Transferring the Farm
to the Next Generation

Le‘ffeJ} Orr v Warwick, P.S.

(009) 952-2922 WWW.lEeTTelotiSwarwiCK.comr


http://www.google.com/url?sa=i&rct=j&q=&esrc=s&frm=1&source=images&cd=&cad=rja&docid=LyEOgFrAU6UpxM&tbnid=39luBQo-UBfq9M:&ved=0CAUQjRw&url=http://www.jigsawexplorer.com/puzzles/wheat-farm-jigsaw-puzzle/&ei=n_ZqUreuJKPkiwK8uIHICQ&bvm=bv.55123115,d.cGE&psig=AFQjCNElhuIgUGUmO2DnnnLbLYLZKagGCw&ust=1382828057414009
http://www.google.com/url?sa=i&rct=j&q=&esrc=s&frm=1&source=images&cd=&cad=rja&docid=LyEOgFrAU6UpxM&tbnid=39luBQo-UBfq9M:&ved=0CAUQjRw&url=http://www.jigsawexplorer.com/puzzles/wheat-farm-jigsaw-puzzle/&ei=n_ZqUreuJKPkiwK8uIHICQ&bvm=bv.55123115,d.cGE&psig=AFQjCNElhuIgUGUmO2DnnnLbLYLZKagGCw&ust=1382828057414009

TRANSFERRING THE
FARM: A CASE STUDY




Key Players
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Mom & Dad

m Both age 70 and in good health. Beginning to slow down
a bit, turning over their duties to the son on the farm.
Want the ability to “get away” from time to time and not
be so tied down. Good yields and higher prices have had
them paying more taxes than they are comfortable with.

m They have concerns regarding the best method to pass
the farm to the next generation. They came in to discuss
the best method to structure the farm for the future.




Son #1

m Heis age 48 and lives on the farm. He came home to the
farm upon graduation from WSU at age 22. He is married
with 3 children: 1 in college and 2 in high school. He
basically runs the day-to-day operations on the farm and
has assumed the duties as Dad has slowed down. His
son, the oldest child, is now at WSU and loves the farm.
He plans to return to take over the operation at some
point down the road.

m Although Son #1 is not an owner and is simply paid as a
hired man, he helped “build” the farm. When he came
back at age 22, the farm was less than half its present
size and encumbered with a mortgage. He has existed on
a minimum wage to assist in retiring the land debt.




Daughter

m Sheis 46 years old, married with 2 children and lives in
Seattle. She has a great job, a great retirement, has a
nice house, and is living the good life. She likes to come

back to the farm a couple times a year and enjoy the slow
pace and open country.




Son #2

m Son #2 is age 44, married, and lives in California. He
does not have much interest in the farm. He has trouble
managing his finances, has a good job and a high income
but not much to show for it. His wife is high maintenance
and very controlling. This son is beginning to ask
guestions about what is going to happen with the farm.




Balance Sheet

Cash / IRA / Savings $ 1,000,000

Crops on Hand / 500,000

Seeded summer fallow

Equipment 750,000

Farm Lands 4,000,000
Total Assets 6,250,000

Debt 0]

Vo

$ 6,250,000

Equity
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Goals ldentified

1. They would like to see the tax bill to Uncle Sam decreased.

2. Estate/transition goals:
a) They would like the farm to stay in the family as a working farm!

b) They love all their children and want to be fair to them all.
c) They do not want to pay estate tax.
d) They want to reduce exposure to the possible impact of divorce,

long term care or bankruptcy on the part of one of the owners.
e) They would like to reduce any threat to “off farm siblings.”




Proposed Re-Organization

m Transfer equipment, summer fallow, and crops on hand to
newly organized C-corporation

m [ransfer farm land to new LLC




Proposed Re-Organization

Cash Lease
% Farm Land, LLC

i 1
Dad & Mom Son #1 Dad & Mom Son #1 Daughter Son #2
50% owner 50% owner 70% 10% 10% 10%




What Have We Accomplished?

m Income Taxes:
- Assumed expenses:

1.

co

Medical insurance, out of pocket medical, dental & optical
for Dad, Mom & Son #1's family totals $22,400 per year.

Groceries for both families above total $15,000.
Utilities for both homes total $7,500 per year.

Insurance on homes, repairs to homes, purchases of
appliances and furniture for both homes totals $8,000 per
year.



