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I. INTRODUCTION

While the number of farmers and ranchers in the post-World
War II period has continually declined, the amount of capital re-
quired for farm operations has grown at staggering rates. No
longer is agricultural production the result of the sweat of the
farmer's brow, but is instead the result of efficient employment of
capital and the utilization of modern management techniques. Un-
like other types of businesses, such as banks, in which the form
of organization is dictated, the farming enterprise can theoretically
be operated in any known form of organization.

Proprietorships, partnerships, and corporations are the most com-
monly encountered forms of business organization used in farming
operations. Consistent with their independent nature, the vast ma-
jority of farms and ranch operators have elected to do business as
proprietorships or modified proprietorships-an organizational
form associated with the absence of formal organization. Most
farming enterprises operated as partnerships, despite their classifi-
cation as a partnership, are doubtlessly little more than a proprie-
torship except that there is more than one owner, and the partners
operate according to loose-knit arrangements providing capital shar-
ing income expenses and dividing responsibilities. A third fre-
quently utilized form of organization by commercial farmers and
ranchers is the corporation. Despite its formal requirements, and
the additional state ad valorem tax and expenses involved with
organization and operation, an increasing number of farming enter-
prises are being operated in the corporate form.

A number of reasons may exist for a corporate operation such
as control of minority owners, limited liability, continuity of enter-
prise, ease of transfer, licensing requirements and ownership by a
large number of entities. Despite the length of this list, a careful
examination of the farming enterprise operated by a single family
unit will generally reveal that the so-called advantages of the cor-
porate operation are illusory. Indeed, the failure to adhere to the
formal requirements for corporate operation may subject the opera-
tors to unforeseen legal snarls.'

The principal advantages of operating in the corporate form are
the tax benefits to be derived from gift and estate planning.2 The

1. An analysis of the problems associated with operation of the family
farm in the corporate form appear in a companion article in this sym-
posium. See Comment, Sole Proprietors' Quandry: Opening the Close
Corporation, 53 NEB. L. REv. 527 (1975).

2. For a detailed analysis of the estate and gift tax advantages of corpo-
rate farming, see Kelley, The Farm Corporation As an Estate Planning
Device, 53 NEB. L. REv. 217 (1975), in Part I of this symposium.
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potential gift and estate tax benefits result from an ability to make
gifts of shares of stock thereby creating interests or future interests
in property not otherwise readily subject to transfer. Separation
of control from ownership, restriction on transfer, and transfer of
minority interests enable those interests to be transferred at a
lower valuation for the shares of stock than the value of the percent-
age interest in underlying assets. 3  Because historically the in-
crease in the farm operator's net worth has been principally the
result of increased land values passed from generation to generation
rather than the cash flow from farm operations, minimiza-
tion of estate taxes through corporate operation can become the
principal tax objective. However, the probability of the sale of part
or all of the corporation's assets, which involves a major refinanc-
ing to provide funds for non-farm activities, the lost investment
yield from payment of higher income taxes, and the psychological
impact on the farm operator from payment of substantially higher
income taxes in some years to minimize taxes after he has departed
cannot be measured with a great degree of certainty. Before mak-
ing the decision to incorporate, however, it is imperative that the
income tax consequences of organization, operation and liquidation
be compared with those of operation as a proprietorship or partner-
ship.

In general, the major tax advantages of operating a closely held
farming organization in the corporate form are: (1) an ability to
split income that is not available in a proprietorship or family part-
nership; (2) a lower maximum income tax rate; (3) an ability to
make new elections; (4) the utilization of subchapter S to minimize
double taxation; (5) an ordinary loss deduction for bad debts; (6)
an opportunity to adopt more favorable incidental fringe benefit
and deferred compensation plans; (7) an exclusion from taxation of
$5,000 in death benefits; and (8) estate and gift tax advantages. The
major disadvantages are: (1) the lock-in effect on positive cash
flow and appreciation in property; (2) the difficulty in offsetting
losses against income from other sources; (3) the increased social
security taxes; (4) the tax price of distributing borrowings to the
stockholders resulting from corporate property appreciation; (5)
the inapplicability of the fifty per cent capital gains deduction; (6)
the loss of accelerated depreciation methods on incorporation for

3. Although the estate tax consequences have not been fully developed
in litigated cases, the author believes that the same estate tax conse-
quences can often be achieved through the use of limited partnerships
without incurring the adverse income tax consequences associated with
a corporate operation. Other operational problems, however, may
make limited partnerships impractical. See Rossbach & Faber, Tax
Shelter Investment and Trusts, TausTs & ESTATES at 70 (Feb. 1975).
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existing property; (7) the increased tax record-keeping; and (8)
double taxation.

This article focuses on the federal income tax4 consequences of
farm operation in the corporate form5 and is based on the assump-

4. The subsequent discussion generally excludes consideration of state
tax consequences. If the state of incorporation has an income tax sim-
ilar to that of Nebraska, the state tax is a percentage of the federal
income tax and the state tax consequences will parallel the federal
tax. See NEB. REV. STAT. § 77-2715 (Reissue 1974). The impact
of the state's corporate franchise tax and cost of incorporation can be
significant and should be considered in planning the capital structure.
See NEB. Rsv. STAT. § 77-2734 (Reissue 1974). The state occupa-
tion tax is often a minimal addition to the administrative costs. See
NEB. REV. STAT. § 21-303 (Reissue 1974).

5. Although farm corporations are governed primarily by the general
provisions of the Internal Revenue Code, there are several tax provi-
sions applicable only to farming operations. The basic tax conse-
quences unique to farming operations are: (1) the ability to use the
farmer cash method of accounting which ignores inventories, INT. REv.
CODE OF 1954, §§ 446, 471 [hereinafter cited as CODE]; Treas. Reg.
§§ 1.446-1(c) (1970), 1.471-6 (1960). (2) deduction of certain soil
and water conservation and land clearing expenses. CODE § 175. (3)
a longer holding period for capital gain treatment on cattle and other
livestock. Id. § 1231(b) (3) (B). (4) the required maintenance of a
so-called excess deduction to account ("EDA") which can result in the
treatment at ordinary income rates of gain which would otherwise be
treated as capital gain. Id. §§ 1251, 1252.

Under existing law, the special tax attributes of farming operations
are generally applicable regardless of the form of organization. A sig-
nificant piece of proposed legislation that would obviate this general
rule was introduced in 1974. The House Ways and Means Committee
in its tentative draft of tax reform act provisions in 1974 would have
required corporate farms, other than subchapter S and "family farm"
corporations, to report their income on the accrual method of account-
ing. For the purposes of the proposed legislation, a "family corpora-
tion" was defined as one in which seventy-five per cent (75%) of the
voting stock and seventy-five per cent (75%) of the total stock in the
corporation are owned either by a family, which includes the taxpayer
(presumably any one stockholder), brother, sister, spouse, ancestor,
and lineal descendants or the estate of the taxpayer. HOUSE WAYS AN
MEANS CoMMaTTEE, 93d CONG., 2d SEss., TENTATIVE DRAFT OF TITLE 1,
CHANGES PRIMARILY AFFECTING INDIrIuALs § 477 (2) (Comm. Print No.
1 1974). This provision was modified to exempt family farm corpora-
tions. HOUSE WAYS AND MEANS COMM., 93d CONG., 2d SESS., SUMMARY
OF TENTATIVE DECISIONS OF WAYS AND MEANS COMM. ON TAX REFORM
BILL § 133, appearing in BNA Daily Report for Executives, Nov. 5,
1974, at J-1.

The House Ways and Means Committee's 1975 proposals contain a
provision identical with the 1974 bill of the House Ways and Means
Committee. See BNA Daily Tax Report, Sept. 9, 1975, at J-1. There
were numerous other provisions in the 1974 House Ways and Means
Committee bill and tentative proposals at the 1975 House Ways and
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tion that an independent decision can be made regarding the best
form of organization. Thus, potential difficulties such as obtaining
consent of the various owners to the proposed change in organiza-
tional form or possible restrictions on form imposed by the govern-
ment or lenders have been disregarded. Some states prohibit
operation of farms in the corporate form and Nebraska requires ad-
ditional reporting.6 Otherwise, there is probably no legal impedi-
ment to changing the form of organization to one which the farming
enterprise owners prefer, except for possible adverse tax conse-
quences. For purposes of this article, it is assumed that the farming
enterprise is currently conducted in the proprietorship or partner-
ship form and a change to the corporate form is being considered.
Finally, it is assumed that the farming operation is not subject to
attack as a hobby operation, which by definition is not engaged in
business for profit.7

II. INCORPORATION

A. The Initial Transfer of Assets

The transfer of assets from a proprietorship or partnership to
a corporation can be accomplished tax frees if the requirements
enumerated below are satisfied. The requirements demanding the
most detailed analysis9 are that the corporation must not assume
liabilities greater than each transferor's aggregate tax basis in
transferred assets' e and the principal purpose of the assumption

Means Committee mark-up session that would substantially reduce the
ability of entities with income from sources other than farming or in
a different farming operation to utilize so-called "artificial losses"
from prepaid feed, seed, fertilizer or similar farm supply expenses and
certain preproductive crop expenses to offset such income. See House
WAYS AND MEANs Comm., 93d CONG., 2d SEss., TENTAT.E DRAu OF
TITLE 1, CHANGEs PRI AmILY .AmCTING INDrvIDuALs (Comm. Print No.
1 1974) and see JOINT COMM. ON INTERNAL REVENUE TAXATION FOR
HousE WAYS AND MEANs COMM., 93d CONG., 2d SESS., TAX SHELTERS:
FARM OPERATIoNs, appearing in BNA Daily Tax Report, Sept. 9, 1975,
at J-1.

6. KAm. STAT. ANN., § 17-5901 (1974); NEB. REV. STAT. § 76-1503 (Supp.
1975).

7. CoDE: § 183.
8. Id. § 351, 368(c).
9. The scope of this article is limited to the transfer of assets being op-

erated as a proprietorship or partnership which are transferred to a
controlled corporation. When stock is transferred to a corporation or
farm assets are transferred together with stock owned by a third party
significantly more complex problems arise. See CODE §§ 368(a) (1)
(B)-(D), and § 304; Rev. Rul. 68-349, 1968-2 Cum. BuLL. 143; Rev.
Rul. 70-140, 1970-1 Cum. BULL. 73.

10. CODE § 357 (c); Treas. Reg. § 1.357-2(a) (1961).
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of liabilities must not be tax avoidance." If there are two or
more transferors of property to the corporation, the liability in ex-
cess of basis test is applied on a transferor by transferor basis.12

The transferors must exchange "property"' 3 for "stock" or "securi-
ties" in the corporation and immediately after the exchange all
transferors, in the aggregate, must be in "control"-control being
defined as ownership of at least eighty per cent of all classes of vot-
ing stock and eighty per cent of the total number of shares of all
other classes of stock of the corporation. 14 If a transferor receives
property ("boot") from the corporation other than stock or securi-
ties, and if there is unrecognized gain, the boot will be taxed to the
extent of the greater of the gain realized or the value of the boot.15

The corporation succeeds to the shareholders' basis in the trans-
ferred assets, increased by any gain recognized by the shareholders
on the transfer. 6 The shareholders' basis in the stock of the con-
trolled corporation is equal to the basis in the property transferred
decreased by the fair market value of boot received by the stock-
holder and increased by any gain recognized on the transaction. 17

If the corporation assumes liabilities of the transferor as part of
the transfer, the transferor's basis in the newly acquired stock or
securities is reduced by the amount of the liabilities assumed.' 8

The application of section 351 is automatic and does not depend
on election by the taxpayer.

Once the decision to incorporate is made, the farm operator(s)
must decide the form of capitalization and what assets to trans-
fer.' 9 If transfers of stock or assets, by gift or otherwise, are con-

11. CODE § 357(b).
12. Rev. Rul. 66-142, 1966-2 Cum. BuLL. 66.
13. Stock issued for services rendered to the issuing corporation will con-

stitute ordinary income to the shareholder. Section 351 (a) specifically
provides that stock issued for services shall not be considered as issued
in exchange for property. Thus, a recipient of stock for services
(whether past or future services) will not be considered as a trans-
feror for purpose of the eighty per cent control test. However, a re-
cipient of stock issued for a significant property transfer and for serv-
ices will be considered a transferor for the purpose of determining
whether the eighty per cent control test has been met. The portion of
the stock received for services will produce taxable income to the re-
cipient and should produce a corresponding deduction to the corpora-
tion unless the services were in the nature of capital expenditures. See
CODE §§ 83, 162, 263; Treas. Reg. § 1.351-1 (a) (2) example 3 (1967).

14. CoDE § 368 ().
15. Id. § 351(b).
16. Id. § 362(a).
17. Id. § 358(a).
18. Id. § 358(d).
19. See Section H, C, infra.
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templated at the time of incorporation, it is easier, from a mechani-
cal position, to make the gift after completion of the incorporation
process. This approach is also desirable as a gift planning device
because a lower valuation can generally be supported for a mi-
nority interest.20 The effect of the section 351 requirement that
the transferors be in control "immediately after the exchange" is
unclear regarding simultaneous gifts to parties who transfer no
property to the corporation. 21  Because of this uncertainty, con-
templated gifts of stock in excess of twenty per cent of the stock
should be delayed for at least twelve months after incorporation
and the corporation should issue no stock directly to the donee.

Despite elimination of the statutory requirements for issuance
of stock in proportion to the pre-existing interest in transferred
property,22 the regulations 23 adopt the principles outlined in the
Senate Report 24 which indicate that in cases of a disproportionate
issuance of stock and securities, the transfer will be treated as if
the stock and securities had been issued proportionately, but that
the stock and securities representing the disproportionate issuance
will be treated as gifts, as compensation 25 or as satisfying other
obligations of the transferor. If the recipient of the stock does not
transfer other property which is substantial in relation to the prop-
erty transfered by the other transferors, and such recipient(s) re-
ceive more than twenty per cent of the stock, the tax free treatment
granted by section 351 may be lost.26

Another problem that should be considered in determining the
amount of stock to be issued to the transferees is the impact of
the difference between the fair market value of the property and
the tax basis for property transferred to the corporation. The fol-
lowing example illustrates this problem. Father contributes prop-
erty valued at $100,000 without encumbrances and with a tax basis
of $40,000. Son contributes property valued at $100,000 without en-
cumbrances and with a tax basis of $80,000. Although the fair mar-
ket value of the property transferred is the same, the value to the
corporation (the basis to the corporation pursuant to section 362(a)
is the transferor's basis) for sales and depreciation is substantially
less for the property contributed by the father. Unlike section 704

20. Estate of Maxcy, 28 CCH Tax Ct. Mem. 783 (1969); Edwin A. Gallun,
33 CCH Tax Ct. Mem. 1316 (1974).

21. Wilgard Realty Co. v. Commissioner, 127 F.2d 514 (2d Cir. 1942).
22. The proportionate interest test of § 112 (b) (5) of the Internal Revenue

Code of 1939 was removed by the 1954 Code.
23. Treas. Reg. § 1.351-1(b) (1) (1967).
24. S. REP. No. 1622, 83d Cong., 2d Sess. 264 (1954).
25. United States v. Frazell, 335 F.2d 487 (5th Cir. 1964).
26. Treas. Reg. § 1.351-1(a) (ii) (1967); CODE § 368(c).
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(c) (3), which permits special allocation of the gain on disposition
and depreciation in a partnership to reflect the differing tax basis,
there is no mechanism for specially allocating this gain when it is
taxed at the corporate level because the corporation is a separate tax
paying entity. In the farm context, the impact of the basis problem
can be immediate when one party is transferring substantially more
zero or low basis assets to the corporation than another. The
proper way to account for the basis differential is in the determina-
tion of the amount of stock to be issued in the incorporation process.

Section 351 provides that the transferors may receive stock (in
any class) or securities without the recognition of income. This
provision gives the farm operator considerable latitude in structur-
ing the capitalization to fit his particular circumstance. For ex-
ample, if a father-son operation is incorporated and the father de-
sires to limit future appreciation of his stock, a disproportionate
amount of common stock can be issued to the son and a dispropor-
tionate amount of preferred stock or nonvoting common stock can
be issued to the father. This structure can also be used to assure
that the party contributing a larger share of capital will have a
larger share of capital at liquidation while future earnings will be
shared according to each person's contribution to the farming opera-
tion. Multiple classes of stock (multiple common classes or com-
mon and preferred) can vest management control in desired share-
holders while giving all parties an equal share of the operation's
profits. Two disadvantages of this form of capital structure are
that the advantages of subchapter S taxation are lost 27 and the
preferred stock does not qualify for the benefits of section 1244.28
Also, any dividends paid on the stock will be subject to taxation
both at the corporate and shareholder level.

The issuance of debt "securities" is generally a more desirable al-
ternative than preferred stock for distributing cash periodically and
for liquidating the interest of parties no longer active in the busi-
ness. Included in this category are long-term bonds and notes but
not short term obligations. 29 The principal advantages derived from

27. CODE § 1371(a) (4).
28. Id. § 1244(c) (1).
29. Unfortunately, there is no statutory definition of the term "securities."

The general rule of thumb followed by practitioners on the basis of
case law, see Camp Wolters Enterprises, Inc., 22 T.C. 737, affd, 230
F.2d 555 (5th Cir. 1956), cert. denied, 352 U.S. 826 (1956), is that obli-
gations payable in less than five years are not securities while those
payable in more than ten years will be classified as securities. The
justification for this construction is that the tax-free incorporation is
based on the mere change in form of ownership and that a short-term
obligation indicates a sale of property. Treas. Reg. § 1.368-1(b)
(1960).
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the issuance of debt "securities" are the ability of the corporation to
deduct interest distributions30 and the ability of the shareholder to
be taxed on principal payments at capital gain rates31 only to the
extent of his gain. The gain would be the difference between the
stockholder's basis32 in the debt obligation and the amounts distri-
buted. Dividend distributions would be taxed at ordinary income
rates to the extent of the greater of current or accumulated earn-
ings and profits of the corporation.

Case law requires that in any tax free reorganization, every
member must have a continuing proprietorship interest in the busi-
ness.33 Combining this proprietary interest concept with the sec-
tion 368(c) requirement that transferors be in "control immediately
after" the transfer to the corporation, the Internal Revenue Service
(hereinafter "Service") has ruled in Revenue Ruling 73-47234 that
when one transferor receives only debt "securities" in a purported
section 351 transfer, that section's nonrecognition provision will not
apply to that transferor.

For planning purposes, there is no definitive minimal percentage
value of stock in relation to securities that a transferor must receive
to avoid recognition of gain from securities received in the incorpo-
ration process. One approach would be to apply tests for determin-
ing whether persons who have contributed both property and serv-
ices qualify as transferors. The Treasury's regulations seemingly
disqualify a person as a transferor only if the property transferred
is a relatively small amount of the value in proportion to the securi-
ties issued or if the transaction is a sham.35 Although there are
no interpretations of what constitutes a relatively small amount,
under this approach, if the value received on incorporation by one
stockholder was allocated ninety-five per cent securities and five
per cent stock, the transferor would seemingly meet the continuity
test for purposes of section 351. Because the Service's attack in
Revenue Ruling 73-472 is based principally on continuity grounds
while the stock for services test is concerned with the transferors
of property being in control of the newly formed corporation, this
approach would not seem persuasive.

The other approach is to define the limits of the continuity of
interest applicable to section 368 reorganizations. To date, the cases

30. For the interest payments to be deductible, the interest must be paid
within two and one-half months after the close of the taxable year
or otherwise escape the domain of section 267.

31. CoDE § 1232.
32. Id. § 358; Treas. Reg. § 1.358-2(h) (1960).
33. LeTulle v. Scofield, 308 U.S. 418 (1940).
34. Rev. Ruls. 73-472 and 73-473, 1973-2 Cum. BULL. 115.
35. Treas. Reg. § 1.351-1 (a) (ii) (1967).
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in which continuity was in issue have applied tests interpreting sec-
tion 368 and its predecessor statutory provision governing reorgani-
zation of existing corporations rather than tests interpreting section
351 incorporations. The Service's current position on continuity is
to aggregate equity-type securities received by all stockholders for
the purposes of determining continuity.36 Because of the applica-
tion of sections 354(a) (2) and 356, stockholders will recognize gain
(if there is realized gain) and/or dividend treatment upon the re-
ceipt of "securities" in excess of the principal amount of securities
exchanged in the reorganization. As a result, the continuity ques-
tion at the individual stockholder level in a reorganization becomes
less relevant from a tax revenue standpoint than in a section 351
incorporation where no gain is realized on the receipt of securities.
To date there are no reported cases denying reorganization treat-
ment to an individual shareholder when the aggregate of equity
interests issued in the reorganization satisfied the continuity tests. 37

If the Service was successful in imposing the current continuity
standards applicable in acquisitive reorganizations (fifty per cent
for ruling purposes or forty per cent or lower imposed by case law)
on each individual transferor in a section 351 transfer, numerous
transferors in purportedly tax free section 351 incorporations would
be subject to taxation as a result of a shareholder's failure to satisfy
the continuity tests.

There are several factors which together form a solid argument
against application of the acquisitive reorganization continuity
levels to each transferor shareholder in a section 351 incorporation.
The language of section 351 provides for nonrecognition of gain by
a transferor upon receipt of stocks or securities, regardless of the
ratio between them. Section 368(c) requires that the transferors
be in control of the transferee corporation (in essence an eighty
per cent control test) while acquisitive reorganizations require the
acquiring corporation to gain control of the acquired corporation
either by merger or stock acquisition, with the pre-reorganization
shareholders of the latter allowed to hold a relatively miniscule de-
gree of ownership in the acquiring corporation. In addition, Reve-
nue Rulings 73-472 and 73-473 failed to consider the value of securi-
ties in relation to the outstanding stock. Finally, the thin capitaliza-
tion rules38 prevent too great a proportion of the aggregate values

36. Rev. Proc. 66-34, 1966-2 Cum. BuLL. 1232; Rev. Proc. 74-26, 1974-
2 Cum. BuLL. 478. When the interest of all shareholders of the organi-
zation are aggregated, if at least fifty per cent of stock outstanding
before reorganization is exchanged for stock ownership in the reor-
ganization, the continuity test is satisfied.

37. B. BITTKER & J. EusTIcE, FEDERAL INCOME TAXATION OF CORPORATIONS
AND SHAREHOLDERS M 3.1 (3d ed. 1971) [hereinafter cited as BITTKER
& EusTIcE].

38. CODE § 385.
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received by the control shareholders to be classified as securities.
While all of these factors seem to refute application of acquisitive
reorganization continuity levels to section 351 incorporations, they
do not provide much comfort to attorneys opining on the minimum
level of continuity required at the shareholder level. Until this
issue is clarified by statutory amendment or case law, any trans-
feror who receives an insubstantial amount of the total value of
the property received in stock is risking the loss of nonrecognition
benefits.

Despite their classification, purported corporate debt obligations
may be treated as stock for tax purposes.3 9 Unfortunately proposed
regulations governing section 385, which defines thin capitalization,
have not been issued though more than five years have elapsed
since its enactment. This delay emphasizes the difficult nature of
the area and an indepth analysis of it is beyond the scope of this ar-
ticle. Case law and section 385, however, indicate that the follow-
ing questions are relevant:

1. What is the debt to equity ratio of the corporation?
2. Is the debt issued pro rata to the stock issue?
3. Is there a written obligation to pay at a specified time

or on demand, with a fixed rate of interest?
4. Is there a preference to or subordination to other

debts?
5. What is the earning capacity of the enterprise?

To assure that the securities are treated as debt:

1. The total debt to equity ratio of the corporation should
not exceed three or four to one in the typical capital in-
tensive agricultural enterprise.40

39. Burke, Sec. 351-Problems, Planning and Procedure, 6 TAx ADv. 103,
108-09 (1975) [hereinafter cited as Burke].

40. Because substantially appreciated property will generally be trans-
ferred on incorporation, the important question arises of whether the
transferor's tax basis or the actual fair market value of the assets is
the value used in determining debt to equity ratios. The weight of
authority requires use of the fair market value of the transferred as-
sets and not their tax basis. See Miller Estate v. Commissioner, 239
F.2d 729 (9th Cir. 1956); Maurice H. Brown, 18 CCH Tax Ct. Mem.
483 (1959); Haskel Eng'r & Supply Co. v. United States, 380 F.2d 786
(9th Cir. 1967). There is also the possibility that good will and other
intangibles should be treated as items of value. Murphy Logging Co.
v. United States, 328 F.2d 222 (9th Cir. 1967). Although the corpora-
tion's equity in relation to debt may be substantial using the fair mar-
ket value approach, negative shareholder's equity will appear on the
balance sheet if the corporation's assets are recorded at their tax basis.
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2. The interest rate on the debt obligations should be com-
parable to an arm's length market rate at the time of is-
suance.

