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Income Averaging for Sale of Farm
Partnership Interest?
-by Neil E. Harl*

There’s no question about the eligibility of income distributed from a farm partnership1
for income averaging.2 The question, however, is whether the sale of a partnership interest
is also eligible for the statutory income averaging provision. The answer is not clear from
the regulations nor is it completely clear whether a partner not engaged in farming could
make use of the income averaging provision even if the proceeds from the sale of partnership
interests would otherwise be eligible.
Eligible taxpayers

The statute makes it clear that only individuals are eligible for income averaging.3 Estates
and trusts are specifically made ineligible for income averaging.4
Corporate taxpayers. Regularly-taxed or C corporations are not considered to be
individuals and hence are not eligible to average their incomes.

For S corporations, the character of income from corporate distributions continues in
the hands of the corporation’s shareholders who are eligible to average.5 The proposed
regulations took the position that “farm income” did not include “wages.”6 However, the
final regulations state that wages attributable to a farming business are eligible for income
averaging for an S corporation employee.7

Entities classified as partnerships. Entities taxed as partnerships pass through income
items to the partners who, if they are individuals, are able to elect income averaging.8 The
regulations go on to state that a partner in a partnership engaged in a farming business is
eligible for income averaging.9
So what about the sale of partnership interests?

The regulations define “electable farm income” to include items of income, deductions,
gain and loss attributable to the individual’s farming business.10 Gain or loss from the sale
or other disposition of property that was regularly used in the individual’s farming business
for a substantial period of time is treated as attributable to a farming business.11 For this
purpose, the term “property” does not include land but the term does embrace fixtures affixed
to the land.12 That makes it fairly clear that the portion of the selling price attributable to land
(less the fixtures) would not be eligible for income averaging on a pass-through basis. As
for assets sold after the business ceases, the regulations state that the gain from such assets
remains eligible for income averaging if the assets are sold within a reasonable time.13

_______________________________________________________________________
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Thus, sales of partnership interests other than for the interests
representing land should be eligible for income averaging if
the partnership was engaged in the business of farming.14 The
definition of the term “farming business” is found in I.R.C.
§ 263A(e)(4).15 “Farming business,” under the regulations,
“means a trade or business involving the cultivation of the land
or the raising and harvesting of any agricultural or horticultural
commodity. Examples include the trade or business of operating
a nursery or sod farm; the raising and harvesting of crops;
the raising and harvesting of trees bearing fruit, nuts or other
crops; the raising of ornamental trees; and the raising, shearing,
feeding, caring for, training and management of animals.”16
An evergreen tree more than six years old at the time it is
severed from the roots is not treated as an ornamental tree.17
The term “farming business” does not include the processing
of commodities or products “beyond those activities which are
normally incident to the growing, raising or harvesting of such
products.”18
As for a partnership in the status of a landlord, the final
regulations specify that rental income based on the tenant’s
production (a share-rent lease) is treated as income from a
farming business if, after December 31, 2002, the landlord’s
share of production is set in a written rental agreement entered
into before the tenant began significant activities.19 Whether
the partnership as landlord is materially participating in the
operation is apparently immaterial.20 Cash rent landlords,
receiving a fixed rental, are not considered to be engaged in a
farming business.21 Therefore, sale of a partnership owning only
farmland rented under a cash rent lease would be ineligible for
income averaging.
What if the partner is not engaged in the business of farming
but the partnership meets the tests to be involved in the business
of farming? Note that the regulations state that a partner in a
partnership engaged in a farming business is eligible for income
averaging.22 The regulations do not state that the partner must
be engaged in the farming business (or a farming business). That
issue is unclear and awaits further guidance or litigation.
In conclusion

It would appear, based on guidance presently available, that
a partner in a partnership engaged in a farming business is
eligible for income averaging on the income passed through
from the partnership, at least if the partner is engaged in the
same farming business. Moreover, it would appear that the sale
of the partnership interest representing non-land assets would
likewise be eligible for income averaging. Whether a partner
owning an interest in a partnership engaged in the business of
farming must be engaged in a farming business (or the same
farming business as the partnership) to be eligible for income
averaging remains unclear.
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Additional information return
reporting beginning in 2012
by Neil E. Harl

