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ABSTRACT

MANAGEMENT CONSIDERATIONS IN ORGANIZING A
FAMILY FARM CORPORATION

By

Jeffrey Lee Hansen

As family farm businesses continue to grow in size and complexity,
there has been increased interest in the use of the corporate form of
business organization. The purpose of this study is to provide Michigan
farmers with information on the potential use of the corporation under
Michigan conditions.

The legal features, advantages, and disadvantages of closely-held
farm corporations are presented and examined along with related Internal
Revenue Code provisions. Representative case studies are used to esti-
mate possible annual tax savings available at different net farm income
levels and to analyze the possibilities for estate tax reduction through
the use of common corporate estate planning tools.

The results of this research indicate that annual tax savings and
estate planning considerations are the two main categories to take into
consideration when analyzing the benefits available through incorpora-
tion. However, the possibilities for benefits will vary with the

particular farm situation.
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CHAPTER 1

INTRODUCTION

A. Changes in Business Organization Among Farmers

Throughout history, the traditional form of business organization
among American farmers, as well as Michigan farmers, has been the sole
proprietorship. This sole proprietorship has been characterized by the
farmer himself owning the entire farm business and also supplying the
capital, labor, and management. In other words, he has been his own
employer and boss.1

Today, the sole proprietorship is still the dominant form of busi-
ness organization among American farmers. It will probably continue to
be an effective form of business organization for many farmers in the
future. However, its use in agriculture may not be as universally wide-
spread amonc farmers in the 1980s and beyond because of certain trends
taking place in agriculture.

Since World War II, there has been a distinct trend toward larger
farms and increased mechanization. This has resulted in farmers con-
trolling increasing amounts of capital assets.

Worldwide inflationary pressures in the 1970s have further in-

creased the value of farm assets--especially farmland. In fact, some

1For purposes of simplicity and easier reading, "he" is used
throughout this thesis rather than "he and she." "He" is used in its
grammatical sense and refers to women as well as men.



areas have seen farmland values increase fourfold in less than five
years.

Also in the 1970s, there has been a growing importance of foreign
markets to American agriculture. This expanding foreign market has re-
sulted in very dramatic swings in prices paid to farmers for their raw
cormodities. Such widely fluctuating prices subject farmers to great
financial risk.

The net result of these trends has been an increasing importance
being placed on the capital aspect of the farm business. Not only have
the capital needs grown, but there has been an increasing demand being

placed on the financial management of the farm business.

B. Partnerships and Corporations

Since every farm operation has differing characteristics and objec-
tives, there is no one "best" type of business organization for all
farms. However, certain attributes of the partnership and corporate
form of business organization may make them better suited toward handl-
ing the financial management problems encountered in this period of
rapidly changing agriculture.

As capital needs for farming have grown, it has made it more diffi-
cult for the younger generation to start out farming on their own. As
a result, there has been an increased desire by the younger generation
to enter into the ownership and management of their parent's business
rather than starting their own operation. However, the older generation
normally does not desire to sell the farm assets to the younger genera-
tion all at once (nor can the younger generation afford to do so)--they

would rather transfer them gradually. Therefore, there is a need for a



multi-ownered form of business organization whereby the younger
generation can gradually ease into the ownership and management of the
farm business while the older generation gradually withdraws. Both the
partnership and corporate form of business organization are ideally
suited for this purpose.

As capital becomes more of a limiting factor to the growth of some
farm businesses, the use of "outside equity financing" may increase.
This is a broad term generally referring to the contribution of risk
capital with no obligation upon the operation or its operator to pay a
fixed rate of return on that capital during its use nor an obligation to
repay it to the contributor during the continuance of the operation.z
The outside contributor-investor becomes a partial owner of the busi-
ness assets and thus is entitled to a share of the operating profits of
the business as well as sharing in the appreciation of the overall value
of the operation. The partnership and corporate form of business organ-
ization are the two main business forms used for this purpose. Since a
sole proprietorship is, by definition, a one owner business, it can't

be used to attract outside equity financing.

