Many farm couples are delighted
that a child or another relative is
involved in the farm operation
and eventually wants to increase
that involvement to take over the
business. The couple has worked
hard to build the business; it is
nice to think that it will continue
to thrive under an heir's manage-
ment. One of their goals in retire-
ment, then, is the transfer of the
farming business to an operating
heir who would inherit all or part
of the operation.

It is in the best interests of both
generations that the transfer be
accomplished with a minimum of
financial and emotional cost. The
business probably represents the
livelihood for both generations.
But the transfer requires careful
planning so the financial needs of
the retiring couple are met and
equitable distribution of assets to
non-operating heirs is ensured.
Many families literally have been
torn apart in the process of trans-
ferring the farm from one
generation to another.

Financial Security for the
Couple during Retirement
For many farm couples the farm
represents not only their current
source of income, but the source
of income needed for later years,
as well. Between 65 and 70 per-
cent of all assets held by farm
families are in land, buildings,
livestock, and machinery. For
most families, it is not possible to
make a gift of the farm to the
heir. An outright gift would not
result in sufficient annual income
for the parents. The need is to
transfer the farm to the operating
heirs in such a way that the older

generation is assured of sufficient
income for the remaining years.
One of the questions that must be
carefully considered, as plans are
made for the transfer of the farm
property, is whether the business
is large enough to support both
the parents and the operating
heirs.

A related question has to do with
effects of the parent generation’s
retirement on the farm business.
If the business is large enough to
support both generations, it may
be too large to be managed by the
operating heirs. The retirement of
the parents usually means a re-
duced labor supply and a reduced
supply of operating capital. How
does the business adjust? Hire
labor? Borrow capital? Bring in a
third generation? Downsize the
operation? If downsized, the farm
business may no longer be large
enough to support both
generations.

Equity for

Non-operating Heirs

A more complex question than the
economic issue is the treatment of
non-operating heirs. If the non-
farm assets are adequate to
compensate the heirs who have
left the farm, then the farm can
be transferred to the operating
heir quite easily. Most farm fami-
lies do not find themselves in this
situation. They need to ask if the
farm should be transferred in
equal shares to all of the heirs,
operating and non-operating.
Does the operating heir deserve
compensation for the “sweat
equity” contributed? Would some
of the non-operating heirs like to
be a part of the farming opera-

Operating Heir

tion? If equal shares are
transferred to all heirs, how will
the income from the farm be
divided? Will the operating heir
receive a salary? Will the non-
operating heirs receive rent?
Would it be better to form a
corporation that would pay wages
to the operating heirs and divi-
dends to all share holders,
including the non-operating
heirs? What is the responsibility
of the operating heir to his or her
siblings, and vice versa?

Unsatisfactory resolution of these
and other intrafamilial issues in
the property transfer have led to
hurt feelings, and even lawsuits
that pit one sibling against an-
other. The only way to deal with
the issues is to openly discuss all
options with all family members
before decisions are made and
actions taken.

Arrangements for the
Surviving Spouse

Most often, the surviving spouse
is female; women have longer life
expectancies than men, and tend
to marry men older than them-
selves. The couple should make
plans together for the disposition
of the property during retirement
and for its disposition after the
death of either spouse. Many a
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farm widow has found herself
locked into the terms of a trust
established before her husband’s
death that limits her options.
Both partners need to consider
living arrangements and property
disposition after the death of
either spouse before solidifying
plans for retirement and for prop-
erty transfer.

Alternative Ways To
Transfer the Property
There are a number of ways that
the real estate can be transferred
to an operating heir or heirs.
Some are discussed in this sec-
tion. A more complete discussion,
with excellent examples, can be
found in North Central Regional
Extension Publication 193, Farm
Estate and Transfer Planning:
A Management Perspective.

It is important to remember two
things. First, every situation is
unique; what one family decides
to do may not be appropriate for
another family. Each family needs
an individual plan tailored to its
specific situation. Second, any of
the alternatives discussed have
fairly complex legal issues and
implications. Time should be
spent shopping for a good lawyer,
one who specializes in the legal
aspects of property transfer, and
who has knowledge of income,
gift, and estate tax implications. It
is important that all parties in-
volved in the transfer know and
trust the attorney. Alternatively,
each of the parties involved (the
parents and the operating and
non-operating heirs) should have
their own attorney who is looking
out for their interests.

Sell the Farm

Perhaps the most obvious way to
transfer the farm at the time of
retirement is to sell all or part of it
to the operating heir. If the retir-
ing couple owns the farm
outright, the older generation
could hold either a land contract
or a private mortgage. The heir
would agree to pay a specific
amount each year for principal

and interest payments. Retire-
ment income would be guaran-
teed, and secured by the farm if
the payments could’not be met. If
the farm is mortgaged, there
might not be the opportunity for
the older generation to hold a
private mortgage or land contract.
A discussion with the holder of
the current mortgage could reveal
several options—for instance,
mortgage assumption by the oper-
ating heir.

