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INTRODUCTION
. Prior to 1993, farmers and ranchers in the state of Nebraska operated as either sole proprietorships, partnerships, C corporations or S
corporations. In 1993, Nebraska adopted the'Limited Liability Company Act, creating a new business entity: the limited liability company ("L.L.C.").'
This new entity combines the corporate
characteristic of limited liability with the pass-through income tax
treatment characteristic of a partnership. As such, the L.L.C. was
heralded as the answer to the "gap" in existing entity choices.
Originally, the Nebraska limited liability company as an entity
choice was not available for farming operations. The Nebraska Constitution provides that: "No corporation or syndicate shall acquire, or
otherwise obtain an interest, whether legal, beneficial, or otherwise, in
any title to real estate used for farming or ranching in this state, or
engage in farming or ranching."2 The L.L.C. was considered a syndicate pursuant to Article XII, § 8(1) of the Nebraska Constitution. 3 Because L.L.C.s were deemed syndicates under section 21-2602 of the
Nebraska Revised Statutes, syndicates could not engage in farming
without violating the Nebraska Constitution. As no exception was
provided, farming or ranching operations were prohibited from using
the newly created L.L.C.
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See NEB. REV. STAT. §§ 21-2601 - 21-2645 (Supp. 1993).

2. NEB. CONST. art. XII, § 8(1).
3. See NEB. REV. STAT. § 21-2602 (Supp. 1993).
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In April of 1994, the Nebraska unicameral amended the Limited
Liability Company Act to provide an exception similar to that provided for the family farm or ranch corporation. 4 This exception provides that:
a limited liability company in which the members are members of a family, or a trust created for the benefit of a member
of that family, related to one another within the fourth degree
of kindred according to rules of civil law, or their spouses, at
least one of whom is a person residing on or actively engaged
in the day-to-day labor and management of the farm or
ranch, and none of whom are nonresident aliens, shall not be
deemed to be a syndicate for purposes
of Article XII, section 8,
5
of the Constitution of Nebraska.
The passage of this amendment once again raises choice of entity
considerations for farming and ranching operations in Nebraska. This
Article will analyze the choice of entity with respect to Nebraska farming and ranching operations in light of the recent developments concerning L.L.C.s. The Article will first discuss choice of entity
considerations with respect to business planning for farming and/or
ranching operations. The Article will then discuss choice of entity
with respect to estate planning. Lastly, the Article will discuss the
methods by which a current farming or ranching operation can convert to a L.L.C. and minimize the tax consequences upon conversion.
BUSINESS PLANNING
In general, business planning involves the following three objectives: (1) minimization of income taxes; (2) limitation of individual liability; and (3) provision of flexibility and ease in operation. In
addition, the practitioner should also consider the needs of a particular client. Such client considerations may include: whether the client
operates a large or small farm, whether the client wishes the ownership of the farm to be transferable, and whether the client wants the
farm to be operated by the entire family or wishes to limit the operations to a single individual.
SOLE PROPRIETORSHIP

(1) Nontax Considerations
A sole proprietorship is a business operated in a single owner's
individual capacity and without a separate legal entity organized for
holding and operating that business. 6 The sole proprietorship offers
4.
5.
6.

L.B. 884, Neb. Unicameral, 93d Leg., 2d Sess., § 26 (1994).
Id.
700 Tax Mgmt. (BNA), Choice of Entity, at A-3.
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the farmer the greatest flexibility in structuring farming operations.
There are no board meetings required, nor separate income tax reporting requirements. Thus, the sole proprietor reports the operating income or loss on his/her individual income tax return. In addition, the
sole proprietorship is the least complicated in application as only one
individual is needed to make business decisions.
Operating as a sole proprietorship has certain disadvantages.
Unlimited liability is the greatest disadvantage. If the assets are
heavily leveraged, as they may be in farming operations, unlimited
liability exposes the farmer to a greater risk of loss in the event of
default, because creditors are allowed to attach the farmer's personal
assets as well as farm assets.
Another possible disadvantage of sole proprietorships is the lack
of free transferability of interest. Unlike corporations where ownership is evidenced through freely transferable shares, ownership of a
sole proprietorship is not evidenced through a single transferable
item. Rather, the sole proprietor owns each asset in his or her individual capacity. Thus, to transfer ownership, the sole proprietor must
sell each asset individually or sell the entire operation. The sole proprietor has no vehicle for transfer of a portion of the sole proprietorship. If the farmer or rancher wants an entity that provides for free
transferability of ownership, an alternative to a sole proprietorship
should be considered.
(2) Tax Considerations
As previously noted, the sole proprietorship items of income, loss,
deduction, and credits are considered income and loss of the sole proprietor and are taxed to the individual proprietor. Taxation at the individual level offers several advantages. First, items of income and
loss will be taxed only once. 7 Second, an individual is authorized to
use the accounting method by which the taxpayer regularly keeps his
books. 8 Thus, if a farmer regularly keeps his books on the cash
method of accounting, the farmer may compute his taxable income on
the cash method of accounting. 9
7. See infra notes 102-26 and accompanying text (discussing the merits of a single
tax regime in C corporations).
8. I.R.C. § 446(a) (1988).
9. Id. C corporations, partnerships with C corporations as partners, or tax shelters are prohibited from using the cash method of accounting. Id. § 448(a). Certain
farming businesses, qualified personal service corporations, and entities with gross receipts for all previous taxable years commencing after December 31, 1985, of not more
than $5,000,000, are exempt from these provisions. Id. § 448(b). However, farming corporations or partnership are prohibited from using the cash method. Id. § 447(a). S
corporations and corporations with gross receipts for all period taxable years beginning
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The cash method of accounting is clearly advantageous with respect to computing a taxpayer's income tax liability. Under the cash
method, all taxable income, whether received in cash or property, is
included in income in the year it is actually or constructively received.
Expenses are generally deductible in the taxable year in which they
are paid. The deductibility of expenses may be limited, however, if the
expenditure creates an asset having a useful life extending substantially past the end of the taxable year.' 0 A cash basis farmer is also
generally not required to use inventories." Because of these characteristics, the cash method may allow the farmer the ability to defer or
accelerate income and expenses to minimize taxable income.
Although the ability to defer or accelerate income and expenses may
be limited under the constructive receipt doctrine, the cash method of
12
accounting still provides for some flexibility in recognizing income.
In addition, the cash method of accounting may be easier to use. For
is the drivmany farmers and ranchers, the ease of application alone
13
ing factor in adopting the cash method of accounting.
PARTNERSHIP

(1) Nontax Considerations
A partnership is "an association of two or more persons who organize as co-owners to carry on a business for profit." 14 The partnership has a long-standing history as a choice of entity for farm or ranch
operations. The partnership is easier to operate than certain other
entity alternatives in that partnerships are not required to hold anafter December 31, 1975, of less than $1,000,000 are excepted from this prohibition on
use of the cash method. Id. § 447(c).
10. Treas. Reg. § 1.146-1(a)(1) (as amended in 1960). This provision is aimed at
periodic costs which may be common with farming operations, such as prepaid feed expenses. However, with respect to prepaid feed expenses, a numberof courts have found
Treas. Reg. 1.461-1(a)(1) inapplicable to such expenses based both on Treas. Reg. 1.16212(a) which specifically treats animal feed as a current expense and the customary leeway given cash basis farmers. 302 Tax Mgmt. (BNA), Accounting Methods - General
Principles,at A-93.

11. 413-2d Tax Mgmt. (BNA), Farming and Ranching -Tax Accounting, at A-8.
Inventories are required, however; for farmers using the accrual method of accounting.
Id.
12. Tress. Reg. § 1.451-2 (as amended in 1971). A taxpayer is deemed to be in
constructive receipt of income in the taxable year in which the income is credited to the