What Have We Accomplished?

m New Corporation’s tax calculation:

Beginning Net Income $ 100,000
Less Medical (22,400)
Less Groceries (15,000)
Less Utilities (7,500)
Less Insurance, repairs, etc. (8,000)

Subtotal 47,100

Paid out of corporation to LLC as rent (47,100)

Net Taxable Income $ 0




Casavvant (99)

U.S. lndtvudual Income Tax Return

¢ e Troasey — It Seane Serve

= 1040

fot wiis o Fapk 0 1N e

For the pear Jan | - Dec 11, 2014 or sther tae year begnsing W, endirg 2 SS0arate nstruchons
Tour taat rare & ota ~xat A Yaur sscial secunty sumiber

JOE FARMER

3 ot WA SERAs £ Tyt AaTe 3 Mty At rare

MARY FARMER

Te BCIREE (Terher 30T KWL 1T you Fave 8 0 U 59

rTET——

Acartmert ro

4 D Head of household {(with gualifying person). {(See
0 P instructions.) |f the qualifying person is a child
2 Marrad filing joistly {oven if anly coe had mezme) But not your depsndant, anter this child's
3 | Mamed fling sepeeataly Ertee spouse’s SEN above & ful name here  ®
e hey > 5 t_-..ahf',mg widow(er) with dependent child
Exompﬂons 6a [X| Yoursell. if somecos can claim you 38 3 depandant, do not check box 63 =5 """’;’:;;" )
| . 2
b X Spouse | Wool chiden
© Dependents: B0CHa
(1) First nama Last name
re tan four
, She
NS UCHONS a"J
check hara 'l j|

d Total numder of exempbons clamed

7 Woages salaries. lips, etc Attach Formis) W2

Income 8a Taxabde intecast Attach Schedule B d requrad
b Tax-exempt interest. Do not include on ine Sa | gbl

Attach Form(s) 9a Ordinary dividerds. Attach Schecie B # requred
W-2 hers, Niso b Quatéed dividends l_ 9_91
:Q;g‘amﬁ 3 10 Taxable rafunds, cradits, o offsets of state and local income taves
il Lax wat withheld 11 Abmony recered

12 Business income o (Yass) Attach Schedule C or C-EZ 4
] ruv'd.- et 13 Capstal guin or (bass). Al Sch D #f regd. If net regd ok hes > L
e |r"1.,:'.y, l‘ Othar Qans or l::‘}-{‘:- Attach Form 4797

15a 1RA distributions [ 153! | b Taxable smount

16a Pansions and annuites I 163 | b Taxabls amount

17 Rantal real estate. royaltes, parinerships

orporavons, trusts, ot Attach Schecuie £

After re-org;:
Self-employment
farming income
replaced by 70% share
of land rent from LLC

18 Farm income or (loss) Attach Schedde F
19 Unsmploymsnt compensation
WKS 203 Socal sacurity bensfits | 20a) 10, 200, | b Taxabls amount
bine 9w amounts & tha far nght calemm o0 Snss 7 througe 21 This is your total income
E 3 23
Cer I penias of reservists, performng srdets, and fas-bases . H

Anand e SH P e P o s o e |24 Note: Three children
Income 25 Health savings account deduction. Attach Form 8559 ] H

2 Moving n!pq::e: Attach Form 3903 2% WI” eaCh be taxed on

o ::sdunhh part of w‘-mil:y-em s Atach Schedule SE Fed hls/her 10% Share of

28 Self-employed SEP, SIMPLE, and qualiied plana 2

29 Self-employea health nsurance ceduction 29 Ia nd rent from LLC

N Penalty on early withdrawal of savings 30

31a Aroey pavd b Peopent’s SEN Ld Ha

32 IRA deduction 32

33 Student ican interest deduction 33

34 Tuibon and fees. Attach Form 8917 A

35 Domestc produsson actiebies deducten. Attach Form 8907 35

36 Add lises 23 tarough 35 o 3% |

37 Subtract ing 35 from ing 22 This i your adjusted gross Income >~ 37 i
BAA For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see soparate Instructions, FOWOT 1A 222014 Form 1040 (2014)