The Patient Protection and Affordable Care Act, Pub. L. No.
111-148, extended information reporting beginning in 2012.
Section 9006 of Public Law 111-148 entitled, “Expansion
of Information Reporting Requirements” amends I.R.C. §
6041(a) and adds I.R.C. §§ 6041(h) and 6041(i), all effective
for payments made after December 31, 2011. Section 9006(a)
extends the reporting requirements to all corporations except
for corporations exempt from tax under I.R.C. § 501(a) which
includes corporations organized and qualified under I.R.C. §
501(c) and I.R.C. § 501(d). The same subsection adds subsection
(h) to I.R.C. § 6041 to make it clear that despite the regulations
issued previously, the term “person” in Section 6041 includes
all corporations not exempt under I.R.C. § 501(c) and I.R.C.
§ 501(d). This broadens the information reporting to include
more corporations than previously. Section 9006(b) amends
I.R.C. § 6041(a) for all taxpayers, corporate and non-corporate,

in three ways — (1) Subsection 9006(b)(1) inserts “amounts in
consideration for property” after “wages” in I.R.C. § 6041(a), (2)
inserts “gross proceeds,” after “emoluments, or other” and (3)
inserts “gross proceeds,” after “setting forth the amount of such”
so that it reads— “All persons engaged in a trade or business, and
making payment in the course of such trade or business to another
person, of rent, salaries, wages, amounts in consideration for
property, premiums, annuities, compensations, remunerations,
emoluments, or other gross proceeds, fixed or determinable
gains, profits, and income . . . of $600 or more in any taxable
year . . . shall render a true and accurate return. . . setting forth
the amount of such gross proceeds, gains, profits, and income
and the name and address of the recipient of such payment.”
[Amendment italicized] The effect is to extend information
reporting, usually on Form 1099, to amounts in consideration for
property and gross proceeds above $600. Remember that this is
limited  by the Section 6041(a) passage that limits information
reporting overall to “. . . persons engaged in a trade or business
and making payment in the course of such trade or business to
another person. . . .”

CASES, REGULATIONS AND STATUTES
by Robert P. Achenbach, Jr

bankruptcy
GENERAL

DISCHARGE. The debtor obtained a student loan for the
debtor’s grandchild to attend a technical school. The debtor,
who was retired but receiving pension distributions in excess of
expenses, sought discharge of the student loan under the hardship
provision of Section 528(a)(8).  The court applied three factors to
reject the relief sought: (1) the debtor was able to maintain more
than a minimal standard of living for the debtor and spouse; (2)
although the debtor had been diagnosed with prostate cancer, the
cancer was in remission and did not affect the debtor’s ability to
pay the debt; and (3) the debtor had made only minimal effort to
pay back the loan even when the debtor had sufficient income. In
re Wills, 2010-1 U.S. Tax Cas. (CCH) ¶ 50,377 (Bankr. S.D.
Ind. 2010).
The debtor raised corn, soybeans and cattle and obtained a loan
from a cooperative to be used to grow crops. The cooperative
took a security interest in the crops to be grown and perfected the
interest. The debtor used some of the crops as feed for the cattle
without prior permission from the cooperative. After the debtor
filed for Chapter 12, the cooperative discovered that the financial
statements submitted by the debtor were inaccurate and filed a
motion to have the unpaid loan declared nondischargeable under
Section 523(a)(2)(B) for intentionally submitting materially false

documents in obtaining the loan and under Section 523(a)(2)(A)
for failing to inform the cooperative that the corn would be fed to
the cattle. The court noted that the debtor admitted in testimony
that the financial statements contained only estimates of debts and
income and that the debtor made no attempt to obtain accurate
amounts from creditors. In addition, the debtor admitted feeding
the corn to the cattle without prior notification of the cooperative.  
The court held that the unpaid loan claim was nondischargeable
under Sections 523(a)(2)(A) and (B).  In the Matter of Schnuelle,
2010 Bankr. LEXIS 936 (Bankr. D. Neb. 2010).
CHAPTER 12

ELIGIBILITY. The debtor was incarcerated at the time of
the filing of a Chapter 12 petition and during the proceedings.
The debtor had owned a farm which was ordered sold as part of
a divorce proceeding. The debtor listed the farm as an asset and
listed as creditors, individuals and companies which received a
portion of the proceeds of the sale. The court dismissed the case
and held that the debtor was not eligible for Chapter 12 because
the debtor did not own or operate a farm or receive income from
farming. The debtor argued that the debtor would include a
challenge to the divorce proceedings as part of the bankruptcy case
and that, if the challenge was successful, the debtor would own
the farm. The court held that, even if the challenge was allowed,
the debtor’s incarceration would prevent the debtor from farming.
In re Buchanan, 2010 U.S. Dist. LEXIS 28878 D. Del. 2010).
DISMISSAL. The debtor filed for Chapter 12 and filed
schedules and a proposed plan. The debtor, however, made no