3. The debt should not be subordinated to the claims of
general creditors.

4. All interest and principal payments must be made ac-
cording to their terms.

Strict adherence to these desirable criteria is not always feasible.
The third and fourth criteria in particular may restrict the ability
of the corporation to obtain adequate financing for its activities.
If the fourth requirement is satisfied, however, and a reasonable
degree of compliance is achieved on the other three, the corporation
has a reasonable chance of sustaining the debt allocation.

Debt obligations which are determined to be stock will result
in the disallowance of the interest deduction to the corporation.
The interest payments to the holder of the debt obligations will
be classified as dividends to the extent of the greater of corpora-
tion's current or accumulated earnings and profits.41 Unless the
debt obligations are issued pro rata to the stock ownership inter-
ests, the reclassification also might result in a loss of subchapter
S status. This risk, however, would seem to be slight.4 2 Principal
payments on the debt obligations will also be reclassified as divi-
dends to the extent of earnings and profits unless there is simul-
taneous redemption of voting stock sufficient to meet the require-
ments of sections 302(b) (1), 302(b) (2) or 302(b)) (3). The amount
of the distribution in excess of the greater of current or accumu-
lated earnings and profits will first reduce the shareholder's stock
basis to zero and the remaining distribution will be taxed as gain
from the sale of stock.4

3

Because of prepaid items, inventory holdovers and depreciation
on the straight line basis, the earnings and profits of livestock
breeding and feeding operations at a constant or expanding level of
operation will typically be very low. Consequently, the risks from
reclassification by the Service of debt as equity will not be great.
The following example demonstrates this result. XYZ Farm Cor-
poration (which does not elect under subchapter S) has sharehold-
ers A, B and C whose adjusted bases for both their stock and securi-

Because of the negative equity presentation that will appear on the
balance sheet, an appraisal is desirable to support the debt-equity ra-
tio and the issuance of stock for valid consideration.

41. CoDE § 316(a) (1) and (2).
42. See Section III, B, infra.
43. CoDE § 301 (c).
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ties under section 358 are $100,000, $200,000 and $300,000 respectively.
On the date of incorporation the fair market value of XYZ Corpora-
tion's net assets (assets less liabilities) transferred by A, B and C is
$1,500,000 (A-$333,333; B-$533,333; and C-$633,334). A, B and C
each receive 100 shares of common stock. B receives a ten year note
bearing interest at the rate of eight percent in the principal amount
of $200,000 and C receives an identical note bearing interest in the
principal amount of $300,000. Pursuant to section 358 and the Treas-
ury's regulations thereunder,44 B's basis in his debt obligations
would be approximately $75,000 and C's basis would be approxi-
mately $142,000, assuming the fair market value of the securities
equaled their principal amount on the date of issuance. If the obli-
gations were redeemed at or after ten years and the obligations were
classified as debt for federal income tax purposes, B would have ap-
proximately $125,000 ($200,000 principal on obligation less $75,000
basis) of long-term gain and C would have approximately $158,000
($300,000 principal on obligation less $142,000 basis) of long-term
capital gain. If the purported debt obligations were classified as
equity and XYZ had $20,000 of accumulated earnings and profits on
the date of redemption, the aggregate effect on distribution would
be to convert $20,000 of capital gains to ordinary income. The inter-
est deduction would be disallowed to XYZ for those payments on
which the statute of limitations has not run. The earnings and
profits would also be increased by the amount of the after tax prof-
its resulting from the interest disallowance.

Treatment of debt obligations as equity could result in dras-
tically more adverse tax consequences for grain and other non-live-
stock farming operations. The earnings and profits during a suc-
cessful period of operation would be substantially higher assuming
annual distributions resulting in double taxation were not made,
subjecting a greater amount of gain to treatment as distribution
of dividend rather than more favorable capital gain treatment. Be-
cause the issuance of debt securities enables the shareholder to re-
move cash flow from the corporation at capital gains rates, they
should be evaluated carefully in determining the capital structure.

Numerous other possibilities are available for formulation of
the capital structure within the basic tax framework previously an-
alyzed. The exact combination of common, preferred, and debt se-
curities that should be issued can only be determined by the prac-
titioner in light of present farming operations and the objectives
of his client. Despite the complexity of the favorable pay out
devices, the practitioner should never forget that the client could

44. CoDE § 358(b); Treas. Reg. § 1.358-2(b) (2) (1960).
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probably receive these amounts tax free if operations had been con-
tinued in a proprietorship or partnership form.

An exception to the general nonrecognition rule of section 351
is that property other than stock or securities is recognized to the
extent of gain realized or the fair market value of the boot, which-
ever is greater.45  In the farm operation context, complicated
questions arise concerning the character of the gain. The sale of
depreciable property (otherwise qualifying for capital gain treat-
ment under section 1231) to an eighty per cent "controlled" corpora-
tion is treated as ordinary income.46 Depreciation and investment
credit recapture may also apply.47 The exact application of these
statutory provisions to section 351(b) when a series of assets are
transferred is unclear. In other areas of the tax law an asset by
asset approach has been used.48 By adopting this approach, it is
conceivable that all boot could be taxed as ordinary income. Be-
cause the incorporation of a closely held farm operation seldom in-
volves an infusion of cash by one transferor which could be with-
drawn by another, there is generally no "boot" problem unless lia-
bilities assumed result in gain under section 357. Another disad-
vantage to the transfer to the corporate form is the loss of the
double declining balance and sum of the years digits methods of
depreciation upon transfer to the corporation. In the case of a
farming operation with a substantial amount of depreciable real
property, the availability of less rapid methods of depreciation can
result in substantially higher taxable income for identical opera-

45. CODE § 351(b).
46. Id. § 1239. For the purpose of section 1239, control is defined as the

ownership by the transferee, his spouse, children and grandchildren.
47. Id. §§ 1245, 1250, 1251, 47(a). If there is no boot under section 351

(b), the depreciation recapture rules of section 1245 and section 1250
do not apply. See §§ 1245(b) (3) and 1250(d) (3). The farm recapture
rules of section 1251 require nonfarm adjusted gross income in excess
of $50,000 and would not generally be applicable in closely held farm
situations. If the farm recapture rules apply, section 1251(d) (3) pro-
vides for nonrecognition on section 351 incorporation. However, stock
or securities of the corporation received in exchange for farm recapture
property becomes farm recapture property. CODE § 1231(d) (6). Invest-
ment credit will not be recaptured if there is a mere change in the
form of doing business and the transferor retains a "substantial" inter-
est in the business transferred. CODE § 47(b); Treas. Reg. § 1.47-3 (a)
(1967). Investment credit may be recaptured even if there is no boot.
See J. Soares, 50 T.C. 909 (1968).

48. Treas. Reg. § 1.357-2(b) (1955); BITTrEs & EuSTICE 3-28, 3-29 and
Rev. Rul. 68-55, 1968-1 CuM. BULL. 140.
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tions. 49 The other substantial disadvantages (which can often be
a deterrent to incorporation) result from the possible unfavorable
allocation of expenses by an operation which has continually made
large prepayments to defer income.4 9a

B. Establishment of a Section 1244 Plan

At the time of incorporation, the farm operator does not antici-
pate any loss on his investment. However, because section 1244
bestows significant benefits in the event of subsequent loss,
without any adverse consequences, qualifying stock should be is-
sued under a section 1244 plan. For stock other than that issued
under this special provision, losses recognized on disposition will
be capital losses (long-term or short-term depending upon the hold-
ing period). 5° Because of the limitation on deduction of capital
losses, many losses on investments in corporations are not used cur-
rently and in many cases are never utilized.51 Section 1244, how-
ever, allows an ordinary loss deduction in any one year for up to
$25,000 on an individual return and $50,000 on a joint return for
losses recognized on the sale or exchange of section 1244 stock.
Losses on section 1244 stock exceeding the statutory limitations are
capital in nature. By carefully planning the disposition of section
1244 stock (which is not worthless) on which losses will be recog-
nized, a substantial deduction from ordinary income can be ob-
tained. In view of the large number of farni incorporations capable
of qualifying for section 1244 treatment, the practitioner should
adopt a section 1244 plan as part of the incorporation process unless
the corporation clearly fails to meet the statutory requirements.52

Section 1244 requires that common stock be issued pursuant
to a written plan of a qualifying domestic "small business corpora-
tion" to individual shareholders 53 in exchange for property or cash
within two years after the adoption of the plan. If the corporation
is not a new corporation, no portion of any prior offering of stock

49. Rev. Rul. 67-28, 1967-2 Cum. BuLL. 101. The transferee corporation
is not considered to be the original user of depreciable assets which
it receives in a section 351 transaction. Treas. Reg. § 1.167 (1956).

49a. See Section 11C., infra.
50. CoDE §§ 1201, 1202, 1221.
51. Id. § 1211. Long-term capital losses will first be offset against long-

term capital gains or fifty per cent of such losses .up to $1,000 can be
offset against ordinary income.

52. An excellent guide for the form to be utilized in adopting section 1244
is located in NEBRASKA BAn AssocATiow, NEBRAsKA CoRPoRATiON SyS-
TEMS FOR LEGAL ASsISTANTS (1973).

53. CODE § 1244(d) explicitly disqualifies trusts and estates.
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can be outstanding at the time the plan is adopted. 54 To qualify
as a "small business corporation," the aggregate amount of common
stock issued pursuant to the plan, plus the net basis of other prop-
erty and the amount of money received as contributions to capital
and as paid-in surplus subsequent to June 30, 1958 must not exceed
$500,000, and the net equity of the corporation must not exceed
$1,000,000. For purposes of determining the $500,000 value of the
stock issued pursuant to section 1244 plans, the basis of the property
in the hands of the transferee corporation, rather than the fair mar-
ket value of the property, is considered. 55 As a result of the appli-
cation of sections 351 and 362(a), the corporation can receive equity
contributions with a fair market value substantially in excess of
$500,000.

If the stock qualifies under section 1244 at the time it is issued,
subsequent issuance of other stock will not change its character.
The only events that can prevent section 1244 treatment for a previ-
ously qualified issue in the event of a loss are (1) the transfer of
the stock, or (2) if 50 per cent of the gross receipts of the corpora-
tion during the previous five years of operation (or such shorter
period in which the corporation has been in existence) are derived
from passive income sources such as rents, dividends, interest and
gain on the exchange of sale or securities.56 The only penalty in the
event of failure to qualify for section 1244 treatment is that the
general capital gain and loss rules will apply. Thus, the corpora-
tion would be in the same position as it would have been had it
not attempted to qualify. Because debt securities are governed
by the general capital loss provisions and do not qualify for section
1244 treatment, section 1244 should also be considered in formulat-
ing the capital structure of corporations whose operation is sub-
ject to high risk.

C. Selection of Assets and Liabilities for Transfer
and Allocation of Income and Expenses

One of the most important decisions in the incorporation process
involves the assets to be transferred to the farm corporation. Five
basic questions should be asked by the practitioner in making this
decision:

1. What assets are exclusively for the personal use of the
stockholders?

54. Id. § 1244(c) (1) (C); Treas. Reg. § 1.1244(c)-1(c) (1965).
55. Treas. Reg. § 1.1244(c)-(2) (b) (1) (1960).
56. For an in-depth analysis of section 1244, see, Brrxma & EUSTICE, supra

note 48, at 1 4.11 and Taylor & Tripp, Section 1244, Avoiding Its Prob-
lem, N.Y.U. 29th INST. ON FED. TAX. 201 (1971).
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2. What assets does the farm operator intend to sell in the
near future?

3. Does the farm operator have cash needs outside the
farm operation which may have to be satisfied out of
farm borrowings?

4. What assets will be needed by the corporate farm for
its normal operations?

5. What are the tax consequences of the transfer of assets
deemed desirable from answering questions 1 through
4?

Personal family living expenses are not deductible 57 and the
use of corporate property by the shareholders should be treated
as constructive dividends58 or additional compensation.59 There-
fore, assets which are principally personal should not be transferred
to the corporation. The principal farm property subject to the per-
sonal use of the shareholders is the farm house. While providing
lodging facilities to shareholders would appear to be within the pro-
visions of this general rule, an employee may exclude from income
the value of lodging furnished on the business premises if the ar-
rangement is for the convenience of the employer, if the use of this
lodging is a condition of employment.60  Wilhelm v. United
States,61 and F. R. McDowell62 have held that an officer-stock-
holder who is the manager of a ranch can be an employee required
to live on the ranch for the convenience of the employer. Despite
the Wilhelm and McDowell decisions, however, the practitioner
should not automatically assume that the farm operator may ex-
clude the value of furnished lodging from his income while the farm
corporation deducts depreciation and other expenses related to the
maintenance of the farm house. The Treasury's regulations require
that the lodging must be furnished to enable the employee properly
to perform his duties. One such case is the manager who is re-
quired to be available to perform his duties at all times.63 This
requirement would seem to be satisfied in a livestock operation

57. CoDs § 262. Specific statutory deductions are allowed for nonbusiness
expenses, e.g., interest, CODE § 163; taxes, id. § 164; and theft and cas-
ualty, id. § 165 (c) (3).

58. International Artists, 55 T.C. 94 (1970).
59. Max P. Lash, 15 CCH Tax Ct. Mem. 453 (1956), affd per curiam, Lash

v. Commissioner, 245 F.2d 20 (1st Cir. 1957).
60. CoDm § 119. See also Armstrong v. Phinnez, 394 F.2d 661 (5th Cir.

1968).
61. Wilhelm v. United States, 257 F. Supp. 16 (D. Wyo. 1966).
62. F.R. McDowell, 33 CCH Tax Ct. Mem. 372 (1974).
63. Treas. Reg. § 1.119- (1) (b) (1964).
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where the duties of the stockholder-employee include care for or
supervision of the livestock. However, in situations involving a
pure farming operation, a shareholder not involved in management,
or the widowed mother occupying the "home place," the share-
holder will encounter substantial difficulty in excluding the value
of the lodging from income. The tax risks in the transfer of the
farm house can only be determined after an extensvie investigation
of the client's activities. If the decision is made to transfer the
farm house can only be determined after an extensive investigation
executed between the corporation and the occupant, requiring him
to live in the farm house as a condition of employment and requir-
ing him, as manager, to be available to perform duties at all times.
Property such as automobiles (trucks should be transferred to the
corporate farm), snowmobiles, boats, furniture (other than office
furniture, although furniture could be a part of the residence), and
other items not used almost exclusively in the farm operation in-
volve lesser economic decisions and generally should not be trans-
ferred.

There are both business and non-business elements in addition
to tax factors which should be considered in the transfer of the
farm house. The home has traditionally been a personal asset built
or prepared to satisfy individual tastes, and the thought of corpo-
rate ownership is repugnant to those personal factors. Unless the
occupants control the corporation's stock, corporate ownership
may also affect the maintenance of the facility. In addition, the
home represents security to the family. Parent occupants may not
wish to subject it to the business risks of the farm operation man-
aged by the children. It is also possible that the present occupants
may wish to transfer the house (by death or otherwise) to persons
other than the owners of the farm land. Another consideration
that is becoming less important in our inflationary economy is the
homestead exemption of $4,00064 for dwelling houses in the event
of execution or judgment liens. Corporate property would not
seem to qualify for this homestead exemption.

If an immediate sale of appreciated real property (or any other
significant corporate assets) is contemplated, these assets should
generally not be transferred to the farm corporation. An exception
would be a situation in which the benefits of splitting the income
result in a lower rate of taxation such as when shareholders have
substantial income from other sources and do not wish to distribute
the sales proceeds. The corporation does not receive the section
1202 fifty per cent long-term capital gain deduction or the maxi-

64. NEB. REv. STAT. § 40-101 (Reissue 1974).
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mum effective tax rate of twenty-five per cent on the first $50,000
of long-term capital gain available to individuals. Instead, except
for taxable years ending in 1975, the corporation pays a flat rate
of twenty-two per cent on the recognized gain if income including
capital gains does not exceed $25,000.65 If taxable income includ-
ing capital gains exceeds $25,000, the corporation is taxed at the
rate of twenty-two per cent on the first $25,000 and forty-eight per
cent on the excess. Alternatively, it can pay the section 11 rates
on ordinary income and a thirty per cent rate on long-term capital
gains 6 plus the minimum tax.6 7  Any corporate distribution of
the sales proceeds then subjects the shareholders to dividend in-
come to the extent of the corporation's earnings and profits-in ef-
fect double taxation.

Unless the farm operator has substantial taxable income at the
individual level and capital gains substantially in excess of $50,000,
the rates from the sale of the appreciated real estate will generally
be much higher than they would be for one doing business as a
proprietorship, even if the proceeds are not distributed to the share-
holder. This difference in tax rates and the double taxation problem
can generally be reduced by electing subchapter S taxation. Two
situations often occur, however, in which the sale of farm property
by subchapter S farm corporations results in higher taxation than
the sale by a proprietorship or partnership. First, since capital
gains flow-through to the shareholder is limited to taxable income
of the corporation, and since the cash basis farm corporation often
has a taxable loss in the initial year of operation, part of the capital
gains benefit can be lost.6 8  Second, if the net tax basis of the
shareholders in the corporation's stock (after deducting the
amount of liabilities assumed by the transferee corporation) is less
than the selling entity's cost basis in the property sold, the share-
holders who receive the proceeds in distribution will be required
to recognize gain under section 301(c) (3) in addition to the gain
attributable to him from the subchapter S corporation's gain on
the sale. For example, sole shareholder A transfers property with
an adjusted basis of $80,000 and subject to liabilities of $70,000 to
a newly formed, wholly-owned corporation. The subchapter S cor-

65. CODE § 11 (b). For corporations whose taxable year ends in 1975, the
tax rate is 20 per cent on the first $25,000 of taxable income and 22
per cent on the first $25,000 of taxable income exceeding $25,000. See
§ 303, Pub. L. 94-12 (Feb. 18, 1975). There have been recommendations
by President Ford and various congressmen to extend the so-called
tax reductions or to further reduce income taxes.

66. CODE § 1201(a).
67. Id. § 56.
68. See Section III, B, infra.
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poration immediately sells property with a basis of $20,000 (not en-
cumbered by any mortgage) for $30,000 in cash and distributes the
entire proceeds to shareholder A. Assuming the subchapter S cor-
poration has no gains or losses except from the sale of property,
shareholder A's income attributable to the subchapter S corpora-
tion's income is $10,000. Pursuant to section 358, shareholder
A's basis in his stock prior to the sale is $10,000 ($80,000-
$70,000 assumed liabilities). If the entire $30,000 of sales proceeds
is distributed, shareholder A will recognize $20,000 of gain from the
sale ($10,000 attributable to the pass through of subchapter S gain
and $10,000 from the section 301(c) (3) distributions), 9 assuming
there are no earnings and profits, and his basis in the stock will
be reduced to zero. If A had sold the property as a sole proprietor,
only $10,000 of gain would be recognized.

The foregoing impediments to distribution of the proceeds of a
sale of property by a corporation at the same tax price which would
have been imposed had the sale been completed in the hands of
the proprietor or partnership necessitate withholding appreciated
property from the corporation which the shareholders intend to sell
in the foreseeable future unless there is a desire to retain the pro-
ceeds in corporate solution. As a general rule, it is recommended
that any real property which at the time of incorporation has a
fair market value significantly in excess of the value of such prop-
erty if it was used exclusively for agricultural purposes, should not
be transferred to the corporation, even if there is no immediate in-
tent to sell.

One of the least considered but most important decisions in the
incorporation process concerns receivables, inventory and payables
to be transferred to the farm corporation. Because the "farmer
cash method" of accounting is used so extensively, these assets will
generally have a "zero basis" to the transferor. The failure to ex-
amine thoroughly the effects of the transfer of zero basis assets
and assumption of liabilities may result in totally unexpected and
unfortunate tax results. Section 357(a) excludes from taxable in-
come liabilities assumed by the corporation unless (1) the liabili-
ties were incurred for a tax avoidance purpose (in which case all
liabilities assumed are taxed) 0 or (2) the liabilities transferred
exceed the aggregate tax basis of the transferor. Consequently, all
financing statements, chattel mortgages, real estate mortgages, ac-

69. CODE § 301 (a) - (c). The distribution would be taxed at ordinary in-
come rates to the extent of earnings and profits. See CoDs § 312. The
excess would first be used to reduce the shareholders' basis and the
remainder, if any, would be taxed as the sale of stock.

70. Id. § 357 (b).
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counts payable, milk base contracts, futures contracts, fertilizer de-
livery contracts, seed contracts and any other type of liability must
be examined.

The starting point is always the major asset-the real property.
Because middle age farmers whose memories extend to the depres-
sion of the 1930s are generally conservative and do not use the
high degree of leverage exercised in other businesses, it is unusual
to find a fact pattern in which the real estate is highly leveraged.
However, recent financial losses by cattle feeders and ranchers, as
well as the differing attitudes of newcomers to the farm industry
dictated by high capital requirements, may result in a highly lever-
aged operation. If real estate with a low tax basis has been encum-
bered by a mortgage substantially in excess of the transferor's
basis,71 it is probably impractical to incorporate the farming opera-
tion (unless the land is excluded). If the real property's basis sig-
nificantly exceeds the encumbrances against it, there are probably
no section 357 problems that cannot be overcome by careful
planning.

After preparation of a complete list of all assets and liabilities,
regardless of whether they are recorded on the cash basis books
of the corporation, a decision should be made with respect to each
asset and liability. Unless the farm operator wants to transfer in-
come (zero basis assets) or deductions (zero basis payables) to the
corporation, it is generally advisable to incorporate in January or
February or any other time during the calendar year when the farm
operation's inventory, supplies, payables and receivables are the
lowest. The reason for this timing is the impact of a literal read-
ing of section 357 on zero basis assets and receivables. On the trans-
fer of zero basis assets and payables, the Service and the Tax Court
have taken the position that zero basis assets transferred are im-
material for purposes of section 357(c). At the same time, un-
booked accounts payable are considered liabilites for the purposes
of section 357(c).72 In most farm incorporations, the tax basis of
the real property and machinery transferred will substantially
exceed related liabilities, allowing the operator to escape the jaws
of 357(c) even if unbooked accounts payable are considerable. It
is nevertheless advisable to withhold all accounts payable and in-
ventory that will not be used in the newly formed corporation be-

71. An example would be mortgaging the real property and retaining the
proceeds immediately prior to the incorporation.

72. Peter Raich, 46 T.C. 604 (1966); Wilford Thatcher, 61 T.C. 28 (1973);
Wiebusch v. Commissioner, 487 F.2d 515 (8th Cir. 1973), afig 59 T.C.
777 (1973). But cf. Bongiovanni, 30 CCH Tax Ct. Mem. 1124 (1971),
aff'd, Bongiovanni v. Commissioner, 470 F.2d 921 (2d Cir. 1972).
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cause the cases considering assumpton of liabilities have determined
that the accounts payable assumed by the corporation will reduce
the taxpayer's basis in his stock under section 358(d)7 3 and no
credit for basis is obtained for zero basis assets. This reduction
in basis could make otherwise nontaxable distributions from a re-
turn of capital taxable under section 301(c) (3), or it could result
in a disallowance of losses to the shareholder in a subchapter S
corporation.

7 4

In addition to the reduction in basis and impact on section 357
(c), there is also a possibility that when the liabilities are paid the
cash basis corporation will not receive a deduction. The tax
theory underlying the cash method is based on matching revenues
and expenses, and transferred liabilities represent expense incurred
by the prior entity. Since the prior entity was a cash basis tax-
payer which did not make the payments, it is not entitled to a de-
duction.7 5 In 1946 the Eighth Circuit in Holcroft Transportation Co.
v. Commissioner,76 concluded that the corporation was not entitled
to a deduction. In Wilford Thatcher77 the corporation reported
income from zero basis receivables and claimed a deduction for
the zero basis payables transferred from a noncorporate entity.
This treatment was apparently not in issue and was not discussed
in the Tax Court's majority opinion. Dissenting Judges Quealy and
Goffee would have required the transferee corporation to report
income from the receivables and would have allowed a deduction
for the payables.78 Judge Hall; joined by Judges Featherstone and
Forrester, would have allowed the prior entity a deduction for ac-
counts payable and would have required recognition of an equal
amount of income from receivables. 79 Presumably, income from the
remainder of the receivables would be recognized by the transferee
corporation. It is my understanding that the Service will issue rul-
ings that the transferee corporation will be allowed the deductions,
provided there was a transfer of a going concern "which is not car-
ried out in such a way as to cause a distortion of income" and pro-
vided the transfer is accompanied by a closing agreement that the

73. Id.
74. Section 1374(b) limits the net operating losses of a subchapter S cor-

poration that may be used by a taxpayer to affect income from other
sources to his adjusted basis in his subchapter S stock.

