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CHAPTER I 

INTRODUCTION 

Purpose and Scope of Thesis 

The use of the corporate form of organization In the 

family agricultural business is receiving more consideration 

by farmers than ever before. Although this form of organiza

tion is, at present, rarely used in farming. It is not new to 

agriculture. Some farm families have used the family corpo

ration for many years. The rise of farmers* interest in the 

corporation Is due largely to the increasing number of large 

farms owned and operated by one family. A farming business 

of $100,000 Is not uncommon today. 

As the size of the family farm business increases, 

several factors appear which indicate that there are good 

possibilities for the advantageous use of the corporate 

organization in farming. This growth has brought about more 

complex tax problems and Increased liability of the owners 

to others. Problems such as sharing ownership of the farm 

property among family members and getting the ownership 

transferred to the next generation have become more complex.^ 

-'• Robert S. Smith, "You May Want to Incorporate," 
Hoard's Dairyman, (August 10, 1958), p. 76l. Hereafter 
cited as Smith, "You May Want to Incorporate." 

2 Ibid. 



Incorporation may be the farmer's answer to these problems. 

The J^rm2oym±r)j^^.famir^ alterna

tive methods of organlzlxig.„jr]td..op.tr„ating the farm; it may 
»«u«-r.^^...:.~.-»>*-«i'"'- • "•• . . . . . ' ^ - ^ • . » ~ . „ . ^ ^ „ ^ , _ ^ , ^ _ , ^ _ ^ ^ _ _ ^ ^ ^ ^ , 

be organized and operated as a sole t)ropr let or ship, as a 

partnership, or as a corporation. Despite the possibility 

that the corporate form may have certain advantages over the 

other forms of organization, a vast majority of the farms 

are operated as sole proprietorships. In the Northeast, 

about one commercial dairy farm in eight is operated as a 

partnership. The number of family farm corporations is very 

small, certainly less than 1 per cent of all commercial 

farms.3 

Before making a final decision.JfcÔ JjafljQrporate the 

family farrâ  one of the decisive elements a farmer must con

sider is the tax angle. As a general rule it can be said 

that as long as jths income from the farm operations Is 

relatively small the operator will do bottler under indivi

dual rates. If^i^e income is relatively large, the operator 

will do better under corporate rates.^ It is the purpose of 

this thesis to analyze and discuss some of the tax considera

tions necessary In determining whether the family farm should 

be incorporated. 

3 Smith, "You May Want to Incorporate," p. 76I. 

^ "Should I Incorporate My Farm?", The Farm Quarterly. 
(Spring, 1957], p. 130. Hereafter cited as Should I Incorpo
rate My Farmv , The Farm Quarterly. 



The scope of this thesis will be limited to analyzing 

and discussing some of the tax factors and related problems 

which must be taken into consideration in the incorporation 

of a family farm In the West Texas area. More specifically, 

this narrows the subject of the family farm which may be 

Incorporated to a crop-type farming business. Not Included 

are such farms and ranches which Involve livestock, poultry, 

fruit, or timber. 

Based on the limitations expressed above, this thesis 

will Include only those factors which would most likely be 

applicable to a farming enterprise in this area. No attempt 

will be made to analyze and discuss many of the factors 

usually connected with corporations which would not ordinar

ily be applicable to a farming enterprise if Incorporated. 

Such exclusions embrace the tax factors involved in exempt 

corporations, foreign corporations, bonds and sinking funds 

and related accounts, and corporate reorganizations. It Is 

considered that if a West Texas farm were to be Incorporated, 

such points would be relatively unimportant in arriving at 

a decision. 

Definition of Terms 

The following terms are defined to aid the reader 

in better understanding this thesis. In a few instances, 

and for purposes of this thesis only, some of the terms are 



limited by their definitions to special meanings. 

Farm and Farmers 

In Regulation ll8 of the Commissioner of Internal 

Revenue, the term "farm" embraces the farm in the ordinarily 

accepted sense, and Includes stock, dairy, poultry, fruit, 

and truck farms; also plantations, ranches, and all land 

used for farming operations. All individuals, partnerships, 

or corporations that cultivate, operate, or manage farms for 

gain or profit, either as owners or tenants, are designated 

as farmers. A person cultivating or operating a farm for 

recreation or pleasure, the result of which is a continual 

loss from year to year is not regarded as a farmer.5 

As used throughout this thesis the term "farm" is 

limited to the type of farming predominantly carried on In 

the West Texas area and therefore excludes such farming or 

ranching as stock, dairy, poultry, and fruit. 