1. Types of Corporations

This study will examine the corporate form of business organization.
It should be noted that there are a variety of forms of corporations.

There are both "for profit" corporations and "not-for-profit" cor-
porations. The "for profit" corporations are ordinary business enter-

prices that have incorporated and are operated to make a profit which

2Dona]d H. Kelley, "The Farm Corporation as an Estate Planning
Device," Nebraska Law Review 54(1975):280.




can then be distributed to the owners in several ways such as dividends,
interest payments, salaries, bonuses, etc. This is the type of corpora-
tion most individuals visualize when they hear the term "corporation."

"Not-for-profit" corporations are incorporated under special cor-
poration statutes that are reserved for charitable, religious, educa-
tional, fraternal, and social enterprises. They can be money making
operations. However, these profits cannot be distributed to the corpor-
ations owners or members. The profits must be devoted to the enter-
prises' philanthropic causes.3

These "not-for-profit" corporations are not important for consider-
ation in this study. Obviously, this study will only be concerned with

"for profit" corporations.

2. Public vs. Closely Held Corporations

"For profit" corporations can be "publicly-owned" or "closely-held"
corporations. A "publicly-owned" corporation may have thousands of
owners, most of whom are usually unrelated and dispersed over a wide
geographic area. Normally there is an established market for shares of
"publicly-held" corporations where the general public can freely buy or
sell as they so desire.

"Closely-held" corporations are owned by a small number of share-
holders. Usually they are family enterprises that have been incorporated
to enjoy the benefits of corporate organization. However, the share-
holders aren't always related. They could be unrelated or even other

corporations, partnerships, trusts, etc. Normally there is no

3Frederick J. Naffziger and Arthur D. Wolfe, Legal Perspectives of
American Business Associations (Columbus, Ohio: Grid, Inc., 1977), p. 259




established public market for shares in a "closely-held" corporation.
The articles and/or bylaws may have some restrictions on sales or pur-
chases by shareholders or shareholders-to-be to prevent the stock from
passing to outsiders. In some cases, "closely-held" corporations may
become "publicly-owned" by establishing a market for the stock.

Most farm corporations are "closely-held" family corporations. A
family held corporation is one in which at Teast 50 percent of the voting
power and 50 percent of the total number of shares of all other classes
of stock are owned by members of the same family. The members of a
family include an individual, his brothers and sisters, aunts and
uncles, grandparents, and ancestors and lineal descendents of any of the
foregoing, the spouse of any of the forecoing, and the estate of any of
the foregoing.4

This study will be concerned only with “closely-held" family farm
corporations. It will also be assumed in this study that those farm
families who organize a corporation intend on having it remain "closely-

held."

3. Numbers of Corporations Increasing

Both interest in and use of the corporate form of business organi-
zation in agriculture have increased in recent years. According to the

1969 and 1974 U.S. Census of Agriculture, the number of Class 1-5 farms

(those with gross sales over $2,500) organized as corporations has

4Michael Glenn Barton, "Management Implications of Incorporating
the Family Farm," (M.S. thesis, University of I1linois, 1978), p. 10.



increased from 21,513 in 1969 to 28,656 in 1974. Most experts say that
corporations have grown even faster since 1974.5

Michigan numbers have increased from 277 in 1969 to 420 in 1974.
Preliminary data from the 1978 census indicates that corporate numbers
have again increased to a total of 728. The 277 farm corporations in
1969 were .7 percent of all class 1-5 farms while the 420 in 1974 were
.9 percent. This percentage humped to 1.5 in 1978.

Most of the Michigan farm corporations are "closely-held" family
type farm corporations with less than 10 stockholders. Of the 277 farm
corporations in 1969, 250 were owned by 10 or fewer shareholders. Only
9 out of the 420 corporations in 1374 were "publicly-held" corporations.

In 1978, 636 out of the 728 total farm corporations were classified as

being family owned.

4. Use of Corporations Expected to Increase

The number of "closely-held" family type farm corporations in both
the U.S. and Michigan is expected to increase in the future for a number
of reasons.

