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USDA scolded for failure to meet deadline
for ruling on administrative cases
In a sharply worded rebuke, Judge Harold H. Greene ofthe U.S. District Court for the

District of Columbia, on March 6, 1997, chastised USDA and the Director of the
National Appeals Division (NAD) for not ruling on appeals in a timely manner.
The case, Passarell l'. Glickman, Civil Action No. 95-2122 (D.D.C.), involved a
review by the court as to whether rulings by NAD Hearing Officers, which are
appealed to the Director of NAD, need to be decided within thirty business days, as
Congress requires by statute.
In the Passarell administrative case, the hearing officer issued a final ruling on
April 19, 1995 denying the farmers certain disaster payments. The farmers requested
a review by the Director of NAD. By statute. 7 U.S.C. § 6998(b), the Director must
issue a final determination, or remand the case, within thirty business days, but in
this case failed to do so.
Plaintiffs, through counsel, then filed a lawsuit for a declaratory and summary
judgment and an order requiring USDA to pay plaintiffs their disaster payments.
The court, reviewing the actions of the Director of NAD, pursuant to the Adminis
trative Procedures Act, 5 U.S.C. § 706, focussed on the statute's requirpmpnt that the

Director "shall" rule within the thirty-business-days deadline. USDA had argued that
the thirty-day deadline was merely "aspirational, not mandatory."
With a caustic yet funny analogy and choice of words, Judge Greene rejected the

USDA's argument:

Congress clearly ordered the Director of NAD to issue its ruling in 30 days;
Congress left no room for the agency to exercise its discretion in the matter. By
contrast, the government's construction of the term would render the mandatory
'shall' meaningless.
In his celebrated workNineteenEighty·Four, George Orwell prophesied that
the Ministry of Truth of the future government of Ocpania would completely alter
the meaning oflanguage to achieve desired results; e.g., by decreeing that War is
Peace;
Freedom is Slavery; Ignorance is Strength. Orwell did not anticipate that
Solicitation ofarticles: All AALA
the current Department of Agriculture of the United States would add to that list
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the equally nonsensical construction that 'shall' is an 'aspirational' 'may.' The
articles to the Update. Please in
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Why production
flexibility contracts?

Responding to a significant loss of young farmers, the North Dakota Legislature
recently passed, and the Governor signed, Senate Bill No. 2398, establishing a first
time farmer finance program, allowing the state to utilize tax-exempt financing
provisions in the internal revenue code. The first-time farmer program was proposed
by North Dakota Agricultural Commissioner Roger Johnson during his successful
campaign for officp last fall. The stated goal of the legislation is "to encourage first
time farmers to enter into and remain in the livelihood of agriculture and to provide
first-time farmers a source of financing at favorable rates and terms generally not
available to them."
As a general rule, gross income for federal income tax purposes does not include
interest on any state or local bond. 26 U.S.C. section 103(a). See generally, South

Carolina v. Baker, 108 S. Ct. 1355 (l988)(Congress has always exempted state bond
interest from taxation). Historically, bonds could be issued on a tax-exempt basis even
ifthe proceeds were to be used completely for private purposes. A private activity bond
is one in which the bond proceeds are used to benefit private purposes as opposed to
governmental purposes. Congress has gradually restricted the use of private activity
bonds and now withholds the federal subsidy from any unqualified private activity

bond. 26 U.S.C. section 103(b)(1). A private activity bond will be qualified, and thus
Continu.ed on page 2
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FIRST TIME FARMERS/Coni. from page 1