taxpayer's account, set apart for the taxpayer, or made available in any other manner so
that the taxpayer may draw upon the income at any time, or so that the taxpayer would
have been able to draw upon the income throughout the taxable year if the taxpayer
gives notice of intent to withdraw. Treas. Reg. § 1.451-2(a) (as amended in 1971).
13. For an in-depth discussion of the attributes of the cash method of accounting
for farming and ranching operations, see Donald H. Kelley, et al. Tax Accounting Rules
for Farmers and Ranchers, 31 S.D.L. REV. 255 (Spring 1986).
14. 700 Tax Mgmt. (BNA), Choice of Entity, at A-3.
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nual shareholder/board meetings. The partnership also offers greater
,flexibility. Various people with differing assets can combine to form a
partnership with ownership and management participation determined by agreement. For instance, a landowner's farm and a tenant's
labor and materials may be combined so that both make management
decisions. 15 A partnership is also not subject to the numerous restrictions of an S corporation. Thus, a partnership can have unlimited
partners, including trusts and corporations, and unlimited classes of
interests. Finally, the Nebraska Constitution places no restrictions on
a general partnership with respect to owning real estate used in farm16
ing or engaging in farming operations.
As with a sole proprietorship, the greatest disadvantage to a partnership lies in the unlimited liability of its partners. If a partnership
becomes insolvent, the partnership's creditors not only have priority
against partnership assets but can also recover against the partner's
individual assets to the extent not claimed by the individual partner's
creditors. However, this liability may be minimized through the use of
17
a limited partnership.
Although partnership interests are more easily transferable than
sole proprietorships, the transfer of a partnership interest may cause
the termination of the partnership under the Internal Revenue Code
("I.R.C."). A partnership will terminate when it ceases to operate or
there is a change in fifty percent or more of the partnership capital
and profits within a period of twelve months.i1 As a result, if a farmer
owning more than fifty percent of the partnership sells that interest,
or a portion thereof, the partnership may inadvertently terminate.
Thus, if a farm or ranch is owned and operated by a single individual,
and free transferability is an objective of the individual, the practitioner should consider an alternative choice of entity.
(2) Tax Considerations
As compared to a C corporation or S corporation, the partnership
for income tax purposes most closely approximates a true conduit. All
items of income and loss are passed through to the partners, which are
*then taxable to the partners at their individual rates, whether or not
the income is actually distributed. 19 Therefore, these items are taxed
15. Roger A. McEowen, Planningfor the Tax Effects of Liquidatingand Reorganizing the Farm and Ranch Corporation,68 N.D. L. Rav. 467, 482 (1992).
16. See NEB. CoNsT. art. XII, § 8(1). Under the Nebraska Constitution, general
partnerships are specifically exempted from the definition of "syndicate." Id.
17. See infra notes 29-33 and accompanying text.
18. I.R.C. § 708(b)(1)(A)-(b)(1)(B) (1988).
19. I.R.C. §§ 701-2 (1988 & Supp. IV 1992).
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only once. 20 In addition, as the items of income and loss are passed
through to the partners, the character of these itemsto the partners
are the same as that of the partnership. Accordingly, capital gain to
the partnership is capital gain to the partners and tax exempt income
to the partnership is tax exempt income to the partners.
The partnership offers not only pass-through income tax treatment but also flexibility in distributing the items of income or loss.
The partnership can agree as to the distribution of income, gain, loss,
deduction, or credits, provided the agreement has substantial economic effect. 2 1 Thus, a partnership may allocate depreciation based
upon property contributed in kind or allocate gain on the sale of assets
contributed in kind. The partnership may also use this flexibility to
shift income from higher bracket taxpayers to lower bracket taxpayers. However, when making such allocations, care2 2should be taken to
comply with promulgated special allocation rules.
Many farms have set up "family partnerships" under applicable
provisions of the I.R.C. 23 Family partnerships are used as a method of
shifting income to other family members. Under the family partnership provisions, a person is recognized as a partner if the person has a
capital interest in a partnership where capital constitutes a critical
income-producing factor, regardless of whether the interest was obtained by purchase or gift. 2 4 Where the interest is created by gift, the
donee's distributive share can be included in the donee's gross income,
except the extent to which the share is assessed without an allowance
to the donor of reasonable compensation for the donor's services and
the extent that the distributive share is disproportional to the donor's
25
capital.
Another tax advantage of partnerships is the extent to which
partners can include partnership liabilities to increase the partner's
basis. An increase in a partner's share of partnership liabilities or the
partner's assumption of partnership liabilities constitutes a contribution of money to the partnership, thereby increasing the basis in the
partner's partnership interest. 26 As a partner can deduct losses to the
extent of his basis in the partnership, increasing the partner's basis
20. See infra notes 102-26 and accompanying text for a discussion on C corporations for the merits of a single tax regime.
21. I.R.C. § 704(a)-(b) (1988).
22. Treas. Reg. § 1.704-1 (as amended in 1964). The regulations under I.R.C. § 704
(1988) are extremely complex and essentially provide for the reallocation of specially
allocated items where the special allocations lack substantial economic effect. Id. Discussion of these regulations is beyond the scope of this paper.
23. See I.R.C. § 704(e) (1988).
24. Id. § 704(e)(1).
25. Id. § 704(e)(2).
26. Id. § 752(a).
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increases the amount of loss that the individual partner can deduct on
an individual income tax return. 27 However, these losses may be limited under the at-risk and passive loss rules.
Finally, farming operations organized as partnerships are generally free to elect at the partnership level to compute taxable income on
the cash method of accounting. However, this election may be limited.
A partnership engaged in the business of farming or ranching that has
a corporate partner or a limited partnership that constitutes a syndicate must compute its taxable income under the accrual method of
28
accounting.
(3) Limited Partnerships
As noted earlier, the greatest disadvantage to partnerships is the
unlimited liability of the partners. 29 This disadvantage may be mitigated through the use of a limited partnership. A limited partnership
is a partnership in which certain partners are afforded limited liability provided the partnership has at least one general partner who remains liable for the debts of the partnership. To minimize the liability
of the general partner, the partnership may form a corporation to act
as the general partner. However, care should be given to creating an
insubstantial corporation as it may cause the limited partnership to
30
be transformed into a corporation for federal income tax purposes.
An insubstantial corporation may arise where the corporation is
thinly capitalized, and the corporation is the sole general partner of
the partnership.
There are several other disadvantages to limited partnerships.
First, limited partners are prohibited under state law from participat31
ing in the management and operation of the limited partnership.
27. Id. § 704(d).
28. Id. 88 447(a)(2), 1256(e)(3)(B); 413-2d Tax Mgmt. (BNA), Farmingand Ranching - Tax Accounting, at A-10.
29. See supra note 17 and accompanying text.
30. Treas. Reg. § 301.7701-2(a) (as amended in 1977). Taxation of limited partnerships depends upon the entity classification rules. Under these rules, the taxation of a
limited partnership depends on the presence or absence of six characteristics, to include: (1) associates, (2) an objective to carry on the business for profit, (3) continuity of
life, (4) centralization of management, (5) limited liability and (6) free transferability of
interests. As most entities contain the first two characteristics, taxation of the partnership will depend on the presence or absence of the remaining four. In general, if an
entity fails to possess two of the remaining four characteristics, it will be taxed as a
partnership. If a limited partnership is formed with an insubstantial corporation as a
general partner, the limited partnership will be considered to have limited liability.
Thus, as most limited partnerships have centralized management and are freely transferable, the addition of limited liability may cause the partnership to be transformed
into a corporation for income tax purposes. Treas. Reg. § 301.7701-2(a) (as amended in
1977).
31. NEB. REV. STAT. § 67-253 (Reissue 1990).
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Thus, if the limited partners participate in the management and operation of the limited partnership, they may be viewed as general partners and might therefore become personally liable for the debts of the
partnership. Second, as with C corporations, S corporations, and Limited Liability Companies ("L.L.C."), limited partnerships are prohibited from owning real estate used in farming or ranching, or engaging
in farming or ranching operations in the state of Nebraska, unless the
limited partnership is owned by family members or a trust created for
a family member's benefit, who are related within the fourth degree of
kinship. 3 2 Finally, the limited partnership may be ineligible for use of
the cash method of accounting as discussed in the partnership
3
section. 3
C CORPORATION

(1) Nontax Considerations
A C corporation is a separate taxable entity organized under the
laws of a particular state and taxable under Subchapter C of the I.R.C.
There are various nontax considerations in choosing the corporate
form of entity for a particular farming or ranching operation. Foremost is the limited liability protection that a corporation offers. This
is particularly advantageous where the farm or ranch operation is
heavily leveraged. However, where there are personal guarantees, as
is typically the case, the corporate advantage of limited liability is
somewhat illusory.
Another advantage of operating in corporate form is free transferability of interests. Ownership of a C corporation is evidenced
through shares of stock, which can be transferred without selling the
farm assets and/or business.
A disadvantage of the corporate form is decreased flexibility.
Ownership and rights to corporate assets, as evidenced by shares of
stock, cannot be changed except through a change in stock ownership.
Corporations also increase reporting requirements such as shareholder and/or board meetings. Finally, as previously noted, the Nebraska Constitution prohibits corporate ownership of farmland unless
the corporation is owned by family members, or a trust created for 34a
family member's benefit, related within the fourth degree of kinship.
These added responsibilities and limitations may make operating a
farm in corporate form more costly and burdensome, particularly for
the small farmer.'
32. See NEB. CONST. art. XII, § 8(1).
33. See supra notes 19-28 and accompanying text.
34.

NE.B. CONST. art. XII, § 8(1).
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(2) Income Tax Considerations
(a) Rate Differential. .When considering organizing a farm or
ranch as a corporation, of primary concern in the area of income tax
considerations is the income tax liability of a corporation as opposed to
a sole proprietor or pass-through entity alternative. A corporation is
recognized as a separate entity for purposes. of taxation under the
I.R.C. As such, it is subject to income tax just as a sole proprietor
would be.
Currently, corporate and individual income tax rates are as
35
follows:

Adjusted Gross
Over
$0.00
$36,900.00

Individual Tax Rate
Income
Under
$36 ,900.00 15%
$89 ,150.00 $5,535
$36,900+ 28% of the amount over

$89,150.00

$140 ',000.00

$140,000.00

$250 ,000.00

$2,500,000.00

-

$20,165 + 31% of the amount over
$89,150
$35,928.5 + 36% of the amount over
$140,000
$75,528.5 + 39.6% of the amount
over $250,000

Taxable Income
Over
Under
$0.00
$50,000.00
$50,000.00
$75,000.00
$100,000.00
$335,000.00
$10,000,000.00

$15,000,000.00
$18,333,333.00

Corporate Tax Rate

15%
$7,500 + 25% of the amount
$75,000.00: over $50,000
$13,750 + 34% of the amount
$100,000.00 over $75,000
$22,250 + 39% of the amount
$335,000.00 over $100,000
$113,000 + 34% of the amount
$10,000,000.00 over $335,000
$3,400,000 + 35% of the amount
$15,000,000.00 over $10,000,000
$5,150,000 + 38% of the amount
$18,333,333.00 over $15,000,000
35%

In prior years, the rate differential between corporate and individual
income taxes was much greater. As a result, most practitioners would
recommend the corporation as the choice of entity based on income tax
considerations alone. However, recent tax reform acts (including the
Tax Reform Act of 1993) have narrowed this disparity considerably.
35.