Technological changes in agriculture since World kar II have re-
sulted in an increasing use of capital as a substitute for labor as an
input on farm operations. Increasing mechanization is largely responsi-
ble for a striking decrease in the labor input in farming--in 1978 it

was only one-third of that in 1950. To put it in another way, fewer

5"The Farm Corporation: Take Stock of Your Future," Successful
Farmina, March 1977, p. 19.



people on fewer farms containing more acres than in 1950-1954 are
producing significantly higher yields and larger crops.6

Such changes have resulted in farm operations today that have a
sizeable investment in machinery and equipment, livestock and real pro-
perty such as land, buildings, and improvements. Worldwide inflation is
rapidly increasing the value of these assets, especially farmland. The
net result is the creation of sizeable estates for many farmers.

These sizeable estates have made the intergenerational transfer of
farm assets by gift or inheritance increasingly difficult without signi-
ficant tax liability. As a result, farmers and estate planners are
looking to the corporation for help in the estate planning process. It
is believed that certain attributes of the corporate business structure
may help facilitate the intergenerational property transfer. In fact,
research in several states points to estate planning advantages as a
major reason why farwers incorporate.7

Along with the sharp increase in world demand for agricultural pro-
ducts since 1973, there has been a general rise in the price level for
many of these products. There is reason to believe that prices will
keep rising in the 1980s, perhaps even faster than the annual rate of
inflation, as the world population grows.

As a result of these increasing prices, the last seven years have
seen some farmers with substantially higher taxable incomes. Conseguent-

ly, farmers and their accountants have looked at incorporation of the

6Lesh‘e Mchnkey, "Farming Trends for the 1980s," The Farmer's
Digest, October 1979, p. 33, (reprinted from the information service of
MSU).

7Neil E. Harl, Farm Estate and Business Planning, 5th ed. (Skokie,
I11inois: Century Communications, 1979), p. 217.




farm business as a means of annual income tax savings. One of the
reasons behind this is that federal income tax rates for a reqularly
taxed corporation have been altered favorably since 1974.8
Michigan tax laws have also been altered favorably toward incorpor-
ation. Tax law changes implemented in 1976 eliminated the annual cor-
porate franchise fee and the corporate income tax. These were fep]aced
by a single business tax (SBT). However, in 1977 farm businesses were

declared exempt from the SBT.9

As a result, a regular tax paying farm
corporation currently pays no state income tax on its earnings.

The corporate form of business organization has received extensive
promotion recently by farm magazines. Consequently, farmers are more
familiar with its potential use and are more likely to be willing to
incorporate.

Because of these and perhaps other reasons, it is expected the use

of corporations among family farmers will be on the increase.

8Through 1974, the first $25,000 of corporate taxable income was
taxed at 22 percent and all additional income at 48 percent. For 1975-
1978, the rates were reduced to 20 percent on the first $25,000, 22
percent on the next $25,000 and 48 percent on all above $50,000.
Starting in 1979, the rates have been reduced further, to 17 percent on
the first $25,000 of corporate taxable incore, 20 percent on the second
$25,000, 30 percent on the third $25,000, 40 percent on the fourth
$25,000 and 46 percent on all over $100,000.

9This exemption applies only to farm business carried out at the
wholesale level. Any farm business carried on at the retail level may
be subject to SBT. For more information, see Chapter IV.



C. Need for the Study

1. Potential Use of Corporations under Michigan Conditions

The basic structural characteristics of corporations, how they work
and how they are taxed are well known and accepted among attorneys,
accountants, and business consultants.

However, some of the advantages of the corporate form have limited
applicability when applied to a closely held family farm business. North
Central and other extension publications give a general discussion of the
potential use of corporations in family farm situations, but there is no
evaluation of the relative merits of farm corporations over other busi-

ness types in Michigan.10

Marshall's study in 1961 presented an analysis
of the close corporation as a form of business organization for Michigan
family farms, but is out of date because of numerous federal and Michi-
gan income, estate, inheritance, and gift tax law changes.11
Thus, there has been no analysis done recently of the potential
applications of family farm corporations for Michigan conditions. This

study will attempt to fill that void.