The Court concludes that defendant's
actions of construing the thirty-day time
limit as aspiration is not only arbitrary
and capricious} but also a violation of 7
U.S.C. § 6998. (Footnotes and citations
omitted.)
The court granted plaintiffs' motion for
summary judment (finding USDA's re
fusal to make a timely ruling arbitrary
and capricious) but refused to award plain
tiffs the disaster money asked for. As to
the latter, he ordered USDA to hold a new
hearing and issue a new ruling within
thirty days and to file directly with the
court.
Lawyers or farmer wanting a ropy of
the decision can contact the author di
rectly at 202-331-7050.
-Alexander J. P,:res, Jr.. Conlon,
Frantz, Phelan & Pires,
Washington, D.C.
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tax-exempt, if the proceeds from such
bond are used for anyone of seven "good"
private uses, such as mortgage bonds for
single family housing, 50I(e)(3) bonds for
charitable organizations, and bonds is
sued to make student loans. 26 U.S.C. §
14Hel. In addition to falling into an ap
proved category, private activity bonds
must still comply with several other regu·
lations, including the holding of a public
hearing. 26 U.S.C. §§ 141-150.
Since 1980, over $450 million in tax
exempt bonds have been used by an esti
mated 5,250 first-time farmers to acquire
land, farm improvements, machinery, and
livestock to be used for fanning purposes.
Approximately seventeen states issue
these private activity bonds, also known
as "Aggie Bonds." As private activity
bonds, the first-time farmer bonds must
fit in a "good~ use category to be tax
exempt. The "good" use is found in the
small issue bond provisions, which gener
ally grant qualified private activity bond
status ifthe issue is for $1,000,000 or less
and the proceeds are used to acquire land.
26 U.S.C. § 144(a)
Not surprisingly, the Internal Revenue
Code places several qualifications on first
time farmer bonds. First, the amount of
the bond, and the resulting loan, is hm
ited to $250,000. Second, the individual
must be the principal user of such land
and must materially and substantially
participate in the operation of the fann.
Third, the farmer cannot have had any
direct or indirect ownership interest in
substantial farmland, unless the previ
ously owned fannland was disposed of
while the fanner was insolvent. Substan
tial farmland means any parcel of land
which is thirty percent or larger of the
median size of a farm in the particular
county where the land is located, or if the
fair market value of the land at any time
while held by the individual exceeds
$125,000. Also, the purchase of used farm
machinery from the bond proceeds is lim
ited to $62,500. Finally, recent amend
ments to the Internal Revenue Code now
pennit bond proceeds to be used for land
acquisition from a related person, subject
to certain conditions. 26U.S.C. § 147(c)(21.
Thus, a contract for deed arrangement
between father and son is eligible for tax
exempt financing.
Beyond the federal requirements,
states, of course, can impose additional
eligibility tests. For example, the North
Dakota legislation adds a residency re
quirement, restricts any purchase ofland
to North Dakota farmland, and estab
lishes an applicant's maximum net worth
at $200,000. Additional criteria may be
established administratively, such as edu
cation and expertise requirements, maxi
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mum and minimum ages of first-time
farmers, and the minimum dollar amount
for which a bond will be issued.
In practice, a local lender negotiates
the loan and security agreements with
the farmer. An application and a request
for a bond issue then goes to the particu
lar state agency. If all state and federal
requirements are met, the state agency
issues the bond, with the local lender
purchasing the bond and the proceeds are
then loaned to the farmer. Since tax
exempt honds carry lower interest rates
than conventional loans, the bond pro
ceeds can be loaned to the first-time farmer
at lower rates. A first-time fanner bond is
in the nature ofa revenue bond, meaning
that the principal and interest on the
bond can only be paid from farm-gener
ated revenue. Accordingly. if the farmer
defaults, the lender's sole remedy is
against the farmer. UnlikE' a general obli
gation bond, the state is not in any way
obligated to pay the bondholder.
-------..')cott D. Wegner, LL,M. in
Agricultural Law,
Beal/cLair & Caok,
Bismarck, lVr

Federal Register
in brief
The foHowing is a selection of items that
were published in the Federal Register
from March 12 to April 11. 1997. [Unfor
tunately. the April 9, #67 issue was miss
ing from the stacks.l
1. FSA; FA1RA 96; Implementation;
direct and guaranteed loan-making pro
visions; correction. 62 Fed. Reg. 11953.
2. IRS: Estate and gift tax marital de
duction; correction; effective date 2/18/
97.62 Fed. Reg. 12542.
3. APHIS; Importation of fruits and
vegetables; proposed rule; comments due
5/27/97.62 Fed. REg 14037.
4. Foreign Agricultural Service; Notice
of FY 1997 Emerging Markets Program
and solicitation of proposals. 62 Fed. Reg.
14113.
5. Agricultural Marketing Service;
Amendments to PACA; final Tule; effec
tive date 4/30/97. 62 Fed. Reg. 15083.
6. PSA; Clear title-protection for pur
chasers of farm products; statewide cen
tral filing systems; final rule; effective
date 10/22/96. 62 Fed. Reg. 15363.
7. Natural Resources Conservation Ser~
vice; Organization and functions; final
rule; effective date 1/30/97. 62 Fed. Reg.
16659
-Linda Grim .\1cCormick, Alvin, TX
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- Drew L. Kershen, Professor of Law,
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IN D~EP~T,~'H=========..:Testimony before the Senate Committee on Agriculture, Nutrition
and Forestry ofthe United States Senate, February 26,1997
By Professor Neil E. Had

Capital gains
The Tax Refonn Act 0[1986 eliminated
the 60 percent exclusion for long term
capital gains effective for taxable years
after 1986' In 1990, the Congress re
stored a limited tax break for capital
gains in the hands of higher income indi
viduals by imposing a 28 percent maxi
mum rate on long-tenn capital gains in
come. 2
Proposals pending in Congress would
create varying degrees of preferential
treatment fOT long-term capital gains. For
several reasons, I believe that enlarging
the preferential treatment for long-term
capital gains would be a mistake. Such a
move would be costly, would distort re
source allocation and would perpetuate a
major contributor to complexity of the
Internal Revenue Code.