INFORMATIONAL COPIES OF FEDERAL TAX

FoRMS (1993 Package X).
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Under the tax rates in effect for the year ending December 31, 1993,
corporate tax rates on earnings less than approximately $115,000 will
result in lower income tax liability than individual rates. However,
with earnings greater than $115,000, this advantage reverses, and
earnings taxed at individual rates will result in decreased tax. This
would indicate that farming or ranching operations that consistently
report small earnings or losses on their income tax returns would be
better suited as corporate entities. However, focusing on this rate differential may be somewhat illusory. The rate differential does not
take into account the fact that taxable income may be computed differently for individuals than it is for corporations. In addition, it fails to
account for the additional tax imposed on individuals when the earnings are distributed out of the corporation in the form of dividends.
(b) Computation of Taxable Income. As stated above, focusing on
the rate differentials fails to account for the differences in computation
of taxable income for corporations as opposed to individuals. For instance, one of the great income tax planning techniques regularly used
by many farmers is their ability to report income under the cash
method of accounting. 36 The I.R.C. limits the use of the cash method
for C corporations. 3 7 Although the I.R.C. provides an exception for C
corporations engaged in any farming business, several additional tax
provisions have been enacted in recent years which severely limit the
cash method of accounting for corporate farming operations. 38 For instance, farm corporations with gross receipts over $1,000,000
($25,000,000 in the case of a family corporation) are prohibited from
39
using the cash method of accounting.
Under the accrual method of accounting, a corporate farming operation is required to recognize income when all events have transpired that establish the right to receive such income, and the amount
thereof can be fixed with reasonable accuracy. 40 Thus, a corporate
farming operation under the accrual method must include farm income in gross income when earned, regardless of when payment is received. Corporate farmers under the accrual method must also
compute income using inventories. At the end of the taxable year, expenses from producing livestock and from crops on hand have to be
included in inventories. 4 1 Finally, deductions are allowed only for the
taxable year in which all the events have occurred that establish the
36. L. William Schmidt, Jr., et al., Farming and Ranching in Corporate Form, 20
REAL PROP. PROB. & TR. J. 777, 812 (Fall 1985).
37. See I.R.C. § 448(a)(1) (1988).
38. See id. § 448(b)(1).
39. Id. § 447(d)(1).
40. Treas. Reg. § 1.446-1(c)(1)(ii)(A) (as amended in 1970).

41. 413-2d Tax Mgmt. (BNA), Farmingand Ranching - Tax Accounting, at A-49.
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liability giving rise to the expenditure, and the amount thereof can be
ascertained with reasonable accuracy. 4 2 Thus, farm business expenses are deductible in the taxable year in which the corporate
farmer becomes liable for the expense, whether or not the expense has
been paid.
In addition to the difference between cash and accrual accounting
methods, computation of taxable income also differs with respect to
recognition of capital losses. For example, a corporation can deduct
capital losses only to the extent of capital gains.43 If capital losses
exceed capital gains, the loss can be carried back three years and carried forward five years. 44 If the loss is not utilized in those years, the
loss can never be utilized. An individual can offset ordinary income
with capital losses to the extent the losses do not exceed $3,000. 45

These losses cannot be carried back; however, they can be carried forward indefinitely. 46 Thus, if a farmer or rancher expects to incur substantial capital losses, the farmer would be advised to select an entity
other than the C corporation if the farmer wishes to carry forward
capital losses indefinitely.
(c) Double Taxation. As stated earlier, income distributed to
shareholders of a corporation is subject to an additional tax at the in47
dividual level to the extent of the corporation's earnings and profits.
Most corporations engaged in farming and ranching seek to avoid this
double taxation by using several alternatives to dividend distributions. Corporations often choose between three deductible expenditures: (1) interest payment on debts where shareholders are creditors;
(2) rental payments for shareholder assets used in the business; or
to the shareholders and shareholders' family
(3) compensation
48
members.
(i) The first alternative is to set up a loan between the shareholder and the corporation. Additional earnings in the form of interest could then be paid out to the shareholder, with the corporation
receiving an interest deduction and the shareholder including the interest in gross income. However, care must be given with this alternative in light of the recharacterization rules which allow the Internal
Revenue Service ("I.R.S.") to recharacterize debt as equity depending
on the facts and circumstances of the particular case. 4 9 Where the
42.
43.
44.
45.

Treas. Reg. § 1.446-1(c)(1)(iiXA) (as amended in 1970).
I.R.C. § 1211(a) (1988).
Id. § 1212(a)(1)(A)-(B).
Id. § 1211(b)(1).

46. Id. § 1212(b).
47.
48.
49.

Id. § 301(c)(1).
Schmidt, Jr., 20 REML PROP. PROB. & Ta. J. at 814.
See I.R.C. § 385(a) (Supp. IV 1992).
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debt is reclassified as equity, interest paid is considered to be a distribution and taxable as a dividend. 50
(ii) Second, the corporation may minimize income by establishing
the fair market value of rents for assets held by the shareholder individually and leased to the corporation for farming operations. This
alternative is discussed below in the section regarding ownership of
51
real estate.
(iii) The final, and most common, alternative is to pay out the corporation's earnings in the form of compensation. A, corporation is allowed a deduction for compensation if that compensation is: (1) paid
or-incurred throughout the taxable year in operating a trade or business; (2) reasonable in amount; and (3) given for services actually provided. 5 2 If the amounts paid in compensation exceed what the I.R.S.
considers to be a reasonable amount, it may treat the excess as a dividend. 53 Alternatively, the farm corporation may elect to retain its
earnings and profits. However, failure to distribute sufficient earnings and profits may subject the corporation to an excess accumulated
4
earnings tax.5
(3) Ownership of Real Estate
Closely tied to the tax and non-tax considerations is the ownership of real estate. Most farming or ranching operations rely heavily
on the use of land.55 As a result, farmers either own or lease substantial amounts of land. When a farm or ranch operation contemplates
incorporating, consideration must be given to the effect of the incorporation on real estate. Transferring land to a farm corporation may be
desirable for a variety of reasons, the majority of which center on estate planning considerations. For instance, transferring land to a corporation allows for land ownership to be transferred in fractional
shares, without fractionalizing the land. In addition, transferring the
real estate to the corporation will ensure assets are available to redeem the stock in case of the death of the majority shareholder or dissolution of the corporate entity. Transferring land may also be
50. I.R.C. § 385(a)-(b) (1988). Reclassification of debt as equity may pose a problem
to corporat ions taxable under Subchapter S in that reclassification may result in creation of a second class of stock which would result in disqualification. Id. § 1366(a)(1)(A)
(1988).
51. See infra notes 55-58 and accompanying text.
52. See I.R.C. § 162(a)(1) (1988).
53. Treas. Reg. § 1.162-8 (as amended in 1992).
54. I.R.C. § 531 (1988). Under this section, if a corporation fails to distribute sufficient earnings and profits as defined under I.R.C. § 535, the corporation is subject to an
accumulated earnings tax of 39.6 percent of the accumulated taxable income. I.R.C.
§ 531 (1993).
55. Schmidt, Jr., 20 REAL PROP. PROB. & TR. J. at 792.
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beneficial. for business reasons. For instance, transferring the real estate subject to its liabilities would make the corporation responsible
for paying off the indebtedness, thus providing limited liability to the
shareholders in the event of default. However, a personal guarantee
may mitigate this advantage.
Transferring ownership of real estate to the corporate entity may
not, however, be beneficial from an income tax perspective. 56 In most
farming operations, the farmer has acquired the.land through inheritance, or has bought the land at an extremely, low cost. Either way,
the farmer may have negligible basis in the real estate when compared with the real estate's fair market value. If the real estate never
leaves corporate solution, the unrealized gain never becomes a problem. However, if the real estate is later sold, or the corporation is liquidated, this unrealized gain could result in substantial capital
57
gain.
To avoid this potential gain recognition, the farmer could retain
ownership to the land outside of the corporation, and lease the land
back to the corporation for its farming operations. Such a long term
lease agreement provides an alternative means of compensating the
farmer for the use of land, thus reducing the C corporation's earnings
and profits. Furthermore, the farmer has the ability, through the
lease agreement, to allocate between the corporation and the individual the burden of paying expenses attributable to the land providing
for a reliable, steady form of income.
Whereas, prior to the enactment of the Limited Liability Company Act, a farmer would opt to retain ownership of the land outside
corporate solution, the passage of the Act may now provide 'aviable
alternative for land ownership. The L.L.C. may allow for corporate
the substantial income tax eftype ownership of real estate without
58
fects upon subsequent distribution.
(4) Fringe Benefits.
A final consideration of corporations is the availability of the
fringe benefit rules. Under these rules, the corporation can provide to
an employee each year group term life insurance coverage of up to
$50,000 without including the cost of coverage in the employee's gross
income.5 9 This exclusion from gross income does not iffect the employer's deduction.. Similarly, gross income does not include the
56.
57.
uted at
58.
59.

