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Tax Implications of the Tobacco Quota Buyout
Arnold W. Oltmans, Associate Professor and Extension Economist

The tobacco buyout legislation eliminates the federal
tobacco program. In exchange, tobacco producers
will be paid $3 per pound of quota tobacco grown,
and owners of quota will be paid $7 per pound of
guota owned. The payments, which will be distrib-
uted over ten years in equal, annual installments
have important income tax implications for tobacco
producers and quota owners.

Recipients of buyout payments need to work
closely with their accountant, tax preparer, lender,
or other professional advisers in 2005 to determine
the specific tax impact on their individual situation.
Tax issues, rates and reporting rules are different for
producers receiving the $3 production payment and
quota holders receiving the $7 quota payment. The
$3 production payment will be taxed as ordinary
business income while the $7 quota payment will be
taxed as capital gain income.

Production Payment ($3) Tax Issues

The tax implications for the production pay-
ments to producers are simple and straight forward.
Payments will be treated as ordinary business
income in the year payments are received and will
be subject to the following taxes: self-employment
(FICA) tax at 15.3%); federal tax at ordinary tax
rates (10% to 35% in 2005); and North Carolina
state tax at ordinary tax rates (6% to 8.25% in
2005). The amount of tax will vary widely among
individual producers depending on their individual
situation. The combined tax rate could be as low as
30% or as high as 51%.

Beyond the applicable tax rate, producers
should also consider the effect of production
payments on social security benefits and the effect

of taking a lump-sum payment in 2005. Because
the producer payment is earned income, it may
reduce the eligible benefit for individuals taking
early social security. Taking a lump sum in 2005
has tax advantages or disadvantages that will vary
among individual situations. Recipients of produc-
tion payments should work closely with a profes-
sional financial adviser in making decisions about
taking a lump sum payment or taking social
security early.

Quota Holder Payment ($7) Tax Issues

Tax issues and planning for quota owners are
more complicated, requiring more knowledge,
information and work by recipients. Tobacco
quota, which isan interest in land, qualifiesas a
Section 1231 asset with unique tax treatment.

o Payments are not subject to self-employ-
ment (FICA) tax.

e  Only the portion of the payment which isa
gain above the cost basis of the quota is
taxed as a capital gain.

e Gainsare taxed at federal capital gains tax
rates of 5, 10, or 15%.

e Gainsdo not qualify for farm income
averaging (since gains are not “farm
income”)

e Capital gain income does not affect social
security benefits.

o State taxes apply according to individual
state tax rates (6% to 8.25% in NC).
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Eleven Questions to Answer Before Investing Your

Tobacco Buyout Money

Michael L. Walden, Reynolds Distinguished Professor and Extension Economist

Individuals receiving money from the tobacco
buyout program must decide what to do with the
money. Here are answers to eleven important
investment questions that will help guide your
decision.

1. How much risk are you willing to take?
Many will answer “none,” but at the same
time will want to earn a high return on their money.
Unfortunately, this attitude ignores the iron rule of
investing: making more money on an investment
generally required taking more risk. So first you

need to decide how much risk to take.

Your acceptable level of risk is determined by
anumber of factors, including your age, your need
to have ready access to your money, and the
amount of money you have to invest. In general,
the older you are, the more you need access to
your money; and the smaller the amount you have
to invest, the less risk you’ll want to take.

Two recommended ways of managing risk
and increasing your investment earnings are
diversification and buy and hold. Diversification
means investing in several investments with
different risk levels. Buy and hold means keeping
investments for a long time period, expecting that
any losses will eventually be recovered over
several years.

2. Do you have expensive debt?

If the answer to this question is yes, then an
excellent way to effectively earn a high return on
your money is to pay down that debt. When you
reduce debt by a dollar, you are saving, and thus
essentially earning, the interest rate charged on
that debt. For example, paying off a $1000 credit
card debt on which you are charged 18% is like
earning 18% on that money. On the other hand, if
you have a mortgage loan charging 4%, paying
down on that debt only earns 4% on your money.

3. Are fees charged on the investment?

Fees can be charged on investments in many ways -
when you initially invest money, while your money is
invested, and when you withdraw your money from the
investment. These fees reduce your investment earnings.
Investment fees vary between investments and invest-
ment companies. Always ask what you’ll be earning
after subtracting the fees.

4. What kind of investment returns do you want?
Investments can earn money in three different ways:
by paying a regular amount of income as interest or
dividends; by having the investment increase in value
over time; or by a combination of the two. Which
payment type is best depends on your particular cir-
cumstances. If you need regular income from your
investments for living expenses, then investments paying
regular income or dividends may be best. Alternatively,
if regular income isn’t important, then investments which
grow in value and only pay when they’re sold may be a
better choice. There are also tax advantages to these
kinds of investments. The third investment type, which
blends the two forms of payments, isa compromise.

5. Are fixed or variable interest rates better?

Many investments, such as certificates of deposit
and bonds, pay a stated interest rate. However, with
these interest rates, there is the choice between locking
in the rate for a long period of time, or allowing the rate
to float, or vary, over time. Which is better?

Unfortunately, there is no set answer. If you knew
with certainty that future interest rates earned by inves-
tors were going to drop, then you would want to lock-
in today’s relatively high rate. On the other hand, if you
were sure interest rates would rise in the future, thena
floating interest rate would be preferred. One option is
to invest in a mix of fixed and floating interest rates.