Complexity of tax law
Without a doubt, different treatment
for long-term capital gains is the single
biggest factor contributing to complexity
of the Internal Revenue Code. The Code is
shot through with provisions for limiting
or targeting the benefits from the prefer
ential treatment of long~term capital
gains. And it's more than just the Code. A
substantial body of regulations and rul
ings focuses upon distinctions amongcapi
tal assets, assets used in the trade or
business and inventory-type property.
Moreover, many, many cases are litigated
each year over those distinctions.
Many of us toiling as educators as well
as practitioners agree with taxpayers that
the system is incredibly complex and
should be simplified. Certainly one good
place to start would be to strip away all
distinctions among classes of assets and
treat all income as ordinary income.
The Tax Reform Act of 1986, which was
touted as bringing simplicity into the tax
system, hardly achieved that objective.
Indeed, tax simplification has somehow
managed to elude the Congress.
While I believe that one highly impor
tant objective of any tax system should be
simplicity and I would like nothing better
than to leave the next several generations
a legacy of tax simplification, I have con
cluded with some reluctance that the larg
est and most complex economy in the
world would probably not be well served
with a simple tax.
Neil E. Harl is Charles F. Curtiss Distin
guished Professor in Agriculture and P1"O
fessorof Economics at Iowa State Univer
sity, Ames, Iowa.

Impact on the budget deficit
The evidence is compelling that further
reduction in rates for long-tenn capital
gains would be costly for the Treasury.
The Joint Committee on Taxation esti
mates that the more extreme proposals
could cost $33.1 billion over the next five
years (1997-2002) and nearly $129.3 bil
lion over the next ten years (1997-2008L~
In my opinion, this would be a danger
ous move. The first principle of any tax
system is to generate the funding needed
to pay for the services provided by govern
ment. It is the responsibility of the Con
gress and the President to take the long
view and keep fiscal considerations al
ways in mind.
Effect on growth
The advocates of cuts in the tax rates
for long·tenn capital gains argue that the
lost revenue would be made up with higher
levels of economic growth. Certainly re
ductions in capital gains rates would in
crease investment incentives. However,
the evidence is less than compelling that
the cuts in rates advocated would produce
the kind of economic buoyancy projected.
The effective rate of income tax on long
term capital gains is already low (some
estimate the figure to be about seven
percent). That is because taxes on long
term capital gains can be deferred,4 the
gain on such assets is typically forgiven at
deathe. and, in any event, rates are capped
at 28 percent for individuals. 6 Moreover,
a substantial part of capital gains accrue
to tax-exempt investors for whom a tax
cut would be worthless. In addition, about
a third of investment is financed with
debt capital rather than equity. Estimates
indicate that reducing the maximum rate
on long-term capital gains to 14 percent
would likely reduce the cost of capital by
only a modest amount.
It is well to remember that the eco
nomic growth rate in this country has
been quite respectable in recent years
without the cuts.lt is also well to remem
ber that the growth rate is heavily depen
dent upon policy of the Federal Reserve.
Cutting tax rates (and thus increasing
the deficit) is not a promising way to
assure an easing of Fed policy.
Tax cuts have been viewed for a very
long time as a way to spur the economy in
times of economic downturn. To cut taxes
at a time with the economy is growing and
the Federal Reserve is dispensing mon
etary medicine to limit economic growth
and contain inflationary pressures is ques
tionable at best. Tojustify tax cuts on the
grounds that economic growth will be
spurred is hardly a new idea. But to do so
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when economic growth is already con
strained by Fed policy is wrongheaded.

Tax shelters
One of the important features of tax
policy over the past 30 years has been the
gradual curbing of tax shelters. If inves
tors could borrow and deduct the interest
at rates up to 39.6 percent with the funds
invested in assets that generate long
term capital gains which are then taxed
at 14 percent, or even less, tax shelter
activity would be encouraged. The result
is a distortion in resource a11ocation.
Agriculture has been particularly sus
ceptible to tax-motivated investment be
cause ofthe availability of the cash method
of accounting (even though inventories
are a material income determining fac·
tor) and the biological nature of the sector
as assets are created in the form of ani
mals or crops. Those features have af
forded opportunities for investors to de
duct costs against other income and. in
some instances, to sell the assets at re
duced tax rates. Tax shelter activity in
the agricultural sector reached a peak in
the last 1960s with substantial amounts
ofinvestment capital flowing in to feedyard
activity, much of which was in the South
west; cow-calf and dairy herds; and tree
crops. The extremely generous deprecia
tion allowance, the tax ad vantages of leas
ing arrangements, and the higher level of
investment tax credit in the 1981 tax act
also influenced investment activlt.\·.
The campaign to curb tax shelter in
vestments began with the imposition of
depreciation recapture in 1962 and 1964
and continued with the Tax Reform Act of
1969 which implemented new hobby loss
rules; legislation enacted in 1976 which
added rules limiting the tax advantages
enjoyed by "fanning syndicates;" statu
tory enactments in the early 1980s which
imposed "at risk" rules; an"d the Tax Re
form Act of 1986 which contributed addi
tional limits on the deductibility of pre~
paid expenses, the far-reaching rules on
deducting passive losses, and the repeal
of the 60 percent long term capital gains
exclusion.
Most agree that tax break.s or induce
ments affect investor beha vior in encour
aging investment to be targeted to areas
of greatest tax advantage, thus distorting
economic activity. Agriculture has been
particularly impacted in a negative man
ner by tax shelter activity because of
inelastic demand for most farm commodi
ties. With inelastic demand, increases in
supply are rewarded with a dispropor
tionate drop in price and in profitability.
Since 1986, the level of tax induced in·