75. Treas. Reg. § 1.461-1(a) (1) (1967).
76. Holdcroft Transp. Co. v. Commissioner, 153 F.2d 323 (8th Cir. 1946).

See also Arthur L. Kniffen, 39 T.C. 553 (1962).
77. 61 T.C. 28 (1973).
78. Id. at 39-42.
79. Id. at 42-44.
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transferee will recognize income upon collecton of the receivables. 80

Because of the uncertainty in this area, the safest course in the
absence of a ruling is to withhold from incorporation receivables
and liabilities in an equal amount.8 ' If additional cash is desired
by the transferors, all receivables should be retained.

There are a number of other cases where assignment of income
principles and tax benefit issues have been raised regarding inven-
tories, expenses attributable to growing crops, receivables and the
payment of expenditures applicable to the assets and liabilities
transferred to or from a corporation.

A major problem faces proprietorships or partnerships which
have continually prepaid substantial expenses at the end of their
taxable year to defer income and do not elect subchapter S follow-
ing incorporation. The same problem arises with crop cycles such
as winter wheat which require substantial cash expenditures in a
taxable year other than the one in which the crop is harvested. The
Service's position is that the expenses paid or prepaid by the pro-
prietorship or partnership prior to incorporation must be allocated
to the corporation which recognizes the income.82

80. Worthy, IRS Chief Counsel Outlines 'What Lies Ahead for Professional
Corporations, 32 J. TAX. 88, 90 (1970); Burke, supra note 39, at 111.

81. Lipoff, Organizing a Professional Service Corporation, N.Y.U. 28TH
INST. FED. TAX. 1223 (1970).

82. The basic statutory authority for the position of the Service lies in re-
allocation of income from receivables and inventory or deductions at-
tributable to accounts payable in sections 446(b) and 482. Because
no clear conclusions can be drawn from these decisions, they are sum-
marized. Rooney v. United States, 305 F.2d 681 (9th Cir. 1962) (de-
ductions due to expenses for growing crops incurred prior to incorpo-
ration were reallocated to the transferee corporation which recognized
the income; Adolph Weinberg, 44 T.C. 233 (1965), affd per curiam,
386 F.2d 836 (9th Cir. 1967) (income from crop inventory reported by
corporate transferees was allocated back to the transferors). Using the
terms "sham," "tax avoidance," and "assignment of income," the Tax
Court relied heavily on the fact that only growing crops and no land or
leaseholds were transferred to the corporation. In Hempt Bros. Inc.
v. United States, 490 F.2d 1172 (3d Cir. 1974), a cash basis partnership
transferred accounts receivable to a corporation in a section 351 in-
corporation. The Service forced the corporation (a non-farm opera-
tion-concrete mix and stone gravel) to adopt the accrual method.
The taxpayer corporation was required to report the income on the
receivables and was not allowed to include the value of materials re-
ceived from the predecessor partnership in its opening inventory. Be-
cause most farm corporations would adopt cash basis accounting,
the problem in Hempt Brothers should not exist. However, if leg-
islation requiring farm corporations to adopt the accrual basis is en-
acted, and tle corporations did not qualify for the family exception,
(see Note 5 supra), an added impetus would be present for withhold-
ing all receivables, inventories and payables. For an in-depth analysis
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For example, ABC Partnership has annual prepaid expenses in
December attributable to the subsequent year's crop in amounts
which will substantially reduce the taxable income of the partner-
ship. In 1975 such expenses were $80,000 and such amounts are
deducted on the partner's income tax returns for 1975. In Febru-
ary, 1976, the partners decide to incorporate and not elect subchap-
ter S. All income attributable to the 1975 prepayments is reported
by the corporation. There is a substantial risk that the Service
will allocate the expenses to the corporation and require the part-
ners to recognize additional income of $80,000 for 1975 resulting
from the disallowance of expenses. The author recommends elec-
tion of subchapter S for the first taxable year (even if a section 368
(a) (1) (E) recapitalization is required at a later date to issue desired
preferred stock). Within the required period, the subchapter S elec-
tion could then be terminated for the second year's operations. In
ABC partnership's case, the subchapter S election would remain in
effect until after the 1976 prepayment had been made. Even if the
1975 prepayment were allocated to the corporation, the former part-
ners should receive the deduction in 1976 plus the 1976 prepayment
by the corporation to offset 1975 and 1976 income assuming each
shareholder has sufficient basis to utilize the subchapter S losses.
The only tax loss except for the timing difference under this ap-
proach would be the itemized or standard deduction and exemption
if the 1976 deduction could only be utilized by a net operating loss
carryback at the shareholder level. The Service's ability to add
an additional tax on to the incorporation process would then be
limited to its ability to deny the 1976 prepayment deduction attrib-
utable to the 1977 crop. Despite the weakness of the Service's posi-
tion on prepayment (particularly in the Eighth Circuit), the more
conservative taxpayer could delay sale of the 1976 crop until 1977
and avoid the year end prepayment. 83

of this area, see White, Sleepers that Travel with Section 351 Transfers,
56 VA. L. REv. 37 (1970); Arent, Reallocation of Income and Expenses
in Connection with Formation and Liquidation of Corporations, 40
TAXES 995 (1962); BrrrKER & EUsTICE, 3.17.

83. Rev. Rul. 75-152, 1975 INT. RV. BumL. No. 17, at 11, imposed a stringent
three part test for prepaid feed deduction. The third or "material dis-
tortion" test would appear to be an inappropriate criterion not sup-
ported by any direct authority since cash basis accounting by its
nature will often materially distort income, under traditional financial
accounting concepts. In view of this ruling, the area of prepaid
deduction is hardly free from doubt, but the full-time farmer is
certainly treading in much safer waters than those created by the issue
of allocation of expenses between entities. This area is even more cer-
tain in the Eighth Circuit. See Mann v. Commissioner, 483 F.2d 673
(8th Cir. 1973). See also Schapiro, Prepayments and Distortion of In-
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Where the transferor wishes to retain as many assets as possible
outside the corporation, retention of all receivables, inventory that
will not be utilized in the ongoing business enterprise, and payables
is desirable. If the cash basis farm corporation does not sell its
production in its initial tax year and has production expenditures,
it will generally realize a loss while the predecessor entity will re-
port income from disposition of the prior year's crops. In the ab-
sence of other factors, the minimum overall tax rate for the first
year's operation could then be obtained by transferring to the cor-
poration all receivables and inventory in excess of payables if the
transferors do not wish to receive the proceeds at the shareholder
level.

Another impetus to transfering inventory and receivables may
be the conditions of existing bank loans. If the tax rate and credit
factors dictate transfer of receivables and inventory to the corpora-
tion, it is recommended that zero basis assets equal to zero basis
liabilities be retained and any excess be transferred for recognition
by the corporation. 4 If there are substantial dollar amounts in-
volved in the transaction, the practitioner should keep in mind the
possibility of applying for a ruling under Revenue Procedure 73-
16.85 Because time is rarely of the essence in the incorporation
process, issues on which there is flexibility and for which the tax
results are uncertain make the ruling process desirable, provided
the amount of money involved justifies the expense. Because of
the factual nature of each case and the opportunity for tax avoid-
ance, each ruling is based on its facts.

D. The Use of Multiple Entities

From the previous discussion it can be inferred that all property
required for farm operation should be transferred to a single corpo-

come Under Cash Basis Tax Accounting, 30 TAx L. REv. 117 (1975);
Willingham & Kasmir, Prepaid Feed Deduction: How to Cope with
IRS' Restrictive New Ruling, 43 J. TAx 230 (1975).

84. The author is aware of private rulings in which the Service has ruled
favorably on transactions in which receivables equal to payables have
been withheld and the remainder of the receivables have been trans-
ferred to the corporation and the income from them recognized by the
corporation. Lipoff, supra note 81, at 28; Burke, supra note 39, at
111. The only other possible adverse tax impact from retaining zero
basis assets would be that the incorporation would not comply with
the mere change in form requirement of Treas. Reg. § 1.47-3 (a) (19)
(1967). From a cost standpoint, retaining receivables and payables
would necessitate maintaining two sets of books. While the tempta-
tion might be present to allow the corporation to become the agent
for the predecessor's organization, such an approach is not advised.

85. Rev. Proc. 73-16, 1973-2 Cum. BULL. 464.
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ration except certain zero basis items, personal items, and highly
appreciated real property or other property which will probably be
sold in the near future. This recommendation is based on the as-
sumption that the family farm operation is a basically unitary busi-
ness enterprise (although the enterprise may be integrated) owned
by one investor group. Where this fact pattern is not present, the
farming operation may be advantageously operated as more than
one entity.

Several tax problems arise that are present in all transactions
between related entities: (1) for taxable years beginning after De-
cember 31, 1974, section 1561 limits all members of a controlled
group of corporations to one $25,000 surtax exemption, which is sub-
ject to taxation at a rate of twenty-two per cent (except for taxable
years ending in 1975 in which the first $50,000 of income is subject
to a maximum tax rate of twenty-one per cent)86 and one $150,000
accumulated earnings tax credit;87 (2) the application of the provi-
sions of sections 269 and 1551, disallowing certain deductions, credits
and exemptions in certain multiple corporate organizational struc-
tures; (3) the inability to offset profits against losses between re-
lated entities (except through consolidated income tax returns) or
income from sources outside farming in the case of noncorporate
entities; (4) increased social security taxes when the same employee
works for more than one corporate employer and the employee's
aggregate salary exceeds the maximum social security limitation;
(5) constructive dividends if intercompany transactions are con-
summated other than on a fair market value basis; and (6) reallo-
cation of expenses and income between related entities under sec-
tion 482.

Before listing fact patterns under which the multiple entities
are desirable, analysis of some of the common types of multiple
farm entities is helpful. Because the principal asset likely to ap-
preciate substantially in value is real estate, some practitioners,
for estate planning purposes and also to minimize the total effective
tax rate by splitting income, recommend transferring only the real
estate to the farm corporation. The operating partnership or pro-
prietorship then rents the real estate used in the farming operation
from the corporation.

To avoid reallocation of income under section 482 and/or con-
structive dividends, the operating entity is required to pay rent at
fair market value. Even under a "crop-share" arrangement, the
corporation will be paid rental income that will not be sheltered

86. CODE § 11.
87. Id. § 535(c) (2).
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except to the extent of interest or depreciation although the operat-
ing entity experiences a loss. If it can be assumed that the operat-
ing entity will not have losses, and the splitting of income results
in a lower effective tax rate, this benefit is generally lost when
the income is taxed upon distribution to the shareholders. This
double taxation problem cannot generally be salved by electing un-
der subchapter S since rental income constitutes passive income.88

In addition, substantial passive income may be received from invest-
ment of the rental income unless such income is used to reduce
existing debt or is invested in additional or capital improvements.

The transfer of only real estate to the farm corporation also has
the effect of locking into corporate solution the assets of the farm
operation which are the most likely to appreciate in value. A cor-
porate distribution of proceeds from the sale of land or of a mort-
gage by the land corporation to the operating entity which may
be required to finance the operating entity after substantial losses
from cattle feeding, drought, etc. generally results in additional
taxes that would not have been incurred had the entire operation
been one entity. If such events occur after formation of a "land"
corporation, it will probably be desirable to contribute the re-
mainder of the farming operation to the corporation or to liquidate
the corporation pursuant to section 333.89 The operator should also
be able to withstand the adverse cash flow resulting from payment
of rent to the farm corporation unless the double tax resulting from
dividends is not too great. The factual circumstances that warrant
establishing a "land" corporation may appear in an estate plan for
persons of a very advanced age.

The reverse approach of transferring only equipment and other
operating assets to the corporation and allowing it to rent the real
property from the proprietorship or partnership seems equally un-
desirable. The basic estate tax advantages of transferring appreci-
ated land would also be lost. As will be seen later the tax results
from corporate operation, even with the election of subchapter S,
are generally less desirable than operation in the proprietorship
form unless the parties wish to accumulate substantial earnings in
the corporate entity or set aside substantial amounts in pension and
profit-sharing plans. In addition to the tax issues associated with
multiple corporations, the added expense of multiple incorporations,
accounting and tax returns must also be considered.

88. Id. § 1372 (e) (5) (C). For possible qualification for subchapter S
treatment under crop-share arrangements, see note 134, infra. Segre-
gation of management functions with related entities is more difficult.

89. In such event a liquidation of the corporation under section 333 or 337
may be possible without significant additional tax costs. See Section
IV, C, 2 and 3, infra.
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Despite the conclusion that multiple corporate entities generally
should not be utilized in the family farm operations, there are cir-
cumstances in which multiple entities are desirable. Where the in-
vestors are different, where there is a desire to limit liability (as in
a commercial feedlot), where the businesses are separate (grain
operating and cattle feeding partnership with outside investors),
and where the income splitting benefits are substantial and the
owners can afford to leave earnings in the corporation, the circum-
stances should be examined closely for possible multiple entity
operation.

III. OPERATION

A. General Considerations
Despite the significant pitfalls involved with midstream incorpo-

ration of an existing farm operation, careful selection of the assets
to be transferred to the farm corporation usually eliminates the
income tax cost in the incorporation process. If such tax costs can-
not be eliminated because of excessive liabilities or assignment of in-
come problems, incorporation will generally not be advisable. As
a result, the primary analysis in making the incorporation decision
should be devoted to the assessment of the significant differences
in tax treatment between operation in the corporate form and opera-
tion in the proprietorship or partnership form. The basic difference
results from two factors: the rate of taxation and the fact that
the corporation is taxed as a separate taxpaying entity.9°

The tax rates for individuals begin lower and run higher than
the rates for a corporation.9 1 There are also significant personal
exemptions, exclusions and allowances available to an individual
which are not available to the corporation. A married person filing
a joint return is taxed at graduated income tax rates from a low
of fourteen per cent on the first $1,000 of taxable income to a maxi-
mum of seventy per cent on the taxable income in excess of $200,-
000.92 Corporate tax rates are graduated only to the extent that

90. For purposes of this comparison, the partnership and proprietorship
are generally discussed as one form and the corporation as the other,
although there are in fact significant differences between the taxa-
tion of a partnership and a proprietorship. Although the partner-
ship is a separate entity for tax purposes, the partnership itself is not
taxed. The partnership is merely a tax computation entity which
files an information return listing the names of the partners and
their distributive share of income. The taxable income or loss from
the partnership flows through to the individual partners for filing on
their individual return, as is the case in a proprietorship.

91. CODE §§ 1, 11.
92. The Tax Reduction Act, Pub. L. No. 94-12 (Feb. 18, 1975) ("TRA of

1975") slightly alters these computations for taxable years ending in
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they contain two brackets: the first $25,000 of taxable income being
taxed at twenty-two per cent with the remaining taxable income
above $25,000 taxed at forty-eight per cent.9 3 A corporation's net
long-term capital gains are taxed at the regular corporate income
tax rates or a rate of thirty per cent plus the minimum tax.9 4 At
the individual level there is a fifty per cent capital gains deduction
resulting in only one-half of the individual's net long term capital
gain income in excess of short term capital losses and capital loss
carryover being reported at the regular graduated income rates.95

There is also a maximum tax rate for individuals on the first $50,000
of capital gains of twenty-five per cent plus the minimum tax.96

Before making the decision to incorporate, a projection of income
from the farming operations and the non-farm income of the farm
operators is essential. The point at which the corporate taxation
of farming income results in a lower effective rate of taxation than
the individual rate depends on the number of persons comprising
the farm operation, their incomes, and their deductions from other
sources. Although projections of income in any type of business
enterprise are illusive, the projection of income in the farming en-
terprise is extremely difficult because of price changes, weather,
and other variables over which the farm operator has no control
and weighs in favor of retaining the flexibility available in a pro-
prietorship or partnership.

Another factor to consider in the comparisons between tax rates
at the individual and corporate level is the maximum tax on
"earned income." Income from services rendered by an individual
taxpayer is subject to a maximum effective tax rate on earned in-
come of fifty per cent.9 7 Where both capital and services are ma-
terial income-producing factors in an unincorporated business (as in
a farming operation), a proposed regulation provides that not more
than thirty per cent of an individual's share of the net profits of a
trade or business shall constitute "earned income.198  The Service

1975. See note 65 supra. See also CoDn § 1348 for individuals and
corporations.

93. CODE § 11. See also note 65 supra for tax rates for years ending in
1975.

94. Cons §§ 56, 1201(a).
95. Id. § 1202.
96. Id. §§ 56, 1201(b), (d).
97. Id. § 1348. Certain income paid under deferred compensation plans

does not qualify. Certain tax preference items as defined in section
57 in excess of $30,000 reduce the amount of income qualifying for the
maximum tax. See CODE § 1348(b); Proposed Treas. Reg. § 1.1348-2
(d) (3), 36 Fed. Reg. 23815 (1971).

98. Proposed Treas. Reg. § 1.1348-3 (a) (3), 36 Fed. Reg. 23817 (1971). See
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has ruled that the proposed regulation applies to an unincorporated
farmer. Despite the position of the proposed regulation and Reve-
nue Ruling 74-597, there would be no precedent or logic for limiting
the reasonable compensation of the corporate employee to thirty per
cent of the farm corporation's profit.9 9 As a result, substantial ben-
efits might be derived from a corporate farming operation which
has taxable income in excess of approximately $44,000 per family
member (the approximate cutoff point for benefit from maximum
tax rates ignoring the temporary lower rate imposed by the Tax
Reform Act of 1975). The "constructive dividend" double taxation
of compensation exceeding a reasonable amount can make the tax
risks in the corporate farm great. Subchapter S taxation, however,
may offer the opportunity for payment of salaries subject to the
fifty per cent maximum tax rate without risk of double taxation
should part of the established level of compensation be disal-
lowed.' 0

The application of the foregoing analysis to the desirability of
corporate operations can be explained by the following analysis. A
proprietor or a partner operating a farming enterprise combines his
farming income or loss with income or loss from other sources. On
the other hand, a corporation (other than the special rules applied
to subchapter S corporations)' 0 ' is a taxable entity apart from
its shareholders. The corporation pays taxes on its income and the
owners are not affected for tax purposes by the income of the cor-
poration so long as it remains in corporate solution. If the farm
operators would never need to withdraw funds or property from
the farm corporation in excess of reasonable compensation, the tax
analysis could be made purely on an income rate determination (as-
suming the accumulated earnings tax of section 531 and personal
holding company taxes of section 543 could be avoided). Generally
the farm operator will need earnings for his individual expenses,
the acquisition of personal items such as essentials, automobiles,
boats, vacations, home improvements (unless the home is corporate
property), and furniture. Further, wealth accumulated from farm-
ing operations may be used to purchase second homes, make other
investments, or establish a retirement fund. The fractional share
of the farming income or cash flow required to satisfy these needs
will vary from family to family. In the absence of liquidation, the
only way to distribute money from the corporation to the stock-

also CODE § 911(b). The Service has ruled that this proposed regula-
tion applies to an unincorporated farmer. Rev. Rul. 74-597, Cum.
BULL.

99. Treas. Reg. § 1.162-7 (1958).
100. See note 122 and accompanying text infra.
101. See Section Ii, B, infra.
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holder employee is through salaries, dividends or interest on loans
from stockholders, and loans to the stockholders.

Distributions by a corporation not electing subchapter S will be
taxed as dividends to the stockholders to the extent of the corpora-
tion's accumulated or current earnings and profits,'0 2 even though
the corporation has already been taxed on this income. This so-
called double taxation is the principal disadvantage of a corporate
operation. Part of the double taxation problem can be eliminated
through payment of reasonable compensation to the stockholder
employees. Except in the event of a very low level of compensa-
tion, however, it seems likely that part of distributions from the
corporation to shareholder-employees will constitute dividends. 0 3

Payment of dividends in profitable years and a base salary with
a designated percentage of current operating profits is the recom-
mended method of sustaining reasonable compensation. If the
base salary is subject to yearly changes both upward and down-
ward, the taxpayer would seem to be in a much worse position and
the Service would likely claim that the changes were only arbitrary.

Because of the significant fluctuations in farming income, estab-
lishing a high base salary can result in substantial payments sub-
ject to taxation at the individual level even though the farming
operation may have incurred a substantial loss. In the industrial
or professional corporation there are significant swings in profits,
but these changes are generally not as large nor as cyclical as those
which frequently occur in farming operations. Also unlike the
"professional corporation" and other service-type corporate busi-
nesses formerly operated as proprietorships or partnerships, the
capital intensive nature of the farming operation makes payment of
large percentages of the profits as reasonable compensation more
difficult. Any standard which required the typical farm corpora-
tion's profits before compensation of the shareholder employees to
be allocated on the basis of service and a reasonable return on
shareholder's invested capital, would doubtlessly require distribu-
tion of a substantial percentage of the average amount of profits
as dividends. If an ongoing profitable farming enterprise is incor-
porated, allocating a higher percentage of profits to compensation
is even more difficult. In the early stages of any business enter-
prise, the profits would be expected to be small and the corporation
could pay out substantially all the profits as reasonable salaries
to the owner resulting in a minimal corporate taxation. 0 4

102. CoDE §§ 301, 317(a).
103. Charles McCandless Tile Serv. v. United States, 422 F.2d 1336 (Ct. CL

1970).
104. The issue of reasonable compensation is a factual one determined on
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The lock-in effect and double taxation problems resulting from
the sale or refinancing of appreciated real property operating assets

a case by case method. Botany Worsted Mills v. United States, 278
U.S. 282 (1929). This analysis has resulted in the "reasonable com-
pensation" question becoming the most litigated of the tax laws. One
traditional test is the comparison with salaries of executives in similar
positions in the industry. This comparison of trade industry data is
generally not available in the corporate farm context. The fact that
the farm operator does not generally have a prior "salary" history is
also detrimental. The amount of time devoted to the farming opera-
tion, the impact of the economic decisions made by the farm operator
and the salary and share of the profits that the farm operator would
have been required to pay to a farm operator had he chosen to remain
an absentee landlord are factors that may support the corporation's
contention that compensation paid to the shareholder employee is rea-
sonable.

A more troublesome theory that has arisen in recent years is the
so-called automatic dividend rule. In Charles McCandless Tile Serv.
v. United States, 422 F.2d 1336 (Ct. CL 1970), although there was no
question about the reasonableness of the compensation paid to em-
ployee shareholders, the Court of Claims held that in the absence
of dividends to the shareholder employee, a corporation which had dis-
tributed approximately 50 per cent of the pre-tax profits to the share-
holder employees as compensation had given a portion of the "com-
pensation" as a return on invested capital. Although the Tax Court
has not yet adopted the McCandless rule, it has clearly been influenced
by its compelling logic. See Shiocton Lumber Co., 33 CCH Tax Ct.
Mem. 599 (1974); Carole Accessories, Inc., 32 CCH Tax Ct. Mem. 1285
(1973). But cf. Edwin's Inc. v. United States, 501 F.2d 675 (7th Cir.
1974).

The Eighth Circuit has indicated that bonus arrangements which
distribute the majority of net profits and necessarily leave little or
nothing to be paid as dividends are a vehicle for distributing profits
to shareholders. Charles Schneider & Co. v. Commissioner, 500 F.2d
148 (8th Cir. 1974). The Tax Court has also determined bonuses based
on profits for shareholder employees will not be upheld. Universal
Chevrolet Co. v. Commissioner, 16 T.C. 1452 (1951), aff'd, 199 F.2d 629
(5th Cir. 1952); Paul E. Kummer Realty Co. v. Commissioner, 511 F.2d
313 (8th Cir. 1975). In the author's opinion existing case law, when
combined with investment required on the modern family farm and its
traditionally low return on invested capital, make payment of a large
percentage of the corporation's profits as reasonable compensation
most difficult. Unless there are other factors which override the nega-
tive impact of partial double taxation, or unless the farm operators
are willing to allow a substantial amount of the profits from the farm
to be reinvested in the farm operation, the corporate farm is advan-
tageous only if subchapter S operation is desirable. If the non-sub-
chapter S form is elected, payment of annual dividends of not less than
5 per cent of the after-tax profits is a desirable policy. See generally
O'Neill, Reasonable, But Nondeductible, "Compensation"?, 57 A.B.A.J.
82 (1971); Holden, Has Court of Claims Adopted an "Automatic Divi-
dend" Rule in Compensation Cases?, 32 J. TAx. 331 (1970); Jones, Is
There a Dividend Requirement for Professional Corporations?, 34 J.
TAx. 139 (1971).
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in the corporation are even greater than those connected with the
distribution of earnings. In a partnership or proprietorship, income
from the sale of property other than agricultural production re-
tains its character as long-term capital gain (except for investment
credit and depreciation recapture) in the hands of the proprietor
or partners. Unfortunately, the distribution of all income from the
corporation to the shareholder is taxed as a dividend at ordinary
income rates.10 5 An even more difficult situation is created if
the corporation mortgages highly appreciated real property. Even
though there is no tax at the corporate level, the distribution of
the mortgage proceeds to the shareholder would be taxed first as
dividends to the extent of the greater of accumulated or current
earnings and profits. After elimination of earnings and profits and
the stockholder's basis in the stock, the remainder would be taxed
at capital gains rates.10 6 When measuring the tax effect of such
a distribution, great care should be taken in measuring earnings
and profits. Even though the corporation has paid only minimal
income taxes, substantial earnings and profits may have been gene-
rated by the difference between straight line and accelerated de-
preciation for tax years commencing after June 30, 1972 or other
sources.