Schmidt, 20 REAL PROP. PROB. & TR.J. at 797.
Id. at 799. Upon distribution or liquidation, property is deemed to be distribfair market value. I.R.C. § 301(b)(1) (1988).
See infra notes 85-95 and accompanying text.
I.R.C. § 79(aXl) (1988).
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amounts paid to a person for reimbursement for costs of medical
care.6 0 These and other fringe benefit exclusions are available to employees only. Thus, such exclusions are not available to sale proprietorships and partnerships, as well as a two percent shareholder in an
61
S corporation.
S CORPORATION

An alternative form of entity that avoids some of the problems
inherent in C corporations is the subchapter S corporation. An S corporation, like the C corporation, provides for limited liability to its
shareholders. However, unlike a C corporation, the S corporation also
provides for pass-through income tax treatment. Unfortunately, the S
corporation is subject to numerous restrictions under the I.R.C. which
may decrease its attractiveness as a choice of entity for farming
operations.
(1) Nontax Considerations
The S corporation provides the advantage of limited liability to its
shareholders. The S corporation also provides for free transferability
of interest because it is recognized in most states as a corporate entity
whose ownership is transferable through stock certificates.
Despite its advantages, the S corporation contains numerous restrictions under the I.R.C. which may create difficulties for farm or
ranch operations. 6 2 An S corporation cannot have more than thirtyfive shareholders, nor can these shareholders be corporations or nonresident individuals. 63 Also, trusts which do not meet certain requirements of the I.R.C. are ineligible. 6 4 The thirty-five shareholder
limitation may create difficulties when the farm or ranch operation
involves more than three generations. S corporations are also limited
to a single class of stock. 6 5 Differences in voting rights are authorized,
provided all the outstanding shares have the same rights in the profits
66
and assets of the corporation.
60. Id. § 105(b).
61. Id. § 1372(a); see 700 Tax Mgmt. (BNA), Choice of Entity, at A-89.
62. Some of these restrictions may soon be eliminated under the S Corporation
Reform Act of 1993, introduced this past November, by Senator David H. Pryor and
Senator John Danforth. Under the bill, tax exempt organizations, financial institutions,
and nonresident aliens would be eligible to be shareholders of S corporations. It would
not, however, in its present form allow LLCs, partnerships, or other S corporations to be
shareholders. 1994 D.T.R. (BNA) 72 d13.
63. I.R.C. § 1361(b)(1) (1988).
64. Id. § 1361(c)(2)(A).
65. Id. § 1361(b)(1)(D).
66. Treas. Reg. § 1.1361-1(1)(1) (1992).
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Thus, if all shares of stock of an S corporation have identical
rights to distribution and liquidation proceeds, the corporation may have voting and nonvoting common stock, a class of
stock that may vote only on certain issues, irrevocable proxy
agreements, or groups of shares that differ with6 7respect to
rights to elect members of the board of directors.
This ability to have different voting rights may be advantageous in the
farming context, where an older generation desires to keep voting control while simultaneously shifting income and sharing equity with the
68
next generation.
In addition to shareholder and stock limitations, the S corporation
is subject to termination if the corporation has subchapter C earnings
and profits and has passive investment income greater than twentyfive percent of gross receipts for three consecutive years. 6 9 Where a
farm or ranch operation was previously incorporated under subchapter C and is currently engaged in a sharecropping arrangement in
which the farmer does not actively participate, this automatic termination provision may prove hazardous. Finally, the S corporation is
also subject to the ownership restrictions under the Nebraska Constitution. Thus, all S corporation shareholders must be within the fourth
degree of kinship to own real estate for the purpose of farming or to
70
engage in farming operations.
(2) Tax Considerations
Unlike a C corporation, the S corporation is generally not subject
to income tax at the corporate level. 7 1 Rather, the S corporation's income is passed through to its shareholders so that the S corporation
shareholders' tax liability is determined by taking into account each
shareholder's pro rata share of the corporation's: (1) separately stated
income items, deduction, loss, or credit; and (2) income or loss which is
not computed separately. 72
67. Id.
68. Schmidt, Jr., 20 REAL PROP. PROB. & TR. J. at 790.
69. I.R.C. § 1362(d)(3)(A)(i) (1988).

70. NEB. CONST. art. XII,

§ 8(1).

71. Exceptions include certain income items such as built-in gains. In addition,
although S corporations are not recognized as a separate taxable entity for federal in-

come tax purposes, S corporations may be recognized as separate taxable entities for
state income tax purposes. Thus, prior to forming a farming or ranching operation as
an S corporation, research as to the state income tax liability should be conducted. In
addition, certain states impose additional net worth and/or franchise taxes on corporations which may generate substantial state tax liability. Currently, the state of Nebraska has adopted the applicable S corporation provisions of the Internal Revenue
Code. As such, the S corporation is a pass-through entity for state income tax purposes
in the state of Nebraska. See NEB. REv. STAT. § 77-2734.01 (Supp. 1993).
72. I.R.C. § 1366(a)(1) (1988).
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* There are several advantages to the pass-through treatment afforded subchapter S corporations. First, pass-through treatment
avoids the double taxation of a C corporation. However, as noted earlier, the avoidance of double taxation may or may not be advantageous, depending on the corporation's level and method of computing
taxable income. Second, pass-through treatment ensures the character of those items constituting the shareholder's pro rata share will be
the same at the shareholder and corporate levels. 7 3 Thus, capital
losses incurred by an S corporation can be passed-through to the
shareholder to offset ordinary income. 74 Similarly, I.R.C. section 1231
gains and losses pass-through separately to the shareholders and are
then aggregated with the shareholder's section 1231 gains and
75
losses.
The farmer or rancher may also use the subchapter S corporation
to shift income from higher to lower income taxpayers. S corporation
stock may be transferred from higher bracket taxpayers to lower income bracket taxpayers to effectuate this shifting of income. Such income shifting techniques, however, are subject to rules similar to that
of family partnerships. Thus, the key to such income shifting tech76
niques is to maintain an arms-length transaction at all times.
The advantages of pass-through treatment for S corporations are
not as great as those for a partnership. In an S corporation, items of
income, deductions, loss, and credits must be distributed on a per
share per day basis. 77 Because of this limitation, S corporations do
not allow for special allocations. In addition, although the S corporation shareholder may deduct items of income and loss to the extent of
the individual's basis in the S corporation, the S corporation shareholder's basis does not include the individual's share of the S corporation's liabilities. Rather, the shareholder's basis in the stock is the
shareholder's initial capital contribution, plus or minus any subsequent income or loss, plus or minus any subsequent shareholder contributions or distributions, plus or minus any shareholder
indebtedness to the corporation. 78 These restrictions may prevent the
deduction of losses if operating in S corporation form. Thus, if the
farm or ranch operation consistently operates at a loss, the farm or
ranch may wish to consider an alternative choice of entity.
73. Id. § 1366(b).
74. Id. § 1211(b).

75. Id § 1231(1)-(2).
76. For an in-depth discussion on income shifting through the use of Subchapter S
Corporations, see Roger A. McEowen Planningfor the Tax Effects of Liquidating and

Reorganizing the Farm and Ranch Corporation,68 N.D. L. REV. 467,(1992).

77. I.R.C. § 1366(a)(1) (1988).
78. Id. § 1367(a).
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Finally, S corporations are exempt from the requirement that corporations engaged in the trade or business of farming report their income under the accrual method of accounting. 79 Thus, S corporations
can elect to use the cash method of accounting.
LIMITED LIABILITY COMPANY

(1) Nontax Considerations
The L.L.C. is a hybrid entity which offers the farming or ranching
operation a new alternative that combines the most attractive characteristics of all four previously discussed alternatives. Unlike a limited
partnership, in which a general partner must remain liable, the L.L.C.
provides limited liability for all members.8 0 In addition, L.L.C. members do not jeopardize their limited liability status by participating in
management and operation of the farm. 8 ' Consequently, the L.L.C.
provides the farming operation the greatest flexibility, outside the sole
proprietorship, in structuring the organization with respect to capital
and management interests.
The L.L.C. can also have an unlimited number of shareholders
and unlimited classes of interests, provided the L.L.C. has at least two
members.8 2 In addition, unlike an S corporation, the L.L.C. can have
members who are not individuals and can provide for differing interests for older and younger generations. Finally, the L.L.C. provides
its members with pass-through income tax treatment similar to that
of a partnership or S corporation, without a per share per day
restriction.
However, there are several disadvantages to the use of L.L.C.s for
farming. As noted earlier, and consistent with the other entity alternatives, L.L.C. members must be within the fourth degree of kinship
to be eligible to hold real estate used for farming operations or to engage in farming or ranching in the state of Nebraska.8 3 A second disadvantage is the relative uncertainty of treatment in multistate
operations. As of August of 1994, thirty-eight states have passed
L.L.C. statutes or statutes recognizing L.L.C. entities.8 4 In those
states without such statutes, it is unclear whether: (1) the limited liability of the L.L.C. will be respected; and (2) the L.L.C. will be taxed as
a corporation or as a partnership in those states. Finally, although
Id. § 447(c)(1).
See NEB. REV. STAT. § 21-2612(l) (Supp. 1993).
81. Id. The Limited Liability Company Act allocates management of a limited liability company in proportion to the members' contribution of capital. NEB. REV. STAT.
§ 21-2615 (Supp. 1993).
79.
80.

82.

NEB. REV. STAT. § 21-2605 (Supp. 1993).