Form 1040 (2014)  JOE AND MARY FARMER 1231-45-6789 Page 2
38 Amount ko line 37 (SAuSIEs Gross Income) £ 57,735
Tax and 392 Check You were born before Jamuary 2. 1950 Bind | Yebal boxes
Credits it |_ [XISpouse was bern before January 2, 1350 Bind _| checked » 39a | 2
‘W[_‘ob H your 3powse HEmiast 30 @ 5pas fEtarm or you wers 3 dsal-states Sen, check hars > 39b
Deduction Ibarrized doductions (from Schadsle A) or your standaed dedection (5% %t margn) 40
for — [#1  Subtract ins 40 from Ine 38 A
® Peopls who 2 Lx-moﬂcm ffline 38 1s 192505 0 Therwine, 338 mstry 42 |
check any box 43 able income. Sultract Lme &2 4
en line 3% of KS * |m- & meone fan ana 4! 3
f’t,‘,:_;:é i~ Lﬂ' Tax (see ngtrs), Creck if any from 2 | |Foemis) 8814 cd
gEpEncEnt (:.. b| |Ferm2s72 44
INStruchons 45  Alernative minimum tax (222 nstructions). Attach Form 6251 45
® A others 46 Excess advance premium L credit repayment Attach Foern 8962 46|
47 Add ines 42 45 and 46 = |47
48 Forexgn tax credt. Attach Form 1116 if required 48
49 Cretit for child aed dupendert ¢ 1006, Atach Form 2841 49
Married 8ling 50 Education credits fr ern 8853, line 12 50
b:‘:fé’frg 51 Rstremant 53vngs Ruitions credit Attach Form 8380 St Self-
widow(er) 52 . Child tax credit. Attach Schedue 8812, ff requred | 52
$12.400 53 Residential encrgy credits Attach Form 5635 53 employment
Haad CI_H 54 Otrer o3 from Form: & D 0 b :] s oc D 54 )
55 Add ines 48 through 54 These are your total credits. 55 taX IS
56 Subtractine 55 from ine £7. line 55 = more than line 47, ertter -0 > | 5% . .
am“ 67 Celfemploymert . Aftach Sceedals SE Y A 57 el Imi nated
Taxes 58  Unvaperted social secutity and Madicare tas & m L_]LI" b U I 58
59 Adtncnal tax o= RAs, sfer quakfied retirement plans, e Atach Form S328 if mequined 59
602 Housshold employmant taxes from Schecude H oa
b Firat-time homebuysr credit repayment. Attach Form 5405 if required 60b
61 Health care indlvidual responstulity (sa instrugtions)  Ful-year coverags [E] 61
62 Tuwesfum a | | Fom b _J Fom 2360 © | | Inevs. evter codes) 62
63 A linss %552 This ie your fotal tax - 163 2,434
Payments “ Fedaral income tax wethhald from Forms W-2 and 1099 o4
I you have 3 L 14 axvmated tax paymasts and amoont appiad from X0) reum 65
gualifying 663 Eamed income cradit (EIC) NC| 66a
:"'ﬁ&_f"’*‘" [ b Mertasabie comat pay sbctien > | 66b]
—————— §7 Addticnal child tax crecit. Attach Sched.fe 8812 | 67 Tax before
68 Amancan opporiumity credit from Form BSE3, line 8 8 .
69  Net pramum tax cradit Astach Fo 2 &9 re-org' $28!324
0 Amount paed with reguest for extenseon 1o fis 70
71 Excess accial sscunty and ber 1 RRTA tax withheld n
72 Creait for faderal tay on fusle Attach Form 4136 2 TaX after
73 (radits from Formec 5| (M9 & ﬁ DQ;;, rved d E 3
74 Add Ins 84,85 62 & 67-72 These a8 woor wulpm\ - 74 0. l’e-OI’gZ $2,434
Refund 75 M line 75 1 seore San fne .l subtrset fime 63 from Ene 74 Thet & S armsurt you overpaid 75
762 Amount of Ine 75 you want vefundod 0 you, If Form 8888 i1 attached, chack here - D 76a
, " bRoung number 1 ~eTwe [ sevings Tax savings to
?-;e“;:'vf'cvt.’_c?:v' » d Account numbes {
T T Ameust of ime TS you uart applied to your 2015 estimated tax Mom & Dad:
Amount 78 Amount you owe. Subtract line 74 from line €. For cetails 3 hew b pay, soe nstuchons [
You Owe 79 Estmated tax penally {356 instructions) |79 | $25,890 !
Third Party De you want to allow ancther persas o dizcpss thes retars with the (25 (ses inutrectong ' E Yes. Compiate balow D No
Designee  acws = > {509) 725-3251 :
Sign STUts BN AW
Here 2 tazes oM ) rroeTat
Joirg return? PN
Ses instructens
Kasp & copy 4 Sp0cae's tgratoe. 1t 4 oer s both mast sgn an
for your records
ST o8 recew s 9 Pridurw § gt Dane
:aid
Teparer Smires > IEFFEL OT15 & WARWICK, PS
UseOnly e PO BOX 129
TRAIIIL 132804 DAVENPO 'FTJ WA 99122-0129




Other Benefits

Operating farm is carved off separate for the son on the farm to

run on his own, at some point.

Land is in LLC, subject to various LLC agreements. The kids

share in ownership but cannot “sell the ranch to the highest
bidder.”

