837 | 2746 4182 3717 4961 | 1649  262.4 2471  315.4
E[jgﬁe(f)'o”ars Per | 304 435 35 54| 643 1015 9  1225| 426  6.48 61  7.25
Z(':?LO)' (bushels per | 1494 1511 153 155 | 427 412 413  405| 387 405 405 435
Net Market Returns
to Prodution 435  206.8 76.1  269.6| -0.1 1228 709 156.2 | -51.9 26.7 75 32.3
Assuming Nov.
2007 nooes 377.6 195.5 75.8
{\éeltarr?darket returns | 4344 3023 1738 3746| 882 2155 1659 2582 | -11.1 69.6 51.5 79.5
Assuming Nov.
2007 cond 475.3 290.3 119.8

Note: Production cost data obtained from USDA cost and returns forecasts www.ers.usda.gov/Data/CostsAndReturns/
Price and yield data obtained from USDA, World Agricultural Outlook Board, World Agricultural Supply and Demand Estimates, August 2008




6S55S8888S

WAgD

5985

[ ] l o
CiSion

$$555535553]

$
€

Vaker

Are energy prices threatening the farm boom?, continued from page 4

Chart 3. Farm loan demand and funds available for
farm loans
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in farm loan originations. In the second quarter, the volume
of non-real estate loans made to farmers for machinery pur-
chases by commercial banks increased 7.4 above 2007 levels.

Rising production costs have led to some deterioration in
farm credit conditions in the second quarter. After improving
over the past two years, farm loan repayment rates dropped
sharply in the second quarter, according the Federal Reserve
Bank of Kansas City’s agricultural credit survey. Moreover, ag-
ricultural bankers also reported the number of loan renewals
or extensions on operating loans increased modestly in the
second quarter. Agricultural bankers expect loan repayment
rates and the number of renewals and extensions to hold
steady in the third quarter.

Increased credit demand will boost farm lending opportu-
nities and also increase the funding requirements of farm-
related lenders. Agricultural bankers indicated that farm

loan demand increased sharply in the second quarter with
further increases expected in coming months. As the demand
for farm loans increased, agricultural bankers also reported

a decline in funds available for farm loans. If loan demand
increases further, as expected, agricultural banks may turn
increasingly to funding sources beyond bank deposits to
meet credit demand.

Thinner profits slow farmland

value gains
Higher production costs and thinner profit

robust gains in Midwestern states with large concentrations
of crop production.® For example, in the Corn Belt, farmland
values rose 14.8 percent with 18.8 percent gains reported

in the Northern Great Plains. And, Federal Reserve surveys
reported that strong farmland values gains persisted through
the first quarter of 2008.

In the second quarter of 2008, however, farmland value
gains slowed more dramatically than traditional seasonal
trends. With reduced profit expectations, farmland price
appreciation paused. According to the Federal Reserve Bank
of Kansas City, nonirrigated cropland values rose 0.6 percent
in the second quarter, well below the 6.9 percent pace of the
previous quarter. Irrigated cropland and pastureland gains
also slowed dramatically during the second quarter.

The future path of returns to land and farmland values
depends on production costs and crop prices. For example,
FAPRI projects annual farm corn prices to be roughly $5.25
per bushel from 2009 through 2013. At this price level,
capitalized returns to land from corn production could range
from $6,000 per acre (if production costs excluding land
rise 5.5 percent in 2009) to $3,800 per acre (if production
costs rise 30 percent as they did in 2008) (Table 2). Similarly,
assuming USDAs baseline production cost increase of 5.5
percent, capitalized returns to land could vary from $2,300
per acre (if corn prices are $4.00 per bushel) to $11,000 per
acre (if corn prices are $7.00 per bushel) (Table 2). Similar
patterns emerged when varying production costs and prices
for soybean and wheat production.

Has the farm boom reached its peak? Despite record crop
prices, rising input costs associated with fertilizer, fuel, seed,
and chemicals have trimmed farm income expectations be-
low spring highs. Surging production costs have boosted the
capital needs for farmers and raised operating loan demand.
The sustainability of the farm boom will depend on future
production costs and crop prices. While higher crop prices
could sustain record profits, the combination of high input
costs and weaker crop prices are a risk to the booming farm
economy.