83. L.B. 845, Neb. Unicameral, 93d Leg., 2d Sess., § 26 (1994).
84. 1994 D.T.R. (BNA) 164 d16.
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organization as a L.L.C. is generally tax free if the farm previously
operated as a sole proprietorship or partnership, there is virtually no
way the L.L.C. can be formed tax free if the farm is currently operated
as a corporation.
(2) Income Tax Considerations
Whether a L.L.C. will be taxed as a partnership or a corporation
depends on whether it is classified as an "association" for federal income tax purposes. s5 As previously noted, whether an entity is taxable as an association depends on the presence or absence of the
following characteristics: (1) associates; (2) an objective to carry on
business and divide the gains therefrom; (3) continuity of life; (4) centralization of management; (5) limited liability; and (6) free transferability of interest. As all business entities have associates and are
presumed to carry on the business for profit, the taxability of a L.L.C.
as a partnership depends on whether it lacks two of the remaining
four characteristics.
Many states have enacted what are commonly referred to as "builet proof" statutes. A L.L.C. formed under a "bullet proof" statute is
guaranteed (through supporting private letter rulings) to be taxed as a
partnership for federal income tax purposes. However, in other states
whether a L.L.C. is taxed as a partnership depends not on the statute
but on how the individual L.L.C. is structured. Under the Nebraska
Limited Liability Company Act, as amended, a Nebraska L.L.C. lacks
of interest.
continuity of life and arguably lacks free transferability
86
partnership.
a
as
taxed
be
should
Thus, a L.L.C.
Assuming the Nebraska L.L.C. is taxed as a partnership, the
L.L.C. offers numerous tax advantages over C corporations and S corporations. The L.L.C. provides for pass-through income tax treatment
similar to that of a partnership. As such, the L.L.C. has the same tax
advantages as that of a partnership, such as items of income, loss,
deduction and credits subject to a single level of tax; retention of the
85. Treas. Reg. 301.7701-2(a)(1) (as amended in 1983).
86. See NEB. REV. STAT. § 21-2615 (Supp. 1993) (allowing L.L.C. to determine centralization of management issue). L.B. 884, Neb. Unicameral, 93d Leg., 2d Sess., § 37
(1994) (prohibiting continuity of life absent consent of members). Nebraska L.L.C.s by
definition have the corporate characteristic of limited liability. Under the Nebraska Act
as originally enacted, a Nebraska L.L.C. could continue after the death, retirement,
resignation, or expulsion of a member if at least two-thirds of the remaining members
consented to continuing the business. Previous I.R.S. Private Letter Rulings indicated
that the requirement of unanimous consent of all shareholders to continue the business
resulted in lack of continuity of life. However, where an L.L.C. required only a majority
to consent to continuation, the Internal Revenue Service held the L.L.C. possessed continuity of life. Based on this disparity, the Nebraska legislature amended the Nebraska
Act to provide that the L.L.C. will continue only upon the consent of a "majority in
interest," which has been held to lack continuity of life by the Internal Revenue Service.
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same character at the L.L.C. level as at the individual member level;
and the ability to specially allocate items of income, loss, deduction
and credits. In addition, presumably the members of a L.L.C. can increase their basis in the L.L.C. by their share of the L.L.C.'s debts.
This presumption is predicated on the fact that L.L.C.s are treated the
same as partnerships for income tax purposes. Under the partnership
provisions, recourse liabilities are allocated in full to the general partners.8 7 The nonrecourse liabilities are allocated to all partners, general and limited, in proportion to their partnership interests.8 8 As a
L.L.C. has no general partner, all liabilities should be viewed as nonrecourse, and consequently allocable to all members in proportion to
their membership interests.8 9 However, the availability of all L.L.C.
debts to increase the L.L.C. member's basis has not yet been tested
and there is still considerable speculation as to its treatment.
The L.L.C. should also be eligible to use the cash method of accounting. Prior to Private Letter Ruling 9321047, there was considerable speculation as to the availability of the cash method for L.L.C.s.
Many commentators suggested that L.L.C. members should be viewed
as limited partners, and, as such, the L.L.C. should be considered a
syndicate which is ineligible for the cash method of accounting. The
I.R.S. has held that a general law partnership which proposed to convert to a L.L.C. was not prohibited from using the cash method after
conversion, provided all members would be engaged in the practice of
law in the newly formed L.L.C. and would participate in its management.90 This implies a farming L.L.C. could use the cash method of
accounting, provided all members engage in the business of farming
and participate in its management. However, if the farming L.L.C.
has inactive members, the L.L.C. could possibly be ineligible for the
cash method if more than thirty-five percent of its losses are allocated
to such inactive members. 9 1
Unlike S corporations, distributions of appreciated assets do not
cause the recognition of gain or loss at the L.L.C. level. 9 2 This is of

particular significance to farm or ranch operations. A farm or ranch
operation may have opted to retain ownership of land outside the corporate entity. With the enactment of the L.L.C., the farmer may now
contribute the land to an entity that provides corporate limited liabil87.

Priv. Ltr. Rul. 90-10-027 (Dec. 7, 1989); Treas. Reg. § 1.752-2 (1991); see Robert

Crnkovich, et al., Limited Liability Companies: A Tax Perspective, 9 TAX MGMT. REAL
ESTATE J. 111 (June 1993) (defining recourse liability)
88. Treas. Reg. § 1.752-3 (1991).
89. Robert Crnkovich, et al., Limited Liability Companies: A Tax Perspective, 9
TAx MGMT. REAL ESTATE J. 111 (June 1993).
90. Priv. Ltr. Rul. 93-21-047 (Feb. 25, 1993).
91. Id.
92. 700 Tax Mgmt. (BNA), Choice of Entity, at A-8.
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gain if the farmer
ity to all members without fear of a sizable capital
93
wishes to distribute the land at a later date.
One final consideration with respect to L.L.C.s is the liability of
its members for social security tax. Under the partnership provisions,
a general partner's distributive share of income is included in net
earnings from self-employment. A limited partner excludes the partner's distributive share of income unless the "income is received as
guaranteed payments, such as salary and professional fees for services
performed during the year."9 4 It is unclear at this point whether the
I.R.S. will require the L.L.C.'s distributive share of income to be included in a member's net earnings from self-employment. Presumably, as there is no general partner in a L.L.C., the distributive share
would not be included. However, some practitioners speculate that
the inclusion in net earnings from self-employment of a L.L.C. member will depend' on the extent of that member's participation in the
L.L.C.'s management.
ESTATE PLANNING
Tax professionals should always address estate planning considerations when recommending a business entity to a client. This is
particularly true when the client engages in the business of farming or
ranching, because these businesses often rely on "family" for labor,
management, and capital. Estate planning considerations are also
important to farmers and ranchers because of the increasing importance of achieving economies of scale to remain profitable. Thus, the
two overriding considerations in estate planning for farmers and
ranchers are ensuring that the business succeeds to one or more family members and the business assets remain undivided. Other important considerations include minimizing estate taxes, retaining
centralized management, preserving cash flow to meet the needs of
retiring farmers, and providing equitable inheritance to those who
wish to participate in the daily operation of the farm as well as those
who have dedicated their lives to other pursuits. 95 With these considerations in mind, we evaluate the sole proprietorship, the corporation,
93. I.R.C. § 721(a) (1988) (providing, in general, that no gain or loss is attributed to
a partner upon contribution of property to a partnership in exchange for a partnership
interest.. The partner receives a basis in the partnership interest equal to the adjusted
basis of the property contributed); id. § 732(a)(1)-(2). The basis of property distributed
from a partnership to a partner is the adjusted basis of the property in the hands of the
partnership. A partner recognizes gain only to the extent the adjusted basis of the property exceeds the partner's basis in his/her partnership interest. I.R.S. § 732(a)(1)-(2)
(1988).
94. 700 Tax Mgmt. (BNA), Choice of Entity, at A-90.
95.

DONALD H. KELLEY & DAVID A. LuDTKE, 1 ESTATE PLANNING FOR FARMERS AND

RANCHERS §§ 2.01-2.06 (2d ed. 1980).
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the partnership, and the limited liability company ("L.L.C.") as estate
planning vehicles.
SOLE PROPRIETORSHIP

(1) Advantages
The main advantage of the sole proprietoiship, from an estate
planning perspective, is the owner's control over the major capital decisions of the business. This is important to preserve the sole proprietor's investment in the business and future earnings capacity.
The sole proprietorship also offers several estate planning benefits that other entities do not provide. For example, the executor of a
sole proprietor's estate may elect an alternate value for real estate
used in farming or farming operations. 96 Whereas most property included in the gross estate of a decedent is valued at its fair market
value at the date of death, 9 7 an executor may elect to value "qualified
real property" (including real estate utilized as a farm for a farming
purpose) at the value for which it qualifies, rather than its highest and
best use, for estate tax purposes. In the case of farm property that has
increased in value due to encroachment of a city, this may result in
substantial estate tax savings.
. Another estate planning benefit available to the sole proprietor is
that the basis of assets acquired from the decedent is equal to the fair
market value of the property at the date of death. 98 This provision
increases the depreciable basis of property in the hands of the legatee
if the property has an adjusted basis below its fair market value. In
the case of corporate stock, partnership interests, and L.L.C. membership interests, Internal Revenue Code ("I.R.C.") section 1014(a) increases the basis of the ownership interest, not the basis of the
underlying assets.
(2) Disadvantages
The sole proprietorship accomplishes few estate planning objectives that cannot be achieved by using some other entity. For example, although the sole proprietor maintains control over all major
capital decisions of the business, the majority owner of a corporation,
the general partner in a limited partnership, the managing partner in
a general partnership, and the managing member of a limited liability
company also enjoy this estate planning benefit.
96.
. 97.
98.

I.R.C. § 2032A (1988).
Id. §§ 2031(a), 2032A(b)(2).
Id. § 1014(aXl).
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The other entities also offer estate planning opportunities to
which the sole proprietor has limited or no access. For example, the
majority owner of one of the business entities is in a much better position to minimize estate taxes. All assets owned by the sole proprietor
will pass through his or her estate due to the legal relationship of the
absolute owner to the properties used in the business, resulting in the
highest estate taxes. By contrast, the majority owner of an entity only
includes the value of the business interest in his or her gross estate.
Thus, a majority owner of a corporation, partnership, or L.L.C. may
reduce his or her gross estate through gifts of business interests.
It is also difficult for the sole proprietor to ensure that the business remains undivided to achieve economies of scale. The fair market value of assets used in the business often vary greatly with a
substantial majority attributable to the land. To provide an equitable
inheritance, the sole proprietor must often subdivide the land and distribute the assets. Under this scenario, it is highly unlikely that the
legatees will rejoin the assets to operate the farm or ranch. On the
other hand, owners of stock, partnership interests, and L.L.C. interests may provide an equitable inheritance through partial, undivided
interests in all assets used in the business.
C CORPORATIONS