Family Agricultural Business 

The family agricultural business pertains to the 

farming business as carried on by the family unit and the 

^ U. S. Treasury Regulation ll8. Section 39.22 
(a)-7 (d). 



operation of which is to be continued from generation to 

generation. The terms "family farm," "farming enterprise," 

"farming business," "farm," and "family agricultural busi

ness" are used synonymously throughout the thesis to indicate 

the family agricultural business. 

Corporation 

The corporation is an artificial entity established, 

according to state law, by three or more of the members of 

the family farm unit for the purpose of conducting and opera

ting the farming business as a corporate organization. 

Closed Corporation 

A closed corporation is one that is owned and con

trolled by a small group of individuals who are members 

of the family farm unit. These individuals may be members 

of the immediate family unit, such as father and son, or 

sons, or they may be closely related family members such 

as brothers-in-law and/or sons-in-law. 

As a general rule, in analyzing and discussing the 

tax factors and related problems Involved in Incorporating 

the farming business, the closed corporation is the type 

of corporation most commonly referred to in this thesis. 



Thin Corporation 

The thin corporation is one in which there is a high 

ratio of debt to stock In the capitalization. This type of 

corporation is created by capitalizing lightly and lending 

any additional necessary funds to the corporation.^ 

Collapsible Corporation 

A collapsible corporation is one controlled by a 

small group of individuals who are members of the family 

farm unit, and which is used by them to purchase or produce 

property with the Intent of dissolving the corporation, or 

selling its stock, prior to the time it realizes a substan

tial amount of Income from the property.7 

Partnership 

A partnership is an association of two or more persons 
o 

to carry on as co-owners a business for profit. These 

partners are composed of members of the family farm unit, 

and the partnership meets all of the qualifications necessary 

^ "Why Can't Stockholder Lend Money to a Corporation?", 
The Journal of Taxation, (March, 1956), p. 153. Hereafter 
cited as "Why Can't Stockholder Lend Money?", The Journal 
of Taxation. 

p. 458. 

"̂  Internal Revenue Code of 195^, Section 3̂ 1 (b) (l). 
Q 

Encyclopedia Dictionary of Business. (June, 1956), 



to make it eligible to elect to be taxed as a corporation. 

Sole Proprietorship 

A sole proprietorship exists when one individual is 

the owner of the farming enterprise. This Individual manages 

and controls the operations of the farm and assumes all the 

responsibilities and liabilities connected therewith. 

Review of Previous Research 

Although there has been a great deal written about 

Incorporating small businesses and family businesses in 

general during the past several years, there has been, until 

recently, very little consideration given to incorporating 

the family agricultural business. 

In the past year or two, a few articles which deal 

specifically with whether or not the farm should be incorpo

rated have been written and published in farm publications. 

A majority of these articles, however, are general in nature 

and place most of their emphases around such factors as 

limiting the farmer's liability through incorporation, great

er possibilities of financing small farms through the corpo

rate organization, the ease of transferring ox-mership of farm 

property through corporate stocks, and retirement aspects. 

The tax considerations Involved in incorporating the farm 

are only lightly covered in most of the articles and in a 
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few instances these considerations are not covered at all. 

In obtaining material concerning the incorporation of 

a farm, a major portion of the research had to be acccm-

pllshed in areas pertaining to corporations and incorpora

tion of small businesses In general. It was necessary to 

evaluate this material and use only that data which would 

likely be applicable to a farm corporation. 

Forecast of General Plan of Thesis 

This thesis is organized into four chapters. The 

first chapter is an introductory one vjhlch consists of a 

statement of the problem to be discussed, the purpose and 

scope of this discussion, the definition of terms to be used, 

and a review of previous research on the problem. The second 

chapter presents a discussion of several tax factors which 

must be taken into consideration if the family agricultural 

business is to be Incorporated. This chapter will not 

attempt to discuss all of the tax considerations that might 

arise in such an Incorporation. The third chapter will seek 

to Illustrate, with the aid of examples, some of the benefits 

and tax savings that might arise through the use of the corpo

rate organization in farming. The different techniques of 

incorporating the farming enterprise and the costs involved 

in incorporation are discussed in this chapter. The fourth 

and final chapter presents a summary of the material in 



Chapters II and III and also includes some of the other 

aspects of incorporation not discussed in the body of the 

thesis. 



