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The Farm and 
Ranch Corporation 

Norman Brints and Marvin Sartin* 

As the family farm or ranch grows in size and 
complexity, many farm operators are examining the 
possibility of incorporating the business. Important 
aspects of a family farm corporation will be dis
cussed in this publication so that operators will be 
more knowledgeable when seeking advice from an 
attorney, CPA, accountant, etc., concerning corpo
rations. It is very important that anyone interested in 
forming a farm corporation seek competent profes
sional advice. The organization of a corporation 
creates a new entity, separate and apart from the 
individual incorporators. To meet the requirements 
of operating within the corporate structure, a farmer 
must learn to plan ahead, rely on and use the 
counsel and advice provided by knowledgeable 
professional advisors. Proper maintenance of cor
porate formalities may be considered a disadvan
tage by some individuals. It should be viewed by 
the individual manager much the same as the 
adjustment of a complicated piece of machinery. 
Changes in methods of operating the business, 

"Area Extension economist-management and area Extension 
economist-management and C.P.A., The Texas A&M Universi
ty System. 
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some personal inconveniences and additional 
costs should be weighed against potential benefits 
of the alternative business structure. Immediate 
and long term savings in the area of income tax 
minimization, improved estate planning and in
creased efficiency in farm operation must be con
sidered. 

ALTERNATIVE FORMS OF 
BUSINESS ORGANIZATION 

In Texas, the three most commonly used forms 
of business organization are sole proprietorship, 
partnership and corporation. The sole proprietor
ship and partnership are generally less com
plicated than a corporation and often are very 
informal in nature. The sole proprietorship provides 
the individual with the most flexibility in that he is 
responsible for all the management decisions of the 
business as well as paying the income taxes on the 
business income. 

A partnership is more complex in that the 
partnership itself is not a taxpayer, although it is a 
tax entity. The partnership is responsible for the 
preparation of records of income and expense, but 
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tax liability is passed through to the individual 
partners. A primary disadvantage of general part
nerships is that all liabilities of the partnership pass 
through to each individual partner. 

A corporation is the most complex type of 
business organization. The corporation is a sepa
rate legal entity, apart from its owners or sharehold
ers. Shareholders of a corporation are not individu
ally liable for corporate debts. Corporations have 
legal rights and duties, including the power to make 
contracts, transact business, hold property, sue 
and be sued. Table 1 briefly summarizes the 
difference between the major forms of farm and 
ranch business organizations. 

CLOSELY HELD FARM 
CORPORATIONS 

Most farm corporations in Texas are organized 
as closely held corporations. A closed corporation 
is established by election in the initial articles of 
incorporation. In a closed corporation, the owner
ship of the business is confined to not more than 35 
stockholders and these are usually family mem
bers. The stock is not available for purchase by the 
public and stock transfer usually is restricted by the 
articles of incorporation. Therefore, the articles of 
incorporation usually specify that a stockholder 
cannot sell stock outside of the family. The share
holders serve as the board of directors and also 
serve as officers of the corporation. 

In contrast with closely held corporations, pub
licly owned corporations may have thousands of 
stockholders or owners in all parts of the country. 
The stockholders are free to sell their shares of the 
corporation to anyone in and outside of the corpo
ration. 

Business affairs of the closed corporation are 
managed by a board of directors consisting of one 
or more members. The number of directors is 
elected in the manner provided in the articles of 
incorporation or the bylaws. 

REASONS FOR INCORPORATION 
Farmers and ranchers incorporate for several 

reasons, but the four most important ones are 
estate planning, income tax minimization, limiting 
liability and financial management. Historically in 
Texas, the corporate business structure has been 
chosen to meet estate planning objectives. Only in 
recent years have farmers and ranchers looked to 
the corporate organization as a vehicle to accom
plish other objectives. Incorporating the family farm 
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may not be advantageous for all farmers and 
ranchers. Specific objectives and individual situa
tions and circumstances of those involved in each 
operation must be evaluated. 

STEPS REQUIRED TO INCORPORATE 
The Texas statutes of laws specifically set forth 

the process of incorporation. One or more persons 
of legal age can incorporate a business in Texas by 
filing the articles of incorporation with the Secretary 
of State. 

Items in the article of incorporation include: 
name of corporation, life of the corporation (may be 
perpetual), purpose or type of business to be 
conducted by the corporation, total number of 
shares to be authorized, class and formal value of 
the stock authorized, rights and privileges accom
panying ownership of each class of stock, state
ment as to the date the business will start, preemp
tive right of incorporators or others to shares of 
stock, specific regulations of internal affairs of the 
corporation, name and address of agent and office 
of the corporation, number and name of initial 
directors and name and address of each incor
porator. 

After the articles of incorporation have been 
received by the Secretary of State and the required 
filing fees are paid, a certificate of incorporation will 
be issued. A certificate of incorporation indicates 
the creation of a corporation. 

Filing fees are determined by the State Legisla
ture and are listed in the Texas Business Corpora
tion Act. The filing fee for the initial article of 
incorporation is $100, and the fee for reserving a 
corporation name is $10. Fees for cancellation or 
withdrawal of shares, reduction of capital and 
amendments range from $10 to $100. 

