
 

 

 
Q&A: Tax Options for Drought Sales of Livestock 

 
If a producer is forced to sell livestock, in excess of normal levels, due to shortages of water, feed or 
other consequences of drought, the income tax on the gain from the sale of those animals may be 
postponed.  Producers have two distinct options tax options available to them in this circumstance; 
 

1. Code Section 451(e): The election to postpone reporting the taxable gain on the additional 
sales of any livestock for one year; or 

 
2. Code Section 1033(e): The election to postpone, and altogether avoid, paying taxes on the 

gain from the sale of breeding, draft, or dairy animals if they are replaced within a specified 
time frame. 

 
Code Section 451(e):  

 Provides for the one year postponement of gain on the sale of all classes of livestock. 
 
Q: What requirements must I meet as a producer? 
 A: In order to qualify for this election a producer must meet the following criteria: 

• Their principal business must be farming. 
• They must use the cash method of accounting. 

 
Q: How do I make the election? 

A: The 451(e) election must be made by the due date of the tax return for the tax year in 
which the sale occurred, and the following information should be attached to the statement: 

• A declaration that the producer is taking an IRS Code Section 451(e) exemption. 
• Evidence of the weather-related conditions that forced the sale of the animals. 
• The number of animals sold under normal business practices during each of the past 

three years. 
• The number of animals that would have been sold during the current tax year had the 

producer followed their normal business practices. 
• Information verifying that the area was designated as eligible for federal disaster 

assistance, and that date at which that designation was received. 
• Computations, consistent with IRS requirements, to show the amount of income that 

is being deferred until the next year. 
 
Q: What if my county has not received a federal disaster declaration at this time? 

A: In order for a producer to qualify for a 451(e) election, the area must have received a 
federal disaster declaration; however, it is not necessary that the sale of the livestock takes 
place after the declaration was received.  The sale of the animals could have occurred prior 
to the area receiving a designation as eligible for federal disaster assistance, as long as the 
weather-related condition that caused the federal disaster designation was the same 
condition that forced sale of the livestock. 

 



 

 

 
Q: What is an example of a situation where this election could be applied? 

A: A cow/calf producer with 100 cows typically sells 25 of his calves after fall weaning 
while retaining the remaining 75 for back-grounding and sale the next Spring.  This year, 
due to drought conditions, the producer has depleted feed stocks and is forced to sell all 100 
calves immediately following weaning in the fall.  This producer could postpone paying 
taxes on the gain from the sale of the additional 75 head until the next year. 

 
Q: Is this the right choice for me? 

A: There are a number of very important considerations that must be taken into account to 
accurately answer that question such as effects on depreciation and income averaging.  This 
document is intended to aid producers in acquiring an understanding of their options, 
however, all producers should consult with their personal tax advisor/accountant in order to 
verify what strategies will work best for their operation.   

 
Code Section 1033(E):  

 Provides for the postponement of gain on the sale of breeding, draft, or dairy animals when 
the producer intends to replace them at a later time. 

 
Q: What requirements must I meet as a producer? 
 A: In order to qualify for this election a producer must meet the following criteria: 

• Their principal business must be farming. 
 
Q: Is the 1033(e) election limited to cash-basis taxpayers? 

A: No, a Section 1033(e) exemption is available to all taxpayers whose principal business is 
farming (unlike under Section 451(e)). 
 

Q: How do I make the election? 
A: The election to defer the payment of capital gains on the forced sale of livestock is made 
by demonstrating the involuntary conversion of those animals.  This can be done by 
attaching the following information to the tax return for the year in which the sale of the 
animals occurred: 

• A statement that the producer is electing to postpone gain under Code Section 
1033(e). 

• Evidence of the existence of the drought conditions that forced the producer to sell 
their livestock, and if applicable the date of federal disaster designation for that area. 

• The number and kind of livestock that were sold. 
• The number and kind of livestock that would have been sold should the producer 

have followed their normal business practices. 
• A computation, consistent with IRS requirements, of the income that is being 

postponed.  
 
 



 

 

 
Q: How long do I have to replace the animals before I will be forced to pay capital gains? 

A: Two different time frames can apply dependent upon the disaster declaration status of a 
producers’ county.   

• If the producers’ county is eligible for federal disaster assistance at the time of sale, 
the replacement period begins on the date that the livestock were sold and ends at the 
conclusion of the first taxable year after the first drought-free year for that area.  

• If the producer resides in an area that has not been declared eligible for disaster 
assistance, the replacement period begins on the date of the sale and ends two years 
after the close of the tax year in which the involuntary conversion occurred.  

 
Q: Does that mean that I don’t have to reside in a county that has been designated as eligible 
to receive federal disaster assistance in order to qualify for a 1033(e) election? 