0 7

The principal federal income tax advantage unique to farming
operations is the availability of the "farmer cash method" of tax ac-
counting.108 Through cash payments for fertilizer, supplies, crops
in the ground and by withholding harvested crops from sale, or
selling the crops without the constructive receipt of cash, the farm
operator is able to defer recognition of taxable income to a much
greater extent than comparable businesses with similar inventory
levels. The rancher who does not have to account for the inventory
of growing calves is also able to defer his taxable income through
feed prepayments and delaying the sale of his calf crop until Janu-
ary. In cases where progeny are placed in the breeding herd, this
deferred income can be converted into capital gains. 09 The feed-
lot operator, by acquiring significant quantities of feed and with-
holding fat cattle from the market, is also able to defer his taxable
income.

Under present law, no distinction is made between the corporate
farm and the proprietorship and the partnership on utilization of

105. Subchapter S taxation will eliminate part of their undesirable result
but the shareholder's basis in his stock would be reduced unnecessarily
by the loss attributable to the salary.

106. CoDE § 301 (c).
107. Id. § 312(m).
108. Treas. Reg. § 1.471-6 (1958).
109. CoDSm § 1231(b) (3).
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the farmer cash method of accounting. Under tentative proposals
of the House Ways and Means Committee in 1974 and 1975, all cor-
porate farms except subchapter S corporations and family con-
trolled corporations would be required to adopt the accrual method
of accounting."10 If similar legislation is enacted, most nonfamily
corporate farms would be required to account for their inventory
and to report their income on the accrual method. The necessity
of accounting for inventory and receivables, when added to the
complicated and burdensome corporate record-keeping require-
ments, would eliminate the flexibility currently available in agri-
cultural operations and would in almost all instances result in
higher annual taxable income. Consequently, practitioners recom-
mending incorporation of farm operations which do not qualify
for the exemption from the accrual method as presently proposed,
could be subject to attack by their farm clients if this type of legis-
lation is enacted."'

Other tax concepts unique to farming operations, such as the
crop method of accounting, hybrid method of accounting, deduc-
tion of pre-productive stage expenses, the farmer price method, the
unit livestock method, deduction of soil and water conservation ex-
penses, required amortization of citrus groves, treatment of land,
sales with growing crops, land clearing expenses, and holding peri-
ods for long-term capital gain treatment on the sale of livestock
are applicable without regard to whether the farm operation is con-
ducted in the corporate, partnership or proprietorship form of or-
ganization.

A new provision, added by the Tax Reform Act of 1969112 con-
verts into ordinary income the gain from the disposition of farm
property that would otherwise be taxed as capital gains by requir-
ing the recapture of certain farm losses as ordinary income for
farming operations not accounting for inventories in computing tax-
able income. 1 3 The statutory scheme of section 1251 provides for
maintenance of an excess deduction account ("EDA") on an on-

110. See note 6 supra.
111. Due to the present membership of the Ways and Means Committee

and Congress in general, it is impossible to estimate the chances of
passage of this legislation. However, due to the weakening position
of farm-oriented legislators, the recent changes in the committee's
structure, and the increasing focus on large farm corporations, the pos-
sibility of passage cannot be dismissed. It should be noted that the
proposed legislation would also force farm partnerships to adopt the
accrual method if a corporation had more than a five per cent interest
in the profits and losses of the partnership.

112. Proposal to Abolish E.D.A. See HousE WAYS AND MEANS COiMvMIT=x
PRINT, supra note 5.

113. CODE § 1251; Proposed Treas. Reg. § 1.1251-2, 36 Fed. Reg. 25019 (1971).
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going basis. Each year in which the farming operation not account-
ing for inventories has a net. taxable loss this balance is added to
the EDA account. Subsequent taxable income is subtracted from
the EDA account. Section 1251 does not provide for a negative bal-
ance in the EDA account, and as a result a single loss year subse-
quent to highly profitable years can create a balance in the EDA
subjecting later sales of property to recapture. There is a provision
for adjustment if there was no tax benefit from the losses.114 If
the losses are subsequent to profits by the corporate farm, tax bene-
fits would be derived as a result of the net operating loss carryback
under section 1721 from the EDA and this exemption would not
be applicable. The property which is subject to EDA recapture
upon disposition is: (1) depreciable personal property (other than
livestock) held for six months and used in the farming business;
(2) real property other than section 1250 property, used in the farm-
ing business and held for more than six months; (3) cattle and
horses held for breeding and sporting purposes and held for 24
months or more; (4) livestock (other than horses or cattle). held
for draft, breeding, various sporting purposes and held for 12
months or more; and (5) growing crops sold with the land and
qualifying for section 1231 treatment. 115 An asset can be treated
as farm recapture property although it has not been used in farm-
ing business if the property was received by the transferee from
a transferor who did use it on the property in the farming business
and the taxpayer acquired the property in certain tax free or gift
transactions."

6

Although land used in the farm operation is farm recapture
property (if held for more than six months), the recapture of ordi-
nary income is limited by the amount of soil and water conservation
and land clearing expenses deducted in respect to the land and sold
during the year of disposition and four preceding taxable years." 7

In addition to the recapture of soil and water conservation and land
clearing expenses required by section 1251, further recapture of the
expenses may be required by section 1252. Section 1252 requires
the recapture of all soil and water conservation expenses and land
clearing expenses previously deducted upon disposition of the land
if the land was disposed of within the five years after its acquisition
Between six and nine years after acquisition the amount of these
expenditures that must be recaptured decreases until ten years or
more after acquisition, after which no recapture is required under

114. CODE § 1251(b) (3) (A).
115. Id. § 1251 (e).
116. Proposed Treas. Reg. § 1.1251, 36 Fed. Reg. 25019 (1971).
117. CODE § 1251(e) (5).



478 NEBRASKA LAW REVIEW-VOL. 54, NO. 3 (1975)

section 1252. If both sections 1251 and 1252 apply to the disposition
of a piece of real property, section 1252 applies only to the extent
that recapture under that section exceeds recapture under section
1251.118

There is a significant distinction between EDA computations for
corporate farms and proprietorships, partnerships or corporate
farms electing subchapter S. This distinction lies in the fact that
no addition to the EDA is required for proprietorships, partnerships
or subchapter S corporations unless the non-farm adjusted gross
income of the individual taxpayer in the year in question exceeds
$50,000 and the farm loss exceeds $25,000.119 Corporations not
electing under subchapter S do not have any exemption under EDA
and all losses are added to the EDA account regardless of the non-
farm adjusted gross income. 1 20  As a result of this distinction,
there is a much greater risk that disposition of farm property will
be subject to recapture under the EDA provisions if operations are
conducted in the corporate form without a subchapter S elec-
tion. 121

B. Subchapter S Taxation

The principle mechanism to avoid the undesirable double taxa-
tion aspects of the corporate form of operation is the so-called sub-
chapter S corporation. 2 2  Subchapter S was enacted in 1958 to
give small businesses more flexibility in choosing a form of business
organization by allowing corporate income to "pass through" to the
shareholders for taxation. Despite their theoretical similarities, it
is erroneous to refer to subchapter S corporations as incorporated
partnerships. The subchapter S provisions are extremely complex
and technical, and contain many pitfalls that can only be avoided
by constantly monitoring corporate operations and distributions.
The following discussion will summarize the application of subchap-
ter S to farm corporations, designate the steps that must be fol-
lowed to qualify for subchapter S treatment, discuss the most ad-
vantageous procedure for making distributions to the shareholders,

118. Id. § 1252(a).
119. Id. § 1251(b) (2) (B).
120. Id. § 1251(b) (2) (A).
121. Although previous discussion (see Section II, C, supra) described the

undesirability of transferring property which would be sold by the
corporate farm in the near future, there are a number of instances in
which farm recapture property, particularly livestock, will be sold and
would be taxed as ordinary income if there was an outstanding bal-
ance in the EDA account. For an excellent analysis, see Bravenec,
The Farm Recapture Provisions and Tax Planning for Corporations,
1 J. CoRp. TAx. 391 (1975).

122. CoDE §§ 1371-79.
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and analyze the effect of subchapter S status on the income tax
price of operation in the corporate form.

The election of subchapter S taxation eliminates most taxable
income at the corporate level by passing through the corporation's
taxable income to the shareholders as taxable dividends.123 The
election under subchapter S is not available to all corporations.
Only a domestic corporation which is not a member of an affiliated
group,124 having ten or fewer shareholders, 25 all of whom are
individuals or estates and residents or citizens of the United States
may elect subchapter S treatment. 126 The corporation must
have only one class of stock.127 Because most closely held farm
corporations not having a second class of stock are eligible for sub-
chapter S tax treatment, it is generally advantageous for the farm
corporation to make the election. This is not the case if taxation
of all income at the shareholder level results in a higher effective
tax rate than the taxation of income to the corporation and the
taxation of "reasonable compensation" and distributions of desired
dividends to the stockholders.

If the corporation qualifies for subchapter S treatment, there
are certain technical requirements that must be satisfied to effect
the election. Existing corporations must exercise the option in the
first month of the taxable year for which the election is made, or
during the preceeding month by filing Form 2553. Newly organized
corporations must elect within the first month after commencing
operations, acquiring assets or having shareholders. All share-
holders must consent to the election and the election may be re-
voked (but not for the first taxable year following the election)
if all stockholders consent to the revocation. The revocation must
be made before the close of the first month of the taxable year
to be effective for that tax year. Otherwise, it will be effective
for the following taxable year. If a new shareholder acquires
stock in a subchapter S corporation and does not consent to continu-
ation of the election within thirty days,'2 8 the election terminates

123. Distribution of previously taxed but undistributed taxable income is
subject to significant pitfalls discussed below. See notes 141-43 and
accompanying text infra.

124. Affiliated group is defined in CoDE § 1504(a).
125. Spouses are counted as one shareholder if the stock is owned as joint

tenants, tenants in common or community property. See Treas. Reg.
§ 1.1371-1(d) (2) (i) (1959); Hicks Nurseries, Inc. v. Commissioner, 517
F.2d 437 (2d Cir. 1975), rev'g 62 T.C. 136 (1974).

126. Treas. Reg. § 1.1371-1(a) (1959).
127. Id.
128. The 30-day period for filing a statement with the District Director be-

gins on the date the person becomes a shareholder. Conn § 1372(e)
(1); Treas. Reg. § 1.1372-2 (b) (1969).
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for the taxable year in which the non-assenting shareholder became
a shareholder. 1 29  Because of the transfer of stock by bequest,
gift or otherwise, it is important to include a restriction on all stock
issued that transfer is conditional on the filing of the required
forms by the new stockholders. 130 If the subchapter S election
is revoked, or if it is terminated for failure to meet the statutory
requirements, the corporation or any successor is ineligible to make
the subchapter S election prior to the fifth taxable year for which
the termination or revocation is effective, unless the consent of the
Commissioner is obtained.

There are certain income tests which must be met by the elect-
ing corporation. It must not derive more than 80 per cent of its
gross receipts outside of the United States' 3 ' nor have more than
20 per cent of its gross receipts from passive income sources, such
as rents, royalties, dividends, interest and annuities, and gains on
the sale or exchange of securities or stock.1 3 2 The first and second
taxable years of the corporation are exempted from the passive in-
come test if the corporation is engaged in an active trade or business
and the amount of passive income is less than $3,000.133 Generally,
the farm corporation will have minimal passive income. An excep-
tion is the case in which only land is transferred to the farm corpo-
ration and is rented to controlled entities. Another exception
would be the rental of an acreage and/or equipment to a third
party. These types of rental arrangements will either constitute
"passive" rental income which cannot exceed 20 per cent of the
qualifying corporation's gross receipts or constitute farming in-
come.13 4 If the lessor merely provides land and/or equipment for
cash rental without providing substantial services, the income will
constitute passive income. In a so-called "material participation
lease" in which the lessor participates in the management decisions

129. Treas. Reg. § 1.1372-2 (b) (1969). When the corporation's taxable year
does not begin on the first day of the calendar year, a month is com-
puted from the commencement to the numerical date in the next
month immediately preceding the date of the beginning of the taxable
year.

130. There may be some question about the enforcability of such a restric-
tion in certain jurisdictions.

131. CoDE § 1372(e) (4).
132. Id. § 1372 (e) (5) (C).
133. Id. § 1372(e) (5) (B).
134. If the crop share constitutes rental income, it is taxed upon receipt.

If it constitutes farming income, a cash basis taxpayer can defer in-
come until he is in constructive receipt of the proceeds. See Treas.
Reg. §§ 1.61-4, 1.451-1 (1957). Another area in which the character
of farming income is important is that involving gifts. Rev. Rul. 63-
66, 1963-1 Cum. BuLL. 13.



CORPORATE TAX

(such as the designation of crops) or if he participates in planting
crops acquiring fertilizer, and harvesting and receives a portion of
the crops, the income should constitute farming income rather than
passive "rental income."' 35 Other factors favorable to classification
as farm income are actual disbursements by the lessor for seed, fer-
tilizer, machinery, etc. and participation in the physical labor.

Another potential source of passive income would be interest
income resulting from the installment sale of farm property. When
evaluating the decision to incorporate and in determining the assets
to be transferred, the operation should be planned to eliminate sub-
stantially all passive income if subchapter S status is desired.136

The farm corporation which must plan to absorb a certain amount
of passive income annually will often be forced to make business
decisions regarding expenditures or marketing that are not eco-
nomically desirable. These decisions can also increase the amount
of taxable income recognized by the shareholders.

Section 1373 provides the statutory mechanism for the "pass
through" of a qualifying subchapter S corporation's taxable income
to its shareholders as dividends. In determining the corporation's
taxable income, such income is generally computed in the same
manner as that of a non-electing corporation except that neither
the net operating loss carryover of section 172 nor the corporate
dividends received exclusion of sections 243-246 are allowed. 3 7

Distributions during the current taxable year and within two and
one-half months thereafter are classified as dividends to the share-
holders.138 Any remaining undistributed taxable income of the
corporation is taxed as a constructive dividend to the shareholders
pro rata on the basis of stockholdings 3 9 on the last day of the
corporation's taxable year. 40 The shareholder's basis in the cor-

135. In Rev. Rul. 61-112, 1961-1 CuM. BuLL. 399, participation in the man-
agement decisions, such as determining the time and amounts of crops
to be planted, the time for harvesting, and records to be maintained
were deemed significant enough to classify the income as farming in-
come. Rev. Rul. 61-112 was approved in Rev. Rul. 67-423, 1967-2 Cum.
BULL. 221. In Gladys M. Kennedy, 33 CCH Tax Ct. Mem. 655 (1974),
crop shares were deemed to be rents and subchapter S status was
terminated. The Tax Court found that even though the contract pro-
vided for management decisions, such decisions were in fact made by
an officer-tenant.

136. CODE § 1372(e) (5).
137. Id. § 1373(d).
138. Id. § 1375 (f).
139. The Commissioner, however, may reallocate income in family groups

to reflect the value of services actually rendered. CoDE § 1375 (c).
140. Id. § 1373(b).
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poration's stock is increased by the amount of undistributed taxable
income.141

The previously taxed but undistributed income is maintained in
a previously taxed income ("PTI") account. Cash (but not prop-
erty) distributions of PTI are not treated as dividends to the share-
holders, but a tax free distribution of PTI can be made only after
actual distribution of current earnings and profits.142  Because
earnings and profits in a year could be greater than the income
on which the shareholders are actually taxed under section
1373 (e.g., the use of accelerated depreciation tax for taxable years
beginning subsequent to June 30, 1972)143 additional cash taxable to
the stockholders might be required to be distributed to the share-
holders prior to distribution of the PTI. When the PTI is distrib-
uted, the shareholder's basis is reduced by the amount of the dis-
tribution.144

Another so-called advantage of subchapter S taxation is the
ability of shareholders to offset the losses of the corporation against
income from other sources. 145  Although the loss pass-through
may be advantageous to tax shelter-oriented investors with income
from non-farm sources, the primary advantages to the farm opera-
tor who devotes his full time to the business are an offset of the
losses against his corporate salary and the net operating loss carry-
back and carryforward of section 172. The use of the net operating
losses may eliminate any benefit from the personal exemption and
standard or itemized deductions. While the constructive dividends
are allocated to the shareholder on the basis of ownership on the
last day of the taxable year under section 1373(b), section 1374(c)
requires allocation of net operating losses on the basis of daily
ownership of the shares. This allocation is required to prevent sale
of stock with operating loss benefits at the end of the taxable year.

The shareholder's basis in a subchapter S corporation is reduced
by any net operating losses which are allocated to him through an
electing corporation. One of the pitfalls in subchapter S election
is that in a loss year the stockholder may not have sufficient stock
basis to take full advantage of the loss. 14 6  Since the net op-

141. Id. § 1376(a).
142. Id. § 1375 (d); Treas. Reg. § 1.1375-4 (1959).
143. Id. § 312(m).
144. Note, 67 CoLum. L. REv. 495 (1967).
145. CoDE § 1374.
146. An example of a tremendous tax blunder is George W. Wiebusch,

59 T.C. 777 (1973), afj'd, 487 F.2d 515 (8th Cir. 1973). The Wiebuschs
(Nebraska taxpayers) transferred liabilities in excess of the "tax basis
in the assets" upon incorporation and elected subchapter S. Not only
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erating losses cannot be carried forward from any taxable year
in which the corporation's losses for the taxable year will ex-
ceed the shareholder's tax basis in the corporation, the share-
holders, either by loan or capital contribution, should make a direct
investment in the corporation to increase their basis to equal their
share of projected loss prior to the last day of the taxable year.
Even if the shareholders do not have sufficient compensation or
other taxable income in the current year or the preceding three
years to utilize the net operating loss of the subchapter S corpora-
tion, obtaining sufficient basis in the stock to "pass through" the
entire loss to the shareholders will give the shareholders five years
to utilize the net operating loss carryover. Because both loans and
equity investments increase a shareholder's basis,147 a loan (as-
suming thin capitalization tests are satisfied) repayable in the sub-
sequent taxable year will enable the shareholder to increase his
basis sufficiently to pass through the net operating loss. The loan
repayment, however, may result in taxable income under section 301
(c) (3) if the shareholder's basis in his stock has not been increased
by subsequent undistributed earnings or additional capital con-
tributions or losses. It may be advisable to classify the injection
of cash into the subchapter S corporation as equity rather than as
a loan. Distributions in excess of earnings and profits to a stock-
holder will be taxed as capital gains under section 301(c) (3) only
after the stockholder's entire basis in his stock has been elimi-
nated. Repayment of part but not all of the loan may result in
taxation prior to elimination of the stockholder's basis in loans and
stock in the corporation.148 For example, stockholder A's basis in
his stock on January 1, 1975 is $5,000. The corporation has no ac-
cumulated earnings and profits. His pro rata share of losses in a
subchapter S corporation for 1975 is $20,000. On December 1, 1975
he contributes $20,000 in cash to the corporation. In 1976, the corpo-
ration has no taxable income or loss or earnings and profits and re-
pays $16,000 to stockholder A on December 1, 1976. If the $20,000
had been classified as a loan, A would have to report $12,000 as
capital gain.149 If the contribution had been classified as stock, A
would have reported only $11,000 of gain under section 301(c).

were the taxpayers subject to recognized gain on the incorporation
process under section 357(c), all operating losses of the corporation
were disallowed because of insufficient basis in the stock.

147. CoDE § 1374(c) (2).
148. CoPY §§ 1001, 1376; Rev. Rul. 64-162, 1964-1 Cum. BuLL. 304.
149. If contributions are to be classified as indebtedness, a note must be

issued designating the time for prepayment and interest. Indebtedness
on open account has been classified as ordinary income gain or loss.
Rev. Rul. 68-537, 1968-2 Cum. BuLL. 372 demonstrates the results of
repayment.
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The shareholder's proportionate share of the corporation's net
long-term capital gains in excess of capital losses retains its capital
gain character when passed through to the stockholder.'50 Under
section 1378, added in 1966 to penalize certain large one-time capital
gains, an electing subchapter S corporation may also be subject to
capital gains taxation. If the farm operation is incorporated and
the subchapter S election is made immediately, the pass-through
capital gains benefits can be obtained as long as subchapter S quali-
fication is maintained. However, if the election was not made at
the formation of the corporation and the election has not been made
for three years prior to the capital gains transaction, the gain can
be subject to taxation at both the corporate and shareholder level.
The capital gains tax at the corporate level applies if, for the
taxable year, the corporation's net long-term capital gain (the ex-
cess of long-term capital gain over its short-term capital loss) ex-
ceeds $25,000 and fifty per cent of the corporation's taxable income
for the year. If these conditions are satisfied, the net long-term
capital gain (the excess of net long-term capital gain over net short-
term capital loss) in excess of $25,000 is taxed at the lesser of the
rate of thirty per cent or the amount computed as if a section 11
tax had been imposed on the corporation's taxable income. The
amount of capital gain income passed through to the shareholders
under section 1375 is reduced by the taxes paid by the corpora-
tion.151

If the farm corporation has been in existence and has not elected
under subchapter S for the entire period of its existence, or three
years prior to the capital gain transaction, the recognized capital
gains should be kept below $25,000 or fifty per cent of its taxable
income, whichever is greater. Election of the installment method
should allow the corporation to make a desired sale and keep the
recognized gains below the limits imposed by section 1378. When
the decision to incorporate is made, the probability of the sale of
appreciated property in the near future (which for other reasons
must be transferred to the corporation) and the impact of section
1378 on that sale should be considered when deciding whether to
make the subchapter S election upon incorporation.

Even the pass through of capital gains to the shareholder in sub-
chapter S taxation does not eliminate the tax advantage of opera-
tion as a proprietorship or partnership if the farming operation has
a taxable loss in the year in which a capital gain is recognized.
Pursuant to the provisions of section 1375 (a) (1), the amount of
capital gains which can be passed through to shareholders is limited

150. CoD- § 1375.
151. Id. § 1375(a) (3).
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to the taxable income of the corporation for that year. This would
have the effect of taxing capital gains equal to the corporation's
losses at ordinary income rates. On the other hand, if the farming
operation had been kept in a proprietorship or partnership form,
the entire capital gain would be reduced by the section 1202 deduc-
tion. The losses from the farming operation in the proprietorship
or partnership form could be offset against the capital gain after
the section 1202 deduction in determining the net taxable income
of the farm operator for the year.

There are other undesirable characteristics of subchapter S
operations when compared with partnerships or proprietorships.
Similar to the tax consequences of a regular corporation is the in-
ability to deduct capital losses. The subchapter S election does not
allow capital losses to be passed through to the shareholder. They
are carried forward to offset against future capital gains at the
corporate level.152 If the election is made for an existing farm cor-
poration, prior operating losses of the corporation may not be carried
forward as an offset against shareholder income. A corporation,
as a separate taxable entity, can carry forward the loss from
the non-election years to a subsequent non-election year but inter-
vening election years are counted in computing the five-year carry-
over period.

A disadvantage of the subchapter S corporation relative to taxa-
tion of a non-electing corporation is the limitation on contributions
to a qualified pension and profit-sharing plan pursuant to section
401. Section 1379, added by the Tax Reform Act of 1969, limits
contributions on behalf of shareholder employees of subchapter S
corporations to those imposed under Keogh plans for self-employed
persons. This disadvantage is not as great as in the past because
of the 1974 increase in the annual limitation on contribution to
Keogh plans to $7,500 (or greater after 1975 in the case of certain
defined benefit plans' 53).