After the corporation has received for the is
suance of its shares a minimum of $1 ,000 in money, 
labor or property, it can begin doing business in 
Texas. An organizational meeting must be called by 
the initial board of directors with at least 3 days' 
notice to the incorporators. This organizational 
meeting is for the purpose of adopting the bylaws, 
electing officers of the corporation and conducting 
other business that may be appropriate. 

Transfer of Assets 

After the decision to incorporate has been 
made, the question remains as to which assets and 
liabilities should be transferred from the individual 
to the corporation. It usually is desirable that the 
transfer of an asset into the corporation in ex
change for corporate stock or securities occurs 
without creating an income tax liability. This tax-free 



Table 1. Comparisons of farm and ranch business organizations 

Category Sole Proprietor 

Ownership Single individual 

Life of the business Death terminates 

Transfer of business in- Terminates business 
terest 

Liability Personally liable 

Capital Personal investments; 
loans 

Management decisions Proprietor 

Limits on business Proprietor discretion 

Income taxes Tax on income of individu-
al; 60 percent deduction 
for long-term capital gain 

Effect of death Liquidation 

transfer is accomplished by the use of the provi
sions on IRS Code Section 351. For example, land 
purchased several years ago at a cost of $50,000 
may have a fair market value of $100,000 _ when 
transferred to the corporation. If only stock or 
securities in the corporation is received (no "boot") 
in exchange for the land, 'no income tax liability is 
generated. The basis for the stock obtained would 
be $50,000 - the same as the cost of the land 
being transferred. 
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Partnership Corporation 

Two or more individuals A legal entity separate 
from shareholders 

Business terminates with Forever, or for fixed num-
death of partner or at ber of years; in case of 
agreed time. death, stock passes by will 

or inheritance 

Terminates business unless Transfer of stock does not 
new partnership formed affect continuity of 

business 

Each partner liable for all Shareholders not liable for 
partnership obligations corporate obligations (un-

less required to sign per-
sonally to guarantee obli-
gation) 

Partner contributions; loans Contribution of shareholder 
for stock; sale of stock, 
bonds and loans 

Agreement of partners Shareholders elect direc-
tors who manage business 
through officers elected by 
directors 

Partnership agreement Articles of incorporation by-
laws and Texas law 

Partnership files IRS Infor- Regular Corporation: Cor-
mation Report but pays no porations file a tax return 
tax; each partner reports and pay tax on income; 
his or her share of partner- salaries to shareholders 
ship income or loss, capital and employees deductible 
gains, etc. (See Table 2 for tax rate.); 

capital gains offset by capi-
tal losses and no 60 per-
cent deduction on capital 
gains; shareholders taxed 
on dividends received 

Tax-Option Corporation: 
"Subchapter SIt Corpora-
tion files IRS information 
report but pays no tax. 
Each shareholder reports 
shared income, operating 
loss and long-term capital 
gain 

Liquidation or sale to sur- No effect on corporation; 
viving partners stock passes by will or in-

heritance 

Table 2 illustrates the transfer of assets under 
varying situations. Note that the quantity of stock 
issued to each shareholder depends only on that 
person's net contribution (fair market value minus 
indebtedness). Tax basis does not limit the amount 
of stock issued for property transferred to the 
corporation. 

There are several rules that must be followed to 
insure that a tax-free transfer under Section 351 is 
achieved. Briefly, the section requires that: 



• One or more persons must transfer prop
erty to the corporation. 

• Stock issued must be for property and not 
for services. 

• The person(s) who transfers property into 
a corporation must be "in control" of the 
corporation immediately after the ex
change. Control froryl this standpoint 
means ownership of at least 80 percent of 
the total-of all classes of stock. 

The transfer of liabilities along with assets, or the 
transfer of assets subject to liabilities, can trigger 
recognition of gain. Transfer of liabilities in excess 
of the cost basis in the assets will create a tax 

( liability for the individual. Careful study of the 
factors required for qualification as a tax-free ex
change is a must for anyone contemplating incor
_porating the family operation. 

A number of other factors must be considered 
when deciding which assets should be transferred 
to the corporation. In many situations, the decision 
of which assets to transfer to the corporation will 
represent a compromise between income tax con
sequences and estate planning objectives. See the 
Estate Planning and Income Tax sections of this 
publication. 

Capitalization of Corporation 

The capitalization of the corporation is an impor
tant consideration. In exchange for property trans
ferred to the corporation, a shareholder(s) can 
receive common stock, preferred stock, a combina
tion of common and preferred stock, or a combina
tion of stock and securities (debt). 

Ownership in a corporation is evidenced by a 
stock certificate. The most usual class of stock is 
common stock, but in many cases preferred stock 
can be issued to advantage. The differences be
tween common stock and preferred stock relate to 
priority in the distribution of dividends and in the 
sharing of the assets of the corporation upon 
liquidation. A brief description of some of the 

Table 2. Tax free Incorporation (Section 351 Exchange) 

Property 
Contrib
uted 

Tax 
Basis 

Fair 
Market 
Value 

Indebt
edness 

Net 
Contrl-
butlon 

characteristics of these classifications of stock 
follows. 