vestment in agriculture has been at the
lowest level in modern time.
The various proposals for rate cuts for
long-term capital gains should be evalu
ated in part on the basis of whether the
provisions would return the tax system to
a higher level oftax shelter activity. It is
my belief that lower tax rates for long
term capital gains would have that result.
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Assets used in the business
The same preferential treatment for
long-term capital gains would be avail
able for assets used in the business under
the proposals. 7 An example, for which we
have some experience, is animals held for
draft, dairy and breeding purposes. 8 While
this move would be greeted warmly by
taxpayers viewing the situation on a mi
cro basis, the result would almost cer
tainly be increased investment in assets
eligible for such treatment. Moreover, we
know from observing tax behavior in the
years before 1987 that taxpayers would
be inclined to maximize the benefits ofthe
provision by selling sows, for example,
after meeting the holding period require~
ment (12 months)9 even though economic
and management considerations would
suggest keeping sows for more litters.
The greatest impact, however, would
be to induce more investment in eligible
assets, thus driving up the supply. Tax
payers do respond to economic signals.
An example ofthis occurred in 1978 when
farmers lobbied for and obtained an ex
tension of the investment tax credit to
siugle purpose agricultural structures
(confinement livestock facilities). It was
later conceded, even by the most ardent
proponents of the move, that it was an
economic mistake for farmers. The out
come was that more facilities were built
(the price dropped to 90 percent of cost as
the U.S. Government picked up the cost
for the other 10 percent) and, once built,
were generally kept filled with hogs. Not
solely for this reason, but undoubtedly
affected thereby, more than half of the
months from 1981 to 1985 were loss
months in hog production.
Preferential treatment for capital as
sets and assets used in the business dis
torts resource allocation.
Land
A major argument for restoring a capi
tal gains tax break is to encourage older
individuals to sell their assets. It is true
that an historically disproportionate
amount of farmland ownership, for ex
ample, now rests with older landowners.
One of the legacies of the farm debt
crisis of the 1980s has been an increase in
concentration of land ownership by older
individuals. In 1992, half of Iowa farm
land owned by noncorporate owners was
owned by individuals 61 years of age or

older. This is compared with half oflowa
farmland owned by individuals age 56
and older in 1982. 10
The 1992 study showed that 49.3 per
cent of the landowners anticipate dispos
ing of their land by will, another 14.4
percent plan to put their land in trust and
only 17.3 percent expect to sell their land.
However, implementing a lower income
tax rate for long-term capital gains is
unlikely to "unlock" assets. So long as a
new income tax basis is obtained by re
taining land ownership until death, many
individuals are unlikely to change their
plans even if the effective maximum rate
of28 percent drops to 14 percent or even
lower.
Moreover, the "lock in" effect is prob
ably substantially overstated for other
taxpayers. The lock-in effect is the most
serious when a shift to a more productive
use of the resource is blocked. It is diffi
cult to make a compelling case on that
basis for corporate stock or, for that mat
ter, for much of the in vestment in land.
Assets tend to gravitate into their highest
and best use because of basic economic
pressures in any event.

Equity considerations
The distributional impact ofa cut in the
income tax rates on long-term capital
gains would he suhRtantial. Much of the
benefit would accrue to households in the
top five percent of the income distribu
tion.
Long-term considerations
A good case can be made that the com
petitive position of the United States in
the next half century will relate more to
the productivity ofits human capital than
to productivity of its capital base in the
form of real assets. It is my view that the
focus as we move forward in to the twenty~
first century should be on encouraging a
higher level of development of human
resources at all levels and in encouraging
the development of a climate for innova
tion and entrepreneurship rather than
persisting with what I consider to be an
outmoded concept of providing breaks for
capital investment in real assets. Focus
ing attention on tax breaks for capital
assets is an idea whose time has passed.