Table 2 .Capitalized Net Returns to Land from U.S. Corn Pro-
duction (Dollars per acre-average 2009 to 2013)

margins also could slow farmland value
gains. Farmland values are based on the
capitalization of expected returns to produc-

tion. Weaker profit expectations for crop
production should slow the rapid accelera-
tion in farmland value gains.

2009 Production Cost Excluding [Corn Price (Dollars per bushel)
Land Increase (Percent) $4.00 $5.25 $7.00
5.5% (USDA baseline) $2,341 $5,986 $11,089

15% $1,501 $5,146 $10,249

30% (Actual 2008 increase) $175  $3,820  $8,923

Heading into 2008, farmland values soared
with crop prices and farm income expecta-
tions. At the end of 2007, U.S. farmland
values jumped 8.8 percent nationally, led by

Calculations based on USDA cost of production forecasts for 2007 through 2009
and FAPRI yield projections and production cost gains through 2013. Returns
exclude government payments. Returns are capitalized at 5.5 percent rate.

continued on page 6
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Are energy prices threatening the farm boom?, continued from page 5

Endnotes

'Food and Agricultural Policy Research Institute’s (FAPRI)
2008 agricultural outlook is available at www.fapri.missouri.
edu/outreach/publications/2008/OutlookPub2008.pdf.

*Federal Reserve agricultural credit surveys are available at
www.kansascityfed.org/agcrsurv/agermain. htm.

*Lower income expectations also were fueled by weakness in
the livestock sector. Analysis of farm income expectations by
the share of income derived from crop or livestock produc-
tion revealed that farm income expectations declined in
regions with large concentrations of livestock production.

*Data on farm loans at commercial banks are reported by the
Federal Reserve Board of Governors “Agricultural Finance

Databook” Second Quarter 2008. Obtained August 1, 2008,
at www.federalreserve.gov/releases/e15/current/SectionA . htm.

°Data on farm loans at Farm Credit banks are reported by the
Federal Farm Credit Banks Funding Corporation “Quarterly
Information Statement — Second Quarter 2008”. Obtained
August 29, 2008, at www.farmcredit-ffcb.com/farmcredit/
financials/quarterly.jsp.

®National farmland values were obtained from USDA at www.
ers.usda.gov/Briefing/LandUse/aglandvaluechapter.htm.

Updates, continued from page 1

Internet Updates

A1-46 (3 pages)

Current Profitability

data.

Corn Profitability — A1-85
Soybean Profitability — A1-86
Ethanol Profitability — D1-10

The following updates have been added to www.extension.iastate.edu/agdm.
Food, Conservation, and Energy Act of 2008: Horticulture and Organic Agriculture Titles —

2007 Farm Business Summary for Northwest lowa — C1-11 (9 pages)
2007 Farm Business Summary for Southwest lowa — C1-12 (9 pages)
2007 Farm Business Summary for North Central lowa — C1-13 (9 pages)
2007 Farm Business Summary for South Central lowa — C1-14 (9 pages)
2007 Farm Business Summary for Northeast lowa — C1-15 (9 pages)

2007 Farm Business Summary for Southeast lowa — C1-16 (9 pages)

The following profitability tools have been updated on www.extension.iastate.edu/agdm to reflect current price

... and justice for all

The U.S. Department of Agriculture (USDA) prohibits dis-
crimination in all its programs and activities on the basis of
race, color, national origin, gender, religion, age, disability,
political beliefs, sexual orientation, and marital or family
status. (Not all prohibited bases apply to all programs.)
Many materials can be made available in alternative formats
for ADA clients. To file a complaint of discrimination, write

USDA, Office of Civil Rights, Room 326-W, Whitten Build-
ing, 14th and Independence Avenue, SW, Washington, DC
20250-9410 or call 202-720-5964.

Issued in furtherance of Cooperative Extension work, Acts

of May 8 and June 30, 1914, in cooperation with the U.S.
Department of Agriculture. Jack M. Payne, director, Cooperative

Extension Service, lowa State University of Science and Technol-

ogy, Ames, lowa.

Permission to copy

Permission is given to reprint ISU Extension materials
contained in this publication via copy machine or other
copy technology, so long as the source (Ag Decision
Maker Iowa State University Extension ) is clearly iden-
tifiable and the appropriate author is properly credited.
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