(1) Advantages
Farmers and ranchers can use the C corporation to meet many
estate planning objectives. Most importantly, the business survives
the death of any shareholder because the C corporation has continuity
of life. In contrast, the partnership and L.L.C. terminate at the death
of a partner or member unless the remaining partners or members
agree to continue the business. Thus, the C corporation helps farmers
and ranchers achieve economies of scale, because the business remains undivided from generation to generation.
The owner of a C corporation may also ensure that the business
remains "in the family" through gifts and bequests of stock, stock restrictions, and buy-sell agreements. Furthermore, the majority owner
can control all major capital decisions, delegate responsibility for daily
operations, and minimize estate taxes.
C corporation shareholders may transfer ownership of the business through gifts of stock to children. If the value of the gift of the
stock is less than $10,000, the transfer escapes both gift and estate
taxes. 99 On the other hand, the sole proprietor must transfer assets to
the children to accomplish the same goal. This is much more difficult
99. Id. § 2503(b).
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because the value of assets vary widely and the sole proprietor loses
control over the asset he or she gave to a child, but the owner of a
corporation retains control over all assets so long as he or she retains
voting control of the corporation.
Other planning opportunities involving corporate stock include
recapitalizing the corporation, drafting buy-sell agreements, and contributing the stock to trusts.
(a) Recapitalization. A majority shareholder of a C corporation
may reduce estate taxes through a recapitalization of stock in what is
known as the "estate freeze." To successfully complete an estate
freeze, the parents exchange their common stock for a combination of
new common stock and preferred stock in a tax-free recapitalization. 10 0 The parents retain the preferred stock and give the common
stock to the children. In a traditional estate freeze, the tax planner
assigned a significant portion of the value of the entire business to the
preferred stock, while little or no value was assigned to the common
stock. The preferred stock received a fixed redemption value and dividend rate, a preference for dividends and liquidation proceeds, and
often retained voting control. The common stock provides the younger
generation with a subordinate right to dividends and liquidation proceeds and the right to all future appreciation. This transaction "froze"
the value of the preferred stock that was later included in the parents'
estate and transferred the future appreciation of the business to the
children with little or no gift tax.
The estate freeze accomplishes several estate planning objectives. 10 1 First, the transaction reduces estate and gift tax liability by
shielding future appreciation from the tax base. Second, parents
could ensure a steady stream of income for retirement by requiring
fixed dividend rights, a fixed redemption value, and a preference as to
dividends and liquidation proceeds. Third, the parents could retain
control over major capital decisions through voting control.
In 1987, Congress responded to a perceived abuse in undervaluation of the common stock for gift tax purposes by enacting I.R.C. section 2036(c).10 2 Section 2036(c) treated a transferor as though he or
she retained an interest in the transferred common stock.10 3 Therefore, the common stock was included in the transferor's estate. 10 4 Section 2036(c), in essence, disregarded the estate freeze and taxed the
decedent as though the transaction never occurred.
100. Id. §§ 354(a)(1), 368(a)(1)(E).
101. For a detailed discussion of the estate freeze, see 835 Tax Mgmt. (BNA), Estate
Freezes, at A-1.
102. See I.R.C. § 2036 (1988).
103. See id. § 2036(c).
104. Id. § 2031(a).

CREIGHTON LAW REVIEW

[Vol. 28

Congress repealed section 2036(c) after receiving substantial criticism from the business community and replaced the repealed statute
with new provisions.10 5 The new provisions focus on the value of the
interests actually retained by the transferor. Essentially, the value of
the retained interest is subtracted from the value of the corporation to
arrive at the value of the interest transferred. The value of the transferred interest is subject to the gift tax. The value of the retained interest may be included in the gross estate. Thus, while the tax
benefits of the estate freeze remain available to C corporation shareholders, those benefits are now limited.
(b) Buy-sell Agreements. C corporation shareholders may use
buy-sell agreements to achieve estate planning objectives. Buy-sell
agreements provide liquidity to retiring shareholders or their estates
and may transfer the business to the remaining shareholders or other,
friendly purchasers. The two most common buy-sell agreements are
"cross-purchase" agreements and "redemption" agreements. Under a
cross-purchase agreement, the remaining shareholders of the corporation acquire the withdrawing shareholder's interest from that person,
or his or her estate, for a purchase price determined under the contract. The remaining shareholders are responsible for funding the
purchase price under a cross-purchase agreement. On the other hand,
a redemption agreement provides that the corporation will redeem the
shareholder's interest upon the occurrence of a specified triggering
event.
Generally, the withdrawing shareholder has section 1231 gain or
loss resulting from the sale of a capital asset under a cross-purchase
agreement. If the triggering event is the death of the shareholder, the
basis of the stock is equal to its fair market value under I.R.C. section
1014(a) and there will normally be no resulting gain. However, the
decedent must include the fair market value of the stock in his or her
gross estate. The purchase price under cross-purchase and redemp-'
tion agreements does not fix the fair market value of the stock for estate tax purposes. 0 6s The tax consequences to purchasers under a
cross-purchase agreement are the same as those resulting from the
purchase of any other asset; the purchasers take a cost basis in the
10 7
stock.
A redemption agreement normally results in a deemed sale of the
withdrawing shareholder's stock to the corporation. 10 8 The shareholder will recognize gain to the extent that the redemption proceeds
105. See I.R.C. § 2701-04 (Supp. IV 1992).
106. 809 Tax Mgmt. (BNA), Estate Planningfor Owners of Closely Held Business
Interests, at A-II.
107. See I.R.C. § 1012 (1988).
108. Id. § 302.
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exceed his or her basis in the stock.10 9 The remaining shareholders'
respective interests will change after the redemption, but should not
result in any income tax consequences to them.
The corporation generally does not recognize loss or gain on the
distribution, with respect to its stock, of. (1) its own stock or rights of
acquisition of its stock; or (2) other property. 11 0 However, the corporation does recognize gain if it distributes appreciated property (other
than a corporate obligation) to redeem its stock.1 1 1
Corporate distributions of property with respect to stock result in
a reduction of the corporation's earnings and profits. 1 12 Cash distributions reduce earnings and profits dollar for dollar. 113 Distributions
of corporate obligations reduce earnings and profits by the face
amount of the obligation. 1 4 Distributions of other property reduce
earnings and profits by the adjusted basis of the property.1 1 5 Where
the corporation distributes appreciated property, other than corporate
obligations, earnings and profits are increased by the amount of gain
recognized and reduced by the amount of the adjusted basis of the
1 16
property distributed.
, (c) Trusts. A shareholder of a C corporation can also achieve estate planning objectives by contributing his or her interest to a trust.
The shareholder can reduce estate taxes and transfer the interest to
his or her children, while retaining an income interest for a period of
years. If the grantor survives the period of years and retains no other
interest in the trust that would require its inclusion in the gross estate, the value of the income interest. will escape estate taxes. However, the value of the remainder interest is subject to gift tax if it
belongs to a non-charitable donee other than the grantor or the grantor's spouse.
For a business owner who is charitably inclined, a gift of stock, or
some interest therein, may be an effective way to achieve estate planning goals. The most obvious method is an outright gift of the stock to
a charity. The shareholder receives a charitable deduction for the fair

109. Id. § i001.
110.' Id. § 311(a).

111. Id. § 311(b)(1).
112. Id. § 312(a). For a more detailed discussion of the effect of property distribu-

tions on a corporation's earnings and profits, see 762 Tax Mgmt. (BNA), Earningsand
Profits, at A-1.
113. I.R.C. § 312(a)(1) (1988).
114. Id. § 312(a)(2).
115. Id. § 312(a)(3).
116. Id. § 312(b)(1)-(2).
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market value of the stock for the gift tax and income tax.11 7 The gross
estate will not include the stock because the donor no longer owns the
stock or any interest therein, reducing the value of the estate. If the
gift of stock to the charity is followed by a redemption of that stock,
the shareholder also achieves the goal of retaining the ownership in
the remaining shareholders. 1 18
Instead of making an outright gift of stock to a charity, some business owners desire to retain an income' interest for retirement. This
can be accomplished by contributing the stock to a split-interest trust
in the form of a charitable remainder trust. The charitable remainder
trust accomplishes three goals: (1) the donor retains an income interest for retirement; (2) the donor accomplishes charitable goals by
utilizing a remainder interest while receiving a present income tax
charitable deduction; and (3) the trust effectively freezes the donor's
stock value for estate tax purposes, because there will be an offsetting
charitable deduction for any appreciation value included in the estate
of the donor.119
In order for contributions to qualify for income, estate, and gift
tax charitable deductions, the trust must meet the definition of a charitable remainder annuity trust ("C.R.A.T.") or charitable remainder
unitrust ("C.R.U.T."). 120 Generally, a C.R.A.T. is a trust that pays a
fixed dollar amount to one or more income beneficiaries, at least one of
which is not a charity. 12 1 On the other hand, a C.R.U.T. is a trust that
fair market value of the trust's aspays a fixed percentage of the12net
2
sets as determined annually.
A charitable lead trust, in contrast to a charitable remainder
trust, provides that the charity receives the income interest, and the
remainder interest belongs to the grantor or other non-charitable beneficiaries. This vehicle may be attractive to a shareholder who has
other means to provide for current income but wants to give the stock
to his or her children. To obtain the income or gift tax charitable deduction, the trust must provide an annual payment to the charity in
the form of a guaranteed annuity or unitrust interest. 123 The charita117 Id. § 2522; I.R.C. § 170 (1988 & Supp. IV 1992). Note that the fair market
value of ordinary income property is reduced by the amount that would be ordinary
income for purposes of the charitable contribution deduction. I.R.C. § 170(e) (1988).
118. 809 Tax Mgmt. (BNA), Estate Planning for Owners of Closely Held Business
Interests, at A-21.
119. Id. at A-23. I.R.C. §§ 2036, 2055 (1988).
120. I.R.C. § 664 (1988).
121. See id. § 664(dX1).
122. Id. § 664(d)(2).
123. Id. §§ 170(f)(2)(B), 2522(cX2)(B) (1988).
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ble deduction is generally equal to the net present value of the income
interest.124
When the remainder beneficiaries of the charitable lead trust are
individuals other than the grantor or the grantor's spouse, the remainder interest may be subject to gift tax on the date of the transfer.
Because the remainder is a future interest, the $10,000 exclusion
under I.R.C. section 2503(b) is not available. 1 2 5 A charitable lead
trust reduces transfer taxes to the grantor, because the income interest escapes the gift tax as a result of the charitable deduction, and the
remainder, including any appreciation from the date of transfer, is not
part of the estate.
(2) Disadvantages
One disadvantage of the C corporation for estate planning is the
absence of a stepped-up basis for the farm assets owned by the corporation under I.R.C. section 1014(a). Only the stock basis receives a
stepped-up value for the recipient. Thus, section 1014(a) will not increase the depreciable basis of the corporate assets.
Another disadvantage is that the C Corporation is subject to tax
at the corporate and the shareholder level. This second layer of tax
reduces assets that would otherwise be available to children through
gifts and/or inheritance.
S CORPORATION