Estate and gift tax reform
Various proposals would increase the
federal estate and gift tax unified credit
from the current level of$192,800 (equiva
lent to a deduction of $600,000) to a level
of $248,300 (equivalent to a deduction of
$750.000) or higher. That move would
constitute a tax break amounting to
$55,500 for the heirs of the wealthiest
property owners in the country if the
credit were increased to $750,000.11 Pro
posals to repeal the federal estate tax

would amount to a tax break ofjust under
$5 million for someone with a taxable
estate of$lO,OOO.OOO. The critical issues
are-H) the impact of the proposals on
farms and small businesses, (2) the effect
on revenue and (3' the long-term effect on
concentration of wealth.
The system of transfer taxes exists for
two reasons-( 1) to generate revenue and
(21 to curb, to a modest degree, the con
centration of wealth. The revenue from
estate and girt tax is not insignificant.
But the wealth concentration problem
deserves examination.

Impact on farms and small businesses
The need to "save" farms, ranches and
other small businesses is a frequently
cited justification for an increase in the
federal estate and gift tax unified credit.
This argument seems to have been
uncritically accepted at face value. More
reflective consideration suggests that the
increase would miss most of the alleged
target group. More importantly, it may
well have a counterproductive effect by
further concentrating the ownership of
land and exacerbating the already seri
ously unbalanced federal budget.
The popular belief is that family farms
are handed down from generation to gen
eration like some sort of heirloom. That is
rarely the case. In most instances, family
farm businesses are born and die within a
lifetime. 12 The land may remain in the
family. But the farm business ends with
the retirement or death of the sole propri
etor. And more than 80 percent of the
farms are operated as sale proprie
torships.1.1 Typically, they last a lifetime
and cease to exist when the farmer retires
or dies. In the usual case of two or three
surviving children, only one of them will
be in farming. But that one will typically
be aged 50 years or more at the deaths of
the parents and would be looking to re
trenchment and disposition of farming
assets rather than acquisition and expan
sion.
The proportion offarms that are trying
to defy the family farm cycle and to sur
vive into the next generation and suc
ceeding generations as going farm busi
nesses is growing but is still a small per
centage of the total. A good case can be
made for a modest increase in the unified
estate and gift tax credit ~and adjusting
the credit for inflation) and for easing the
burden of paying the federal estate tax
where a farm or other small business is
involved and the owners are pursuing an
objective of continuation of the business
into the next generation.
Land values down from peak levels
Another important fact has been lost in
the debate. The existing estate tax law
Continued on page 6
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now allows a great deal more farmland to
be passed tax free to heirs than it did
when present tax free levels were set in
the early 1980s. Nationally, farmland
values declined by nearly 35 percent in
the 1980s with some states registering
drops of nearly twice that level, In Iowa,
for example, farmland values declined by
63 percent between 1981 and 1986. Since
1986, land values in many states have not
recovered the losses in the 1980s. As of
December 1996, average Iowa farmland
values stood at $1,682, still well below the
peak of $2,147 in average value in 1981.
Even without considering special use
valuation, discussed below, the $600,000
tax-free level set in 1981 would have,
when fully effective, protected about 280
acres at 1981 prices from the estate tax.
Today, that same tax-free level would
protect more than 350 acres ofIowa fann
land.
With the cutbacks envisioned in gov
ernment spending over the next several
years, farmland values are not expected
to rise dramatically. Indeed, reductions
in federal funding are expected to act as a
damper on valuation increases.

Special breaks available
Since] 977, farmland (and other land
used in business) has been eligible for a
special valuation procedure for federal
estate tax purposes. That procedure, re·
ferred to as "special use valuation," can
reduce the federal e::;tate tax gross estate
by as much as $750,000. Although few
achieve that level of savings, special use
valuation typically produces values rang
ing from 40 to 70 percent of fair market
value of farmland depending upon the
region and the year of death.
Under the most advantageous valua
tion formula for special use valuation, the
average annual gross cash rent for com
parable land in the locality for the last
five years (minus property taxes on com
parable land) is divided by the average
federal land bank interest rate for new
loans on land in the district where the
land is located.
As an example, assume a 640-acre farm
in Iowa is owned by a farmer and spouse.
The fanner died in 1996. Assume the
average annual cash rental on compa
rable land in the locallty for the last five
years is $120 per acre, the average per
acre real property taxes for the past five
years we'll assume are $20 per acre. The
valuation formula becomesv= 120-20/.0838
= 1,193
The special use valuation would be
$1,193 per acre (using the Omaha Fed
eral Land Bank District five-year inter·
est rate of 8.38 percent).
Land that would have produced cash
rentals of $120 average for the five-year
period of 1991-1995 would likely sell for