There are other pitfalls which the practitioner should be aware
of in the formation and operation of a subchapter S farm corpora-
tion. The right to withdraw PTI is a personal right and does not
extend to any transferee.154 If the taxpayer dies or transfers his
stock, the transferee is denied the benefit of the tax-free distribu-
tion of PTI which would have been available had the distribution
been made to the shareholder. If the subchapter S election is re-
voked or is terminated for failure to qualify, the shareholder loses

152. Id. § 1212(a) (3).
153. See Section III, D, infra.
154. Treas. Reg. § 1.1375-4(e) (1959).
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the benefit of the taxes which he had previously paid on the income
of a subchapter S corporation and will be taxed a second time at
normal dividend rates on a later distribution, provided there are
sufficient other earnings and profits in the corporation.155 Subse-
quent operating losses will also reduce previously taxed earnings.
To avoid these undesirable consequences, a dividend in cash should
actually be distributed to each shareholder during the taxable year
or within two and one-half months after the close of the taxable
year. Distribution of cash by the corporation and an immediate
loan back to the corporation by the shareholder is not a desirable
alternative. 15 6

As indicated previously, 15 estate planning advantages are
often the principal reason for incorporating a farm operation.
Many recommended estate plans separate management control from
ownership or lock in the value of the stock owned by one
group of stockholders. In most cases, the use of preferred stock
is a desirable method of accomplishing this objective. How-
ever, an electing subchapter S corporation can have only one class
of stock. What constitutes a second class of stock is not always
clear.158 In the sixteen-year history of subchapter S, there has
been extensive litigation regarding this issue. At this date, there
are still no definite criteria for determining what constitutes a sec-
ond class of stock. Where stock is issued that has different voting
rights and different income and liquidation rights, there is clear
precedent that the one class of stock requirement is violated. 59

It also appears well settled that options, warrants and convertible
debentures are not a second class prior to their conversion. 60

The principal remaining areas of uncertainty regarding the status
as a second class are (1) where unequal voting rights are created
by using a voting trust arrangement or by the corporate charter
and (2) where debt obligations actually constitute contributions to
capital (as a result of their terms and the thin capitalization of
the corporation).

The Treasury's existing regulations provide that if two or more
groups of shares are identical in every respect except that one group

155. Undistributed taxable income of subchapter S corporations does not
increase earnings and profits. CoDE § 1377 (a).

156. See Grant, Alden, Kaufman & Lee, The Relative Tax Advantages
of Partnership and Subchapter S Corporations, 21 So. CAL. TAX. INST.
409 (1969).

157. See note 2 and accompanying text supra.
158. CODE § 1371 (a) (4); Treas. Reg. § 1.1371-1 (g) (1959).
159. Pollock v. Commissioner, 392 F.2d 509 (5th Cir. 1968); Treas. Reg.

§ 1.1371-1(g) (1959).
160. Rev. Rul. 67-269, 1967-2 Cum. BuLL. 298.
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of shares has the right to elect directors in a number dispropor-
tionate to the number of shares in the group, both groups will
constitute a single class of stock.' 61 To date there have been no in-
terpretations of what is "disproportionate." Based on a literal read-
ing, "Group A" could elect five or more directors as long as "Group
B" could elect at least one director. Such an interpretation would
be ill-advised for planning purposes. In view of the Service's cur-
rent position on voting trusts, there is a better alternative. After
its recent loss in Parker Oil Company,16 2 the Service agreed to
accept form over substance when different voting rights are in-
volved. The currently accepted position is that where dispropor-
tionate voting rights in stock of a subchapter S corporation arise
out of the corporation's charter or articles of incorporation, the cor-
poration has more than one class of stock However, if different
voting rights arise out of agreements between shareholders, or
shareholders and third parties, the disproportionate voting rights
do not constitute a second class of stock. 63 When, for estate
planning purposes or business reasons, it is desirable to place voting
control with one group and equal equity position with another
group, the recommended procedure is to create an irrevocable vot-
ing trust in favor of the group to which management responsibili-
ties are to be assigned. Nebraska law explicitly authorizes such
a trust.)6 4

The issue of debt securities as part of the incorporation process
presents the possibility that the purported debt instruments will
be classified as equity and thus constitute a second class of stock.
The regulations provide that purported debt instruments which for
tax purposes are equity will constitute a second class of stock unless
they are issued proportionately to the other equity interests out-
standing. 65 In view of numerous decisions holding this segment
of the regulations invalid, the Service has announced that it will
propose regulations amending Treasury Regulation section 1.1371-
1(g), though none have appeared as of the time of this writing. 66

Pending the revision, the Service will not litigate cases factually
similar to the facts in these cases. 617 Until new regulations are

161. Treas. Reg. § 1.1371-1(g) (1968).
162. Parker Oil Co., 58 T.C. 985 (1972).
163. Rev. Rul. 73-511, 1973-52 Cum. BuLL. 402.
164. NEB. REv. STAT. § 21-2034 (Reissue 1974).
165. Treas. Reg. § 1.1371-1(g) (1959).
166. See TIR-1248, 7 CCH 1973 STAND. FED. TAX REP. % 6754. The Service's

most notable defeats were in Amory Cotton Oil Co. v. United States,
468 F.2d 1046 (5th Cir. 1972); Shores Realty Co. v. United States, 468
F.2d 572 (5th Cir. 1972); Portage Plastics Co. v. United States, 470 F.2d
308 (7th Cir. 1972); James L. Stinnett, Jr., 54 T.C. 221 (1970).

167. Perhaps the worst possible fact pattern from the taxpayer's viewpoint



488 NEBRASKA LAW REVIEW-VOL. 54, NO. 3 (1975)

promulgated, it appears that, in the absence of a flagrant attempt
to disguise preferred stock as debt, purported debt obligations is-
sued disportionately either on incorporation or subsequently will
not result in disqualification under subchapter S for violation of the
second class of stock requirement. However, continued caution is
dictated because the severe penalties for disqualification, including
taxation at the corporate level, the prohibition against election of
subchapter S for five years without the consent of the Commis-
sioner, and possible costs in defending the practice from challenge
at the lower levels of the Service.

C. Corporate Tax Elections

When a new corporation is formed, certain corporate elections
in addition to the subchapter S decision must be made. These elec-
tions should be carefully considered by the taxpayer, since most
elections once made cannot be changed without the consent of the
Commissioner. One of the most important considerations is the
choice of a fiscal year. The annual accounting period is that on
which the taxpayer's records are kept. A newly formed corporation
may adopt a fiscal year on or before the time for filing their initial
return without obtaining the Commissioner's approval. 168 Because
the farm operation's inventory, receivables, and payables are gen-
erally low in February and March (as opposed to a cattle feeding
operation where inventory, receivables and payables fluctuate with
market conditions), these months are generally the ideal time to
incorporate the farm operation in the absence of timing factors pre-
viously discussed.169

The choice of fiscal year may depend upon whether the corpora-
tion intends to adopt subchapter S. If subchapter S is elected, the
profitable farm corporation's fiscal year should generally end on
January 31. The undistributed taxable income of the cash basis

was that presented in the Portage Plastics case. A shareholder's aunt
received subordinated debentures with interest payable as a percent-
age of the corporation's profits in exchange for cash. The corporation
had a high debt to equity ratio. The court concluded that the pur-
ported debt instruments were clearly a contribution to capital, but that
the traditional thin incorporation tests were not adequate for deter-
mining whether a purported loan constituted a second class of stock
within the meaning of CoDE § 1371 (a) (4). The other cases lost
by the Service involve fact patterns ranging from interest bearing ob-
ligations issued for cash to noninterest bearing notes issued upon
incorporation of a partnership. Portage Plastics Co. v. United States,
470 F.2d 308 (7th Cir. 1972).

168. Treas. Reg. § 1.441-1(b) (1957).
169. See Section II, C, supra.
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farm corporation (assuming there are no distributions) can theo-
retically be deferred for up to two years following incorporation.
For example, the 1975 crop of the farm corporation is sold in Feb-
ruary of 1976. The subchapter S corporation will not report the
income until its taxable year ending on January 31, 1977. By delay-
ing distribution of the proceeds to the shareholders until January
of 1977, the taxpayer will not be required to report taxable income
from the 1975 crop until the taxable year ending in 1977. If market
conditions dictate, the corporation will also be able to sell its crops
before the end of the calendar year 1975 while the shareholders
can avoid income recognition until the following calendar year by
delaying distribution of the proceeds to the shareholder operator
until after December 31.

Since the taxable income or loss of the farm corporation not
electing subchapter S is not "passed through" to the shareholders,
the considerations in the choice of fiscal year involve both deferral
of the corporation's taxable income and the payment of compensa-
tion to the shareholder operator. If the incorporation process is
completed in January or February, the election of an October 31
fiscal year (or the month which is immediately prior to the general
month of sale of the farm operation's principal crop) will defer
recognition of income by the corporation until the following taxable
year. If the doctrine of constructive receipt can be avoided, the
portion of the employee shareholder's salary which is dependent
upon profits can be deferred until after December 31.170 The
corporation will also have the flexibility to sell its crops according
to the dictates of market conditions following harvest rather than
selling after December 31 for tax reasons as would be desirable had
it adopted a calendar fiscal year.

If flexibility for the crop sale is not desired, the fiscal year could
end on the last day of December, January or February. Generally,
the same considerations in choice of fiscal year would apply to live-
stock breeding or combination breeding and farming operations.
Because the level of activity of feedlot operations generally depends
on market conditions, the choice of fiscal year for a feeding cor-
poration not electing subchapter S is less definite although weather
conditions in Nebraska generally result in a lower number of cattle
on feed in the winter months. Despite these general guidelines, the
practitioner should carefully examine each client's particular fac-

170. If the farm corporation were on the accrual basis, a deduction would
be allowed only if payment was made prior to January 15, pursuant
to CODE § 267. Care should also be taken to avoid constructive receipt
to the shareholder employee. Treas. Reg. § 1.451-2 (1957); Rev. Rul.
72-317, 1972-1 CuM. BuLL. 128.
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tual situation to determine the appropriate fiscal year. Numerous
factual situations, such as expiration of an individual net operating
loss or significant income from outside sources, could make other
fiscal years more desirable.

Directly related to the issue of choice of fiscal year by the cor-
poration is the payment of estimated taxes. Farmers, defined as
persons at least two-thirds of whose estimated gross income will
be derived from farming, are exempt from paying estimated taxes
prior to January 15.1'1 In addition, if the farmer on the cash
basis files his tax return on or before March 1, he need not file
the required declaration on January 15, and there is no penalty for
underpayment unless the tax is underpaid by more than one-
third.

17 2

An agricultural corporation does not receive the special benefit
for estimated taxes available to farmers who operate in the pro-
prietorship or partnership form. The corporation will be subject
to quarterly payments on the fifteenth day of the third, sixth, ninth
and twelfth months of its fiscal years.173 The requirement of the
farm corporation to pay estimated taxes quarterly could adversely
affect the cash flow and increase the borrowing requirements of
the farm operation. Since the subchapter S corporation pays no
taxes, it is exempt from estimated payments. For the farmer-stock-
holder, the issue is whether the income from subchapter S farrih
corporations is "farming income" for purposes of section 6073(b).
The statutory purpose of subchapter S is to provide flow-through
treatment to a small number of shareholders. Unfortunately, the
statutory scheme of 1373(b) treats taxable income as a dividend
to the subchapter S stockholder and the subchapter S stockholder
whose sole source of income is from the farm corporation would
be required to make quarterly payments. It is also clear that rea-
sonable compensation to the farmer-shareholder is not "farm" in-
come and the corporation will be required to withhold.17 4

The other significant election that the corporation is required
to make is its accounting method. The corporation's taxable income
is computed on the same basis which the corporation uses in keep-

171. CODE §§ 6015, 6073, 6153 generally require individuals to pay quarterly
estimated income tax payments. CODE §§ 6073(b) and 6153(b) pro-
vide a special rule exempting farmers from filing estimated returns
and making quarterly payments if the estimate and required tax
payment are made on or before January 15 of the succeeding taxable
year.

172. CoDE §§ 6015(f), 6153(b).
173. Id. § 6154. The rules for commencing payment of estimated taxes

are found in CoDE § 6154(b).
174. Rev. Rul. 74-44, 1974-4 Cum. BULL. 287.
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ing its books.175 If the farm operation was on the "farmer cash
method" of accounting prior to incorporation, the corporation
should probably elect the "farmer cash method." If the prior
operation used the accrual method or hybrid method, or maintains
inventories under the "unit livestock method," the "farm price
method" or some other method, the farm corporation should care-
fully evaluate the prior accounting procedures. Except in excep-
tional circumstances, the farm corporation should always elect the
"farmer cash" method of accounting. A conceivable factual pattern
in which the accrual method would be desirable is a period of exten-
sive losses in which the operator wants to reduce the tax losses to
increase the time period for using the loss carryover or to prevent a
loss carryback that would be effectively lost (in a subchapter S cor-
poration) when passed through to the shareholder because personal
exemptions and non-business deductions would be eliminated.

D. Fringe Benefits

There is a substantial opportunity for bona fide employees who
are also shareholders of the farm corporation to receive tax free
medical and term life insurance benefits. The expense of these pay-
ments is generally deductible by the farm corporation and the bene-
fits are not taxable to the employee. The sole proprietor or partner
cannot deduct a large part of these expenses paid in his own be-
half.176 The tests for deduction by the employer corporation are
whether the fringe benefits combined with all other compensation
are reasonable 17 and are paid in return for services tendered by
the employee. Premiums paid on "group" life insurance up to
$50,000 in coverage per employee (the employee is the beneficiary)

175. CoDE § 446 (a); Treas. Reg. § 1.446-1 (1957).
176. Medical expenses are deductible only to the extent that they exceed

3 per cent of the taxpayer's adjusted gross income. ConE § 213 (a) (1);
Treas. Reg. § 1.213-1 (1974). One-half of the medical insurance pay-
ments not to exceed $150 for the taxpayer and his spouse are deducti-
ble without regard to the three per cent limitation. CODE § 213 (a).
Medicine and drugs are included as medical expenses only to the ex-
tent they exceed one per cent of the taxpayer's adjusted gross income.
Id. § 213 (b). Life insurance premiums are not deductible. Despite the
general rule of nondeductibility of medical payments as business ex-
penses in the noncorporate organization, there are limited circum-
stances under which the deduction can be obtained. In Rev. Rul. 71-
588, 1971-2 Cum. BULL. 91, a sole proprietor adopted a medical reim-
bursement plan that covered all employees, their spouses and families.
One of the proprietor's employees was his spouse. Under the facts
of the ruling, a deduction was allowed to the proprietor when there
were medical reimbursements for all employees and their spouses.

177. CODE § 162; Treas. Reg. § 1.162-10 (1958).
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are deductible by the corporation and not included in the income of
the employee. 178  To constitute group coverage where there are
less than ten full time employees, the regulations under section
79 have stringent requirements including coverage of all full time
employees with the amount of coverage dependant on the compen-
sation of the employee or on the basis of employee classes. 179

Consequently, unless all full time employees are members of the
family group, coverage of other employees will be necessary to ob-
tain the maximum tax advantage from term life insurance in which
the employees are the beneficiaries.

Sickness and accident benefits received by an employee and at-
tributable to employer payments (insurance or direct) are taxable
income to the employee unless one of four important exceptions
are satisfied. The four exceptions which allow the exclusion of the
employer's payments from the employee's taxable income are: (1)
amounts received for accident and health plans for the employee, his
spouse, and dependents (through insurance or otherwise);180 (2) in-
surance proceeds to reimburse the employee for medical expenses of
the employee, his spouse or dependents; 181 (3) payments for loss
of limb, disfigurement, etc.;182 and (4) qualified wage continuation
payments.1

8 3

Neither the statutes nor the regulations prohibit discrimination
in favor of stockholder-employees in medical reimbursement plans.
There have been, however, a number of cases in which the Service
has attacked payments made solely on behalf of stockholder-em-
ployees and favorable rulings will not be issued on these pay-
ments. 84  The Service's position, which has been unsuccessful in
a majority of the litigated cases, 85 has been that such payments

178. CODE § 79. Some states have statutory limitations on the maximum
amount of life insurance that may be issued to an individual under
employer group insurance. These limitations apply for purposes of
section 79. See Treas. Reg. § 1.79-(b) (1) (i) (1966).

179. Treas. Reg. § 1.79-1 (b) (1) (iii) (d) (1966). An exception is made for
health reasons either as to amount or coverage for health reasons of
certain employees.

180. CODE § 106; Treas. Reg. § 1.106-1 (1956). The definition of dependents
is contained in CODE § 152.

181. CODE § 105(b).
182. Id. § 105(c).
183. Id. § 105(d).
184. T.I.R. 313, 1961 INT. REV. BuLL. No. 15, 52.
185. Bogene, Inc., 27 CCH Tax Ct. Mem. 730 (1968); E.B. Smith, 29 CCH

Tax Ct. Mem. 1065 (1970); Nathan Epstein, 31 CCH Tax Ct. Mem.
217 (1972). The Service also conceded the issue before trial in two
docketed cases-Peterson Co., Tax Court Doc. No. 865-65, and Noe-
men, Tax Court Doc. No. 3457-65. But cf. Larken v. Conmmissioner,
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constitute dividends to the stockholder. Assuming the reasonable
compensation test is satisfied and that a plan has been adopted,
the Service's only litigation success has been attained when the plan
was for the benefit of "stockholders" rather than employees. In
Larkin v. Commissioner'"8 dividend treatment was accorded where
the father of the principal officer and stockholder of the corpora-
tion, who was not a full-time employee, received medical reimburse-
ment benefits equal to those of executive officers who received
much higher compensation. Consequently, extreme care should be
taken to establish a plan covering stockholders in their capacity as
employees rather than as stockholders. Meshing benefits to length
of service, salary, etc., as opposed to stock ownership ratios would
provide a favorable indicator. Where feasible, the plan should also
cover employees other than stockholders. When the plan consists
solely of insurance payments, key employees who are not stockhold-
ers can be included at a defined cost. Where the corporation has
adopted an uninsured plan, a ceiling on benefits may result in an
undesired limitation on benefits that a stockholder might receive.
Yet, a plan without limitation could result in substantial liability
for payment by the corporation to non-stockholders. One method
of limiting this exposure is to vary maximum benefits according
to compensation. For example, maximum benefits on the first
$10,000 of salary could be limited to one-half of one per cent of
compensation; from $10,000 to $20,000, one per cent; and in excess
of $40,000, five per cent; etc.

Another ground for dividend treatment by the Service has been
that the payments were not made pursuant to a plan. 187  Al-
though a written plan is not required by statute, and systematic
payments in the absence of a written plan have been upheld, 88

a farm corporation's medical reimbursement plan should be adopted
in writing by the board of directors specifying the employees cov-
ered and the benefits to be provided under the plan.

A fringe benefit that is becoming less important because of infla-
tion is the five thousand dollar death benefit that the farm cor-
poration can pay to beneficiaries in the event of the death of an
employee. Such payments are excluded from the income of the
employee's estate and from the income of his beneficiaries.18 9

394 F.2d 494 (1st Cir. 1968), aff'g 48 T.C. 629 (1967); Smithback,28 CCH Tax Ct. Mem. 709 (1969).
186. 394 F.2d 494 (1st Cir. 1968), aff'g 48 T.C. 629 (1967).
187. Id.
188. John C. Lang, 41 T.C. 352 (1963).
189. CoDE § 101(b).
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1. Individual Qualified Deferred Compensation

The principal reason for the wave of incorporation of profes-
sional service organizations in the last two decades has been the
deferred compensation advantages available through operation in
the corporate form. Income that would be taxed at a high effective
tax rate is placed in tax-exempt plans' 90 which earn income for
distribution and taxation at a later date when the taxpayer is in a
lower income tax bracket. The contributions to the qualifying plan
are deductible by the employer if they do not exceed specified lim-
its.' 9 ' The income earned on contributions to the plans is generally
tax-free prior to distribution.192 The taxable income picture of a
farm operation is generally quite different from the operation of
a successful professional service organization. The professional or-
ganization earns income which is immediately subject to taxation
without a ready means of deferral. Because of the extensive educa-
tional requirements of many professions, the lifetime income of the
professional is grouped into a relatively short period of time. Be-
fore passage of the Tax Reform Act of 1969, which placed a fifty
per cent limit on earned income from services, some of the profes-
sional's income was subjected to the maximum tax rates in excess of
seventy per cent. 193 As an alternative to or in combination with
the speculative tax shelters, placement of funds in managed trust
funds was considered a desirable method of deferring current tax-
able income and reducing the effective tax rate. The price of this
deferral and accumulation of income was placing the plan's funds
beyond the control of the individual.

The inflexibility of tax planning and bunching of income prob-
lems plaguing a professional service organization are not prevalent
in most farming operations. Due to the ability to amortize rapidly
the very large capital expenditures (except for land) required for
the operation of the modern farm, to defer income, to accelerate
deductions by using the "farmer cash method," to reduce taxes by
investment credits, and certain other tax benefits previously de-
scribed'9 4 which are unique to farming operations, the modern
farm operation can shelter substantial amounts of income without
resorting to qualified pension and profit sharing plans. Conse-
quently, the primary benefit to the farm operator is generally the
establishment of a retirement fund apart from the farming opera-
tion to provide security unrelated to the operation's financial fu-

190. Id. § 401.
191. Id. § 404.
192. Id. § 501(a).
193. Act of Feb. 26, 1964, Pub. L. No. 88-272, § 111, 78 Stat. 19.
194. See note 5 supra.
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ture. The multiplier effect from accumulating tax free income can
be very significant over the productive life cycle of a farm operator.
Since the passage of the Employee Retirement Income Security Act
of 1974 ("ERISA"), 195 the disparity between benefits available
under corporate and non-corporate forms of ownership has been
reduced substantially. A proper analysis of the ERISA and the
current law on deferred benefit plans would require a detailed
study far beyond the scope of this article. However, a brief sum-
mary of the basic differences in qualified deferred compensation
plans under the corporate and non-corporate forms of ownership,
highlighting the advantages still available from corporate operation,
will be undertaken.

Before 1974, proprietorship and partnership contributions were
limited to the lesser of ten per cent of earned income or $2,500.
Since enactment of the ERISA, proprietorships and partnerships can
make annual deductible contributions to qualified plans of up to
fifteen per cent of "earned income" not to exceed $7,500.196 Al-
though capital is a material income-producing factor in a farm
operation, as long as services rendered by the shareholder-em-
ployees also constitute a material income-producing factor, all self-
employment income from the trade or business of farming in pro-
prietorship or partnership form can qualify as earned income for
purposes of contributions to qualified plans although all of the in-
come does not qualify as earned income for purposes of computa-
tion of the maximum tax on earned income. 197 If the self-em-
ployed individual devotes substantially all his time to the farm
operation, his personal services are treated as a material income-
producing factor in that business. In determining whether personal
services are a material income-producing factor where less than
full-time effort is devoted, the Treasury will take into account the
respective contribution made in the forms of personal services and
capital.

1 98

For the contributions to a non-corporate plan to be deductible,
they must be made pursuant to a qualified plan ("Keogh plan").
The Keogh plans for self-employed persons offer a choice of four
basic types of investments: (1) trusts, (2) custodial accounts, (3)
annuity plans, and (4) qualified bond purchase plans.199 If the

195. Act of Sept. 2, 1974, Pub. L. No. 93-406, 88 Stat. 829 [hereinafter cited
as "ERISA"].

196. CoDn § 404(e). After 1975, the $7,500 limitation may be exceeded in
the case of certain Defined Benefit Plans.

197. Id. § 401(c) (2).
198. IRS Document No. 5592, October, 1967.
199. CoD. §§ 401(a), (), (g), § 405.
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owner-employee is covered by the qualified trust, a bank or person
meeting similar requirements must be the trustee.200  Even
though the contributions to the plan are placed with a trustee, the
owner-shareholder can direct the investment of the proceeds.
Many Keogh plans are master or prototype plans. A master or
prototype plan is a standard plan approved in advance by the Ser-
vice for dealer mass-marketing by banks, insurance companies, or
securities firms to a number of unrelated business organiza-
tions.20 1 Although bank trustees are utilized, the investment de-
cisions for many other Keogh plans are made by the participants.

Under the ERISA, there is some question as to whether the
owner-employee can continue to exercise control over Keogh plan
investments. Section 404(c) refers only to a participant or benefi-
ciary exercising control. Sections 3, 7, and 8 of the ERISA defining
participants and beneficiaries may exclude self-employed persons.
This result does not appear to have been intended, but until clarify-
ing regulations or rulings are issued, the practitioner should seek
a Service determination letter on the proposed plan. The author
would warn any owner-employee who directs investment of contri-
butions allocated to his employees into any assets except mutual
funds, insurance contracts, etc. against possible action under the
stringent fiduciary standards of the ERISA. The recommended
solution is to allow the employee to designate his qualified invest-
ment.