CHAPTER II 

TAX CONSIDERATIONS IN INCORPORATION 

Explanation of the Corporate Tax System 

Normal Tax and Surtax Rates 

The corporate tax system is composed of two taxes: 

a normal tax and a surtax. The normal tax, presently 30^, is 

imposed upon the corporation's taxable income and the surtax, 

presently 22^^ is.,imposed upon the corporation's taxable 

income which is iu, excMm,Mf^i^^5,000. For an outline of the 

steps to be taken in computing the normal tax and surtax of 

a farm corporation see Appendix A (Pages 6l and 62). 

The taxable Income of the corporation subject to the 

surtax is computed without regard to the deduction for par

tially tax-exempt interest. Section 242 of the Internal 

Revenue Code of 1954 regarding partially tax-exempt Interest 

states: 

There shall be allowed to a corporation as a 
deduction the amount received as Interest on obliga
tions of the United States or on obligations of 
corporations organized under Act of Congress which 
are instrumentalities of the United States, but only 
if— 

(1) such Interest is Included in gross income; and 

(2) such interest is exempt from normal tax under 
the Act authorizing the issuance of such 

10 
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obligations.^ 

Although it is considered that such partially tax-exempt 

interest would not ordinarily be present in the farm corpo

ration, there may be cases in which the farmer has owned 

such obligations prior to incorporation and transfers them 

to the Incorporated farm. 

Another Important point that should be considered 

in determining the farm corporation's taxable Income sub

ject to the above rates is the special deduction allowed for 

dividends received from taxable domestic corporations.^ 

This special deduction may be of great significance in cases 

where the farm corporation has 100$̂  ownership in a subsidiary 

corporation and receives the entire Income of this subsidiary 

by way of dividends. As an example of the significance of 

the 85^ dividends received credit, the dividends received 

from such a subsidiary corporation would be taxed at 4.5^ or 

7.8^ in the hands of the receiving corporation, depending on 

whether it is in a 30^ or 52^ tax bracket. 

In discussing the dividends received credit, it should 

be noted that there is a limitation on the amount that may be 

•̂  Internal Revenue Code of 195^, Section 242 (a) (l) 
and (2); Prentice - Hall 1958 Federal Tax Course, (1957), 
p. 3110. Hereafter cited as 195^ Federal Tax Course. 

2 See Internal Revenue Code of 195^* Section 243 (a). 
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deducted. According to Section 246 (b) (l) and (2) of the 

195^ Code^, the total dividends received deduction shall not 

exceed 85^ of the taxable Income computed without regard to 

Vl) the net operating loss deduction, (2) the deduction for 

dividends received, and (3) the deduction for dividends paid 

on certain public utility preferred stock. This 85^ limita

tion does not apply, however, when the shareholder corpora

tion has a net operating loss for the year. For an illustra

tion of the effect of the 85^ limitation see the discussion 

pertaining to net operating loss (Page 30). | 

! /}\l 
Comparison of Corporation and Individual Tax Rates f 

A comparison of the corporation and individual Income 

tax rates clearly indicates that a farming business with a 

small taxable Income fares better under individual rates 

while a farming business v/ith a relatively large taxable 

income does better under corporate rates. In making the 
I 

comparison below, a few illustrations are used to aid in 

oetter understanding the rate differences. 

I The corporate tax rate begins at 30^ and remains 
I 

constant for the first $25,000 of taxable Income earned. An 

additional 22^ is charged on all taxable Income earned in 

excess of $25,000. The tax rate for a single individual 

3 See Internal Revenue Code of 195^, Section 246 (b) 
(1) and (2). 
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begins at 20̂ o in the lowest bracket, $2,000 or less, and 

increases to 91^ in the highest bracket, $200,000 and over. 

On the basis of these rates, the individual pays more taxes 

than the corporation once his taxable Income reaches $14,000. 

For example, on this amount_of_income the corporate tax would 

be $4,200 while the individual's tax would be 1JL»260. On 

$25,000 of taxable Income, a corporation wouldjgay $7,500 

taxes whereas an individual would have to pay $10,150 taxes. \ 

I The minimum and maximum rates for a married person 

are the same as for a single person, but the rates are grad

uated on different income levels--20^ up to $4,000 and 91^ 

over $400,000. On the basis of a married person's rates, 

the individual's tax would be higher only if the taxable 

income exceeds $53,000. For example, on this amount of 

income the corporate tax would be $22,060 while the married 

person's tax would be $22,100. For taxable income less than 

$53,000, a married person's rates are more favorable than 

corporate ratesj however, see Chapter III for a further 

discussion of these rates. 