Common stock usually is issued with voting 
rights so that ownership of the common stock 
controls the corporation. However, there is no 
requirement that voting rights be vested in the 
common stock. Common is the residual claimant 
upon the assets of the corporation in liquidation. 
Growth in net worth of the business, therefore, vests 
in the common stock. 

Preferred stock, as the name implies, has pref
erence over common stock in the distribution of 
dividends and in the recovery of a fixed amount in 
the event of liquidation. Preferred stock may be 
cumulative or noncumulative with regard to divi
dend payment. If the stock is cumulative, any 
dividends that are not paid annually to the extent of 
the preferred stock's stated yield accumulate in 
arrears. These amounts must be paid before divi
dends can be paid to common stockholders. Since 
dividends usually are a minor concern for closely 
held corporations, the ability to vest voting rights in 
preferred stock, which has a fixed value, is one 
approach to limiting the growth of an estate while 
maintaining control of the corporation. 

Reasons that a jamily corporation may consider 
taking some debt include: 

• Smaller amount of investment is needed to 
acquire control of the corporation. The 
ratio of debt to equity will need to be 
considered to avoid being classified as a 
"thin" corporation. 

• Provides parents a fixed retirement in
come. 

• For off-farm heirs, after the death of par
ents, debt securities may provide a great
er assurance of income and less right to 
participate in the management of the cor
poration. 

• For on-farm heirs, as the corporate net 
worth increases, the value of the stock 
should increase, thereby providing - moti
vation or incentive. 

Shares Tax Corpora- Corpora-
of Basis tlon's tlon's 
Stock of Stock Basis Indebt-

(column 3- ($100 Received for edness 

land .~ $ 50,000 
150,000 
40,000 

8,000 
10,000 

$100,000 
land 
Machinery 
Livestock 
Cash 

lSame as tax basis in column 2 

2Same as indebtedness in column 4 

200,000 
80,000 
10,000 
10,000 

$ -0-
30,000 
10,000 

-0-
-0-

column 4) Per 
Share) 

$100,000 1,000 
170,000 1,700 
70,000 700 
10,000 100 
10,000 100 
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Property As-
Recelved1 sumed2 

$ 50,000 $ 50,000 -0-
120,000 150,000 $30,000 
30,000 40,000 10,000 
8,000 8,000 -0-

10,000 10,000 -0-



Care must be taken to insure that the debt 
security in the corporate capitalization structure will 
be treated as a debt capital. An important factor to 
be considered is the ratio of debt to equity capital. If 
the corporation is undercapitalized, repayment 'of 
the loans may be treated as a distribution of 
dividends to the extent of the corporation's earn
ings and profits. Also, there must be a reasonable 
expectation that the debt will be repaid, regardless 
of business income or losses. There should be a 
written instrument . setting forth the specific date 
certain sums of money are due, the payment period 
of the loan and the amount of interest applicable. 
These only highlight some consid,erations of the use 
of debt in capitalization of the corporation. The use 
of this tool lends flexibility in the planning process of 
a corporation and should be considered. However, 
competent assistance should be obtained from 
advisors before final decisions are made. 

ESTATE PLANNING 
CONSIDERATIONS 

The objective of estate planning usually is a 
compromise between minimization of federal estate 
tax liability, transfer of property to designated heirs 
and maintenance of lifetime financial security. The 
corporate business structure contains several fea
tures that may enable a taxpayer to better meet the 
objectives of his estate plan. 

In addition to stock, the original shareholders 
may recejve bonds, debentures, notes or other 
obligations issued by the corporations. Holders of 
such debt obligations are creditors of the corpora
tion and not owners. Therefore, a family wishing to 
establish a farm corporation can use a combination 
of stock and debt for capitalization of the corpora
tion. The holders of the debt security, whether or not 
they are shareholders, are eligible to receive pay
ments of interest and repayment of principal. 
Interest paid on any bonafide debt is a deductible 
expense to the corporation and will not be con
sidered a dividend, provided specific rules are met. 
The repayment of the principal of a loan is not 
taxable income to the family member making the 
loan. 

An objective of most closely held corporations is 
to minimize the payment of dividends. Dividends 
create double taxation of income because the 
corporation is taxed on its earnings before divi
dends are paid and then the shareholders are 
taxed on dividend income. 

By structuring the capitalization of the corpora
tion to include debt to the shareholder(s), additional 
opportunities to provide a cash flow from the 
corporation to the family member without double 
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taxation exist. Interest payments and repayment of 
principal to the shareholders during retirement 
would not reduce their Social Security benefits. 

The main differences between the debt and 
equity are shown in Table 3. 

Table 3. Comparison of debt and equity capitalization. 

Characteristic Equity Debt 

Participation in Voting None 
management 
decisions 

Right to annual At the direction Fixed obligation 
income of the board 

Terms of Indefinite Fixed term 
commitment 

Right to assets No priority Priority 
on liquidation 

Gifts of Stock 

Most farm or ranch estates consist largely of 
fixed assets such as land, livestock and machinery. 
Even though a farmer may have paid very little 
income tax throughout his lifetime, the value of his 
estate may be substantial. Since the estate is 
composed of fixed productive assets that are 
intended to pass to the next generation, there often 
are few liquid assets that are easily transferable 
during life to reduce the estate or to pay federal 
estate taxes after death. If the business is incor
porated, the individual assets consist of shares of 
stock that can be readily transferred during life. 