Keogh plans must cover and provide vested ("irrevocable")
funding pursuant to the plan for all employees with service of three
or more years.20 2 The requirement that the Keogh plan not dis-
criminate against other employees also requires the owner-employee
to cover all employees of businesses which he controls if he parti-
cipates in the plan of any business. 203  Control means complete
ownership of an unincorporated business or ownership of more than
fifty per cent of the capital or profits interest by one or more own-
er-employees.20 4  A year of service means the twelve-month

200. CODE § 401(d) (1); ERISA §§ 1017, 1022-23.
201. A master plan is a standard form of plan with a related form of trust

or custodial agreement which is administered by a bank or individual
company as. the funding medium to provide standardized benefits. A
prototype plan is also a standard form of plan. It differs from the
master plan in that it is not administered by the organization which
sponsors it.

202. CODE § 401(d) (2)- (3).
203. Id. § 401(d) (9) (A).
204. Id. § 401 (d) (9) (B). Because of the previously discussed definitions

of earned income, the participation by the owner-employee in another
business operation (since he would necessarily devote less than full
time to one business) may result in a substantial reduction of the total
earned income qualifying for contribution to the Keogh plan as well
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period in which an employee completes not less than one thousand
hours of service computed from the date employment commences
(the commencement date for certain seasonal businesses may be de-
termined under regulations implemented by the Secretary of La-
bor). 20 5

Before adopting a Keogh plan, the farm "owner-employee"
should carefully evaluate the payments that will be required on
behalf of persons who are not employees. Because the old defini-
tion of a full-time employee in section 401(d) (3) was deleted and
the ERISA was substituted for section 410 (a) (3), the farm operator
may be required to cover seasonal employees who work for one
thousand hours in four months or less during peak periods for three
consecutive years. The farm employees who are not "owner-em-
ployees" may be so numerous that the tax and security benefits
to the "owner-employee" will not outweigh the additional required
payments for non "owner-employees." Generally farm employees
place no value on the employer's contribution to Keogh plans and
do not consider this contribution to be additional compensation. If
the cost of covering persons who are not owner-employees is sub-
stantial, the farm operator would be well-advised to evaluate fund-
ing his security program with after-tax dollars or using the new
Individual Retirement Account plans which permit annual deduc-
tions from gross income of up to $1,500.20 6

Under the Keogh plans, an employer may elect one of two me-
thods of funding-a pension plan or a profit-sharing type plan 0 7

The pension plan requires the employer to contribute either an
amount necessary for a fixed benefit at retirement ("defined bene-
fit") or a~money purchase contribution based on annual compensa-
tion, years of service, etc. Profit-sharing type plans are based on a
contribution of an established percentage of the operation's profits.
Despite required contributions based on a percentage of compensa-
tion on behalf of common law employees, the contributions on be-
half of the owner-employee are still subject to the $7,500 and fifteen
per cent of income limitation (except for a de minimis provision

as requiring contributions on behalf of employees of the other unin-
corporated businesses.

205. CODE § 410(a) (3).
206. Id. §§ 219, 408; Rev. Proc. 75-6, 1975 INT. REV. BuLL. No. 5, at 26; Rev.

Proc. 75-31, 1975 INT. REV. BuLL. No. 27, at 40.
207. The ERISA provides for only two types of plans-Defined Benefit and

Defined Contribution Plans. For purposes of illustration, the old
terms "pension" and "profit-sharing plans" will be used. The correct
terminology is "defined contribution money purchase plan," "profit
sharing defined contribution plan" and "defined benefit pension plan."
Prop. Treas. Reg. 1.401 (e) (5) Fed. Reg. 412117.
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for the lesser of earned income of the owner-employee or $750).208
Because of fluctuations in farm income, pension type Keogh plans
may result in substantial contributions for persons who are not
owner-employees and a very low contribution on behalf of the
owner-employee in years in which his earned income and cash flow
are low. Consequently, a farm operator should adopt a profit-shar-
ing type of Keogh plan in which all contributions depend on the
farm operator's earned income, even though such a plan may result
in contributions of less than the maximum amount which might
have been contributed on behalf of the owner-employee under a
pension type plan. This occurs because a profit-sharing plan would
provide a fixed formula for contributions to be made by the owner-
employee on behalf of his employees. Under this approach, the con-
tribution of a fixed percentage of earned income (regardless of cash
available) allocated on the basis of relative income will not discrim-
inate in favor of owner-employees. 20 9 A profit-sharing Keogh plan
in which contributions made on behalf of eligible employees equal
the same percentage of their compensation as the percentage of
earned income contributed on behalf of owner-employees (with a
$100,000 limit on earned income of the farm operator), and the
amount of contributions on behalf of the owner-employee equal fif-
teen per cent of earned income not to exceed $7,500,210 the farm op-
erator can limit the contributions on behalf of employees to the
same percentage of earned income that is contributed on his behalf.
For example, if the earned income of a sole proprietor is $100,000, he
could contribute $7,500 on his own behalf and would be required
to contribute seven and one-half per cent of the compensation of
his employees. Under the recommended formula, the farm operator
would limit aggregate contributions in low income years by placing
a ceiling on aggregate contributions based on a designated percen-
tage of earned income. Such aggregate compensation would be allo-
cated on the basis of compensation and earned income. In such
years a disproportionately higher share of the contributions would
still be paid to the employees if their aggregate compensation was
greater than the earned income of the self-employed farm operator.
If the de minimis $750 or earned income provisions are added to the

208. CoDE § 405 (b) and (d). The ERISA amendments for taxable years
beginning after December 31, 1975 provide for contributions in excess
of $7,500 on certain defined benefit plans. In applying the percentage
limitation, only one $100,000 base may be used regardless of the num-
ber of Keogh plans attributable to separate entities to which the farm
operator participates.

209. CoDE § 401(d) (2) (B); Treas. Reg. § 1.401-12(d) (1963).
210. CODE § 401(d) (10).
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plan, the required contributions on behalf of the employees is
uncertain~l

Other important considerations when deciding to establish a
Keogh plan are the time of distribution, the excess amounts that
can be contributed and the penalty for premature distributions.
Distributions to owner-employees must be made not later than age
70% and not earlier than 59% except in the event of disability.212

Premature distributions are subject to a penalty tax of ten per cent
of the amount of the distribution in addition to the tax on the distri-
bution. 213 These distributions do not affect the qualifications of
the Keogh plan, but the owner-employee is prohibited from partici-
pating in the plan on his own behalf for five years following the
date on which the distribution is made.21 4 Excess nondeduc-
tible contributions of up to ten per cent of earned income or
$2,500,215 whichever is greater, may be made on his own behalf by
the owner-employee. The amounts attributable to voluntary con-
tribution can be withdrawn at any time. There is a potential prob-
lem resulting from constructive receipt in such case and the author
generally recommends a prohibition on the withdrawal of income
earned on such contribution. An excise tax of six per cent is im-
posed on contributions in excess of these limitations to plans for
taxable years beginning after 1975.216

Distributions attributable to contributions to a Keogh plan (and
investments for years subsequent to 1973) are taxed at ordinary in-
come rates upon receipt.21 7 "Lump sum distributions" are sub-
ject to a special ten year averaging218 which allows the recipient,
for tax rate purposes, to treat the income as if it had been received
over a ten-year period. Contributions for taxable years beginning
after 1975 may be made at any time up to the due date of the em-
ployer's tax return (including extensions) even if the employer is on

211. Irish, Impact of the New Pension Law on H.R. 10 and Subchapter S
Retirement Plans, 42 J. TAx. 144, 145 (1975).

212. Treas. Reg. § 1.401-11(e) (1963); Treas. Reg. § 1.401-12(m) (1968);
T.D. 6985, 1969-1 Cum. BuLL. 66.

213. CoDE § 72 (m) (5).
214. Id. § 401(d) (5) (c). If the excess contributions are not made willfully,

disqualification will not result if distribution of the excess contribution
is made within six months following notification from the Commis-
sioner. Id. § 401 (e) (2) (c).

215. Id. § 4972. For taxable years beginning after 1975, an additional lim-
itation is placed equal to the rate at which employees other than own-
ers-employees can contribute to the plan. Prior to such time, the CoDE
§ 401 (e) (1) (B) limitation of 10% or $2,500 applies.

216. Id. § 4972.
217. Id. § 402(a).
218. Id. § 402Ce).
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the cash method of accounting. 19 Fiduciary responsibilities, re-
quired publication of information concerning the Keogh plan, ob-
taining consent to be covered by the Keogh plan, and prohibited
transactions such as contributions of property or self-dealing with
the owner-employee are some of the additional qualification re-
quirements which the practitioner must review carefully to ensure
maintenance of a qualified plan.

2. Corporate Qualified Deferred Compensation Plans

Substantial additional tax benefits are still available through
operation in the corporate form (other than as a subchapter S cor-
poration) 220 despite the increase in the level of deductible contri-
butions to Keogh plans of $7,500 (and higher in the case of certain
Defined Benefit Plans). The benefits available through operation
in corporate form are higher annual contributions for corporations
not electing subchapter S, a greater ability to avoid contributions
on behalf of employees who are not equity owners, vesting require-
ments that may result in forfeiture of benefits for employees who
terminate, and the ability to exclude certain death benefits from
the taxable estate.

The farming business by its nature is subject to significant fluc-
tuation in profits and losses. As previously discussed,221 one dis-
advantage of pension type Keogh plans is that in low taxable in-
come years fixed contributions must be made on behalf of some
employees while contributions on behalf of owner-employees are
subject to the earned income limitations. Because the stockholder-
employee will be paid a salary or other reasonable compensation
that in loss or low income years would be larger than a propietor's
"earned income," the limitation on behalf of owner-employees will
be much greater in the corporate form of operation. Even with
the ability to make greater contributions on behalf of owner-em-
ployees, it is unwise to obligate the farm corporation to substantial
contributions under any type of qualified deferred contribution
plan when the corporation's low income or loss position is due to
economic conditions rather than tax planning. Because the ERISA
imposes required minimum funding, corporate liability for vested

219. Id. § 404(a) (6). For plans adopted subsequent to January 1, 1974, the
delayed contribution provisions should be effective immediately. Un-
til clarifications or regulations are issued, the result is not entirely
clear.

220. See Irish, supra note 211 at 147. Subchapter S contributions on behalf
of shareholder-employees are subject to the same monetary restric-
tions on annual deductible contributions as proprietorships and part-
nership8 under Keogh plans. CODE § 1379.

221. See note 209 supra.
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benefits upon termination of the plan, costly actuarial computa-
tions, and stringent fiduciary standards, the corporation should elect
a defined benefit plan only in unusual circumstances. Therefore, the
following analysis will be limited to defined contribution plans
based on profit sharing.

In contrast to the Keogh plan limitations of fifteen per cent of
earned income and $7,500, the lesser of twenty-five per cent of com-
pensation or $25,000 (profit sharing plans are limited to fifteen per
cent of compensation) may be contributed on behalf of employees
of corporations not electing subchapter S.222 Unlike the fixed
$7,500 in Keogh plans, the $25,000 limitation is subject to automatic
upward adjustment for cost of living increases. 223

One method of reducing plan contributions allocated to lower
paid employees is to "integrate" the contribution benefits with
those received under the Federal Insurance Contributions Act
("FICA") .224 The underlying theory is that integration permits
an employer to receive credit for FICA contributions as part of the
deferred benefits established for employees. As a result, more of
the employer's contributions to the deferred compensation plan can
be allocated to highly paid employees without violating the dis-
crimination rule. Due to the increasing FICA taxation, integra-
tion can offer a significant opportunity to reduce plan contributions
allocated to employees who are not shareholders. Keogh plan con-
tributions can be integrated with FICA only if contributions on be-
half of owner-employees to the qualified plan are less than one-
third of the annual contributions to the Keogh plan.225 Since the
employer is not likely to adopt a Keogh plan if more than two-
thirds of the contributions are not for the benefit of owner-em-
ployees, there is generally no practical benefit from integration in
the non-corporate form of ownership.

The rules for integration with corporate plans are quite complex.
In 1971 the Service issued guidelines for integration of FICA pay-
ments with profit-sharing type plans. 226 The maximum discrimi-
nation in favor of employer contributions and forfeitures for any
year may not exceed seven per cent of actual compensation in ex-
cess of covered compensation. Covered compensation is the maxi-

222. CODS § 415(c). A corporation's deduction for contributions to profit-
sharing-type plans is limited to fifteen per cent of compensation, if
maximum contributions have been made. CoD § 404(a) (3).

223. Id. § 415(d) (1).
224. Id. §§ 3101-26.
225. Id. § 401(d) (6).
226. Rev. Rul. 446, 1971-2 Cum. BuLL. 187, as amended, Rev. Rul. 276, 1972-

1 Cum. BuLL. 111; Rev. Rul. 492, 1972-2 Cum. BuLL. 222.
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mum amount which may be used to compute FICA benefits, and
its level rises with each increase in the level of compensation sub-
ject to FICA taxation. For employees retiring after the year 2004,
the covered compensation level is $9,000. The following example
will illustrate the level of contributions on behalf of various em-
ployees when integration is utilized in a corporate defined contribu-
tion profit-sharing plan. The level of covered compensation is
deemed to be $9,000. Total contributions based on profits and for-
feitures (previous contributions on behalf of employees which were
not vested and are forfeited by virtue of termination, etc.) to the
plan are $14,250. Shareholder-employee A's compensation is $80,-
000. Employee B's compensation is $10,000 and Employee C's com-
pensation is $5,000. The maximum differential between contribu-
tions and forfeitures for any year may not exceed seven per cent
of actual compensation in excess of covered compensation. The
compensation in excess of covered compensation for Owner A is
$71,000 ($80,000-$9,000), Employee B, $1,000 ($10,000-$9,000), and
Employee C, 0 ($5,000-$9,000). Seven per cent of total compensa-
tion in excess of covered compensation ($72,000) is $5,040. The
$9,210 ($14,250-$5,040) is allocated to all employees in proportion to
their individual compensation as a percentage of total compensation,
as follows: A-$7,756 plus seven per cent of A's compensation in ex-
cess of the $9,000 covered compensation would result in total contri-
butions for the benefit of A of $12,726; B-$969 plus seven per cent
of B's $1,000 compensation in excess of covered compensation would
result in contributions attributable to B of $1,039; C-$485 would be
the contribution attributable to C, since his compensation did not
exceed covered compensation. The contributions attributable to
each employee using integration is contrasted with contributions
attributable to each employee with the same total contribution to
the plan of $14,250 on the basis of fifteen per cent of compensation:
A-$12,000; B-$1,500; and C-$750. Computing a hypothetical in-
vestment yield and contemplated years of operation of the plan,
substantial additional lifetime benefits are allocated to the Share-
holder-employee A that would otherwise be allocated to employees
who are not shareholders. The limitation on integration in Keogh
plans is not imposed on shareholder-employees in a subchapter S
corporation, regardless of the size of the shareholder-employee's
stock ownership.227  Consequently, only the subchapter S limita-
tion on contributions would impede favorable integration.

Another advantage of corporate qualified deferred compensation

227. In CODE §§ 401 (d) (6), 401 (j) (4), and 1379, there is no statutory refer-
ence to subchapter S corporations and the integration rules are ap-
plicable to corporations not electing subchapter S.
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plans is the point at which employees obtain irrevocable rights to
receive the benefits attributable to employer contributions. Under
Keogh plans, immediate vesting is required for all covered employ-
ees.228 Although the ERISA significantly increased the vesting
benefits to employees covered by corporate plans, it is still possible
under qualified deferred compensation plans to delay any vesting of
an employee's rights to contribution for ten years. By adopting the
ten year vesting alternative of section 411(a) (2), it is possible to
transfer all benefits for employees who terminate before the expira-
tion of ten years (as is typical for many farm employees) to other
employees, including the shareholder-employee. The attribution of
benefits from forfeitures is included in the permitted integration
formula and can have the effect of reducing the shareholder-em-
ployee's benefits from integration if total contributions under the
plan are not required to be reduced. If the effect of the vesting
requirements is to exclude all employees except shareholder-em-
ployees (i.e., only shareholder-employees work for ten years), there
is authority that the plan will be disqualified because it discrimi-
nates in favor of highly paid employees.229 Also, the benefits
of forfeiture may not inure to the benefit of shareholder-employees
in a subchapter S corporation. 230  Somewhat mitigating the bene-
fits of the longer vesting period is the requirement that all employ-
ees who have completed at least one year of service be covered by
the plan if they are at least twenty-five years old unless the plan
provides for vesting after three years of service for all employees
who have attained the age of twenty-five.

There are other complex compliance requirements that must be
followed by a corporation to maintain qualification of its plan. In-
cluded among these requirements are reports which must be filed
with the Labor and Treasury Departments, fiduciary requirements
and accounting and actuarial reports. The operational require-
ments, in addition to the costs of implementing a qualified plan,
will in most cases substantially exceed the costs under a master
or prototype Keogh plan.

In summary, the ERISA has increased the opportunities for tax
deferral through self-employed qualified plans, thereby reducing
the advantages of incorporation for the purpose of utilizing qual-
ified corporate plans. There are, however, continuing advantages
to corporate qualified plans. An example of a situation where in-
corporation would be desirable would be a farm operation which
continually has a large taxable income ($100,000 plus for each major

228. CoDE § 401(d) (2) (A).
229. Id. § 401(a) (4); Treas. Reg. § 1.404(a)-4 (1961).
230. CODE § 1379 (a).
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stockholder) and cannot shelter the income through other tax de-
ferrals generally available to farm operations or other investments
of the farm operator.231 However, there are few situations which
justify adoption of the corporate form of farm operation primarily
for obtaining the benefits of a qualified plan, and annual cash dis-
bursements required in such plans should always be kept in the
forefront.

IV. SALE AND LIQUIDATION

One of the primary disadvantages of the corporate farm is the
"lock-in" effect on earnings and appreciation in the farm property.
The farm operator who becomes disenchanted with corporate own-
ership usually cannot reverse the tax-free incorporation process and
return the property to the proprietorship or partnership form or
liquidate the corporation and sell its assets without incurring
greater taxes than if the operation had operated as a proprietorship
or a partnership from the beginning.

Many circumstances unforeseen on the date of incorporation
may arise in which distribution of all or a substantial amount of
the corporation's assets to its shareholders will be desirable.232 If

the complete termination of the corporate farming operation is de-
sired, there are three basic methods of accomplishing this objective:
(1) sale of corporate stock; (2) liquidation of the corporation and
sale of the assets; and (3) sale of the assets by the corporation and
distribution of the proceeds to the shareholders. These methods
may be employed in many' conceivable combinations, all of which
contemplate total disposition of the farming operation. From the
subsequent discussion of the alternative forms of liquidation, the
practitioner should attempt to adopt the alternative which will ac-
complish the economic objectives of the parties at the lowest pos-
sible tax cost.

231. For a detailed comparison of corporate and Keogh plans, see Thies,
Keogh Plan v. Qualified Corporate Plan: An Analysis of the Respec-
tive Advantages, 42 J. TAx. 9 (1975), Irish, supra note 211, and Wan-
gard, Selecting a Qualified Plan After ERISA: The Alternatives,
Problems and Costs, 43 J. TAx. 145 (1975).

232. For example, after the father's death the son, who had always intended
to run the farm operation, may decide to sell the farm and invest in
another business. Or unforeseen financial difficulties outside the
farming operation may require mortgaging of the corporate farm and
distribution of the proceeds to the shareholders. Industrial develop-
ment and a new highway may increase the value of the farm property
so that it is triple the value of comparable land utilized exclusively
for agricultural purposes.
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A. Sale of Stock
From a tax and liability position, sale of stock (or pledging stock

if there is unrealized gain at the shareholder level) is generally de-
sirable for the seller or mortgagor. If the corporation is not col-
lapsible233 and the shareholders have held the stock for more than
six months, the gain on the sale of stock will be accorded long-term
capital gain treatment; an individual loan secured by stock will not
be taxable; liabilities of the corporation will remain at the corporate
level, except for personal guarantees by the shareholder; and the
selling shareholder will be liable only for warranties made to the
purchaser. From the purchaser's viewpoint, acquisition of stock is
generally the least desirable method of buying the farm operation's
assets. A real estate operator will not be interested in acquiring
a large inventory of crops, machinery and livestock; the lenders
would prefer a first mortgage against the corporation's land rather
than attempting to acquire nearly equal security through a pledge
of stock; a neighboring farmer who wants to acquire the farm
ground might not be interested in acquiring additional machin-
ery; prospective purchasers are always concerned with hidden lia-
bilites of the corporation; and a purchaser is buying the corpora-
tion's elections and tax attributes.

Even if the non-tax factors make acquisition of stock as favor-
able as the purchase of assets, the tax ramifications of the acquisi-
tion of stock will, except in unusual situations, make the acquisition

233. CoDE § 341. Very generally, the disposition of stock on liquidation or
sale by a five per cent or greater stockholder will be treated as a
transaction not involving the sale or exchange of a capital asset if the
corporation was utilized to dispose of property which it produced or
acquired, and any gain would be subject to taxation as ordinary in-
come. An example would be the sale of stock of a corporation whose
only asset consisted of fat cattle whose market value is substantially
in excess of the corporation's tax basis. The sale of the cattle would
be taxed at ordinary income tax rates. Except for section 341, the
sale of the stock for a slight discount from the fair market value of
the fat cattle would result in the gain to the shareholder being a capi-
tal gain. The foregoing explanation is a vast oversimplification of the
operation of the collapsible corporation provisions which are among
the most complex in the Internal Revenue Code. As a general rule,
a farm corporation which has been in operation for a substantial pe-
riod of time will not be subject to collapsible corporation problems.
In a case in which more than seventy per cent of the gain is attributa-
ble to inventory of grains, livestock whose sale would not result in
capital gain income, etc. held for less than three years (as might be
the case if the corporate farm leased land and machinery from another
entity), the practitioner should examine in depth the possible applica-
tion of section 341. The collapsible corporation provisions are also ap-
plicable to sections 337 and 333 liquidations, as well as to the sale of
stock. See CoD §§ 337(c) (1), 333(a), 341(e) (3)-(4).
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of assets preferable.234 Because of the number of zero basis assets
in the corporation (such as grain, livestock and receivables) and
the inflationary trend in land and equipment values, the fair mar-
ket value of the corporation's assets will almost always exceed its
tax basis in its assets. If the purchaser operated the farm as a
continuation of the existing corporation, disposition of the assets at
a fair market value equal to the value on the acquisition date could
result in a substantial tax liability for the corporation and a result-
ing diminution in its value to the purchaser. A significant excep-
tion to this general rule would be a corporation which had a sub-
stantial net operating loss carryover that could be utilized without
being trapped by sections 382(a) and 269, or a corporation which
had a tax basis in a feedlot that was higher than the fair market
value.

B. Purchase of Stock and Subsequent Liquidation
If the corporation was liquidated immediately, some but not all,

of the tax disadvantages of acquiring stock would be eliminated.
If the purchaser 235 is a corporation, it can liquidate pursuant to
a plan adopted not more than two years after the date of purchase
and receive a basis in the assets equal to the purchase price of the
stock, increased by liabilities assumed and post-acquisition earnings
and profits and decreased by distributions prior to liquidation.23 6

Under section 332, the corporate transferee is exempt from taxation
on the liquidation. If an individual or partnership acquires a corpo-
ration's stock and the value of the underlying assets is equal to
the value of the stock, an immediate liquidation would also result
in the purchaser obtaining a basis in the assets equal to the acquisi-
tion price of the stock.237 Even if the liquidation does not result

234. An exception would be the availability in the corporate form of a large
net operating loss deduction under section 172 which outweighed the
basis differential. Utilization of the loss would be subject to the perils
of CODE §§ 382(a) and 269.

235. CODE § 334(b) (3) defines a purchase as an acquisition to which the
purchaser's tax basis is not determined with reference to the basis of
the stock in the hands of the transferor, thus excluding tax-free reor-
ganizations under CODE § 368. Also excluded from the definition of
"purchase" is stock acquired in a section 351 transaction, or from a re-
lated party. For purposes of this analysis, it is also assumed that one
hundred per cent of the stock of the corporation is acquired in one
transaction for case of property not qualifying for section 334(b) (2)
(B) requires acquisition of eighty per cent of the stock (except certain
preferred stock) during a twelve-month period, dating generally from
the first acquisition.