Use of Multiple Corporations ^ 

The use of multiple corporations lends itself very 

favorably to the farming business. Where several farms are 

owned by members of the farm family each farm unit may be 

incorporated separately thereby creating a number of small 
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corporations. As long as these multiple corporations follow 

the natural division lines of the business and are bona fide 

entitles, they will tend to provide a tax saving of $5,500 

each, since each corporate entity is entitled to the first 

$25,000 of taxable Income earned free of the surtax. 

The use of multiple corporations in the farming 

business also entitles each entity to its own $60,000 
i 

accumulated earnings credit, which is an additional tax 

advantage when it is desired to retain a portion of the 

corporate earnings in the business.^ The decision to use 

multiple corporations should be made at the very inception 

of the business (in the case of a farming business, this 

would be the date the decision was made to incorporate); 

otherwise, there may be a disallowance of the extra surtax 

exemptions and accumulated earnings credits.5 There is 

little difficulty Involved in the use of multiple corpora

tions whenever this plan is adopted at the beginning of the 

business and provided the activities of each corporation are 

kept separate. The disallowance of the extra surtax exemp

tions and accumulated earnings credits usually occurs when 

an existing corporation attempts to subdivide Itself. The 

^ See Tax Rates Applicable to Unreasonable Accumulated 
Earnings (Page 23). 

5 1958 Federal Tax Course, p. 3136; See Internal 
Revenue Code of 1954, Section 1551. 
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courts view such an act by the corporation as an attempt to 

purposely secure such exemptions and credits. 

Income of a Farm Corporation 

The gross Income of the incorporated farm Includes 

the same items as the gross income of the individual farmer. 

There is a difference, however, in what must be included in 

the gross income for the taxable year based upon whether the 

corporate farm uses the cash receipts and disbursements basis 

or the accrual basis of accounting. 

If the farm corporation uses the cash receipts and 

disbursements basis (in which no inventories are used to 

determine profits), it must include the following items in 

gross income: 

(l) the amount of cash or the value of merchandise 
or other property received during the taxable year 
from the sale of livestock or produce which was 
raised; (2) the profits from the sale of any live
stock or other items which were purchased; (3) all 
miscellaneous receipts of income during the year; 
(4) all subsidy and conservation payments received 
which must be considered as income; and (5) gross 
income from all other sources.6 

On the other hand, if the farm corporation is on the 

accrual basis (m which inventories are used in determining 

profits), the gross income is ascertained by: 

^ 1958 Federal Tax Course, p. 26IO; See Prentice-Ha11 
Federal Taxes, Vol. I, paragraph 7162. 



16 

(a) adding together the following: (l) sales price 
of all livestock and produce sold during the year 
(2) inventory value of livestock and produce on 
hand and not sold at the end of the year (3) all 
miscellaneous items of Income (4) any subsidy or 
conservation payment which must be considered as 
Income and (5) gross Income from all other sources; 
and (b) subtracting from this sum the following: 
(1) the Inventory value of livestock and produce on 
hand and not sold at the beginning of the year and 
(2) the cost of livestock and produce purchased 
during the year.' 

In cases where the farm operations are relatively 

small, the cash receipts and disbursements method of account

ing Is the most widely used because of its simplicity. On 

the other hand, where the farm operations are relatively 

large, the accrual method of accounting is more desirable 

since it gives the owners a more accurate reflection of 

their present status of operations. 

No definite statement can be made concerning which 

accounting method is best. In order to make a decision as 

to which method to use, such factors as the size of the farm 

operations, the objectives of the taxpayer, and the avail

ability of personnel to maintain books and records should be 

taken into consideration. 

'^ 1958 Federal Tax Course, p. 26IO; See Prentice-Hall 
Federal Taxes^ Vol. I, paragraph 7162. 
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Expenses and Deductions of a Farm Corporation 

In general, the deductions of the farm corporation 

are the same as the itemized deductions of the individual 
Q 

farmer,'̂  with the exception, however, of deductions which 

are of a personal nature such as medical expenses, child 

care expenses, alimony payments, contributions, or the 

standard deduction.^ These personal deductions are deduc

tions from adjusted gross income and the corporation is not 

allowed such deductions. 

The method of accounting used by the farm corporation 

will have an effect on the time that the expenses and deduc

tions may be taken. If the cash receipts and disbursements 

method of accounting is used, the deductions must be taken 

in the year in which payment is made in cash or its equiv

alent. If the accrual method of accounting is used, the 

deductions must be taken at the time the actual liability 
accrues. 

