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Be Careful in Using Discounted Land Values
in Sales to On-Farm Heirs

-by Neil E. Harl”

The rapid run-up in farmland values since 2008 has focused a great deal of attention on
ways to transfer farmland to on-farm heirs, either during life or at death (preferably at death
for many parents).! Some suggested planning approaches are sound and are supported by
ample authority; others are more questionable and merit scrutiny.

Options in wills or trusts

Options included in wills or trusts for the on-farm heirs to purchase the farmland (or some
of it) at a discounted price have been used for decades and are rarely challenged — except by
unhappy off-farm heirs. After all, except for limits on disinheriting a spouse,? testators have
the right to dispose of property about as they wish including discounts for assets purchased
by particular heirs.

It has long been established that for federal income tax purposes, an option created by
will has an income tax basis in the hands of the optionee equal to the difference between
the federal estate tax value and the option price and the basis of the option may be added
to the option price in determining the basis of the property acquired upon exercise of the
option.? The exercise of the option and the sale of the property in question by the estate to
the optionee ordinarily creates neither gain nor loss for the estate.*

Post-death sales at a discount

The more significant problems are likely to arise in connection with discounted sales to
certain heirs after death where the discounting is not authorized by a will or trust. Under
state law, it is typically specified that, at death, the title to the property passes to the persons
to whom the property is devised by will or trust or passes in intestacy to those entitled to
receive the property but subject to possession of the personal representative of the estate if

needed to pay taxes and costs.’

Some have suggested that farmland valued at death under special use valuation® can also
be used to value land purchases by the on-farm heirs. That is, of course, a possibility but
it should be recognized that special use valuation is only for federal estate tax purposes’
and cannot be used to reduce gift amounts for federal gift tax purposes. For example, if the
fair market value of a tract of farmland is $1,500,000 and special use value is $900,000,
the benefits from special use value in terms of reducing the gross estate would be $600,000
which is well within the maximum reduction of gross estate from special use valuation

* Charles F. Curtiss Distinguished Professor in Agriculture and Emeritus Professor of Economics,
Iowa State University; member of the lowa Bar.
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which is $1,020,000 for deaths in 2011.% However, if agreed
to by the off-farm heirs, a gift of $600,000 could be assessed
against the donors (the off-farm heirs) who had agreed to the
bargain purchase of farmland by their on-farm siblings. That
would mean that a gift, in excess of the federal gift tax annual
exclusion ($13,000 per donee for 2011, $26,000 per donee
and spouse), had been made.® The amount of the gift in excess
of the federal gift tax annual exclusion would reduce each
donor’s $5,000,000 applicable credit amount for federal gift
tax purposes during life, for federal estate tax purposes at death
and for generation-skipping tax purposes whenever generation
skips were set up.

That would be the case for any discount agreed to by the off-
farm heirs for the benefit of on-farm heirs (and in all situations
where a bargain purchase is agreed to by related persons).
Farmland markets are sufficiently robust to make it difficult
to argue that discounts from “fair market value” are really the
market value as has been the case with some discounting for
business property.!?

Other discounting possibilities

Although co-ownership discounts were not allowed (other
than for community property transfers)! until the Tax Court
decided Estate of Youle v. Commissioner in 1989,'* co-ownership
discounts of 20 percent or more!® have become relatively
common. That is the case despite the fact that the IRS position
has been that co-ownership discounts should be limited to the
costs for partitioning the property into separate interests.' It
should be noted that, in a 2005 case,!® litigation costs were
awarded against the Internal Revenue Service because the
IRS position on limiting co-ownership discounts to cost of
partitioning was not justified. Co-ownership discounts have
been allowed for federal gift tax purposes!®

Of course, if farmland is in an entity, an entity discount
is usually available for minority interests and lack of
marketability!” and a 2010 Tax Court case'® endorsed dollar-
for-dollar discounting for the potential income tax on built-in
gains in a corporation which is notable because that provides
“substantial authority” in all states for that practice.
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