Through the ready transferability of stock certifi
cates, small portions of a corporation can be given 
annually to stay within the $3,000 annual gift 
exclusion. This enables a taxpayer to reduce the 
size of his estate by transferring shares to children 
or other designated heirs prior to death. At the 
same time, the taxpayer may still have control of the 
family farm corporation if he owns more than 50 
percent of the voting stock. 

The benefit of making gifts prior to death can 
result in the transfer of an asset at a lower value 
than it would be valued at the time of death. For 
example, under the tax reform act of 1976, all gifts 
prior to death are added back to the estate to 
determine the estate tax liability. However, if the 
donor dies at least 3 years following the gifts, the 
gifts are brought back into the estate at their value 
at the time of gift rather than at the time of death. 
This can make a substantial difference, especially 
for assets such as land that are expected to 
increase in value rapidly. 

Through the use of different types of stock, other 
objectives of the taxpayer may be met. For exam
ple, voting stock may be given to children who want 



to remain on the farm so that they receive income 
from the farm and are actively involved in manage
ment decisions. On the other hand, children who 
have no interest in farming can receive income 
rights through nonvoting stock without having ·man
agerial input. 

Continuity of Operation 

~ Because a corporation is an entity separate 
from the shareholders, this form of business pro
vides for continuation of the operation of the farm as 
a unit after an individual's death. In some situations, 
this is desirable from the standpoint of long rang.e 
management decisions as well as for obtaining 
financial assistance for the operation and expan
sion of the business. 

Estate Tax Implication 

Code Section 303 provides a vehicle for taking 
cash out of a corporation for payment of death 
taxes and certain administrative expenses without 
the stock redemption being treated as a dividend. 
To qualify, the corporation stock must represent 
more than 50 percent of the decedent's gross 
estate, reduced by allowable funeral and adminis
trative expenses. In some cases, the corporation 
may actually provide insurance on the shareholder 
to compensate for the value of the stock that would 
be redeemed to pay the estate tax following death. 

The corporate structure does not prevent the 
executor of an estate from using the Code Section 
2032A, which is the alternate use value of farmland. 
This section of the code provides for the value of 
farmland at death to be based on its agricultural 
use rather than fair market value, thereby reducing 
the value of the estate. In some situations, this can 
be of major benefit if the family members plan to 
continue to participate in the farm business. 

The executor also can use the extended payout 
period for federal estate tax to lessen the initial tax 
burden upon the estate. The use of the extended 
payout options requires careful planning to main
tain eligibility for their use. 

INCOME TAX CONSIDERATIONS 
Interest in farm corporations has grown since 

1978 becau?e of changes in the income tax rate 
structure. Potential advantages of the splitting of 
income between two tax entities (corporation and 
the individual) were enhanced by the corporate tax 
rate changes in the Revenue Acts of 1975 through 
1978. Since 1978, the first $100,000 of corporate 
taxable income is taxed at rates less than 46 
percent. As shown in Table 4, the first $25,000 
corporate taxable income is taxed at a rate of 17 
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percent, with the tax rate increasing for each 
$25,000 increment of income until taxable income 
exceeding $100,000 is taxed at 46 percent. The 
average tax rate on the first $100,000 of corporate 
taxable income is 263/4 percent In many cases, 
splitting the income between the corporation and 
the individual will result in significant income tax 
savings. This is accomplished by paying a portion 
of the business income as salaries, wages, rent or 
interest to the major shareholders. These amounts 
are deductible by the corporation and create tax
able income for the individual. The corporation can 
retain a portion of the profits, taxed at the corporate 
rates, to be used in the business. Thus, the com
bined tax rate is smaller because of the "splitting of 
income." 

If an individual proprietor or partner consistently 
has a minimum taxable income of $30,000 or more, 
incorporating may be a viable alternative to reduce 
the amount of income tax. 

Table 4. Corporate tax rate structure. 

Taxable Income Prior to 1975 1975· 1978 1979 and After 

First 25,000 22% 20% 17% 
25,000 - 50,000 46% 22% 20% 
50,000 - 75,000 46% 48% 30% 
75,000 - 100,000 46% 48% 40% 

100,000 + 46% 48% 46% 

Dividends 

Care must be taken in the distribution of cash or 
property out of the corporation to insure that the 
income is not taxed twice. Income distributed by 
the corporation as a dividend is taxed to the 
individual as a dividend, but is not deductible to the 
corporation before corporate income tax is cal
culated. Therefore, it is advantageous for most 
family-held corporations to keep dividends to a 
minimum. As long as payments made to the share
holders by the corporation for salaries, wages, rent 
and interest remain reasonable, they will not be 
construed as dividends. The double tax on divi
dend income to shareholders is offset only to the 
extent of the $100 dividend exclusion per individual 
taxpayer. 