The expenditures of a farming enterprise may be class

ed as ordinary and necessary current business expenses or 

capital expenditures.!^ The ordinary and necessary current 

^ See Internal Revenue Code of 1954, Section l6l and 
following. 

9 See Internal Revenue Code of 195^, Section 211 and 
following. 

10 1958 Federal Tax Course, pp. l839-l84l. 
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business expenses, which are deductible, are those expenses 
I 

Incurred in carrying on the farming operations. Capital 

expenditures are those expenditures Incurred during the 

development period of the farm or for such items as machinery, 

equipment, and buildings. These expenditures are not deduc

tible expenses, but must be capitalized and charged-off 

through depreciatioh.!! 
i 

In addition to the deductions discussed above, the 

farm corporation is also entitled to special deductions for 

partially tax-exempt interest and dividends received from 

domestic corporations. For a discussion of these special 

jdeductions see Normal Tax and Surtax Rates above. 
I 
! 
I 

i Distribution of the Corporate Income 
'. I 

I ; 

Compensation to Stockholder-Employees 

I A corporation may use salaries and/or bonuses as a 

method of distributing all or most of the corporate income 

to the stockholder-employees. Usually such compensation 

payments are deductible as "ordinary and necessary" business 

expenses; however, in the case of a closed corporation there 

is always the possibility that a portion of the compensation 

!! Section 175 of the 1954 Code permits a farmer to 
deduct expenditures for soil and water conservation Instead 
of being required to capitalize such expenditures. The 
amount deductible is limited to 25^ of gross Income from 
farming. 
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may be regarded as unreasonable. The unreasonable distribu

tion of Income in the disguise of salaries and bonuses is 

considered, in effect, as the distribution of dividends for 

the purpose of evading taxes on dividends.1^ If it is 

considered by the Commissioner that any portion of the 

compensation is unreasonable, that portion will be taxed as 

dividends. On the other hand, if the salaries and bonuses 

are regarded as reasonable, the corporation and the stock

holder-employees can avoid the double tax applicable when 

corporate earnings are paid out in the form of dividends. 

Mr. Norwood B. Orrick, an attorney with a law firm 

in Baltimore, gives the following example of the tax con

sequences that would arise in case a portion of the stock

holder-employee's salary was declared unreasonable: 

Assume a corporation subject to the 52 per cent 
combined tax rate . . . which pays its stock
holder $21,200 as annual salary. Assume further 
that: the deduction of $5,000 of this amount is 
disallowed as excessive compensation and as be
ing in fact a dividend; that the stockholder is 
married and files a Joint return; that his wife 
has no income; and that his income from other 
sources matches his allowable deductions. The 
corporation will be charged with additional taxes 
in the amount of $2,600. As against this, the 
application of the dividend exclusion and dividend 
credit under the 195^ Code to the $5,000 dividend 
payment will reduce the individual taxpayer's tax 
by only $215 from what it would have been had the 

!^ 1958 Federal Tax Course, p. l8l4. 
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$5,000 been treated as part of his salary.13 

j As Indicated by the above example, unless careful 

attention is given in determining the salaries of stock

holders in a closed corporation, the tax effect can be 

material. Mr. W. Joseph Shoemaker, an associate of the 

Denver law firm of Holland and Hart, states: 

Fixed salaries for an agricultural business 
are difficult to maintain. To come up with a 

; realistic salary that will withstand the rapid 
ups and downs of the typical farm economy is 

, almost impossible. There are so many outside 
I factors influencing agriculture that farm 

operators who consistently show more than nominal 
profits after maintaining their operations are 
usually few and far between. The Treasury 
Department ordinarily takes a dim view of the 
practice of moving salaries up and down with 

I Income. Applying most factual situations to the 
I farm corporation, it would seem that the proper 
i approach to the problem would be to use low 
, salaries augmented by bonuses. In most instances, 
I a bonus, either in a lump sum or in the form of 

a percentage of earnings, paid to a stockholder-
employee in addition to a fixed salary, does not 
prevent the total amount paid by the corporation 
from being reasonable compensation for services. 
It seems certain, however, that farm salaries would 
be more reasonably susceptible to yearly changes 
than salaries paid to employees of most other 
businesses.!^ 