(1) Advantages
The S corporation and the C corporation provide many similar estate planning opportunities. For example, both enjoy continuity of
life. Thus, the business will survive the death of a shareholder.
Shareholders of S and C corporations may also minimize transfer
taxes by giving stock to children in an amount below the annual exclusion under I.R.C. section 2503(b), enter into buy-sell agreements to
provide liquidity to the withdrawing shareholder or the shareholder's
estate, or minimize estate taxes by either contributing stock to certain
trusts or giving stock to children within the annual exclusion.
(a) Buy-Sell Agreements. S corporations and their shareholders
may also employ buy-sell agreements to provide liquidity to the decedent-shareholder's estate and to retain ownership among the surviving shareholders. Under a cross-purchase agreement, the
withdrawing shareholder in an S corporation is unlikely to have significant gain or loss, because the taxable income of an S corporation is
124. Id. § 7520(a).
125. Id. § 1367(a).
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taxed directly to its shareholders with an adjustment to the basis of
12 6
their stock, regardless of whether there is an actual distribution.
However, this will not be the case where the S corporation has appreciated assets, because the basis adjustments do not take into account
unrealized gain or loss.
Under a redemption agreement, the distribution in redemption of
the stock is treated as a sale or exchange. If the distribution is less
than basis and is treated as an exchange, the loss may be nondeductible, because the loss may be indirectly sustained through a sale or
12 7
exchange between related persons.
(b) Trusts. Shareholders of S corporations may also use trusts to
reduce estate taxes.
Eligible S corporation shareholders include
"grantor" trusts. 128 Thus, a C.R.A.T. and a C.R.U.T. qualify to hold S
corporation stock if the trust instrument includes provisions that
cause the grantor to be taxed on all the income earned by the trust.
Due to the limitations on S corporations, careful consideration should
be used when contributing S corporation stock to a trust.
(2) Disadvantages
The main disadvantage of the S corporation from the estate planning perspective is the limitation on one class of stock. 129 This limitation prevents the use of preferred stock as a fixed-income asset for
parents who wish to retire from farm management. It also prevents
the use of preferred stock to freeze the value of the parents' stock for
estate tax purposes. However, an S corporation may have one class of
stock with different voting rights.13 0 Thus, S corporation shareholders may recapitalize to shift management and control of the
corporation.
Another disadvantage S and C corporations share for estate planning purposes is that there is no stepped-up basis for the farm assets
owned by the corporation under section 1014(a). Only the stock basis
receives a stepped-up value for the recipient. Thus, section 1014(a)
will not increase the depreciable basis of the corporate assets.
PARTNERSHIP

(1) Advantages
Partnerships provide many estate planning advantages because
of their flexibility. The partnership agreement can limit the sale or
126.
127.
128.
129.
130.

Id. § 1367(a).
Id. § 267(a)-(b).
Id. § 1361(cX2)(A)(i); see I.R.C. § 673-77 (1988) (defining grantor trusts).
See I.R.C. §.1361(bXl)(D) (1988).
Id. § 1361(c)(4).
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exchange of partnership interests to ensure that the business remains
in the family. Partners can enter into buy-sell agreements to provide
liquidity to deceased or retiring partners. Special allocations can be
used to provide the parents with sufficient income to meet their retirement needs.
Limited partnerships provide additional advantages for estate
planning, including the estate-freeze. The partnership estate freeze is
analogous to the C corporation estate freeze: the partnership is recapitalized, and the parents take limited partner interests with liquidation and income preferences. The children take general partner
interests, capturing the value of future appreciation. Planners who
employ the estate freeze with a partnership are also subject to I.R.C.
13 1
valuation rules.
.... Partners may also give partnership interests, in whole or in part,
to children. If the value of the interest falls within the gift exclusion,
the interest will escape gift and estate tax. 132 Partnership interests
may also be structured to take into account the varying degrees of participation of the children in the business. Thus, a partner can give
general partnership interests to those who wish to actively manage
the farm and limited partnership interests to those who wish to pursue other interests.
Unlike the S corporation, there are no restrictions on who or what
may hold a partnership interest. Thus, a partner may contribute his
or her interest to a variety of trusts to reduce estate taxes, much like a
corporate shareholder.
(2) Disadvantages
The main disadvantage of the partnership from an estate planning perspective is the entity's lack of continuity of life. However, a
partnership may exist beyond the death of a partner where the partnership agreement provides that the remaining partners may elect to
continue the business. 13 3 Thus, a partnership can achieve the estate
planning objective of continuity of life in limited circumstances.
Another disadvantage to the partnership form is that the underlying assets of the partnership do not receive a stepped-up basis under
section 1014(a). Thus, a partnership interest acquired from the dece131. I.R.C. § 2701-04 (Supp. IV 1992).
132. I.R.C. § 2503(b) (1988). This exclusion may also reduce income tax liability to
the parent if the transaction meets the requirements of I.R.C. §.704 and the

Regulations.

133. NEB. REV. STAT. § 67-323 (Reissue 1990). Note that the partnership must dissolve if a partner dies or otherwise withdraws from the partnership. Otherwise the
partnership could be classified as an association taxed as a corporation under Treas.
Reg. § 301.7701-2(a).
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dent generally receives a basis equal to its fair market value, but the
basis of partnership assets remains the same. However, a partnership
may elect to adjust the basis of partnership assets following a transfer
of a partnership interest. 134 The adjusted basis of partnership property shall be increased or decreased by an amount equal to the difference between the transferee's basis in his or her partnership interest
and the transferee's proportionate share of the partnership property's
adjusted basis. 135 The adjustment to the basis of partnership prop13 6
erty effects only the transferee partner.
LIMITED LIABILITY COMPANY

(1) Advantages
The L.L.C. provides all the estate planning benefits of a partnership. The operating agreement often limits sales of membership interests; thus, members may ensure that the business remains with the
family or other friendly parties. The L.L.C. may be capitalized with
general and limited interests for members who wish to manage the
farm and those who do not wish to actively participate in the business.
Members may effectuate a valuation freeze to ensure that the parents
enjoy steady income for retirement, while the future appreciation of
the L.L.C. escapes estate tax. l3 7 The L.L.C. may allocate items to
meet the needs of individual members. Members may also transfer
interests to charitable remainder trusts and charitable lead trusts.
Members can enter into buy-sell agreements to provide liquidity to a
retiring or deceased member or to retain ownership of the L.L.C. in
the family.
(2) Disadvantages
The main disadvantage of a L.L.C. from an estate planning perspective is that the L.L.C. does not have continuity of life. Thus, to
achieve economies of scale, the L.L.C. operating agreement must provide that the members of the L.L.C. may vote to continue the business
after the death or withdrawal of a member.
Another disadvantage to the L.L.C. form is that the underlying
assets of the L.L.C. do not receive a stepped-up basis under section
1014(a). Thus, a L.L.C. interest acquired from the decedent generally
receives a basis equal to its fair market value but the basis of L.L.C.
assets remains the same. However, like a partnership, the L.L.C.
134. I.R.C. § 754 (1988).
135. Id. § 743(b).
136. Id.
137. Note that the gift tax applies to the gift of a membership interest to a child or
other non-charitable donee.
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members may elect to adjust the basis of the L.L.C. assets following a
transfer of a membership interest.138 The adjustment to the basis of
139
L.L.C. assets effects only the transferee member.
The combined advantages of L.L.C.s from both estate and business planning perspectives make the L.L.C. an attractive option for
farmers and ranchers in Nebraska.
CONVERSION TO A LIMITED LIABILITY COMPANY
Limited liability companies ("L.L.C.") are an attractive choice of
entity both from a general business perspective and an estate planning perspective. The question remains whether it is sensible to convert from your current operational structure to a limited liability
company. This section addresses the tax considerations of converting
a sole proprietorship, a partnership, a C corporation, and an S corporation to a limited liability company.
SOLE PROPRIETORSHIP

A limited liability company is treated like a partnership for federal income tax purposes. Therefore, it must be assumed that a L.L.C.
is treated like a partnership for all purposes of the Internal Revenue
Code ("I.R.C."). Thus, the tax effect of converting a sole proprietorship
to a L.L.C. is 'the same as that of an initial capitalization of a
partnership.
No gain or loss is recognized to a partnership or its partners when
property is contributed to a partnership in exchange for a partnership
interest. 140 Thus,'the contribution of property to a L.L.C. in exchange
for an interest in the L.L.C. should be tax free. However, where the
member contributes property to a L.L.C. which is subject to liability,
the contribution may be classified as a disguised sale, causing the
14 1
member to recognize gain upon contribution.
The L.L.C. member will receive a basis in the member's interest
equal to the sum of: (1) the amount of any money contributed; (2) the
adjusted basis (determined at the time of contribution) of any property
contributed; and (3) the amount of any gain recognized to the contributing partner under section 721(b). 142 As I.R.C. section 721(b) generally will not apply to the contribution of farm assets to a L.L.C., a
farmer's basis in his or her L.L.C. interest will equal the sum of the
adjusted basis of the assets and money contributed.
138.
139.
140.
141.
142.