Careful planning can reduce tax problems as
sociated with distributions. To illustrate, consider 
the following two alternate corporate structures and 
transfer of income from the corporation to the 
shareholder. 

First, suppose the farm business owners trans
fer $400,000 in cash and property to the corpora
tion solely in exchange for stock. If they later wish to 
permanently remove money from the corporation 
for their personal use, dividend treatment would 



likely result to the extent of earnings and profits of 
the corporation. 

On the other hand, suppose the farm business 
operators transfer $400,000 worth of property in 
exchange for $200,000 of stock and $200,000 of 
securities (debt instrument) from the corporation. If 
the shareholders later want to remove money from 
the corporation, payment of the debt constitutes a 
nontaxable return of capital to the extent of a given 
shareholder's basis in the loan. Interest payments 
received on the notes are taxable income to the 
shareholder, but the corporation can deduct inter
est expense. 

In summary, income tax savings result from the 
division of taxable income between the corporation 
and the individual and the avoidance of the double 
taxation on corporate profit. This requires careful 
planning and the combined use of: 

• Fair salaries paid to shareholders who are 
also employees. 

• A reasonable lease payment made to the 
owners of equipment, or real estate leased 
to the corporation. 

• Interest payments made on qualifying de
bentures or loans. 

Constructive Dividends 
In a closed corporation, shareholders may view 

the corporation as an extension of themselves. 
Because corporate income is taxed to the corpora
tion as earned and again to the shareholders when 
received as dividends, there is strong incentive for 
providing the shareholders with economic benefits 
that are not characterized as dividends. A simple 
example of a constructive dividend would involve a 
corporation which pays its sole shareholder a 
salary of $90,000 for services worth only $10,000. 
The extra $80,000 is not taxed at the corporate 
level, leaving the shareholder-employer with sub
stantially more funds at his disposal than if the 
corporation had paid tax on the $80,000 and 
distributed the remainder as a dividend. 

In the example above, the $80,000 excess 
salary would be classified as a constructive dis
tribution and be subject to the general I RS Code 
provisions on corporate distributions. Special 
scrutiny is given to compensation paid by closely 
held corporations to their shareholders. 

A corporation may not deduct unreasonable 
compensation paid to an employee, yet it is ordinar
ily includable in the employee's gross income. If 
such compensation bears a close relationship to 
the employee's stockholdings, it may be treated as 
a dividend. Factors indicating such a close relation
ship include compensation being closely propor
tionate to shareholdings, compensation set to leave 
no profit, and no history of dividend payments. 
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In a sales transaction between a corporation 
and a shareholder, the corporation may attempt to 
make a distribution by consumating the transaction 
for consideration not equal to the fair market value 
of the property involved. For example, if a share
holder sells an asset with fair market value of 
$10,000 to his corporation for $20,000, the share
holder would like the additional $10,000 to qualify 
as capital gain or loss. Because the corporation 
and the shareholder are related parties, the pay
ment in excess of the fair value of the asset is a 
dividend to the extent of corporate earnings and 
profits. 

Employee Benefits 
Shareholders of a corporation can be employ

ees of their corporation and be eligible for employ
ee benefits. Qualified employee retirement plans 
are feasible in many small corporations and are 
deductible expenses to the corporation. The em
ployees are taxed on the income only at retirement. 
Such plans must not discriminate in favor of share
holder-employees against other employees. 

Retirement plans are usually one of three types. 
A "pension" plan that requires a fixed contribution 
each year, a "profit sharing plan" that requires only 
a share of profits, if any, to be set aside in the 
retirement fund or an employee stock ownership 
plan ("ESOP'S") or a plan designed to invest 
primarily in qualifying employer securities. 

Additional benefits for employees may include 
tax-free medical benefits from the corporation 
under a reimbursement plan or a plan for payment 
of medical insurance premiums. Under certain 
circumstances for the convenience of the employ
er, the employee may receive tax-free meals or 
lodging. Upon the death of a corporate employee, 
his or her estate or beneficiaries can be paid death 
benefits up to $5,000, free from income tax. 

The corporation also may provide group term 
life insurance plans for its employees. To be de
ductible under IRS rules, these plans must meet 
specified requirements that relate insurance cover-' 
age to compensation so that discrimination does 
not exist in favor of highly paid employees. 

Problem Areas 
Care must be given at time of incorporation to 

insure that taxable income is not created by a 
transfer of assets into the corporation. Most of the 
income tax consequences of transferring assets 
under Code Section 351 were discussed earlier. 
However, a situation that can occur in agriculture 
involves the transfer of property subject to indebt
edness in excess of its cost basis. For example, 
assume that the cost basis in land is $15,000, and it 
has a current mortgage against it of $25,000. A 



$10,000 taxable gain will be recognized if the land 
and the mortgage are transferred to a corporation. 
If the debt can be retained by the individual in this 
situation, no tax liability will be incurred. 

When growing crops are transferred into the 
corporation, care must be taken to prevent distor
tion of income. When a farm has growing crops that 
are transferred to the corporation after most of the 
operating expenses have been incurred, the IRS 
may allocate income and deductions between the 
corporation and the individual transferring the crop 
to prevent major distortion of income. The IRS may 
disallow crop expenses to the individual and assign 
them to the corporation or may allocate the income 
from the sale of the growing crop back to the 
individual. 