3 Norwood B. Orrick, "Compensation to Stockholder-
Employees," The Encyclopedia of Tax Procedures. (1957), 
p. 405. 

W. Joseph Shoemaker, "Incorporation of the Family 
Agricultural Business," Taxes—The Tax Magazine, (July, 1958), 
p. 523. Hereafter cited as Shoemaker, Incorporation of the 
Family Agricultural Business." 
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, In many cases all of the corporate income cannot be 

paid out as reasonable salaries and bonuses, therefore, the 

best tax advantage can be gained by splitting the Income 

between the stockholders, in the form of salaries and bonuses 

or other deductible expenses, and the corporation, in the 

form of retained earnings. The salaries paid to the stock-
; i 

holders could be Increased or decreased until the tax rates 

paid by them are equal to the tax rate paid by the corpora

tion. In his article, Mr. Shoemaker presents an ideal 

example: 

: A corporation has earnings of $50,000. The most 
i economical salary from a tax standpoint for a 

married sole stockholder (assuming he has other 
income which offsets his deductions and exemptions) I 
would be $25,000. The $25,000 decrease in corporate 
income by reason of the salary deduction saves taxes 
at a rate of 52 per cent, or J>13,000. The tax to the 
owner on the $25,000 is only $7,230. Any further 

I increase in salary would be uneconomical since the 
tax saving in the corporation vjould be only 30 per 

I cent, while the tax cost to the owner would be 43 per 
cent. Likewise, any decrease in salary below $25,000 
would not pay because it would cost the corporation 

\ 52 per cent to save the stockholder 43 per cent.!^ 

Dividends 

j 

I Another method of distributing the corporate income is 

through the payment of dividends to stockholders. Probably 

h 
!^ Shoemaker, "Incorporation of the Family Agricultural 

Business," p. 523. 
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lone of the most Important considerations encountered in 

idetermlning whether or not to incorporate is the double 

jtaxation aspect involved in the payment of dividends. All 

of the profits of the corporation are taxed first to the 

corporation, and later, when these profits are distributed 

las dividends, they are taxed again to the stockholders. The 

corporation is not allowed a deduction for the dividends 
i 

pa id. 

In order to provide some relief from the double taxa

tion, the individual farmer may exclude from his gross income 

the first $50 of dividends received from the corporation.16 

The married farmer may exclude from his gross income the 

first $100 of dividends received. For example, the married 

farmer received $2,000 in dividends from the incorporated 

farm. He is entitled to exclude from his gross income the 
i 

first $100 of dividends received. Therefore, only the i 

balance of the dividends received, $1900, is included in the 

farmer's gross income. In addition to this exclusion, the 

farmer is allowed a credit against his taxes of 4^ of the 

dividends received and Included in his income—with certain 

limitations.!'^ 

i The tax considerations involved in distributing the 

!^ See Internal Revenue Code of 1954, Section ll6. 

•^^ See Internal Revenue Code of 195^, Section 3^. 
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corporate earnings in the form of dividends are best illus

trated by an example used by Mr. Shoemaker: 

Take a sole proprietor with business net income of 
$20,000. As the proprietor of an unincorporated 
business, he, as a single person with two dependents, 
would have a total federal income tax of $5,800. 
However, the tax would only be $4,768 if he were to 
form a corporation and draw a $12,000 salary. The 
tax saving vjould be $1,032. However, it will not 
take very much in annual dividends to make this 
corporation a tax liability. As can be seen from 
the table below, if a dividend of $2,000 were paid, 
the corporate form would still be advantageous 
(total tax of $5,496 as against the $5,800 tax due 
where the business is not incorporated). But, if 
as much as $4,000 is paid out in dividends, the 
corporation will be the more expensive form of 
doing business. 

Corporate tax on 
$8,000 income 
(After $12,000 
salary deduction) 

Stockholder's per
sonal tax on 
salary plus 
dividends . . . . 

Total tax . . . 

Dividends of 
$0 $2,000 $4,000 $8,000 

$2,400 $2,400 $2,400 $2,400 

2,368 3,096 3,916 5,800 

$4,768 $5,496 $6,316 $8,200 "̂8 

Tax Rates Applicable to Unreasonable 
Accumulated Earnings 

An Important factor which should be kept in mind in 

determining whether corporate earnings are to be distributed 

to the stockholders as compensation and/or dividends is the 

18 

Business," p. 522. 
Shoemaker, "Incorporation of the Family Agricultural 
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surtax Imposed upon unreasonably accumulated earnings. The 

stockholders may wish to leave in the corporation all of the 

earnings of the farming business above a reasonable salary, 

but this may not eliminate the aspects of double taxation. 