A: That is correct.  Although the reinvestment time frame is limited to two years, producers 
whose county did not receive a federal disaster designation can still qualify for a 1033(e) 
election. 
 

Q: How is the ‘first drought-free year’ determined? 
A: Under IRS Notice 2006-82 the replacement period was altered to extend until the end of 
the first taxable year ending after the first drought-free year for the applicable region.  A 
‘drought-free year’ is defined as a year in which the producers area, meaning their county or 
any county contiguous, does not experience a severe, extreme, or exceptional drought for 
any weekly period between September 1st and the following August 31st.  Furthermore, 
determinations regarding the severity of the drought will be based upon the U.S. Drought 
Monitor (i.e.: D2: severe, D3: extreme, D4: exceptional).  

 
Q: How will I know if a severe, extreme, or exceptional drought was reported for my area? 

A: Upon a visual evaluation of the U.S. Drought Monitor many producers will likely be able 
to determine if their county or any county contiguous to theirs experienced a D2, D3, or D4 
drought.  But, it may be unclear in some cases whether a county is within or partly within a 
drought zone, and for that reason the IRS will publish a list each September of the counties 
for which a D2, D3, or D4 drought was reported for any weekly period during the preceding 
12 months. 

 
Q: What is an example of a situation where this election could be applied? 

A: A cow/calf producer residing in a county that has been designated as eligible for federal 
disaster assistance customarily sells 20 cull cows every year, but due to the drought 
conditions he or she is forced to sell 60 head this year.  The cows sold in excess of the 
normal number, 40 head, can be considered involuntary conversions.  As such, the gain from 
the sale of those 40 head can be deferred, and will not have to be recognized, as long as the 
producer uses those proceeds to purchase replacement cows within four years or one year 
following the first drought free year for his area if a D2, D3 or D4 drought was experienced 
during the fourth year following the original sale of the animals.   

 



 

 

Q: What if the value of the replacements is different than the original animals? 
A: In continuing with the example outlined above lets assume that the producer received 
$1000/hd for the 40 additional cows he or she was forced to sell in 2006.  If this producer 
was to reinvest more than $40,000 in 40 cows prior to the conclusion of the drought (as 
defined above), then the excess would be his tax basis in those cows.  However, if that 
producer reinvests less than $40,000 in 40 cows at that time, the difference between the 
amount reinvested and the $40,000 must be reported as taxable income by amending the 
2006 tax return (Form 1040X).  

 
Q: What information must be filed for the year in which the animals are replaced? 

A: The following information should be attached to the tax return for the year in which you 
replace the animals: 

• The date the replacement animals were bought. 
• The cost of the replacement animals. 
• The number and kind of the replacement animals. 
• A copy of the information you attached to the tax return from the year in which you 

claimed the involuntary conversion. 
 
Q: Can I reinvest in something other than livestock? 

A: Producer may replace livestock with other farm property if, due to drought, flood, or 
other weather-related conditions it is not feasible to reinvest the proceeds from the sale of 
the livestock in property similar to or related in use to the livestock.  The difficult question is 
how the IRS will interpret “feasibility”.  Consult with your personal tax advisor for more 
information on this particular issue. 

 
Q: Is this the right choice for me? 

A: There are a number of very important considerations that must be taken into account to 
accurately answer that question such as effects on depreciation and income averaging.  This 
document is intended to aid producers in acquiring an understanding of their options, 
however, all producers should consult with their personal tax advisor/accountant in order to 
verify what strategies will work best for their operation.   



 

 

 
Summary of Tax Options for Drought Sales of Livestock: 

 
Question Section 451(e) Section 1033(e) 

What livestock qualifies? All livestock Breeding, draft, or dairy 
livestock 

Must the county be eligible for 
Federal disaster assistance? 

Yes No, but the reinvestment 
timeframe is contingent upon 
the areas disaster declaration 
status 

Do the animals have to be sold 
in the drought area? 

No No 

What sales does the election 
apply to? 

Sales in excess of normal 
business practices 

Sales in excess of normal 
business practices 

How does the election benefit 
me? 

Postponing payment of 
income taxes on the sale for 
one year 

Deferral of paying capital 
gains by carrying over basis, 
reinvestment timeframe 
applies. 

Is replacement of the animals 
required? 

No Yes 

What effects does the election 
have on basis? 

N/A Reduced by gain that is 
deferred 

How long do I have to 
reinvest? 

N/A Two years if not eligible for 
federal disaster assistance; 
until one year following the 
official end of drought if 
eligible. 

How long do I have to make 
the election? 

Due date for the return for the 
tax year of the sale 

Two years from the end of the 
taxable year of the sale 
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