We can get cash as needed to Dad and Mom through cash lease
and farm wages.

Farm will already be paying fringe benefits to them.

Dad and Mom will still control LLC and even the corporation, if
they wish.



HOW DO FARM
INTERESTS BECOME
FRACTURED?

IS

=)




Basin Farms LLC

Landholding LLC
1,000 acres irrigated land

Dad & Mom Earmer

Chilar#1

Grandchild
#1

Grandchild
#2

.

Grandchild
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Chila 2

Grandchild
#4
|
Grandchild
#5
|

Grandchild
#6

Chila™#3

Grandchild
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Grandchild
#9
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Grandchild
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How Do Farms Become Fractured?

‘ Bain ms LC 1) 1. Mom & Dad start the
Dad & Mom Earmer farm (2)
| , [ , I T : . |
W W W W 2) They have four children (4)
= o o

| a3 - a |z 3) Eachofthemhas 3

children (12

— il —W N _E grandchildren)




Is This Good or Bad? ¢ ¥

i

m This can present challenges when dividing up the estate

m One farmer and 11 landlords?
- Fair is not always equal and equal is not always fair

m What options are available?
- Leave farmland to farmer and other assets to non-farmer
m Likely not enough assets to make and equitable split
- Leave farm equally to children and let them figure it out
m More likely to fight it out than figure it out
- Build in a buy-out at an affordable price



Example of an “Affordable Price”

Per Acre
Safe “affordable” rental rate $400
Less: Property taxes (30)
Less: Average cost for updates* (50)
*pumps, panels, mainline & pivots
Less: Insurance (D)
$315

Available for land payment




Other Considerations

m How much could | pay for land if:
- | pay it off in 20 years
- 5.75% interest
- Payment of $315 per acre?
m ANSWER: $3,687.51

m Most farmland would bring considerably more if sold outright
m How important is it for the land to stay in the family?

m Is it fair to encumber the land with a buy-sell agreement that
restricts it to being sold to a family member at less than the
Fair Market Value?




EVALUATING A
POTENTIAL
BORROWER




Primary Source Of Repayment:
From Operating Profits

m Budgets are used to project repayment ability
m Also project peak borrowing needs
m Real benefit of the budget is the "forced thought process”

m Bankers like to see 10% margin on budgets




Secondary Source of Repayment:
Collateral or Guarantees

m Look to net assets, equity, working capital, debt-assets
ratio, etc.

m If the primary source of repayment fails, how will the bank
get paid?

m Many famers think, "l have a ton of equity, why do they not
want to lend me money"?
- Bankers no longer make "equity loans"

- The 80's taught bankers that it was no fun forcing a farmer
to sell his farm to repay a loan gone bad.



Other tools

m FSA guarantees
- Reimburse lending institution for 90% of any loss sustained

- Lenders may continue banking a marginal credit if they know the
guarantee is in place

- FSA guarantees may require additional fees and paperwork
m May be worth it to reassure lender to "stick with you®

m Personal guarantee by family member
- Family member be careful!




Other considerations

m History of the borrower
- Why do they need the money?
- Are they always “a day late and a dollar short”?

m Are they good managers?

— Nothing wrong with financing growth or downturn in economy
m No one wants to finance a mis-managed operation

m Confidence in the person
— Are the borrowers “good people”?

- Marginal ethics and a marginal loan do not often make for a
good relationship




Other considerations (continued)

m Does the borrower have good records?
— Do they know where they are and why they are there?
- Do they have a realistic picture
m  Where they will be in the future
m How they are going to get there?

m Communication with the banker
- Good communication is reassuring to bankers
- Surprises erode the confidence of bankers
- Bankers are in essence partners in your operation

m Willingness to make difficult changes if necessary
— Is borrower willing to “tighten their belt”?
— Can they say no to large spending decisions?
— Can they and their spouse limit personal spending?



NEW TAX BILL -
CHANGES RELEVANT
TO FARMERS




Section 179 Depreciation

m Section 179 permanently extended at $500,000 level
- Both new & used equipment
- Phased out at $2 million worth of purchases
- Indexed for inflation




Bonus Depreciation

m Rates will change

Stays at 50% through 2017
Goes to 40% in 2018

Goes to 30% in 2019

Goes away in 2020

m Applies to new property only

m Applies to farm buildings



Other Issues

m Five year built-in gain period is made permanent

m Penalties

- Penalty for failure to file informational return is now at the rate of
$500 per missed form

- Penalty is increased to $1,000 per form if it is intentional

m Small asset expensing increases from $500 to $2,500