There is a special surtax, in addition to the regular corpo

rate tax, imposed upon corporations which allow retained 

earnings to accumulate beyond the reasonable needs of the 

business.!^ (For purposes of determining if the earnings 

are accumulated for the reasonable needs of the business, 

both present and anticipated, many factors are taken into 

consideration.2^ Some of the factors that might be con

sidered in the case of the farm corporation are as follows: 

depreciation and obsolescence of equipment, needs for invest

ment in new equipment, planned improvements, and planned 

expansion of the business.) 

The accumulated earnings tax rate is 27^^ on the 

first $100,000 of unreasonably accumulated earnings and 38^^ 

on any amount In excess of $100,000. The tax is not Imposed 

upon any corporation in which the accumulated earnings are 

$60,000 or under. Further, in computing the amount of 

taxable income subject to the accumulated earnings tax all 

!^ See Internal Revenue Code of 1954, Section 531 and 
following. 

^^ See Prentice-Hall Federal Taxes, Vol. I, paragraph 
4721. 
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corporations are allov/ed an accumulated earnings c red i t . 
I 
This credit equals the greater of: 

A. Earnings and profits of the taxable year 
retained for the reasonable needs of the business 
less (long-term capital gain reduced by the tax 
attributable to such gain). 

or 
B. $60,000 less (accumulated earnings and 

I profits at the end of the preceding taxable year 
less the dividends oald during the first 2^ months 

j of the taxable year).*^! 

j 

In cases in which the stockholders are in the high 

income brackets, they may consider it cheaper to retain the 

earnings in the corporation and pay the surtax than to 

distribute the earnings as dividends. On the other hand, in 

order to avoid the accumulated earnings tax, the corporation 

may pay out dividends in an amount equal to the accumulated 

taxable income subject to the surtax. 

Treatment of Capital Gains and Losses by the j 
Corporation and the Indivldual^^ ! 

The 1954 Code requires that in order to give rise to 

^•^ IQ^B Federal Tax Course, p. 3414. 

As used here the individual may be a member of a 
partnership or a sole proprietorship since income does not 
change its character by going through the business—capital 
gains of a partnership retain the same characteristics when 
they pass to the hands of the individual partners. 
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capital gains or losses there must be a sale or exchange of 

capital assets.^^ For the purpose of determining whether 

jSuch gains or losses are long-term or short-term there must 

be a determination of the length of the holding period of 

the capital assets.^^ Sales or exchanges of capital assets 

held for more than six months are long-term transactions and 

sales or exchanges of capital assets held for six months or 

less are short-term transactions. i 

j For both the corporation and the individual, the 

long-term capital gains and losses are combined to compute 

the net long-term capital gain or loss, and the short-term 

capital gains and losses are combined to compute the net 

short-term capital gain or loss. The results of these 

computations are then taken together to compute the net 
PR 

capital gain or the net capital loss. -̂  
I i 

I In the case of the individual taxpayer, any net 

capital gain resulting from the above computation is Included 

in his taxable Income. If there is an excess of net long-

term capital gain over net short-term capital loss, the net 

gain is reduced by 50^ of such excess before it is added to 

the other income.^° For the corporation, any net capital 

23 See Internal Revenue Code of 1954, Section 1221. 

2^ See Internal Revenue Code of 195^, Section 1223. 

25 See Internal Revenue Code of 195^, Section 1222. 

26 See Internal Revenue Code of 195^, Section 1202. 
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gain so computed is includible in full in the corporate 

gross Income since the long-term capital gain deduction 

available to the individual is not available to the corpora

tion. August G. Eckhardt, in his article concerning the 

incorporated farm, gives the following example about capital 

gains: 
I 
i 
! 

I If a corporation sells a capital item having no 
; cost basis for $500, the corporation pays income 

tax on that amount computed at 25 per cent. If an 
individual makes that sale, he includes $250 with his 
other Income and is taxed on that amount at a rate 
determined by his income bracket but not in excess of 
25 per cent of the gross gain. 

j More technically stated, corporations report 100 
j per cent of the excess of net long-term capital gains 

over net short-term capital losses as taxable Income. 
: However, this income is segregated and the tax rate 
I thereon is limited to 25 per cent.^i 

i On the other hand, if there is a net capital loss 

resulting from the above con^putation, it may be used to 

offset the individual's ordinary income--with certain 

llimitations, but not to exceed $1,000.^8 (if both the 

individual and spouse have a net loss on the sale or exchange 

of capital assets they may deduct up to $1,000 each if they 

file separate returns. On a Joint return the capital loss 
i 

2*̂  August G. Eckhardt, "Should the Farmer Incorporate?", 
The Practical Lawyer, (February, 1955), p. 65. Hereafter 
cited as Eckhardt, "Should the Farmer Incorporate? . 