236. CODE § 334(b) (2); Treas. Reg. § 1.334-1(c) (4) (i)-(viii) (1955).
237. The statutory mechanism for this result is found in the interaction of

sections 331 and 334(a). Section 331 provides that amounts received in
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in taxable income to either the corporate or noncorporate pur-
chaser, substantial taxable income may be recognized by the liqui-
dating corporation. The income taxes on this income would reduce
the assets available for distribution to the purchaser-shareholder.
Although section 336 provides the general rule of nonrecognition
of gain or loss to the corporation on liquidation, recapture pursu-
ant to sections 1245, 1250, 1251, 1252 and 47238 and assignment of
income principles (zero basis receivables, harvested crops, and live-
stock) may result in substantial taxation on the liquidation of the
typical farm corporation. Establishing a value for such assets can
be a problem.

Section 1245 requires the corporation on liquidation to recognize
income equal to all depreciation on tangible personal property, such

complete liquidation will be treated as full payment in exchange for
the stock. If the basis of the stock purchased is equal to the fair mar-
ket value of the corporation's assets, no gain or loss would be recog-
nized by the shareholder on liquidation. Section 334 (a) provides that
if property is received in liquidation and is subject to recognition of
gain or loss, the basis of the property received is equal to its fair mar-
ket value. These same principles also apply to partial liquidation pur-
suant to section 346.

There may be cases in which the purchase price for the stock is
greater or less than the value which can be established for the assets
on liquidation. The literal application of sections 331 and 334 would re-
quire the shareholder upon liquidation to recognize gain or loss, even
though in substance the transaction was a purchase of assets. The
courts have tended to recognize substance in making an exception to
section 331. In both H.B. Snively, 19 T.C. 850 (1953) and-Ruth M. Cul-
len, 14 T.C. 368 (1950), the Tax Court did not allow gain or loss on
liquidation. If the "intent" to liquidate the corporation is "clear" at the
time of the acquisition, the Tax Court will seemingly allocate to the
noncorporate shareholder a basis in the assets equal to the purchase
price of the stock. Because the tax concept of intention is subject to
question, a noncorporate shareholder, as soon as possible after the date
of acquisition, should complete liquidation. The author also cautions
the practitioner that another forum deciding the case de novo might
not reach the same conclusion. If the "substance test" is to apply, log-
ically it should apply to both the seller and purchaser. In such a case
the seller, instead of being assured of treatment as a sale of capital
assets, would be forced to allocate the sales price among the underly-
ing assets of the corporation. The Snively and Cullen cases were de-
cided prior to the enactment of sections 1245, 1250-52 and 47 and
would not override these provisions.

238. Because the transferee does receive the carryover basis in the corpora-
tion's assets, sections 1245 and 1250-52 override section 336. See gen-
erally Gardner, The Impact of Section 1245 and 1250 on Corporate
Liquidations, 17 U. FLA. L. Rzv. 58 (1964); Schapiro, Recapture of
Depreciation and Section 1245 of the Internal Revenue Code, 72 YAn
L.J. 1483 (1963); and Bravenec, supra note 121. Recapture would not
apply in a section 334(b) (1) liquidation since a corporate shareholder
succeeded to the liquidated corporation's basis under section 334
(b) (1).
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as machinery and livestock, not exceeding the difference between
the fair market value and the adjusted tax basis of the property
on the date of liquidation. Section 1250 requires recognition of in-
come equal to the excess of accelerated depreciation on farm real
property over the amount that would have been taken had depre-
ciation been computed on a straight line basis. 239 The amount of
recapture must not be greater than the excess of the fair market
value of the section 1250 property over the sum of its adjusted tax
basis and the amount of depreciation that would have been taken
on a straight line basis.2 40  The favorable section 1250 recapture
rules applicable to residential real property would not seem to ap-
ply to farm houses occupied by shareholder-employees and other
employees. 241 Sections 1251 and 1252, attributable to farm losses,
would also be recaptured on liquidation. Investment credit on
property for which the credit is claimed and which is not held for
the required length of time is also recaptured on liquidation. 242

Because of the large capital investment in equipment, livestock and
depreciable real property that typify most farm operations, the cor-
poration would generally be subject to significant recapture income
under sections 1245, 1250, 1251 and 47.

On liquidation, the corporation will also be liable for payment
of taxes on income earned after the close of the previous taxable
year. The potential for shifting income and deductions through the
use of the "farmer cash method" of accounting and zero basis assets

239. All accelerated depreciation on section 1250 property is recaptured for
periods subsequent to December 31, 1969. Other more favorable sec-
tion 1250 depreciation recapture rules apply for periods subsequent to
December 31, 1963.

240. CODE § 1250(a) (2).
241. The section 1250 recapture on "residential real property" is reduced

one per cent for each full month section 1250 property is held in excess
of one hundred months. Thus, section 1250 recapture would not be ap-
plicable for "residential real property" held in excess of sixteen years
and eight months. "Residential real property" is defined in section 167
(j). If more than eighty per cent of the gross income is rental income
from dwelling units (within the meaning of section 167(k) (3) (C) ),
the real property qualifies as "residential real property." Although no
rental income is received by the farm corporation, section 167(j) (2)
(B) includes in gross rental the rent value of dwellings occupied by
the "taxpayer." Logically, the utilization by the taxpayer would in-
clude utilization by its employees. However, Treas. Reg. § 1.167 (j) (3)
(b) (4) (iv) (1972) provides that the value of space occupied by the
resident manager or maintenance personnel is not occupied by the
"taxpayer." The issue of whether farm houses qualify as residential
real property also determines the rate of depreciation so a position on
this issue will likely have been taken long before liquidation. CODE
§ 167(j).

242. CoDnE § 47.
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has already been discussed.243  The same potential is available
on midstream liquidation of the corporation. In liquidation, the
stakes are much greater because of the opportunity to convert or-
dinary income subject to double taxation into capital gain taxed
only once.

Harvested or unharvested crops, zero basis breeding cattle (held
for less than two years), and feeder cattle on which the corporation
has taken significant deductions under the "farmer cash method"
using the cash basis of accounting, could theoretically be distributed
without recognition of income or disallowance of previous deduc-
tions to the corporation. The shareholder's gain on liquida-
tion is measured by the difference between his basis in the
stock and the fair market value of the stocks. Because theo-
retically the new shareholder's basis in the stock would be equal
to the value of the assets, no gain would be recognized, and since
the fair market value of the low or zero basis assets was reflected
in the stock price to the selling stockholder, he would recognize
income at capital gains rates on the increase in value. The entire
stock sale or liquidation before sale may be attacked by the Service
as the sale of stock of a collapsible corporation, or as a transaction
within the purview of the Corn Products doctrine.24 4 It is more
likely, however, that the liquidating corporation or recipient stock-
holder -will be required to change its accounting method so that
it clearly reflects income. In addition, cash basis deductions at-
tributable to assets distributed on liquidation may be disallowed
or recognition of income may be required.

The only benefit to the shareholder from the judicious selection
of assets in the incorporation process is the splitting of income and
deductions between the farm operator and the newly formed corpo-
ration. In the liquidation process, the taxpayers are faced with
payment of the taxes resulting from recognition at the corporate
level of income on zero basis assets (which would result in fewer
assets available for distribution in liquidation) or the possibility of

243. See pages 490-91.
244. Corn Prods. Ref. Co. v. Commissioner, 350 U.S. 46 (1955). The Corn

Products doctrine provides that when the assets sold are an integral
part of the transferor's trade or business, ordinary rather than capital
gain or loss will apply. The Corn Products decision resulted in ordi-
nary treatment rather than the statutory capital gain or loss treatment
on disposition of futures contracts. Where the sole assets of the corpo-
rate farm are fat cattle and the stockholder's principal business was
feeding, buying, and selling fat cattle, the Corn Products doctrine
might apply if the shareholders were not otherwise entangled in the
collapsible corporation web of section 341. See BiTTmm & EusTicE,
supra note 37 at 11-13.
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converting ordinary income to capital gains income by deferring
the sale of assets until after liquidation.

The application of the aforementioned doctrines to prevent the
favorable tax treatment in litigated liquidation cases is uncertain.
The Service's positions are based on sections 446(b) and 482. Tax-
able income is generally computed under the accounting method in
which the taxpayer keeps his books. If this method does not clearly
reflect income, the Commissioner may compel the taxpayer to adopt
another. It is arguable, however, that the "farmer cash method"
is specifically authorized for farm corporations and that there is
no statutory authority for requiring a different method in the year
of liquidation. This issue has been addressed a number of times
by the Ninth Circuit, which accepted this view in the Commissioner
v. South Lake Farms, Inc. 245 The court allowed the liquidated
corporation to deduct expenses attributable to growing crops when
the corporation's stock was sold and the corporate transferee liqui-
dated the corporation, receiving a section 334(b) (2) basis. The
Tenth Circuit followed somewhat similar principles in Diamond A.
Cattle Co. v. Commissioner2 4 6 where midstream liquidation losses
incurred by a corporation under its accounting method were al-
lowed.

Other corporate farm taxpayers have not been as successful. In
Beauchamp & Brown Groves Co. v. Commissioner247 involving a
section 337 liquidation, the Ninth Circuit disallowed the deduction
for expenses paid attributable to an unharvested orange crop. The
court's rationale was that permitting the deduction of these ex-
penses from ordinary income, while the shareholders realized capi-
tal gain on liquidation, would frustrate the purposes of section 268
(which disallows deductions attributable to growing crops sold with
the farm land) and section 337 (one year liquidation on which the
corporation recognizes no gain or loss on the sale of "property").
Following the Beauchamp decision, the Ninth Circuit in Spitalny
v. United States248 determined that the taxpayer was not allowed
to deduct the expense of an inventory of cattle feed owned by the
corporation at the time it adopted a section 337 plan of liquidation.
The court, however, did not require recognition of gain on the sale
of the feed due to appreciation. Basically, the opinion required the
farm corporation to account for inventories during the period of
liquidation, even though it had used the "farmer cash method" of
accounting.

245. Commissioner v. South Lake Farms, Inc., 324 F.2d 837 (9th Cir. 1963).
246. Diamond A Cattle Co. v. Commissioner, 233 F.2d 739 (10th Cir. 1956).
247. Beauchamp & Brown Groves Co. v. Commissioner, 371 F.2d 942 (9th

Cir. 1967).
248. Spitalny v. United States, 430 F.2d 195 (9th Cir. 1970).
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The Ninth Circuit has also applied the tax benefit and clear re-
flection of income rules in liquidation cases outside of the farm cor-
poration sphere.249  The only meaningful distinction between
South Lake Farms and other decisions of the Ninth Circuit seems
to be in the nature of the entity receiving the liquidation proceeds.
In South Lake Farms the transferee was a corporation which had
acquired the stock in a taxable purchase just prior to the liquida-
tion. In the other assignment of income cases, the transferees were
stockholders with a significant holding period. If this is a correct
assessment of the court's rationale for the different results, the dis-
tinction, though illogical as a matter of statutory construction,
would place an additional premium on selling stock as opposed to
assets.

Decisions in other forums have not resolved the issue. Two
United States Supreme Court decisions give strong support to the
position that items of income and deduction are to be computed
on the method of accounting employed by the taxpayer. In Nash
v. United States2s 0 the Court held that bad debt reserve accounts
need not be restored to income upon a transfer of receivables in
a section 351 incorporation. Nash substantially undermined the ap-
plication in similar circumstances of the recognition of income and
tax benefit rules in liquidation decisions, since courts requiring
recognition of income from receivables upon liquidation have fre-
quently relied on section 351 decisions.251  Despite Nash, the
Third Circuit ruled that the corporation was taxable on bad debt
reserves on liquidation under tax benefit principles. 252  In Fri-
bourg Navigation Co. v. Commissioner253 the Court allowed depre-
ciation to be deducted on property in the year of its sale by applying
a literal interpretation of the Code. Though its benefit has been
partially eliminated by enactment of the depreciation recapture
provisions of sections 1245 and 1250, the Fribourg decision indicates
that the Court will interpret the statutes literally, rather than rely
on administrative disallowances under tax benefit or clear reflec-

249. Commissioner v. Kuckenberg, 309 F.2d 202 (9th Cir. 1962) (sales pro,
ceeds taxable to a corporation in a section 337 liquidation on sale of ac-
crued rights to compensation income by the cash basis corporation);
Hollywood Baseball Ass'n v. Commissioner, 423 F.2d 494 (9th Cir.
1970) (Corn Products doctrine applied to tax a corporation on income
in a section 337 liquidation from sale of "business related" minor
league baseball contracts.) See also Idaho First Natl Bank v. United
States, 265 F.2d 6 (9th Cir. 1959).

250. 398 U.S. 1 (1970).
251. See BiTrTrm & EusTicE, supra note 37, at 11-70.
252. Citizens' Acceptance Corp. v. United States, 462 F.2d 751 (3d Cir.

1972).
253. 383 U.S. 272 (1966).
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tion of income rules. There are numerous other cases involving
tax benefit principles on liquidation,254 and it is fair to conclude
that the majority of these decisions ruled against literal statutory
interpretation, and instead applied assignment of income or tax
benefit principles.

To date there have been no decisions directly addressing the as-
signment of income issue on liquidation in the Eighth Circuit.255

In view of the Supreme Court's position in Nash and Fribourg and
the statutory authority for taking a position favorable to the tax-
payer in assignment of income and deduction cases, this area will
undoubtedly continue to be litigated, despite the weight of au-

254. Two of the most famous cases involve construction companies-Jud
Plumbing & Heating Co. v. Commissioner, 153 F.2d 681 (5th Cir. 1946),
and Standard Paving Co. v. Commissioner, 190 F.2d 330 (10th Cir.
1951), cert. denied, 342 U.S. 860 (construction companies on the com-
pleted contract method and thus not requiring recognition of income
until the contract is completed, on liquidation were required to report
income on the percentage of completion method). See also Midland-
Ross Corp. v. United States, 485 F.2d 110 (6th Cir. 1973). See Rev. Rul.
61-214, 1961-2 CuM. BuLL. 60; Rev. Rul 68-104, 1968-1 CuM. BULL. 361;
Rev. Rul. 74-396, 1974 INT. Rsv. BULL. No. 33, at 10. Distribution
of accounts receivable by a cash basis taxpayer is taxable to the corpo-
ration, see Williamson v. United States, 292 F.2d 524 (Ct. Cl. 1961).
The Tax Court rejected the tax benefit rule in Anders v. Commis-
sioner, 48 T.C. 815 (1967), rev'd, 414 F.2d 1283 (10th Cir. 1969), cert.
denied, 396 U.S. 958 (1969), rehearing denied, 396 U.S. 1031 (1970).
However, it has recently announced that it will abandon the position
taken in the Anders decision and will apply tax benefit principles to
require "recapture" of previously expensed items which are sold by
the corporation in a transaction otherwise tax exempt under section
337. Munter v. Commissioner, 63 T.C. No. 64 (March 19, 1975). For
a general analysis of this area see O'Hare, Statutory Nonrecog-
nition of Income and the Overriding Principle of the Tax Benefit
Rule in the Taxation of Corporations and Shareholders, 27 TAx. L. Ray.
215 (1972), and Brrrxm & EusTicE, supra note 37, at 11-47 through
11-52 and 11-69 through 11-73. In United States V. Morton, 387 F.2d
441 (8th Cir. 1968), a case involving the date of adoption of section
337 plan of liquidation which has probably been overruled by Central
Tablet Mfg. Co. v. United States, 417 U.S. 673 (1974), and Helgerson
v. United States, 426 F.2d 1293 (8th Cir. 1970), the Eighth Circuit disal-
lowed selling expenses on liquidation. This position should not be con-
sidered a ruling on assignment of income principles. There has also
been a paucity of cases on assignment of income in the Eighth Circuit.
See generally Central Life Assurance Soc'y Mut. v. Commissioner, 51
F.2d 939 (8th Cir. 1931); Power v. Commissioner, 61 F.2d 625 (8th Cir.
1932); Hudspeth v. United States, 471 F.2d 275 (8th Cir. 1972).

255. Where land that will be sold on a "land sales contract" qualifying for
installment sales treatment under section 453 is the principal asset of
the corporation, operation in subchapter S may be the most desirable
alternative if section 1378 can be avoided and the interest income does
not terminate subchapter S status. See Section III, B, supra.
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thority against the taxpayer, until the Supreme Court directly
addresses the issue. In view of dim prospects for favorable resolu-
tion, it is unlikely that a prospective purchaser of stock will be will-
ing to undertake any risks of additional taxable income to the cor-
poration without a substantial reduction in purchase price. Due
to the seasonal nature of some farm operations it may be possible
to reduce the importance of these issues by a sale in January or
February, when income from the previous year has been recognized
and expenditures attributable to the current crop are minimal. This
timing would leave open only the section 1245, 1250, 1251, 1252 and
47 recapture issues. However, a seller rarely has the time luxury
available to the incorporator of the farm enterprise.

C. Liquidation and Distribution

If a termination of the farm corporation's activities is desired,
and the shareholders intend to sell assets to a prospective purchaser
or to transfer the corporation's assets to various family members
for operation in a different form, there are three basic liquidation
alternatives available: (1) a section 331 liquidation, (2) a section
333 liquidation, or (3) a section 337 liquidation combined with sec-
tion 331.2

56

1. Section 331 Liquidation

The basic operation of sections 331, 334(a) and 336 was discussed
in conjunction with the immediate liquidation of the corporation
by a purchaser of stock.257 The principles discussed in that con-
nection also apply when a stockholder has held his stock for a sig-
nificant period of time. The general fact pattern will find that the
farm property has appreciated substantially over the shareholder's
basis in his stock, determined under sections 358 (in a section 351
incorporation), 1011 and 1012 (stock purchased), 1014 (stock ac-
quired from a decedent) or 1015 (stock acquired by gift). In this
situation, the gain from the assets will generally be realized by the
shareholders upon receipt of property in liquidation, and taxed im-
mediately at capital gains rates (assuming collapsible corporation
status is avoided) regardless of whether the property acquired in
liquidation is sold after distribution or is retained by the share-
holder for operation in another form.

256. Although the issues will not be discussed further unless there is an
application unique to a particular form of liquidation, in all the alter-
native forms of taxable liquidation the issues discussed previously or
the assignment of income and clear reflection of income will be ap-
plicable.

257. See note 237 supra. These same principles would apply to partial
liquidations under section 346.
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A section 331 liquidation may impose a severe tax on liquidation
without cash income to pay the liquidation taxes if the assets will
not be sold. The corporation, in addition to its pre-liquidation in-
come, is taxed under the recapture rules of sections 1245, 1250, 1251,
1252 and 47 which override the general section 336 exemption from
taxation for liquidating corporations. The shareholder receives a
basis in the property under 334(a) (assuming the shareholder is
not a corporation owning eighty per cent of the stock) equal to
the fair market value of the property received in complete liquida-
tion. Because the distributee is not the original user of the prop-
erty, some or all of the benefits of accelerated depreciation utilized
by the liquidating corporation will be lost.258 There are no statu-
tory time limits on complete liquidation pursuant to sections 331
and 336. Despite the lack of formal requirements, it is wise to adopt
formal resolutions evidencing a plan of liquidation and thereafter
the plan established should be followed before any liquidating dis-
tributions are made.

If the purpose of the liquidation is to prepare for sale of the
distributed property by the shareholders, the shareholder should
be careful to avoid another potential assignment of income trap.
If the income on the sale of the property is attributed to the cor-
poration under assignment of income principles, a tax could be im-
posed at the corporate level on the sale and at the individual level
on the shareholder's receipt of the distribution.259 The enactment
of section 337 has, in many situations, eliminated questions of the
identity of the seller, i.e., shareholder or corporation. When feas-
ible, the practitioner should structure a section 331 liquidation in
which a post-liquidation sale of assets is contemplated so that it

258. See generally CODE § 167(c); Treas. Reg. § 1.167(a)-1 (1956).
259. In Commissioner v. Court Holding Co., 324 U.S. 331 (1945), negotia-

tions had been conducted resulting in an oral agreement for sale with
the corporation and a down payment of $1,000. The corporation was
taxed on income from the sale of its asset although the written con-
tract was made with shareholders who received the property on liqui-
dation after consultation with their tax adviser. In United States v.
Cumberland Pub. Serv. Co., 338 U.S. 451 (1950), the Supreme Court
upheld the Court of Claims finding that the assets were sold by the
stockholders. In Cumberland, the shareholders first attempted to sell
stock. When the buyer refused, the shareholders offered to acquire
the assets of the corporation in liquidation and then sell them to the
purchaser. Despite its recognition that the difference between Cum-
berland and Court Holding was "shadowy and artificial," the Court
determined that Congress had chosen to recognize the form distinction
for tax purposes. In 1954, Congress enacted section 337 in an attempt
to eliminate the distinction between the Court Holding and Cumber-
land cases.
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also complies with the requirements of section 337.260 This would
counter the Service's contention that the sale was completed by the
corporation. When the client does not seek advice until after the
sale of the assets has been negotiated, this approach is imperative.

Because distributions are taxed at fair market value and an im-
mediate sale of property after liquidation is most indicative of the
fair market value, a section 331 liquidation has little practical utility
except where it is preceded by a section 337 non-recognition sale.
In the case of an installment sale, such as those used in many "land
contracts" for the sale of agricultural real estate, it, may be possible
to sustain a lower value for the land than the purchase contract.
However, such a differential would hardly compensate for the
recognition of gain on the entire fair market value of the land when
only a fraction of the purchase price was received upon sale. If
for some reason a section 331 liquidation followed by a contem-
plated sale is desirable and if negotiations for the sale are discon-
tinued after liquidation, there is a possibility of avoiding recogni-
tion of gain by transferring the assets received on liquidation to
a new corporation, and disregarding the liquidation under the liqui-
dation reincorporation doctrine.261  This doctrine, however, has
generally been applied only to prevent the taxpayer from obtaining
a tax benefit (i.e., a dividend distribution receiving capital gain
treatment or the taxpayer receiving a step-up in basis) and not to
avoid recognition of gain by the shareholder who, with the use of
hindsight, has decided that the corporation should not have been
liquidated.

2. Section 333 Liquidation

If the shareholder does not intend to sell the property received
on liquidation, a section 333 liquidation will often be the least ex-
pensive form of liquidating the farm corporation with appreciated
property. A section 333 liquidation may also be utilized to obtain
installment sale treatment on "land contracts" if the pitfalls of
Court Holding Co. 262 can be avoided. Unlike section 331, which
taxes the gain to the shareholder on liquidation regardless of subse-
quent sale, section 333 permits the liquidation of the corporation
holding appreciated property, but holding no cash and securities
and without earnings and profits, to proceed without recognition

260. An informal plan of liquidation will generally qualify under section
337. See note 288 infra.

261. See James Armour, Inc., 43 T.C. 295 (1964); Davant v. Commissioner,
366 F.2d 874 (5th Cir. 1966); Reef v. Commissioner, 368 F.2d 125
(5th Cir. 1966).

262. See note 259 supra.



516 NEBRASKA LAW REVIEW-VOL. 54, NO. 3 (1975)

of gain or loss by the shareholders. The corporation is subject to
taxation in the same manner as described for section 331 liquida-
tions. 2 63 Property distributed in a section 333 liquidation is taxed to
the noncorporate shareholder as dividend income to the extent of
his pro rata share of the corporation's accumulated earnings and
profits or the unrecognized gain, whichever is less. Accumulated
earnings and profits are taxed as dividends pro rata to the non-
corporate shareholders.264  If the corporation distributes cash or
securities on liquidation in excess of the accumulated earnings and
profits, the excess is treated as capital gain, not to exceed the non-
corporate shareholder's unrealized gain on liquidation which was
not taxed as a dividend distribution.265 The corporate shareholder's
gain is limited to the greater of cash and securities, or earnings
and profits and is taxed as gain from the exchange of stock.26 6 In
return for nonrecognition of gain on liquidation, the shareholder's
basis to be allocated between the assets received is limited to his
basis in the stock, increased for gain recognized and liabilities as-
sumed and decreased for cash distributions. 26' 7

Before the section 333 election is made, an accurate computation
of the accumulated earnings and profits of the corporation must
be made.268 Following the inaccurate bromide that earnings and
profits equal the retained earnings shown on the corporation's bal-
ance sheet can result in substantial ordinary income, much to the
chagrin of the shareholder.269

If the farm corporation has not undergone recapitalization or
reorganization, the primary factor resulting in earnings and profits

263. Rev. Rul. 73-515, 1973-2 Cum. BULL. 7. Investment credit is recaptured
in a section 333 liquidation despite the carryover basis attributed. See
note 238 concerning other taxable income.