2. Specific Areas of Concern Amona Farmers

Michigan farmers are increasingly asking for infonmation on incor-
poration and guidelines in analyzing their situation with regards to

intergenerational farm transfer as well as estate, gift, and inheritance

1ONeﬂ E. Harl and John C. 0'Byrne, The Farm Corporation, Horth
Central Regional Extension Publication, No. 11, revised April 1978.

11James Paxton Marshall, "The Close Corporation as a Form of Busi-
ness Organization for Michigan Family Farms," (Ph.D. thesis, Michigan
State University, 1961).
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tax ramifications. In other words, they would like to know the potential
role that corporations can play in the estate planning process.

Another area of concern involves the use of the corporate structure
as a means for annual income tax savings. Specifically, some farmers
are asking for federal and Michigan annual income tax comparisons with
other business types for different types of farm operations (swine, cash
crop, fruit, dairy, etc.)--i.e., at what level of annual income are
savings possible through incorporation of the business.

Farmers that have made the decision to incorporate have slightly
different needs. They seek guidelines in areas such as which assets
should be contributed to the corporation, whether debt financing should
be used in addition to stock, when (time of the year) to form the corpor-
ation, what tax year to select, possible lease arrangements for entities
separate from the corporation, selecting fringe benefits for employees,
and possible estate planning tools to use in formulating an estate plan.

An attempt will be made in this study to answer these questions
through a discussion of each of the various areas as well as throuch the
use of several case examples illustrating possible annual income and
estate tax effects of incorporating several different types of farm

operations.

3. Concern with Oversimplification and Generalization

There is concern that a few professional counselors in the account-
ing, legal, and insurance areas are proposing the farm corporation as the
cure-all for farm business transfer and taxation without a thorough

analysis of the fact situation in each case. Also, some farmers have



11

misconceptions about the role of corporations in their business--

especially its role in the intrafamily farm transfer process.

a. Annual Income Taxes

Problems have developed in the area of annual income taxes. Farm-
ers with two or three years of high incomes have been urged to incorpor-
ate to reduce,annual taxes. However, after following this advice, a
few farmers have found out that they aren't saving as much as originally
planned because their professional advisor failed to take into account
increased social security payments, increased worker's and unemployment
compensation costs, loss of the homestead property tax credit, and other
added costs. The net effect of increased taxes paid for these items
cancels out some of the savings from a reduction in the federal income

tax.

b. Lack of Long Range Planning

In some cases there has been a lack of long range planning on the
part of the farmer and his professional advisor to make some estimation
as to the probability of high net farm income levels in future years.

If, after incorporation, the net farm level declines--the result is
lost tax benefits. In fact, if the income level drops too far, there is
the possibility that the incorporated farm business will pay more total
taxes than it would if it was oraanized as a partnership or sole pro-
prietorship.

Yhen this happens, the farmer will most likely want to dissolve the
corporation. However, soretimes to their dismay, they find it very

costly to do so.



c. Limiting Liability

Some attorneys stress the great importance of limiting liability
through incorporation. However, it has little applicability to most
closely held farm businesses. There are several reasons for this.

First of all, the majority of financial institutions that lend
money to farm corporations require the principal shareholder(s) to per-
sonally guarantee the loan. When this is done, the shareholders will
face unlimited liability with regards to the corporation's debt obli-
gations.

Also, most farm families have few non-farm assets. Therefore, if
the majority of the farm assets are transferred to the corporation,

there is often few personal assets left outside that can be protected.

d. Minority Shareholders

Problems have developed with regards to minority stockholder (any
shareholder who owns less than 50 percent of the stock in a closely-held
corporation) rights. A few farm corporation by-laws and/or buy-sell
agreements do not consider the minority stockholder problem of obtaining
income from the corporation and establishing a market for the stock. In
such cases, the minority shareholders own an essentially worthless piece
of paper--since they have no rights to income nor a market for their

stock.

e. Estate Planning

The potential estate planning advantages of corporations have been
well publicized. However, incorporating the farm business does not in
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