I.R.C. § 754 (1988).
Id. § 743(b).
Id. § 721(a).
Id. § 707(a)(2)(B).
Id. § 722.
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Upon contribution of property to a L.L.C., the L.L.C. will receive a
basis in the property equal to the property's adjusted basis in the
hands of the L.L.C. member at the time of contribution. 14 3 If the property contributed had previously been put to personal use by the L.L.C.
member, the L.L.C.'s basis in the asset is limited to the lesser of the
fair market value of the assets when contributed or its adjusted basis
in the hands of the contributing member. The "personal use" provision is generally not applicable to farmers because the assets would
have been previously used by the prior farming trade or business.
Thus, the basis of most L.L.C. assets will be equal to the basis of the
assets in the hands of the contributing member.
PARTNERSHIP

The conversion of a partnership to a L.L.C. is treated the same as
a conversion of a general partnership to a limited partnership. The
Internal Revenue Service ("I.R.S.") has evaluated the tax effect of converting a general partnership to a limited partnership. 14 4 The general partnership was engaged in the business of farming and was
owned by four partners, each with an equal interest in the partnership. After the conversion, each partner retained the same interest in
the partnership's profits, losses, and capital as the partner had immediately before the conversion. The I.R.S. held that: (1) the partners
did not recognize gain or loss under I.R.C. section 741; (2) the partnership did not terminate under I.R.C. section 708; and, (3) the basis of
the partners' interest in the general partnership would carry-over to
their interest in the limited partnership, provided there was no
change in partnership liabilities under I.R.C. section 752.145 The
I.R.S. recently extended this ruling to theconversion of a general partnership into a limited liability company. 146 The I.R.S. held that, provided the interests of all partners in the profits, losses, and capital
remained the same immediately before the conversion as after the
conversion, and the business of the partnership continued, the conversion of a general partnership into a L.L.C. could be accomplished tax
free.147
Although private letter rulings are limited to the taxpayer who
requested the ruling, it is safe to say that the I.R.S. will rule that a
partnership will not terminate and that gain will be recognized only to
the extent of I.R.C. section 752, where the partner retains the same
143.
144.

Id. § 723.
Rev. Rul. 84-52, 1984-1 C.B. 157.

145. Id.
146. Priv. Ltr. Rul. 93-21-047 (Feb. 25, 1993).

147. Id.
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interest in profits, losses, and capital immediately before and immediately after conversion, and the business of the partnership is
continued.
CORPORATIONS

As previously discussed, the L.L.C. is an attractive business entity not only for startup companies but also for existing corporations.
However, as L.L.C.s are considered partnerships for federal income
tax purposes, there currently does not exist a method whereby a corporation (C or S) can convert to a limited liability company tax free.
Thus, if a farm or ranch operation currently organized as a corporation wishes to reorganize as a L.L.C., the corporation must first liquidate and then reorganize as a L.L.C. under the general provision of
initial capitalization of a partnership. This section will discuss the tax
consequences of a liquidation and subsequent contribution of a corporation to a L.L.C. and will suggest various alternative structures that
may mitigate the tax consequences of conversion.
(1) C Corporations
A corporation recognizes gain or loss upon distribution of property
to a shareholder in complete liquidation. 148 The liquidating corporation is treated as if it had sold the property to the distributee shareholder at its fair market value at the date of distribution. 14 9 Thus, the
liquidating corporation must pay tax on the difference between the
fair market value of the properties distributed and their respective
basis.
Liquidation of a C corporation will also result in tax at the shareholder level. The shareholder is treated as having received in a liquidating distribution full payment in exchange for the shareholder's
stock. 15 0 The gain recognized by the shareholder is the difference between the shareholder's basis in his or her stock and the amount of
cash and fair market value of property received upon distribution.
The character of the gain or loss is determined by the character of the
stock in the hands of the shareholder.
The liquidation of a farm or ranch corporation may result in significant income tax liability depending on the fair market value of the
property distributed and the farmer's basis in stock. The majority of
assets used in farming and ranching may contain negligible basis.
Many farmers obtain farmland through inheritance and many farm
assets such as crops and livestock are self-produced assets. The assets
148.
149.
150.

I.R.C. § 336(a) (1988).
Id.
Id. § 331(a).
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could have negligible, or no, basis. The resulting income tax liability
at both the corporate and shareholder level may force the farmer or
rancher to actually sell the farm assets in order to pay the resulting
income tax liability. As such, conversion of a farm or ranch C corporation to a L.L.C. may be cost prohibitive.
(2) S Corporations
S corporations are subject to the provisions of Subchapter C to the
extent the provisions are not inconsistent with Subchapter S.151
15 2
Thus, liquidation of a S corporation may result in gain recognition.
However, unlike C corporations, the liquidation of a S corporation will
result in a single level of tax due to the pass-through income tax treatment afforded Subchapter S corporations. Gain recognized in the liquidation of a S corporation results in an increase in the shareholder's
basis of stock. Thus, the subsequent distribution in exchange for the S
corporation shareholder's stock will result in zero gain to the extent
the distribution reflects the increased basis.
Not all liquidations of S or C corporations will produce catastrophic effects for farmers. For example, some farmers previously
elected to retain ownership of farmland outside of corporate solution.
This was done primarily to avoid the resultant income tax liability
upon liquidation. Gain recognition on such farm or ranch corporations
would therefore be limited to the gain generated on livestock, crops,
and depreciable assets. As the livestock and crops would have been
sold eventually and the fair market value of depreciable assets generally follows its adjusted basis, gain recognition will be substantially
less than had the real estate been transferred to the farm or ranch
corporation. In such a case, conversion to a L.L.C. may no longer be
cost prohibitive.
ALTERNATIVES

For those farmers who view the gain inherent in liquidation as
cost prohibitive, there are several planning opportunities that avail
themselves to at least partial advantages of the L.L.C. The first is a
"brother-sister" structure whereby the shareholders of the corporation
form a L.L.C. The second is a tiered structure whereby the corporate
assets are dropped into a L.L.C. in exchange for a membership interest. In the third, the farmer could contribute some of the assets to a
L.L.C., retaining other assets for lease to the L.L.C.
151. Id. § 1371(aXl).
152. Id. § 336(a).
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(1) Brother-Sister Alternative
Under the "brother-sister" alternative, the current farm or ranch
corporate structure is retained, and a separate L.L.C. is formed. Any
new farm or ranch operations are conducted from the L.L.C., withthe
corporation retaining any and all old farm or ranch operations. In this
case, the objective is to "run out" the operations of the corporation until the only asset retained is the real estate, if previously transferred.
If the real estate was retained outside the initial corporation, the old
corporation would eventually dissolve.
This alternative works especially well where the farmer has retained the ownership of the land outside of corporate solution. The
real estate could then be contributed to the newly formed L.L.C. without fear of incurring substantial income tax liability if the farmer or
rancher later decides he/she would rather operate as a sole proprietorship or an S corporation.
(2) Tiered Alternative
The second planning opportunity is to create a "parent-subsidiary" structure, where the shareholders of the corporation form a
L.L.C., dropping the corporate assets into the L.L.C. in exchange for a
membership interest. The S corporation shareholders also need to
contribute money or property to the L.L.C. in exchange for a membership interest. The resulting structure is a L.L.C. with membership
comprised of the old S corporation and new L.L.C. members.
Although the S corporation continues on as a shareholder and its income is distributed to previous S corporation shareholders under the
same Subchapter S restrictions, the structure does achieve the result
of allocating at least some of the farming and ranching operations to a
limited liability format.
(3) Separation and Lease of Assets
Finally, a farmer or rancher currently operating in corporate form
could simply retain the assets in the corporation and form a separate
L.L.C. which would lease the equipment and the land from the corporation. This alternative would allow for the farm to be operated as a
L.L.C., with the corporation's principal business becoming that of a
lessor: that is, leasing land and assets in exchange for rent.
Alternatively, a farmer or rancher currently operating in corporate form could transfer the majority of the assets to a L.L.C., retaining the crops and livestock in the C corporation. Thus, rather than the
corporation becoming the lessor, the L.L.C. becomes the lessor.
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CONCLUSION
With the passage of Nebraska's Limited Liability Company Act,
and subsequent amendment, farmers and ranchers in the state of Nebraska are afforded an alternative choice of entity that meets a variety
of business and estate planning objectives. With respect to business
planning, the Limited Liability Company ("L.L.C."), like a corporation,
provides for limited liability for all members, regardless of the members' level of farm management participation. L.L.C.s also allow for
an unlimited number of members and unlimited classes of interest. In
addition, the L.L.C. provides for free transferability of interest, subject to the partnership termination provisions. The L.L.C. also offers
the farmer or rancher pass-through income tax treatment, avoiding
the double tax regime of corporations. The L.L.C. can specially allocate income or loss and is not locked into a per share per day distribution characteristic of an S corporation. L.L.C.s are also eligible to use
the cash method of accounting, provided all members (or at least sixtysix percent) participate in the farming operations. Finally, L.L.C.
members presumably can increase their membership basis by their
allocable share of L.L.C. debts.
With respect to estate planning considerations, L.L.C.s can enter
into partnership agreements which limit sales of the membership interests. This allows the L.L.C. to keep the farming operations with
the immediate family or with certain specified individuals. L.L.C.s
can also create a "valuation freeze," transferring any future appreciation out of the parents' estate and into the childrens' estate, while at
the same time retaining an income stream to provide for retirement.
Finally, although L.L.C.s do not allow for a stepped-up basis under
Internal Revenue Code ("I.R.C.") section 1014(a), they do provide for
I.R.C. section 754 elections whereby the decedent's interest receives a
stepped-up basis.
While there are numerous business and estate planning objectives met by the L.L.C., whether or not the L.L.C. should be adopted
may depend on the cost. For some farmers, conversion to a L.L.C. will
be extremely beneficial. For others, conversion to a L.L.C. may be cost
prohibitive. However, the cost of conversion may be minimized under
some of the alternatives previously discussed.
In conclusion, the L.L.C. provides the Nebraska farmer and
rancher with an alternative choice of entity, subject to the restrictions
under the Nebraska Constitution. The L.L.C. provides for numerous
advantages with respect to other entities. However, whether a L.L.C.
is the choice of entity for a particular client can only be determined on
a case by case basis.