Some caution should be used when transferring 
assets that qualified for investment credit in the 
hands of the individual to the corporation. When 
incorporating an ongoing business, substantially all 
of the assets of the existing business must be 
transferred to the corporation or recapture of invest
ment credit could be initiated. Careful planning at 
least a year in advance of incorporating may be 
required to minimize the recapture of investment 
credit consequences. 

Careful planning during the operation of the 
corporation also is required to avoid the ac
cumulated earnings tax. If the corporation has been 
formed for the purpose of avoiding income tax to its 
shareholders, an accumulation of earnings and 
profits by the corporation may be subject to an 
accumulated earnings tax. To avoid this tax, the 
accumulated earnings must be to meet reasonable 
business needs. The reasonable needs of the 
business may be for bonafide expansion of the 
business; to acquire a business enterprise through 
the purchase of stocks or assets; to pay back 
debts; to provide working capital for the business; 
or to provide for loans or investment to suppliers or 
customers necessary to maintain the business of 
the ... corporation. This usually does not include loans 
to shareholders or friends or relatives of sharehold
ers. The accumulated taxable income is corporate 
income retained after the deduction of dividends 
paid and the $150,000 exemption during the 
lifetime of the corporation. 

When applicable, a tax is levied at the rate of 
27.5 percent of the first $100,000 "accumulated 
taxable income" and at the rate of 38.5 percent of 
any income above $100,000. The basic purpose for 
the accumulated earnings tax is to discourage the 
use of the corporation as a vehicle to accumulate 
and shelter income for individual stockholders who 
have high personal income tax rates. Proper plan
ning and records should be maintained during the 
operation of the corporation to substantiate reason
able business needs. 
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Extreme caution should be taken when the 
family farm corporation has passive income, i.e., 
mineral interest, rents, interest, etc. A corporation 
may be declared a personal holding company and 
any undistributed income taxed at a rate of 70 
percent. Since almost all closely held corporations 
meet the stock ownership test, the income require
ment may determine the personal holding company 
status. Regulations affecting personal holding com
panies are numerous and complex and beyond the 
scope of this publication. Corporate advisors must 
be very careful, especially when including mineral 
interest in the corporation, or the risk of attaining 
personal holding company status can be great. 

Financial Reasons for Incorporating 
The primary impetus for the formation of many 

agricultural corporations in Texas has been require
ments of lenders that the business be incorporated 
as a condition to the extension of credit. High 
interest rates and the Texas usury laws on max
imum rates of interest for loans to individuals create 
a problem for lenders and borrowers alike. The 
usury limits do not apply to loans to corporations; 
therefore, pressure to incorporate farm businesses 
has been extensive. 

In many cases, the farmer has little knowledge 
of the complexities of forming a corporation, 
spends little time investigating them and is 
motivated primarily by the need to borrow operating 
capital. The organization of these corporations 
generally takes two forms: (1) transfer all business 
assets to the corporation and (2) put only $1,000 in 
the corporation and lease the assets to the corpora
tion. 

Before discussing specific considerations of 
these types of organizations, it is appropriate to 
make some general observations on incorporation. 
Many farmers who incorporate to obtain credit are 
very casual about the complexities they are dealing 
with and are unaware of the potential conse
quences. 

Some incorporators subsequently disregard the 
formation of the corporation and continue to oper
ate as they have in the past. A corporation that is 
established (and used to borrow operating funds) 
cannot be disregarded. The failure to file timely 
corporate income tax and franchise tax reports 
accrues liabilities for. penalties and interest. More 
importantly, the corporate tax on the earnings must 
be paid and taxes based on the receipt of any 
constructive dividends will be imposed on the 
individual. 

Because a corporation is a separate entity, its 
financial resources must be respected. Some farm
ers have difficulty accepting the importance of this 
concept because it is their corporation. They 
owned the assets that were transferred to the 



corporation, and now they own the stock. It is their 
business, but it must be treated as another individu
al. Any use of the corporation's assets for personal 
purposes creates potential dividend income to the 
shareholder. This includes purchase of personal 
items with corporation's money, converting corpo
rate assets to personal uses, informal loans from 
the corporation to the shareholder or his family, etc. 

The formation of a corporation by transferring all 
farm assets to it can create substantial problems if 
the assets inflate in value and the corporation must 
be liquidated. Without overriding estate planning 
implications, the inclusion of farmland in the corpo
ration often is not advised by professional advisors. 
When the primary reason for incorporation is to 
secure credit for the operator, contributing farm
land to the corporation can create a severe penalty 
in the future. However, the prospects of recapturing 
investment credit when "substantially all" assets 
are not transferred to the corporation may make this 
alternative painful, too. 