264. CoDE § 333(e) (1); Treas. Reg. § 1.333-4 (1955).
265. See also ;Battaglia, Section 333 Liquidation Benefits: Insuring Success

in Light of Recent Developments, 43 J. TAx. 34 (1975).
266. CODE § 333(f) (2).
267. CoDE § 334(c); Treas. Reg. § 1.334-2 (1955).
268. The Internal Revenue Code, which is generally precise in its definition

of terms, does not define earnings and profits. Sections 316 and 312
and the regulations thereunder provide the method for computation
of earnings and profits. Section 1377 provides special rules for certain
transactions in a subchapter S corporation. Section 312(m) provides
that for purposes of computation of earnings and profits, depreciation
in taxable years beginning after June 30, 1972, cannot be computed on
the declining balance or sum of the years digits method.

269. Treas. Reg. § 1.333-2(b) (1) (1955) provides that the section 333 elec-
tion once made is irrevocable. See Raymond v. United States, 269 F.2d
181 (6th Cir. 1959). But cf. Meyer's Estate v. Commissioner, 200 F.2d
592 (5th Cir. 1962) (shareholders were allowed to withdraw their elec-
tions after discovering that earnings and profits were $900,000 rather
than $80,000).
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larger than retained earnings would generally be accelerated depre-
ciation in excess of the straight line amount taken on real prop-
erty, machinery and livestock for taxable years beginning after
June 30, 1972. Because previously taxed but undistributed earnings
reduce earnings and profits, 27 0 the farm corporation which has
made a subchapter S election from its inception is likely to have
insignificant earnings and profits other than from accelerated de-
preciation. The benefits of previously taxed income will be lost
on liquidation (except for the "increase" in basis pursuant to section
1376(a)), so cash available without incurring additional indebted-
ness should generally be distributed along with dividends attribut-
able to taxable earnings in the taxable year prior to liquidation.

Another factor to be considered in comparing the section 333
liquidation with the section 331 liquidation is the effect on taxation
of zero basis receivables and inventory items. Under a section 331
liquidation, the shareholder receives a fair market value basis in
the assets pursuant to section 334(a). Assuming these ordinary in-
come items were sold at a price equal to their fair market value
on liquidation and tax benefits principles at the corporate level are
avoided, the entire gain attributable to these items would have been
taxed at capital gains rates. In a section 333 liquidation, the share-
holder receives an adjusted carryover basis allocated among the as-
sets received in liquidation according to fair market value of those
assets.27 1  The portion of the basis in the shareholder's stock
allocated to the inventory is likely to be much less than its fair
market value, so significant ordinary income taxation will probably
result upon disposition of the receivables and inventory after liqui-
dation. If the sale of substantially all of the corporation's assets
is deferred for a substantial period of time, the deferral of gain
on appreciated real property, machinery and livestock until the sale
date generously compensates for any unfavorable treatment on in-
ventory and receivables.

Because installment sale treatment is not available in section
331 and 337 liquidations, a technique that has often been recom-
mended is the distribution of the assets essentially tax free because
of the de minimis amount of earnings and profits, cash, and se-
curities in the corporation to stockholders who can receive the bene-
fits of installment sale treatment by a sale of assets. Despite the
substantial benefits that may be derived from installment sale
treatment of the corporation's assets following a section 333 liquida-
tion, practitioners should not recommend this procedure when there
is more than a remote possibility that the sale of all the assets can

270. CoDy. § 1377 (a).
271. See note 267 supra.
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be attributed to the corporation under the Court Holding doc-
trine.272  Unlike the section 331 liquidation in which attribution
of the sale to the corporation can be "backstopped" against double
taxation by also qualifying for section 337 treatment, this option
is not available in liquidations qualifying under section 333.

2
73

Consequently, sales proceeds following a section 333 liquidation
which are attributed to the corporation can result in capital gain
taxation at the corporate level and substantial ordinary income
treatment at the shareholder level. 27 4  As previously indicated,
many farm land sales are structured in a "land contract" generally
qualifying for installment sales treatment. Because sections 337
and 331 eliminate substantially all of the benefits of installment
sale treatment, there have been many cases in which the benefits
of installment sale treatment have been attempted by a section 333
liquidation followed by an installment sale. The previous discus-
sion warns of the possible adverse consequences of such a course.
When all phases of negotiation of the sale by the shareholders in
their capacity as shareholders can be sustained and a small interval
of time expires between the liquidation and sale, the validity of
such a plan seems sustainable. Despite the correctness of the tax-
payer's position, however, the uncertainty surrounding the area
makes such .transactions advisable only for taxpayers willing to un-
dertake substantial risk.

Unlike the section 331 liquidation, strict statutory requirements
must be satisfied in order to obtain the benefits of section 333.275
The corporation must adopt a plan of liquidation and file a Form
966 with the Service within thirty days of the date of the adoption
of the plan of liquidation. Section 333 applies to qualifying electing
shareholders.2 7 6 To qualify as an electing shareholder the follow-
ing requirements must be met: (1) written elections must be filed
with the Service on Form 964 within thirty days of the date the
plan of liquidation is adopted by the shareholders; (2) elections
must be filed by shareholders in the same class (noncorporate or
corporate) who hold at least eighty per cent of the shares entitled
to vote in that class; 7 7 and (3) the liquidation must occur within

272. See note 259 supra.
273. CoDa § 337(c) (1) (B).
274. For an example of the disastrous results that can occur, see Aaron Co-

hen, 63 T.C. No. 49 (Feb. 3, 1975) and Hutton, The Unforgiving Statute,
Section 333, 2 J. CoRP. TAX. 125, 126 (1975).

275. CoDn § 333(d); Treas. Reg. § 1.333-3 (1955).
276. CoD. § 334(c); Treas. Reg. § 1.333-2 (1955).
277. CODE § 333 (b). A corporation which at any time between January 1,

1954 and the date of adoption of the plan of liquidation was the owner
of stock shall have fifty per cent or more of the total combined voting
power of all classes of stock entitled to vote or the adoption of the
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one calendar month and be in complete redemption of the share-
holders' stock.2 7 8

The previous discussion 27 9 of capitalization of the corporation
concluded that it was generally advisable to issue debt se-
curities as part of the capital structure. Section 333 gives nonrecog-
nition treatment solely on the redemption of stock. Therefore, gain
would be recognized on the difference between the value of the
property received attributable to discharge of the debt securities
on the basis in the debt securities held by the stockholders in a
section 333 liquidation.

3. Section 337 Liquidation

Section 337 was adopted to eliminate the form distinction be-
tween the Court Holding Co. and Cumberland Public Service
cases.2 0 It provides that a corporation which adopts a plan of
complete liquidation, distributes all its net assets according to that
plan and accomplishes the liquidation within a twelve month period
beginning on the date of the plan, will not recognize gain or loss
on the sale of "property" as defined in section 337(b). Because the
corporation is not taxed on the income from the sale of "property"
during the twelve month liquidation period, and because the share-
holder's gain or loss is the difference between the value of the as-
sets received in liquidation and the stockholder's tax basis, the re-
sult would theoretically be the same regardless of whether the
assets were sold by the corporation prior to liquidation or by the
shareholders after liquidation. Section 337 is inapplicable to collap-
sible corporations, section 333 liquidations and section 332 liquida-
tions in which the distributee computes its basis under section
334(b) (1),281 and also precludes the shareholder from receiving
installment sales treatment. Although installment sales of non-
inventory property and inventory property sold in bulk are not
subject to taxation at the corporate level (other than under sections
1245, 1250 or 47), the shareholders will be required to recognize gain
or loss on liquidation based on the fair market value of the install-
ment obligations.

28 2

plan of liquidation is excluded for computation of the eighty per cent
shareholder.

278. The distribution of livestock and inventory in the last week of one
month and the conveyance of real estate in the first week of the fol-
lowing month would not qualify.

279. See note 259, supra.
280. Id.
281. CoDE § 337 (c).
282. Id. §§ 337(b), 453 (d) (4) (B), 311. For a possible method of ob-

taining installment sale treatment at the shareholder level, see Rush-
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Other tax distinctions between liquidating the corporation and
selling the assets result from the sale of inventory. If the corpora-
tion in a section 337 liquidation sells inventory in the normal course
of business rather than in one bulk transaction, the corporation is
not exempt from taxation on the gain from those sales. 2 3 If the
inventory is transferred to the shareholder for sale in a series of
transactions in the ordinary course of business, capital gain treat-
ment would result if assignment of income principles are not applic-
able. This result is obtained because the gain is recognized by the
shareholder upon receipt in liquidation in exchange for his stock.
Because of the distinction in tax treatment, the Court Holding Co.
decision can have vitality even in a section 337 liquidation. If the
Cumberland Public Service Co. form is followed, the Court Holding
Co. doctrine might be applied more liberally to the sale of inven-
tory.28 4  Unlike the sale of basically non-liquid real property, it
may be possible to refrain from negotiating the sale of readily mar-
ketable fat cattle or grain until after liquidation, unless the sale
of the underlying real property leaves the stockholder without fa-
cilities to maintain the livestock or store the grain. Under either
of these approaches the Service is likely to challenge cash basis de-
ductions attributable to the unrealized inventory by applying the
failure to reflect income clearly or tax benefit doctrines. The in-
crement attributable to the excess, if any, of value of inventory
over the expenses may be subject to unfavorable treatment. 28 5

Section 337, unlike section 333, is not elective and applies auto-
matically if its conditions are met. Section 337 exempts the corpo-
ration from taxation only on sales of "property" occurring after
the adoption of the plan of liquidation. Extensive negotiations may

ing v. Commissioner, 441 F.2d 593 (5th Cir. 1971). But cf. Kinsey v.
Commissioner, 477 F.2d 1058 (2d Cir. 1973); Rev. Rul. 73-536, 1973-
2 Cum. BULL. 1-58. See note 254 and Section IV, B, supra.

283. CODE § 337(b) (1)-(2). The issue of a bulk sale of inventory in a di-
versified farming enterprise is not clear. Section 337(b) (2) permits
a bulk sale of inventory attributable to a business of the corporation.
If the crop and livestock operations are separate businesses, livestock
and the separate sale of the livestock and grain would be much less
difficult than the sale of all grain and livestock in one transaction.
See Treas. Reg. § 1.337-3(d) example (1955); CoDn § 355(b) (1)
(A); Treas. Reg. § 1.355-1(c) (1955).

284. In United States v. Cumberland Pub. Serv. Co., 338 U.S. 451, 455
(1950), the Court said that, "the corporate tax is aimed primarily at
the profits of a going concern," indicating that it might look favorably
on an inventory sale as opposed to a sale of real property.

285. Sale of inventory by the shareholders in United States v. Lynch, 192
F.2d 718 (9th Cir. 1951), cert. denied, 343 U.S. 934 (1952), was required
to be recognized as income to the corporation. See note 254 and Sec-
tion IV, B, supra.
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have been completed and an oral agreement reached prior to consul-
tation with counsel. If that is the situation, the Service could
logically contend that, in view of Court Holding Co. the sale was
consummated prior to the adoption of the plan of liquidation and
not protected by the umbrella of section 337. Fortunately, the
regulations are very liberal in this regard. They provide that sales
may be made on the same day the plan is adopted and that the
corporation may negotiate the sale prior to the adoption of the
plan.28 6 The interpretations of the "date of the adoption of the
plan of liquidation" has also been liberal. The regulations provide
that the date of the adopton of the plan of liquidation is ordinarily
the date on which the corporation, by vote of the requisite number
of shareholders, adopts a resolution authorizing a distribution of
the corporation's assets. 28 7 The Service has ruled that, where an
informal agreement was reached by shareholders owning seventy-
five per cent of the stock in a closely-held corporation (where state
law required a two-thirds vote for liquidation) for the sale of the
corporation's assets and distribution of the proceeds, the circum-
stances constituted a plan of liquidation.28 8 The Service has also
ruled that the failure to file the Form 966 within thirty days after
adoption of the plan, or the failure to file the information required
on liquidation pursuant to Treasury Regulation section 1.337-6, is
not alone fatal. 28 9 Despite these liberal interpretations, the cor-
poration should adopt a formal resolution for liquidation and file
the requisite documents, including the Form 966, within thirty days
of the adoption of the plan to avoid any subsequent issue of the
applicability of section 337.

Where the corporation has "property" which has depreciated in
value, the loss on the sale of the assets is also not recognized after
the adoption of the plan of liquidation. Where it is feasible from
a timing standpoint, the depreciated assets should be sold and the
loss recognized before the adoption of a liquidation plan allowing
sale of the appreciated property without taxation. The success of
this "straddle" is by no means certain, but the taxpayer has nothing
to lose by structuring the order of sale in the suggested manner.

Once the plan of liquidation is adopted, the practitioner should
monitor the liquidation to ensure that all assets of the corporation,
except for a reasonable amount to meet contingent claims, are dis-
tributed to the shareholders within the twelve month period re-

286. Treas. Reg. §§ 1.337-1 and -2 (1955).
287. Id. §§ 1.337-2(b), 1.337-6(a) (1955).
288. Rev. Rul. 65-235, 1965-2 CUM. BuLL. 88.
289. Rev. Rul. 65-80, 1965-1 CuM. BuLL. 154; Rev. Rul. 65-30, 1965-1 CuM.

BuLL. 155.
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gardless of whether the assets have been sold. If substantially all
of the assets have not been sold because of a breakdown in negotia-
tions, the corporation may be required to abandon the plan of liqui-
dation and allow the corporation to be taxed on any assets sold.
This will not be necessary if the shareholders are willing to liqui-
date and recognize gain on the unsold property, thus assuming the
risk that the remainder of the property will be sold within a rela-
tively short period 290 or are willing to pay the income taxes from
sources other than the proceeds from the sale of assets.

Where feasible, the distribution should not be delayed until the
last moment. However, there may be tax deferral available to
shareholders by some delay. For example, all of the corporate as-
sets are sold in November and December pursuant to a plan of liqui-
dation adopted in October. If in the case of a calendar year tax-
payer the distribution of assets prior to January 1 is limited to an
amount equal to the basis in the stock, recognition of gain will be
deferred until the following year.291

D. Redemption

Frequently one or more but not all of the corporation's share-
holders will desire to liquidate part or all of their stock interest.
Because the closely-held corporation generally will not want the
stock to be transferred to third parties, two alternatives are avail-
able to continuing operators. They may acquire the shareholder's
shares or have the corporation redeem the stock. The acquisition
by the shareholders would normally be accomplished with doubly
taxed dollars, obtained from funds distributed by the corporation
(except in the case of a subchapter S corporation). As a result, re-
demption of the selling stockholder's shares by the corporation is
generally more desirable for the acquiring stockholders (a cross
purchase insurance agreement would be an exception). However,
the redemption may not be the most desirable from the viewpoint
of the selling shareholder.

A gain from the sale of stock to other stockholders or third par-
ties will be treated as gain or loss from the sale of a capital asset.
Redemption of stock by the corporation will qualify for treatment
as gain or loss from the sale or exchange of a capital asset only
if (1) the redemption is not essentially equivalent to a dividend;

290. Rev. Rul. 67-273, 1967-2 Cum. BuLL. 137. Great care should be taken
to ensure that the new plan of liquidation is not a continuation of the
old plan. See Malcolm C. Howell, 40 T.C. 940 (1963).

291. Rev. Rul. 68-348, 1968-2 Cum. BULL. 141. There are no known cases
where the Service has implemented the doctrine of constructive re-
ceipt.
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(2) the redemption is substantially disproportionate; or (3) the
shareholder's interest in the corporation is terminated (assuming
the redemption is not pursuant to a plan of partial liquidation under
section 346).292 If these tests are not met the distribution is
treated as a dividend to the extent of the corporation's earnings
and profits.2913  The Supreme Court's interpretation of section 302
(b) (1) (not equivalent to a dividend) has made it unlikely that
a redemption will qualify for capital gain treatment.29 4 A re-
demption is substantially disproportionate only if the shareholder's
interest in the voting power of the corporation is less than eighty
per cent of his interest before the redemption, and after the redemp-
tion the shareholder owns less than fifty per cent of the voting
power of all stock. Because the section 318 attribution rules (treat-
ing stock owned by some family members as owned by other family
members) apply for purposes of the substantially disproportionate
test, the redemption will rarely qualify in the family farm corpora-
tion. Consequently, the shareholder in a farm corporation which
has significant earnings and profits can only receive capital gains
treatment by a complete redemption of the shareholder's stock.
In a complete redemption, the section 318 family attribution rules
are waived only if the shareholder retains no interest in the corpo-
ration after the redemption (including an interest as officer, direc-
tor or employee) other than as a creditor, and agrees not to acquire,
other than by bequest or inheritance, a disqualifying interest for
ten years.295 Because the redeemed shareholder might retain his
residence adjacent to or on the corporation premises (e.g., the re-
tired farmer who sells to his children), care must be taken that
he does not perform any services for the corporation.

Another possibility for capital gains consequences upon redemp-
tion is section 303. A redemption of the stock of a deceased share-
holder is treated as an exchange of stock qualifying for capital gains
treatment provided that the distribution does not exceed the sum
of estate and inheritance taxes and the administration and funeral
expenses of the estate.296 To qualify for section 303 treatment,
the value of the stock included in the gross estate must exceed

292. CoDn § 302(b) (1)-(3).
293. Id. § 301. The advisor should keep in mind that many farm corpora-

tions will have a very low level of earnings and profits.
294. United States v. Davis, 397 U.S. 301 (1970).
295. CODE § 302(c). The agreement not to acquire the interest within ten

years is to be filed with a timely tax return for the year of redemption.
Treas. Reg. § 1.302-4 (1968). The courts have divided on the failure
to comply with the requirements for a timely filed agreement, see e.g.,
Van Keppel v. United States, 323 F.2d 717 (10th Cir. 1963); Archi-
bald v. United States, 311 F.2d 228 (3d Cir. 1963).

296. CoDE § 303(a).
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thirty-five per cent of the gross estate, or fifty per cent of the value
of the taxable estate. Where multiple corporate entities are util-
ized, such ownership shall be combined and treated as the owner-
ship of a single corporation only if the decedent owned more than
seventy-five per cent in value of the outstanding stock.297

The farm corporation typically operates with a low level of cash
and liquid assets. As a result, the redeemed shareholders may de-
sire or be required to take part of the non-liquid assets of the corpo-
ration in redemption of stock. Generally, in a complete redemption
of the shareholder's interest (which is determined without the ten
year carryforward rules of section 302(c) (2) (A) (ii) relating to the
waiver of family attribution), the corporation will recognize gain
equal to the excess of the value of the distributed property over
the corporation's adjusted basis in the property. The gain must
be recognized at the corporate level regardless of whether the dis-
tribution is taxed as a dividend to the shareholder. 298  This gen-
eral rule does not apply if the shareholders owned at all times dur-
ing the year of redemption at least ten per cent in value of the
outstanding stock of the corporation. 299  Substantially appreci-
ated real property should not be used to redeem a shareholder's
stock unless one of the exceptions to gain recognition in section
311 (d) (2) is satisfied.

E. Partnership Liquidation and Redemption Compared

The tax costs of any method of sale or liquidation of substan-
tially all of the farm operation's assets are generally more expensive
in the corporate form. The partnership can generally be liquidated
tax-free, regardless of whether the farm operation intends to sell
its assets immediately. Only when cash is received in excess of
the taxpayer's basis in his partnership interest, or when "unrealized
receivables" and "inventory" as defined in section 751 are received
in disproportionate amounts, will the partner or partnership recog-
nize gain on liquidation3 0 (gain will be recognized by the partner-
ship and partners upon sales, etc. of partnership property). Even

297. Id. § 303(b).
298. Id. § 311(d) (1).
299. For other exceptions, see CODE § 311(d) (2) (B)- (G).
300. CODE § 731. The basic rules of sections 732 and 733 and the "collapsi-

ble partnership" provisions of section 751 are quite complex and be-
yond the scope of this article. On termination, liabilities from which
the partner is relieved are treated as a distribution of cash by section
752(b). Unless the assets are sold, the partners will generally assume
(or take property subject to) indebtedness equal to a pro rata share
of the indebtedness at the partnership level negating the cash distribu-
tion.



CORPORATE TAX

if the noncorporate farm operation sells all its assets and distributes
the proceeds to the owners, the double taxation attributable to re-
capture provisions of sections 1247, 1250, 1251 and 47 make the tax
cost of complete sale and liquidation of the farm corporation higher
than those for the farm partnership. This additional cost is gen-
erally significant, since farm operations often have substantial re-
capture items.

On redemption of stock, the minimum price at which a share-
holder can be redeemed is capital gain treatment, even if he receives
land or other corporate property. In contrast, a partnership inter-
est can generally be terminated without recognition of income to
the partnership or to the redeemed partner, unless the partner re-
ceived cash in excess of his basis in the partnership interest or a
disproportionate amount of section 751(b) assets.301

V. CONCLUSION

The imposition of an artificial taxpaying entity to own one or
more facets of an agricultural enterprise can become a substantial
income tax saving or deferral device. The lower maximum income
tax rates, the ability to segregate income into two or more taxpay-
ing entities, the ability to reverse old tax elections through formu-
lation of a new entity, and the substantial estate and gift tax advan-
tages make the theoretical tax operation of the farm corporation
inviting. Non-tax advantages such as providing a simple mechan-
ism for transferring fractional interests in a necessarily large group
of assets, the ability to perpetuate the life of the enterprise and
the theoretical limitation of liabilities of the participants seem ap-
pealing to the client or attorney who has been involved in an estate
in which ownership in the agricultural enterprise has been divided
into sixteen different pieces. The tax free nature of the transfer of
most agricultural enterprises to corporate form makes the transfer
seem like a noble experiment in modern business practice.

Like many experiments, however, the results of corporate farm-
ing can be substantially different from the projected results.
Rather than being able to abandon the experiment immediately
once the fallacy of the theoretical results have been discovered, the
farm operator quite often finds that the tax price of terminating
the experiment is many times greater than the entry price. Most
of the tax disadvantages to corporate farm operators can be sum-
marized by the phrases "double taxation" and "lack of flexibility."
Despite many mitigating factors such as subchapter S taxation, the

301. Id. § 731. An important exception with respect to a retiring or de-
ceased partner is found in section 736.
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tax aspects of operating the corporate far will generally be less ad-
vantageous to the farm operators who want to withdraw all or
substantially all of the agricultural enterprise earnings. Because
of the special tax accounting rules which apply to businesses such
as agriculture and rental of commercial and residential real estate,
taxable earnings generally lag substantially behind the cash flow
available for distribution to its members. In many instances the
effect of corporate farming is to lock this tax free cash flow into
corporate solution and prevents distribution without a tax price
either in the form of income or a less favorable basis adjustment
than would be available in the proprietorship or partnership farm.
Similar problems also arise when the farm operators desire to sell
part but not all of the agricultural enterprise, to divide the enter-
prise among the various participants or to revert to another form
of ownership.

The general tax disadvantages from operation and liquidation
of the corporate farm dictate that the practitioner and his client
weigh in minute detail the advantages and disadvantages of corpo-
rate farming. In the case of maximum income tax bracket farming
operations, operations in which the operators can leave substantial
profits in the corporate farm and in cases of necessary estate
planning for an elderly owner, the corporate farm can be a desirable
form of ownership.

Despite the increasing number of agricultural enterprises opting
for corporate ownership, corporate farming will not become a uni-
versal practice. Even if all the operational personality and estate
planning objectives of the farm family dictate corporate ownership,
the offsetting tax price for operation and potential tax price of
liquidation must be deducted before eliminating the flexibility so
typifying the spirit of most farm families.*

As this article was set in type, the introduction of the House Ways
and Means Committee tax reform bill was imminent. It was expected
that the proposed bill would make several changes in existing law
which would affect the farm corporation, the most important being
the requirement of accrual basis accounting for certain farm corpo-
rations. See note 5 supra. Diluting the limitations on artificial losses
("LAL") already discussed, (see notes 5 and 83 supra), the bill
would exempt pre-productive expenses of livestock producers as well
as wheat, barley and oat farmers from LAL provisions. See BNA
Daily Tax Report, October 20, 1975, at G-3. The committee would
also make permanent the 1975 Tax Reduction Act changes in the in-
dividual income tax rates, id., October 23, 1975, at G-6, and the cor-
porate rates, id., October 29, 1975, at G-9. See note 91 supra. In
addition to these lowered rates, the committee would extend the 10%
investment credit to 1980. See id. October 28, 1975, at G-7.
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