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Reporting income under ledger contracts *
by Neil E. Harl, Charles F. Curtiss Distinguished Professor in Agriculture

and Emeritus Professor of Economics, Iowa State University, Ames,
Iowa. Member of the Iowa Bar.

Although ledger contracts for marketing
hogs have been around for nearly a
decade, audit activity has picked up in

recent months with taxpayers questioned as to
how income under the contracts was reported
during the period of extremely low live hog
prices in 1998-99 when hog prices dropped to as
low as eight cents per pound.

What are ledger contracts
Ledger contracts were developed as a risk-
sharing arrangement between a producer and a
livestock packer under which the parties agreed
that the packer would pay a specified amount
per pound of live hogs (such as 38 cents per
pound) regardless of the actual cash price. If the
specified price was less than the market price, a
balance would build up on the packer’s ledger in
favor of the producer. When the cash price was
less than the specified price, the producer would
still receive the specified price and the ledger
balance on the packer’s books would be reduced
accordingly. If the specified price was set at or
near the long-term average price for live hogs,
the ledger balance would fluctuate as the mar-
ket price oscillates above and below the long-
term average price. With such a contract in
hand, a producer, especially a marginal pro-
ducer financially, would be more likely to obtain
necessary funding for production facilities.

The extended downturn in live hog prices in
1998-99 produced large, sustained negative
balances in the ledger account. Among the
obvious questions raised by such large negative
balances were:

1) what is the packer’s position relative to the
producer’s lender;

2) how is the ledger account handled on the
producer’s balance sheet;

3) what are the consequences if the packer (or
producer) declares bankruptcy, terminates
the business, or is sold; and

4) how does the producer report payments in
the face of a large sustained negative balance
in the ledger account?

In this article, the principal focus is on how a
producer reports payments for live hogs during
a period of large, sustained negative balances.

Income tax treatment of payments for
live hogs
The income tax aspects relate to two distinct
reporting problems:

1) how payments for live hogs should be
reported and

2) how payments at the end of a contract are to
be reported.

 
First, it should be noted that amounts actually
paid for live hogs should be reported as income
as the payments are received. As the Internal
Revenue Code clearly states, “Except as other-
wise provided...gross income means all income
from whatever source derived, including (but
not limited to)...gross income derived from
business....”

Example 1:
A taxpayer has a ledger contract with a
packing plant that sets the specified
contract price at 38 cents per pound of live
hogs. The taxpayer delivers 400 hogs
weighing 100,000 pounds at a time when
the market price is 43 cents per pound.
The taxpayer is paid 100,000 x $.38 =
$38,000 and the ledger account balance is
credited with 100,000 x ($.43 - .38) =
$5,000. The taxpayer reports ordinary
income of $38,000.

* Reprinted with permission from the July 22, 2004
issue of Agricultural Law Digest, Agricultural Law
Press Publications, Eugene, Oregon. Footnotes not
included.
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If the market price for hogs is below the speci-
fied contract price when the live hogs are
delivered, the producer is paid the contract
price (38 cents per pound in this example) and
the difference between the specified contract
price and the market price is subtracted from
the ledger account.

Example 2:
The taxpayer in Example 1 delivered
100,000 pounds of live hogs when the
market price is 35 cents per pound. The
taxpayer is paid 100,000 x $.38 = $38,000
and 100,000 x ($.38 - .35) = $3,000 is
subtracted from the ledger account. The
taxpayer would report ordinary income of
$38,000.

Inasmuch as taxpayers do not have the right to
collect a positive balance in the multi-year
ledger account or have the duty to pay a nega-
tive balance in the ledger account until the end
of the contract, the taxpayer is neither required
nor allowed to report the ledger account bal-
ances until the end of the contract.

The income tax consequences of the ledger
contract are essentially the same whether the
producer uses the cash method of accounting or
the accrual method of accounting. The duty to
pay a positive ledger account balance or a
negative ledger balance does not arise until the
end of the contract and is dependent upon the
market price for live hogs until the end of the

contract. Therefore, the economic performance
rules do not allow (or require) an accrual basis
taxpayer to recognize a loss or a gain until the
taxable year in which the contract ends. 

At the end of the contract, positive balances paid
to the producer are reportable as ordinary
income; negative balances reduce income by the
amount of the payment and should be reported
as a negative amount on Schedule F.

Are payments in excess of market
price a loan?
The argument has been made that payments in
excess of the market price for live hogs could be
treated as loans. That would appear to be pos-
sible only if the amount in question is a bona
fide loan. The authority which has emerged in
recent decades for the taxation of advances on
commodity sales sold with deferred payment
provides useful guidance on when a payment is
a bona fide loan. Of course, a practice of report-
ing amounts by which the specified price exceeds
the market price should involve reporting the
excess of the market price as income over the
specified price in years in which that is the case.

Fundamentally, however, treating the amounts
as loans is only possible where it can be estab-
lished that the amounts are bona fide loans.
That is difficult to establish, if not impossible,
when the contract does not characterize the
amounts as loans as has generally been the case
with ledger contracts for hogs.