To circumvent these two problems, some 
"$1,000 corporations" have been formed. This 
approach also seems beset with problems. If a 
corporation with a net worth of only $1,000 borrows 
substantial operating monies with support of a 
cosignature from the owner of the corporation, 
economic reality suggests that the loan is, in 
substance, to the individual. When the corporation 
subsequently repays the owner's liability, dividend 
treatment is likely. Since the usury problem pre
vents the individual from borrowing the funds, a 
minimum capital contribution seems to involve 
some substantial risks of adverse income tax con
sequences. 

The decision to incorporate a business is a 
serious and complex matter. Very often there are no 
quick and easy solutions to the interrelated com
plexities that are involved. Beware of tendencies to 
act in this regard without thorough investigation and 
planning . 

Miscellaneous Items 

One disadvantage of incorporation is that an 
operating loss of the corporation cannot be used by 
the shareholders to offset their income. A corporate 
loss must be used to offset corporate income in 
past or future years. Also, net long term capital 
gains of corporations are taxed at a maximum tax 
rate of 28 percent while long term capital gain to an 
individual receives a 60 percent exclusion before 
being taxed, 

The corporation will be treated as a farmer for 
most income tax purposes. A farm corporation is 
required to file an estimated income tax return and 
make quarterly payments of estimated tax. Corpo
rate returns must be filed by the 15th day of the 
third month following the close of the fiscal year. 
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Also, the farm corporation is limited to $2,000 of 
additional first year 20 percent depreciation. The 
farm corporation generally may elect the cash or 
accrual basis of accounting, and can select a fiscal 
year for tax reporting different from that of any 
previous business organization. Corporations are 
not required to withhold federal income tax on 
wages paid to agricultural employees. 

Sub-Chapter S Tax Option 

Sub-chapter S is a tax option provided for by the 
Internal Revenue Service that enables a corpora
tion to pass its operating earnings and losses 
through to the individual shareholders without first 
being taxed at the corporate level. The corporation 
acts as a conduit for ordinary income, capital gains, 
operating losses and investment tax credit to be 
passed to the shareholders for inclusion in their 
individual income tax returns. The Sub-chapter S 
corporation is a corporation for every purpose 
except income tax payment and is formed under 
regular corporation rules. Although operating loss
es pass through to the shareholder, capital losses 
do not pass through. The capital loss must be 
absorbed by the corporation by applying it against 
capital gains in the year of loss or in one of the five 
succeeding years. 

To qualify for Sub-chapter S, several require
ments must be met: (1) There must be no more than 
15 shareholders. (2) There can be only one class of 
stock issued and outstanding. (3) Shareholders 
must all be individuals or the estates of individuals. 
(4) All shareholders must consent to the election. 
(5) No more than 20 percent of the corporation 's 
gross income can come from passive investment 
such as rents, royalties, dividends, interest, an
nuities and sales or exchanges of stock or sec
urities. This may create a major problem if rent, 
royalties or minerals interest is received from land 
owned by the farm corporation. The corporation 
must materially participate in the production of 
income under the lease if income from the lease is 
not to be deemed rent income. 

The election to be a tax option corporation is 
made through a formal document filed with the 
Internal Revenue Service. The election can be 
made at any time during the previous year or the 
first 75 days of the year of election. The election can 
be terminated voluntarily by shareholder action or 
involuntarily by failing to meet the requirements of 
the Sub-chapter Selection. New shareholders have 
60 days after acquiring stock in the Sub-chapter S 
corporation to file their disapproval of the election 
and ask for a re-election. 

All of the requirements of Sub-chapter Selection 
are extremely technical in nature and must be 
complied with very carefully. A taxpayer involved in 
such a corporation must appreciate these require-



ments and work closely with his tax advisors. Tax 
advantages can be significant in limited situations, 
but penalties for failure to adhere to requirements 
are severe. 

The greatest advantage of a Sub-chaper S 
option is the ability to pass through an operating 
loss from the corporation to the individual. Other 
advantages of the Sub-chapter S option include: (1) 
assistance in elimination of double taxation; (2) a 
vehicle for income splitting between family mem
bers; (3) passing of long term capital gains through 
to the stockholder with the favorable 60 percent 
capital gain deduction; (4) accumulated earnings 
tax is not a factor for Sub-chapter S corporations; 
(5) investment tax credits are passed through to the 
shareholders on qualified investments. 

. Disadvantages that should be considered in
clude: (1) The primary disadvantage is the unforgiv
ing nature resulting from failure to meet the continu
ing eligibility requirements for the election; (2) The 
limitation placed on the flowthrough of net operat
ing loss can present problems in some areas 
because the passthrough is limited to the 
shareholder's tax basis in the corporation, plus any 
indebtedness running to the taxpayer from the 
corporation; (3) If election is terminated, previously 
taxed undistributed earnings lose their character. 
Although there is a means by which some of these 
limitations can be avoided, the losses that do occur 
may be lost forever by both the shareholder and the 
corporation. 

The taxpayer contemplating use of the Sub
chapter S option should seek competent assist
ance in evaluating its economic benefits . The 
complexity and detail required to maintain eligibility 
under the Sub-chapter S tax option may negate its 
usefulness. 

THE COST 
A corporation will incur certain costs not re

quired for other types of business organizations. 
Cost of incorporating varies with the circumstance 
and complexity of the corporation. 

