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	Tax Management Can Increase After-Tax Proceeds When Selling Farm Assets 

	By Stuart Smith 


	 The first step in managing the tax impact of selling farm assets is to know the basic tax rules affecting sales and how to estimate the taxes resulting from the potential sale. The second step is to consider using tax management options to increase after tax proceeds of the sale. 

Here are some important options for the non-corporate, cash method farmer. 

1) Income averaging has been available for farmers since 1998. Taxable farm income can be deducted from the current year and one-third of it added to each of the 3 prior years' taxable income. All ordinary farm income plus gains from the sale of farm business property, except land, qualify. A farm taxpayer may elect to income average any amount of the current year's qualified farm income. The election does not apply to self-employment tax or the alternative minimum tax. C corporations, estates and trusts may not use income averaging. Income averaging may be the most significant tax management tool available for selling farm assets if the gain from sales doe not trigger alternative minimum tax. However, other tax management strategies that can reduce income taxes, self-employment tax and alternative minimum tax should be applied before using income averaging. 

2) Timing of the sale of a farm is important. Selling a farm before or after harvest makes a difference as far as the tax treatment of the proceeds from the sale of crops. Growing or unharvested crops sold with the land can be treated the same as the land on which it is growing. If the unharvested crop is sold to the same person who buys the land, the crop proceeds are eligible for capital gain, installment sale treatment and not subject to self-employment tax. The expenses of growing the crop are subtracted from the sale price. Splitting the sale between two or more years is another way of spreading taxable income over more years. Holding dairy cattle until they are 2 years old allows them to qualify for capital gain. Some farm property may be rented or leased until the most desirable sale conditions exist. 

3) Allocating the sale price to tax exempt and capital gain assets can reduce taxes. When the sale includes the owner's residence, allocate as much of the total price as possible to the residence, land and growing crops that go with it. Place as much value as possible on land and the unharvested crops that qualify for capital gain. Put a higher price on buildings that have been on straight-line depreciation and let the buyer have supplies that would cause ordinary income. Allocate low values to machinery and equipment when higher values can be placed on land and buildings. 

4) An installment sale of real estate and/or raised cattle is a tax management strategy some farmers should consider. Gain from the sale is reported when payments are received over the life of the installment contract, taking advantage of lower tax brackets available in future years. Combining an installment sale with income averaging would allow a farm taxpayer to spread the gain from a sale over the 3 prior years, the current year and 5 or more future years, depending upon the length of the installment contract. An installment sale may not avoid the alternative minimum tax and the seller is at risk as the creditor. An installment sale cannot be justified for tax management alone. It must be based on a sound financial plan that generates higher sales proceeds or allows the farm business to continue. 

5) It is possible for a farmer to trade his/her real property for other real property in a tax-free exchange. This is not a viable option for farmers who need cash to pay debt or taxpayers who have no desire to trade their farm for other income producing real estate. It is a great tax saving opportunity for the financially sound farm owner who wants to get out of one business to invest in another business that has land and building. There are very specific rules for tax-free exchanges. They must be understood and followed carefully to avoid surprises when tax returns are prepared. 

An example of a dairy farm sale using tax planning: 

Harry Hardluck who sold $600,000 of dairy farm assets in 2003 received tax management advice to reduce his $143,000 projected tax bill. Here are some strategies his tax advisor suggested. 

1) Allocate an additional $50,000 to the value of cropland and $30,000 to growing timber, decrease the value of dairy structures $30,000 and drop machinery values $50,000. This would reduce ordinary income by $80,000, increase capital gain by $80,000 and save approximately $14,400 of taxes. 

2) Increase the price placed on raised cows by $20,000 and reduce the price of purchased cows and youngstock by an equal amount. This will reduce taxes by nearly $6,600. 

3) Decrease the value of feed and supplies by $20,000 and place it on non-depreciable real estate improvements such as farm ponds and diversion ditches. This will reduce income and self-employment taxes saving $6,200. 

4) Harry Hardluck could not delay selling many assets because of his cash flow position. A tax-free exchange would not improve his equity position. However, Harry was in an ideal position to benefit from income averaging. He had no taxable income in the 2 prior years and his 2000 taxable income was only $10,000. Harry implements suggestions 1, 2 and 3 above, his 2003 ordinary income drops to $165,000, capital gain increases to $330,000 and he saves $27,000 in taxes. Harry should consider income averaging nearly all of his ordinary income. He may elect to average $135,000 or $45,000 to each of the 3 prior years. This is the amount that will fill all of his 15 percent tax brackets in each of the last 3 years. Less than $15,000 of the $135,000 will be taxed at 28 percent. All of the $330,000 capital gain and the remaining $30,000 of ordinary income will be reported as 2003 income. About $26,700 of the capital gain will be taxed at 5 percent, $40,000 will be taxed at 25 percent, and the remaining $273,300 at 15 percent. Income averaging has the potential of saving Harry another $20,000 of federal income taxes if the alternative minimum tax does not eliminate it. An alternative minimum tax estimate should be completed before income averaging is applied. Nevertheless, the tax management strategies suggested here increases Harry's net after-tax proceeds $27,000 or more.  

The goal of tax management and planning is to increase after-tax earnings. Don't make sales or exchanges that are going to be more expensive than the tax dollars they save. The only way to do a thorough job of tax planning before selling farm assets is to dig out the figures, seek the help of a competent tax advisor and work through the necessary calculations. The value of tax planning will be well worth the time, effort and money spent on it. 



	NY FarmNet Mission: 
To provide farm families with a network of contacts and support services to help them develop skills for dealing with significant life challenges and transitions, through personalized education, confidential consulting and referral.


NY FarmNet provides free and confidential outreach services - including access to a toll free 800 help-line, information and referral, and on-farm financial and family consulting - to farmers and growers in New York State. NY FarmNet community-based consultants work directly with farmers to help them address and reduce the harmful influence of stress on their family, individual and farm business health.   

As a non-profit program sponsored by the New York State Department of Agriculture and Markets, grants and private donations, NY FarmNet is based at Cornell University in the Department of Applied Economics and Management. Since 1986, FarmNet has assisted farm families in addressing and reducing the stress associated with the inherent integration of farm and family life affected by the changes occurring in agriculture. NY FarmNet also supports and works with agricultural service professionals in addressing the collective needs of the farm community by sponsoring and offering workshops.  
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