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Discounting Farmland and Ranchland Values
During Life and at Death
-by Neil E. Harl*

The rapidly escalating values of farmland1 (and some ranchland) in recent years has
raised the question of discounting values at death for federal estate tax purposes2 and
during life for federal gift tax purposes.3 In general, valuation of land for federal estate tax
purposes is based on fair market value4 unless an election is made to value the property
under special use valuation,5 the property is owned in tenancy in common and a discount
is allowed for the co-ownership, an entity discount is claimed for minority interest or
non-marketability or both, a discount is allowed for potential income tax liability for
corporations on built-in gains6 or a “blockage” or “market absorption” discount is allowed.7
For gift tax purposes, the valuation is to be based on the price at which, as of the date
of the gift, the property would change hands between a willing buyer and a willing seller,
neither being under a compulsion to buy or sell and both having reasonable knowledge
of the relevant facts.8
However, recent cases have enlarged the opportunities for discounting in several
respects.9
The “absorption” discount

The 2008 case of Astleford v. Commissioner10 has produced spectacular results in terms
of discounting. Earlier cases had established the concept of an “absorption” discount11
which is similar to a “blockage” discount.12 Astleford13 involved gifts of 30 percent
interests in a family limited partnership to each of three children. The family limited
partnership owned 1,187 acres of farmland in Minnesota. The Tax Court allowed a 20
percent “absorption” discount before allowing a discount for minority interest and nonmarketability which reduced the value from $3,500 per acre originally.14 The court stated
that “. . . a sale of the entire  . . . property would flood the local market for farmland and
would reduce the per-acre price at which the . . . property could be sold.15 The Tax Court
seemed to be influenced by the taxpayers’ expert who testified that the average Minnesota
farm was 160 acres in size.16 However, Minnesota Agricultural Statistics17 pegged the
average size of farm in Minnesota at 332 acres, more than twice the figure mentioned
in the testimony.18 The Tax Court’s handling of the issue appeared to indicate that the
land market is local only. That is highly questionable. Research at Iowa State University
published in 2012 indicated that 21 percent of the farmland in the state was owned by
someone who did not live in the state and 62 percent was owned by non-farmers.19 Those
data suggest that the land market is not totally local and raises a question about the concept
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of an “absorption” discount as accepted by the Tax Court in
Astleford.20
Selected cases on combined discounts

In Estate of Litchfield v. Commissioner,21 the Tax Court
allowed a combined discount of 47.6 percent for Iowa farmland
for federal estate tax purposes. The combined discount, which
involved two corporations, included discounts for built-in gains,
lack of control and lack of marketability.22 The estate had claimed
a 68 percent combined discount for land in one corporation and
65 percent in the other.23 The Tax Court scaled down the discount
for lack of marketability from 36 percent and 29.7 percent in
the two corporations to 25 and 20 percent, respectively.24

In the case that is believed to have produced the largest
combined discount (from $1,818 per share on an undiscounted
basis to $439 per share after the allowed discounts for farmland),
Estate of Smith v. Commissioner,25 the estate used a 70 percent
weight on asset-based methodology and 30 percent on earnings
with a 26 percent discount for earnings, 50 percent discount from
asset values to the value of stock and a 35 percent discount for
lack of marketability.26 A similar valuation approach in Estate
of Dunn v. Commissioner27 in valuing a 62 percent interest in a
corporation, the Tax Court determination placed a 65 percent
weight on net asset value and 35 percent on earnings (with a
capitalization rate of 21.67 percent), a 15 percent discount for
non-marketability, 7.5 percent for lack of control and five percent
for built-in gains. However, on appeal, the Fifth Circuit Court
of Appeals assigned an 85 percent weight on earnings and 15
percent on assets with a 34 percent discount for built-in gains
and 22.5 percent discount for lack of marketability and lack of
control and sent the case back to the Tax Court to implement
the appellate court holdings.28
In conclusion

The Congressional tax-writing committees have examined
the discounting issues in recent years but at the moment there
is little reason to think the rules will be changed significantly
in the near future, although that remains a possibility.
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