$1,800 to $2,200 per acre. Thus. the spe
cial use value would fall, in this example,
somewhere between 54 and 66 percent of
the fair market value. For land near ma
jor cities, the discount is even greater.
Just what this means can be shown by
an example assumingvaluationofland at
the midpoint of the range set out above,
$2,000 per acre. Assumingour hypotheti
cal farm of640 acres, nearly twice the size
of the average farm in the Middle West, if
a couple managed to save an additional
$200,000 and owned the farm as tenants
in common free and clear of debt, the
value of their assets would be $1,480,000.
Assuming that they do minimal planning
and also qualified for the special usevalu
ation 0[$1,193 per acre, each would have
an estate of only $481,760. well below
$600,000, the present level exempted by
the unified credit. They can hand down to
their heirs more than $1.5 million with
out any estate tax at all.
The policy represented by this example
is the result of nearly 20 years of easing
estate tax burdens on farms and small
businesses. It has been effective. More
than 95 percent of farms can he trans
ferred to heirs without any estate tax at
all under the existing unified credit.
Even if federal estate tax were due on
an estate in the above example, the
amount of the tax (up to $153,000) attrib
utable to a business should be eligible for
installment payment at 4 percent inter
est over nearly 15 years after death. The
installment payment provision is avail
able with minimal planning. Over the
177-month installment period, if a firm
would otherwise be paying 10 percent
interest on its borrowed funds, a firm
borrowing from the government at 4 per
cent interest would save more than enough
to pay the original tax bill.
Mention should also be made of reduc
tions from fair market value for federal
estate tax purposes in the fonn of dis
counts for--{ 1lco-ownership of assets (up
to 20 percent)l~ and (2) discounts for mi
nority interest and non-marketability (30
to 35 percent)J5 of interests in corpora
tions and even, in some instances, part
nerships.

Double taxation?
The point is sometimes made that trans
fer taxes, notably death taxes, are not
needed as partofa tax system b(lcausethe
wealth involved has already been sub
jected to income taxation. While that is
the case with some property, there are
vast amounts of asset value that repre
sent appreciation in value and have not
been subject to income taxation. Stock
market gains and investments in real
estate are prominent among the assets
with substantial amounts of potential
gain.
If the federal estate and gift tax system
were repealed, and the adjustment in
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basis at death to farm market value lB
were to be left in place. as many antici
pate, vast amounts of asset value would
escape taxation altogether.

implication..,
The impact on revenue from the pro
posed reductions in federal estate tax
burden would be substantiaL An increase
in the unified estate and gift tax credit
from the present level (exemption equiva
lent of $600,0001 to $1 million (with the
level increasing by $50,000 per year) would
cost $10.2billion in revenue for the period
1997-2002 and $40.1 billion for the period
1997-2007." Enactment of the family
owned business exclusion would cost $8.3
billion for the period 1997-2002 and $26
billion [sr the period 1997_2007. 1R Pro
posed modifications in installment pay
ment of federal estate tax would have
modest revenue implications. 14

Rel:enlJe

Suggestions
If the desire is to benefit farms and
small businesses, a targeted approach to
business continuation makes more sense
than benefitting investors in all sectors.
Making installment paymf'nts of federal
estate tax more attractive is one such
targeted approach. \Vhile the four per
cent rate of interest on unpaid federal
estate tax under the provision t'uTrently
available (allowing payment over 14 years
and 9 months after deathJ 2Q is generous,
reducing the rate further for small butii
nesses, extending the payment period and
enlarging the amount deferrable up to a
reasonable level would sel:'m to be a good
response to pleas for rl:'lief and still be
faithful to objectlves of containing rev
enue loss for budget·balancing reasons
and continuing a modest effort to limit
concentration of wealth. Clarifying
whether heirs could mortgage property in
the 177-month period after death and
exempting dispositions of property in the
ordinary course of business from the rule
accelerating the unpaid tax are other ex·
amples ofthl:' types of changes that would
enhance the usefulness of the provision.
Only small businesses would benefit from
that type of change. A phased increase of
the unified estate and gift tax credit to
$750,000 over six years could be justified
on the grounds of catching up with infla
tion since 1987. In contrast, repeal of the
federal estate and gift tax would amount
to a substantial windfall for the estates of
the wealthiest property owners in the
country, including many with only an
invl:'stor's connection with a business, if
that

Antigovernment rhetoric 21
One of the more disturbing aspects of
the current debate on tax policy is the
decidedly anti.government tone to the
discusison. While I know that we all be
come frustrated with government from

-'