There are two potential problems
with planning to sell the farm to
the operating heir. First, the
younger family may not be able to
afford the purchase. They may not
have sufficient capital or credit
base for even a modest down
payment; other debt obligations
may mean that they could not
meet the annual payment sched-
ule. Second, the income tax
obligation for the parents from
the outright sale of the farm
property may make another alter-
native more desirable.

Look closely at the income tax
issues surrounding the sale of a
farm business. Assume that the
entire farm business is sold, in-
cluding the dwelling, the
machinery, the livestock, and the
land. Under the cash basis
method of accounting, farmers
will have income that has not yet
been recognized. Thus, over a
period of years, they accumulate
considerable assets on which in-
come taxes have not been paid.
Under these conditions, if the
farm business is liquidated in a
given year, there is ordinary farm
income from the sale of crops and
livestock, income from the sale of
the machinery (part of which will
be ordinary income), and gains
from the sale of breeding stock (if
the holding period is met) and the
sale of the land. Under the 1986
Tax Reform Act, capital gains are
treated as ordinary income. In
addition, there may be investment
credit to be paid.

Careful planning is needed to
reduce the income tax obligation
of the parents. The installment
sale method, in which part of the
payments are deferred until future
years, can help ease the tax bur-
den. This method treats a part of
each payment received as the
recovery of cost and a part as
profit. If the sale value greatly
exceeds the tax basis, however, an
installment sale, nevertheless,
may trigger a large tax burden. An
alternative is to sell outright a
little each year, although this
approach may be unworkable.

The farm residence is an asset
that, although located on the
farm, is not normally a farm
business asset. Consequently, its
sale usually is treated as the sale
of a principal residence by the
Internal Revenue Service. When
the farm is sold, a portion of the
selling price and a portion of the
cost basis are allocated to the
residence, including its yard and
outbuildings related to the house,
such as a garage. If a capital gain
is realized on the sale of the
residence, the gain may be
postponed if a different residence
of equal or greater value is pur-
chased within 24 months of the
sale of the farm residence. An
individual who is 55 years or
older may exclude from gross
income all or part of the capital
gain on the sale of the principal
residence if that exclusion has
never been taken before. The first
$125,000 of the gain can be
excluded.

Lease the Farm

A second alternative is to lease the
farm to the operating heir on a
cash or share basis. In most
cases, the sale is either deferred
for a period of time, while the heir
builds sufficient capital for the
sale, or the property is passed to
all heirs, operating and non-
operating, at the time of death. If
leasing is deemed the most desir-
able, both generations should
take care to distinguish the leas-




ing arrangement from either an
employer-employee relationship or
a partnership.

The advantage of a leasing ar-
rangement is that the operating
heir can have many of the bene-
fits of farming before capital or a
credit base has been developed. If
the transfer of property is deferred
until the estate is settled after the
death of one or both parents, and
there are non-operating heirs, a
potential disadvantage is that the
operating heir may not be able to
buy the shares of the non-
operating heirs, thus forcing the
sale of all or part of the property.
Or, the operating heir may be
unable to pay the costs of the
estate settlement, usually consid-
erably higher when the second
spouse dies than when the first
spouse dies. The “unlimited mar-
ital deduction,” which permits the
surviving spouse to inherit all or
part of the estate of the deceased
spouse without federal estate tax
obligations, is extremely advan-
tageous in planning for the trans-
fer of property. Careful estate plan-
ning on the part of the parent
generation can help limit estate
tax obligations and can provide
assets to be used to pay the estate
tax obligations at the death of the
second spouse.

If the parent generation wants to
ensure that the farm business
continues after their death, they
may specify that the farm busi-
ness not be sold by the non-
operating heirs when the last
spouse dies. Several options for
such protection are available.
They include the purchase of ad-
ditional assets to be liquidated at
the time of death, the purchase of
life insurance, or financial gifts
prior to death.

Joint Tenancy

Between Generations

One of the least desirable devices
used for transferring an interest
in the farm is for the ownership
of the farm to be held in joint
tenancy by the retiring generation
and the potential heir. A share of
the ownership is given or sold to

the heir, and the legal property
records are changed to that effect.
The advantage of this alternative
is its simplicity and familiarjty,
and its low cost, particularly if the
share in the property is a gift.

The disadvantage in using joint
tenancy between generations is
that all joint tenants are subject
to each others desires and inter-
ests in the use of the property. If a
father and son are joint tenants,
the death of either results in the
property being transferred to the
surviving joint tenant, leaving the
deceased'’s spouse and other heirs
with no ownership share in the
farm. The heirs of the deceased
may have inadequate income.

