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A few years ago I wrote an article titled, “The Dog Ate Your Inheritance” that was aimed at farmers and ranchers who have valuable tracts of land but little cash to pay estate taxes. I chose that title because it reminded me of the old excuse, “The Dog Ate My Homework” which is renowned for only making things worse. Well, for the farmer or rancher that has done nothing in the way of estate planning the line, “The Dog Ate Your Inheritance” ought to be about as good as any for deflecting family anger and frustration over having to sell land to pay taxes when the problem could have been avoided. The good news is that it doesn’t have to be that way with a little planning. The bad news is that the IRS never saw a great tax saving idea that it did not want to drop like a bad habit and it is going to issue proposed regulations that will plow under this planning opportunity. 

While we don’t yet know the exact scope and timing for the release of the proposed regulation it appears that the IRS will act by year end or sooner. In any case, the planning technique I am refereeing to is the forming of a Family Limited Partnership which until the regulation is issued is not an aggressive or risky concept that will get your clients in trouble or embarrass you. Rather, it is a legitimate approach to saving estate taxes and remembering the old phrase, “use it or lose it” you should be discussing this concept with suitable farming and ranching clients before it is gone as we know it.

The gift tax - We must begin our discussion of the above technique with the understanding that if your client wants to save estate taxes they generally have to be willing to give something away. In that regard, while it is apparent that individuals can give away significant amounts of property gift tax free through utilization of their gift tax annual and applicable exclusions the real action in gift and estate tax saving comes from gifting at a discount. That’s because by restructuring how property is owned before it is given away can entitle the donor to discounts on the value of their gifts for lack of marketability and lack of control. These discounts relate to the fact that a nonfamily member would not pay full price to purchase an interest in a family business in which they would not have a controlling interest and for which there would not be a ready resale market. In any case, the significance of such discounts is that they enable the donor to leverage or increase the amount of property they give away gift tax free using their gift tax annual and applicable exclusions. 

Family Limited Partnership - To understand how this concept works assume that a couple owns a farming operation worth $20,000,000 that they would like to transfer to their three children. If the parents were to form a family partnership in 2015 and transfer the farm to the partnership in return for partnership interests, they could in turn gift those partnership interests to the children using their gift tax annual and applicable exclusions. Here it should be noted that without discounts the parents could only transfer $10,944,000 to the children gift tax free. (This would be comprised of their $10,860,000 combined applicable exclusions plus $84,000 of combined annual exclusions.) On the other hand, assuming a 35% discount on the gifts for lack of marketability and lack of control, the parents could transfer $16,836,923 of partnership interests to the children gift tax free. This would mean that through the expedient of the partnership structure the parents could transfer an additional $5,892,923 gift tax free using the same gift tax annual and applicable exclusions. Further, in subsequent years using their annual exclusions the parents could continue to make gifts of their remaining partnership interests until all of the partnership interests are transferred to the children

The Palatable Alternative - While legitimate and effective the above idea has two features that are common to all estate tax saving concepts in that it requires the client to change how they own or manage their property and make large estate reducing gifts. The problem with these requirements is that as clients get older they do not like change and may be resistant to taking such advice despite the potential estate tax savings. This means that their professional advisors need an alternative solution to dealing with the estate tax that does not upset their lives. That solution is life insurance because it does not require changing their lives or making large gifts. Rather, for a relatively moderate sum they can have their lawyer draft an irrevocable life insurance trust that authorizes the trustee to purchase coverage on their lives. To fund that purchase the clients make affordable gifts to the trust that the trustee uses to buy the life insurance in an amount sufficient to provide the needed estate tax liquidity.

Summary - In their estate planning farmers and ranchers should focus on doing what is best for themselves and their families. Then, with proper planning, they should accomplish their personal goals at the lowest tax cost possible. To do that farmers and ranchers should consider using the Family Limited Partnership concept with its attendant valuation discounts while it is still available or they may indeed be “betting the farm.”

It must be remembered, however, that not all clients are predisposed to engaging in tax saving techniques. Fortunately, for those who are not so inclined life insurance provides a palatable alternative to dealing with estate taxes that might otherwise cost their family the farm. 

Federal income tax laws are complex and subject to change. The information in this memorandum is based on current interpretations of the law and is not guaranteed. Neither Nationwide, nor its employees, its agents, brokers or registered representatives gives legal or tax advice. You should consult an attorney or competent tax professional for answers to specific tax questions as they apply to your situation.
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