Professional Services 
An attorney must be employed to prepare and 

file articles of incorporation, draft the bylaws and 
generally oversee the transfer of property in ex
change for corporate shares. The cost of setting up 
a corporation will vary, depending on the amount of 
work performed by the attorney. The organizational 
cost can be amortized as business expenses over 
a period of not less than 5 years. 

After the corporation is formed, other costs will 
be incurred on an annual basis. Corporate report- -
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ing requires a more complete accounting system 
and tax records than many farmers and ranchers 
maintain. The corporation must keep minutes of 
board meetings throughout the year. These addi
tional requirements may require the assistance of 
an attorney and an accountant on a continuing 
basis. 

Franchise Tax 
Every corporation doing business in Texas is 

required to file an annual report and pay a franchise 
tax to the State Comptroller for the period of May 1 
through April 30. The franchise tax can be com
puted on the basis of taxable capital or, in some 
cases, by an optional method based on total 
assets. The franchise tax for the initial year of 
operation must be paid within 90 days after the end 
of the year following the date the charter was filed 
or the certificate of authority was granted. The 
second year's tax must also be paid in advance at 
that time. Both the first and second year's tax is 
based on the first year's business. 

The amount of tax will be the greater of the 
following : (1) The basic tax which is $4.25 per 
thousand dollars of "taxable capital." Taxable capi
tal is defined as the sum of stated capital, surplus, 
and undivided profits. (2) Four dollars and twenty
five cents per thousand dollars of the assessed 
value for county ad valorem tax purposes of the real 
and personal property owned by the corporation. 
(3) Fifty~five dollars. In lieu of the franchise tax 
based on taxable capital, a corporation which has 
paid a franchise tax in Texas in the past with ,total 
assets less than one million dollars may elect to pay 
franchise tax based on the total asets. This option 
must be accompanied by a federal income tax 
return. Table 5 shows an optional annual corpora
tion franchise tax effective January 1, 1980, based 
on total assets. 

LIQUIDATION 
A corporation is dissolved and liquidated when 

its existence is terminated, its charters extin
guished, its affairs wound up and its assets distrib
uted among the creditors and shareholders. Liqui
dation may be either voluntary, by shareholder 
vote, or involuntary. 

Liquidation may have important income tax 
implications to the shareholders. Generally, cash 
and value of property received by the shareholders 
in excess of the tax basis of their stock results in a 
taxable gain, usually at capital gain rates. Under a 
special liquidation provision, land, machinery and 
other assets that have appreciated in value can be 
received without recognizing the gain if the share-



holders agree to treat the undistributed earnings of 
the corporation as ordinary income. Needless to 
say, there are several provisions in the IRS code 
that should be considered prior to any liquidation 
process. 

Farm corporations must exercise great care 
when faced with a situation in which liquidation is 
anticipated. This also is true when redeeming stock 
is held by one or more of the shareholders or when 
one or more of the shareholders plan to sell stock. 
One area of concern 'is to make sure that upon 
liquidation the corporation does not constitute a 
collapsible corporation. Briefly, this means that 
income tax advantages from capital gains cannot 
be obtained on any gain realized by an individual 
by sale or exchange of his stock. 

During the initiation stage of a corporation, the 
taxpayer should make sure that the common stock 
issued qualifies for Code Section 1244 treatment. 
This enables a loss on the sale of such stock to be 
treated as an ordinary loss rather than a capital 
loss. This is important in the event that the stock is 
sold or the corporation is liquidated for less than the 
shareholders' basis in the stock. For taxable years 
after 1978, the total amount that may be treated as 
an ordinary loss under Section 1244 is $100,000 for 
a husband and wife filing a joint return. To qualify 
for Section 1244, the corporation generally must be 
a domestic corporation - be considered a small 
business corporation with contributed capital and 
paid-in surplus not exceeding one million dollars. 
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The complete legal and tax considerations of 
liquidation is beyond the scope of this bulletin . 
Because of the complexity of transactions involved 
in liquidation, both legal and tax advice should be 
sought. 

Table 5. Optional annual corporation franchise tax based on 
total assets, effective January 1, 1980 

If Total Assets 
Are At Least 

$ 0.00 
15,000.00 
20,000.00 
25,000.00 
30,000.00 
40,000.00 
50,000.00 
60,000.00 
70,000.00 
80,000.00 
90,000.00 

100,000.00 
110,000.00 
120,000.00 
130,000.00 
140,000.00 

But Less 
Than 

$ 15,000.00 
20,000.00 
25,000.00 
30,000.00 
40,000.00 
50,000.00 
60,000.00 
70,000.00 
80,000.00 
90,000.00 

100,000.00 
110,000.00 
120,000.00 
130,000.00 
140,000.00 
150,000.00 

The Tax 
Shall Be 

$ 35.00 
45.00 
55.00 
70.00 
90.00 

115.00 
140.00 
165.00 
190.00 
215.00 
240.00 
265.00 
290.00 
315.00 
340.00 
365.00 

"Total assets" used in this table means the total of all items reported or 
reportable as assets on the corporation's Federal income tax return on the 
last day of the corporation's reporting period for Federal income tax 
purposes, 
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