Estate planning: odds and ends on life insurance
The following life insurance policy ideas are offered for
the reader's consideration. The author welcomes com
ments and suggestions.
Duplicate oremium notices: Not all insurance com
panies will send out two premium notices. Those that
do can make your life a lot easier. When life insurance
eXists to compliment the estate or business transition
plans it often has someone other than the insured as
the owner. Having one premium notice sent to the
Insured and another notice to the owner lends to
maximize the likelihood the insurance will be in force
when needed.
Co-ownership ofpolicies: Two ormore people often
own an insurance policy on the life of another. ThiS
may be from a buy-sell agreement or it may be for
eslate settlement by family members. Most msurance
companies tend to put these owners into a 'Joint
tenancy with rights of survivorship" type ownership
arrangement. When this occurs, the gifting, if any,
associated with this arrangement becomes a "future"
Inleresl and does not quality for the $10,000 present
mterest gift tax exclusion. Notmg on the Insurance
company form "tenants in common and not as joint
!enants with nghtsofsurvivorship"enables the "presenf'
Interest requirement to be met.
Third-Darty ownerships: Every seminar teaches
people about the tax code including fife insurance in
the insured's estate if he or she dies within three years
of transfernng the policy and that this is an egregIOus
thing to have happen. tantamount to malpractice.
Their suggestion is always for someone other than the
insured to be the applicant and owner. From time to
time Ihls is a trustee, but also, from time to time, It is one
ormore ofthe msured'schildren. You knowlhe "theory. "
is thiS, however, the finat chapterolthe book' Maybe
yes, maybe no. There might be a sequel that is
unintended. Remember that property acquired dunng
marriage is "marital property" and sUbject to division
by the divorce courf. Remember. too, that property
received by gift or inheritance is generally considered
to be "nonmarital" property. You might want to ask the
parents, presumably your clients, the following ques
tion: "John, IS it more likely that you wm die within three
years or that your child will get a divorce before you
die?" If your clients are similarto those that I've worked
with, they will choose the latter as having the higher
probability. In Ihal case (I) let the insured-parent be the
initial owner and applicant, later assigning-gifting hisl
her interest to the selected family member(s) and then
(Ii) make a note in your file to this effect.

Last-to-die policies: Although very very heaVily
touted by many estate planners, the rates of these
poltcies are still set by the same actuaries for the
company who set each of the company's otherpolicy's
rates. If the company has been slraight-up initially,
then the costs of a last-to-die contract are neither less
expensive nor more expensive than the company's
single insured type products. To the chagrin of many
who purchased last-to-die policies, and also those
who recommended them in the first place. many of the
Insurance companies have dramatically increased the
cost of their premiums for this type ofpolicy. For some,
this has been done through a higher current premium.
Through others, this has been done through a reduc
tion in dividends. Both the good ones and the bad ones
generally have a dOUbling of the premium at some
point In the future. If there ever was a legitimate spread
between the two, that gap has narrowed, if not disap
peared entirely. If your planning involves '1ax minimi
zation" type planning (essentially by funding only Trust
"B')., then a last-la-die policy is not compatible. if your
planning involves the regUlar "tax deferral" type plan
ning (funding both Trust ')1" and Trust"S" in the typical
fashion) associated with a formula marital, Ihen it
does. If however, you don't know what the future will
hold and would appreciate havmg a choice between
the two, then a single insured policy should be used.
If you are willing to have the client's farming son be 75
years old before he has insurance 10 purchase the
client's machinery, then a last-Io-die policy is your
choice. If this is not realistic, then a single insured
policy is more appropriate.
Split beneficiary desianations: Dividing the life in
surance proceeds is generally limited only your imagi
nation. A formal usp/it-do/lar" agreement takes time
and more than a page or two of legal mumbo-jumbo.
Additionally, the IRS seems to now be reassessing its
prior favorable treatment of this popular concept.
Requesting that the life insurance company payout
"an amount equal to the premiums paid on the policy
to Mom and the balance, if any, to Farming Son" IS a
relatively easy way for many to achieve the same end
results. The same type of beneficiary designation can
also be used for ureverse split-dollar' arrangements.
Sometimes very little money exists in checking for
clients who are, at least on paper, reasonably wealthy.
A split-beneficiary agreement callmg for u25,OOO to
Sweet-Thmg if she survives by 10 days and the
balance, if any, to The Sweet-Thing Nonmarital Trust
created in the insured's last will and testament~ offers