Exchanging the Farm

for a Life Annuity

An annuity is a promise to pay a
specific amount of money over a
specified time period. One method
of using an annuity to transfer
the farm property to an operating
heir is to deed the farm to the
heir in exchange for a promise to
pay the retiring couple a joint and
survivor annuity. In its simplest
form, an annuity is a farm sale in
which the specified payment
period is the lifetime of the annui-
tant (the seller). Under this
arrangement, the parents could
transfer ownership of the farm for
a specific annual amount of in-
come. If the parents die earlier
than expected, the heir receives
the farm for only a fraction of its
value. If the parents live longer
than expected, the price of the
farm may become excessive.

The advantages of a life annuity
agreement between the genera-
tions is that the transfer of the
property may reduce future estate
taxes substantially and income
taxes can be reduced. A potential
disadvantage of private or “family”
annuities is that the lifetime
income of the annuitants is es-
sentially unsecured. If the
younger family finds that it can-
not meet one or more of the
periodic payments, the older gen-
eration may have little recourse
except, of course, a lawsuit.

Some of the disadvantages of a
private annuity may be overcome
through the purchase of a com-
mercial life annuity. The buyer of
the farm would pay the cost of the
annuity to an insurance company;
the company in turn would as-
sume the obligation for making
periodic payments to the persons
named in the annuity contract.
The company would either make
payments on a “life annuity” con-
tract, a guaranteed income for life
with no payments due at or after
death, or under a “cash refund life
annuity.” The cash refund annuity
guarantees periodic payments for
the lifetime of the annuitant with
an additional lump sum payment
at death equal to the excess, if
any, of the purchase price over the
sum of the payments.

Life Estate

Another method of ensuring the
future ownership of the farm by
operating heirs is to transfer
ownership through a gift of the
farm while the parents retain
lifetime use and income as a life
estate. This plan might also in-
clude a lease of the farm to the
heir on a cash or share basis
during the parents’ lifetime. This
method can be successful if the
value of the property in which the
parents retain the life estate is
relatively modest. Tax problems
arise when the value is relatively
high, because the value of the
property is still included in the
parents’ estate. Estate taxes may
be excessive.

Partnership Between
Generations

In a partnership, a portion of the
farm capital could be transferred
by sale or gift to the operating
heir at the start of the partner-
ship and during the years that
the partnership is operated. When
the parents reach retirement age,
their remaining share of the cap- |
ital could be transferred to the
heir by sale or gift. If the transfer
is accomplished through a sale of
the property, the parent genera-
tion would have the revenue from
the sale to invest for their retire-




ment income. A gift of the share
would leave the parent generation
without income from the farm
business or from investments
from the sale of the farm business
in retirement.

An alternative is to convert the
partnership from a general to a
limited partnership, to give the
heir complete managerial respon-
sibility and to limit the involve-
ment and liability of the parent
generation. Retirement income for
the parent generation would come
from a share of the profits. One of
the potential disadvantages of the
partnership arrangement after re-
tirement is that income from a
partnership (farm or nonfarm)
may reduce social security bene-
fits because it is “earned income.”
If the parent generation is a
“limited partner,” income from the
partnership will not be counted as
earned income for social security
purposes.
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Corporate Ownership
Incorporating the farm converts
ownership from inicrests in land,
machinery, livestock, and czops to
readily transferable stock certifi-
cates representing ownership in
the entire business. The heir
could be hired to manage and
operate the business. Income in
retirement is received through
dividends. Alternatively, income
could be received through the sale
of stock in the corporation to the
operating heir.

Creating a Trust

A trust is an arrangement where-
by the management control and
legal title to property is placed
with a trustee who manages or
operates the property for the
benefit of other persons, the bene-
ficiaries. A trust can be created
during life (an inter-vivos trust) or
can be set up by will (a testamen-
tary trust). In either case, the
trust can continue after the death
of the decedent.
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There are many variations of the
basic trust idea. Its flexibility can
permit substantial discretion by
the trustees. For example, they
can be granted power to redis-
tribute the trust principal at a
future date, to allocate income
among family members, to dis-
tribute the principal to the
beneficiaries in times of need, and
to make similar arrangements
that can adjust to future changes
in family needs or the economic
climate. A trust may be used to
guarantee income for the retiring
farmer and spouse as benefici-
aries while including the heir in
the management of the farm
operation.

For Further Reading
Looney, J. W. Estate Planning for
Farmers. 3rd. ed. St. Louis,
Mo.: Doane Agricultural

Service, 1979.

Polson, Jim G. Handbook of Farm
and Ranch Estate Planning.
Englewood Cliffs, N.J.: 1982.
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