help.
Sometimes mUltiple marriages have occurred with
his, hers, and our children. A split-beneficiary agree
ment designaling "$X for Harley and Davidson (chil
dren born to the insured in a prior marriage and the
balance, if any, to Mercedes (born to the union of
Junior and Sweet-Thing)" permits the older children to
get at least something when the parent dies.
Sometimes there will be an age gap between the
children. If a minor child exists while the other children
are adults then a beneficiary designation calling for
"$X shall be payable to the trust created for the benelit
of FiN, and the balance, if any, distributed to Peaches
and Bubbles" might be usefui.
Sometimes a child has been most helpfUl to the
parents. A beneficiary designation calling for ':,4 sum
equal to $10,000 times the number of years between
the time this policy is issued and the date ofdeath shalf
be paid to my Charmmg Wonderfui Kid with Ihe bal
ance, ifany, paid to Fill, Peaches, and Bubbles. "might
be a way to reflect those services. The same concept
is equally useful for the single client who has a ~signlfl
cant other, " a live-in probably suffering the slings and
arrows of outraged family members who are not terri
bly happy about Ihe fact that some of them are aider
than she is.
Sometimes a daughter has married a person who
has been working closely with her parents and, at least
for business purposes, the parties are comfortable
with this arrangement. having the daughter own the
policy on her father/mother/both but with the proceeds
payable to both daughter and son-in-law mlghl be a
practical answer for their needs.
Interest rates: The decrease in interest rates has
caused the reappearance of "vanished" premiums. It
has also impacted more heavily those insurance poli
cies with term riders and for universal life policies sel
up for low annual premiums. When the interest rate
bemg credited 10 the policy declines, Ihen the cash
value portion of the policy grows at a slower rate
Reduced income results in the purchase of more term
insurance inSide the po/icy, Ihe retention of the tenn
riders much longer than originally anticipated, or both.
Many of these policies will lapse and not prOVide the
originally intended death benefit.
-Paul A. Meinls, Esq. CLLI, ChFC,
Bloomington, IL
Editor'sNote: Thisarticle firstappearedlfJ the Septem
ber '96 AgnculturalLawpublication ofthe 1IIIfJOIS State
Bar Association.
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('American Family Tax Relief Acry, January 21, 1997. The
estimates assume enactment of (a) a 50 percent reduction
for individuals, 2-for- I loss offset: (b) collectibles taxed at a
28 percent maximum rate; (c) present law section 1250
recapture: (d) aI/ow deduction for mdiVldualAMT; (e) index
mg starling in 1997 for individuals with 1/1/97 mark-to
market option. with three year post 1996 holding penod
reqUired: (f) small busmess slock taxed at a 14 percent
maximum rate for individuals and a reduced corpofCJte rate;
and (g) a 28 percent maximum rate for corporations. The
estimates are revenue loss of $25.3 billion for individuals
and $7.8 billion for corporations from 1997-2002. From
1997-2007, the estimated revenue loss would be $112,4
billion for indiViduals and $ 16, 9 billion for corporations.
, See, e.g.. IHC. § 453.
'IHC § 1014(a).
'I.RC § I(n).
'IHC. § 1231.
'IHC § 1231(b)
'I.RC § 1231(b)(3)(B).

10 See Schultz, Ann M. and Neil E. Harl, "Iowa Farmland
Ownership and Tenure 1982-1992: AnalySIS and Compari
son." Iowa State University, 1995.
" Much of this sedion is drawn from Nell E. HarJ, "Does
Farm and Ranch Property Need a Federal Eslate and Gift
Tax Break?" Tax Notes, August 14, 1995, p. 875.
., SeeS Hart, Agricultural Law § 41.02 (1997)
1J Census ofAgriculture, 1992, vol. " Table 47. p, 63 (of
the 1,927,073 farms. 1,653,491 are sale proprietorships).
J.d E.g., Estate of CelVin, r.G. Memo, 1994-550, appeal
docketed, 5th Clr" Aug. 31, 1995
,; See 8 Hart, AgflcutluralLaw§ 58.05(2/lc/1I997).
"IHC § 1014(a)
Ii Jomt Committee on Taxation, "Description of S.2
("American Family Tax ReliefAc!"), p. 23. January 21, 1997.

time to time, it is important to remember
that "government" is us, More impor
tantly, though, I fear that we lack an
appreciation for the role government plays
in our lives._We should consider that our
system of governance and economic orga
nization has brought unprecedented and
unparalleled prosperity to this country,
Let us ponder that fact very carefully
before we go charging off in a new direc
tion with some grand experiment in taxa
tion or in governance.
, Pub. L. No. 99-514, §. JOI(a), 100 Slat. 2216 (1986).
'Pub L. No tOl-SOB, § 11101(c). 104 Slat. 1388-1
(1990).
J

See Join! Committee on Taxation, "Description of S.2

IB

{d.

191d.

I.R.C. § 6166
See Harl, "Perspectives on Tax Policy," Tax Notes.
September 11, 1995.
~
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Proceedings of the Anglo-American Law Symposium
issues
Members of the American Agricultural Laws Association will have recently received their two copies of the Drake Law
Review that contain the proceedings of the Anglo·American Agricultural Law Symposium. The symposium was the
joint effort of the Agricultural Law Association, the American Agricultural Law Association and The Comite Europeen
de Droit Rural. These issues were published and mailed to all members of the AALA compllments of the Drake
Agricultural law Center through an arrangement reached with Neil Hamilton, who is director of the Center and one
of the coordinators of the Oxford conference.