29 3gg Internal Revenue Code of 1954, Section 1211. 



28 

deduction Is limited to a maximum of $1,000, Just as in the 

separate return.) The balance of any excess capital losses 

î hich is disallowed in the current taxable year may be 

carried over for a period of five succeeding years.29 Any 

net capital loss attributable to the corporation cannot be 
i 

iaeducted in the year incurred, but must be carried over to 

the succeeding year and used to offset the net capital gains 

in that year. The net capital loss of a corporation may be 

carried over for a period of five years.30 Mr. Eckhardt 

cites the following regarding capital losses: 
j 
! Another feature of the capital gains law favors 
! the individual; if an individual owns the business 

and capital loss exceeds capital gain, $1,000 of 
that excess can be deducted from ordinary income on 

I the individual's return, but such losses are allow-
j ed only to the extent of capital gains on the corpo-
I ration return.^! 

There are two methods of computing the corporate tax 

in cases in v;hich the net long-term capital gains exceed the 

^st short-term capital losses: the regular method and the 

alternative method. Under the regular method, the net ' 

capital gain is included in computing taxable income and is 

29 See Internal Revenue Code of 1954, Section 1212. 

3^ See Internal Revenue Code of 1954, Section 1212. 

•̂  Eckhardt, "Should the Farmer Incorporate?", p. 66, 
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taxed at the regular corporate rates. Under the alternative 

method, the net capital gain is excluded in computing tax-

lable Income and is taxed at a 25^ rate. The corporation 

may use the method of computation which produces the lower 

tax. For an illustration of the steps used in the computa

tion of both the regular and alternative tax see Appendix B 

(pages 63 and 64). 

In many instances the farming business realizes sub

stantial income from the sale or exchange of depreciable 

property or real property used in the business. Such | 

property is regarded as Section 1231 assets and may be 

treated as capital assets under certain circumstances.3^ 

For a brief discussion of Section 1231 assets the following 

statement by Harlan T. Moen is presented to indicate the 

treatment of gains and losses on such assets: 

j 
I Except for Partnership Form IO65, the tax forms 

contain no special schedule for Section 1231 gains 
I and losses. It is only when recognized Section 1 

1231 gains exceeds recognized Section 1231 losses 
I that such gains and losses are treated as long 1 
! term capital gains and losses. If there is a net ' 
! Section 1231 loss, they are treated as ordinary 

gains and losses and not subject to the $1,000.00 
limitation for capital losses. The initial compu
tation should therefore segregate Section 1231 
transactions from capital asset transactions. In 
making the computation, gains and losses are taken 
into account 100^. 

If a net gain results they are shown as long 
term capital gains and losses. If a net loss 

32 See Internal Revenue Code of 195^, Section 1231. 
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results they are shown as ordinary gains and losses 
and the full benefit of the loss can be had.33 I 

i 

Treatment of Net Operating Losses 
by the Corporation 

The farm corporation is allowed a net operating loss 

deduction very similar to the net operating loss deduction 

allowed to the individual. The only differences in these 

deductions arise from the adjustments which must be made 

in computing the amount of net operating loss for the 

corporation or for the individual. ; 
i 

In the case of the corporation it is not necessary 

to make the adjustments required of the individual to elimi

nate the long-term capital gain deduction and excess of 

capital losses over capital gains, since the corporation is 

not allowed the long-term capital gain deduction and is not 

permitted to deduct any excess of capital losses over capital 

gains on its return. The corporation also has no personal 

exemption deductions and no non-business deductions to j 

adjust. On the other hand, the corporation must make adjust

ments for "special deductions", such as deduction for 

partially exempt interest and dividends received, which do 

^^ Harlan T. Moen, "Special Capital Gains Treatment 
for Farmers," Ohio State Law Journal, (Winter, 1956), p. 45. 
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not apply to the individual.34 

! In computing the net operating loss of any year for 

the corporation, no net operating loss deduction is allowed. 

In addition, no deduction is allowed for partially tax-exempt 

interest. However, the deduction of the corporation for 

dividends received from domestic corporations is allowed. 
i 

(See Section 172 (d) of the I954 Code for other adjustments.) 

j It is Interesting to note that in computing the net 

operating loss an apparent loophole exist in the 1954 Code 

regarding the allowance, without limitation, of the deduc

tion for dividends received from domestic corporations. In 

an article in The Journal of Taxation, September, 1955, the 

jfollowing statement vias presented concerning an inequity in 

the 1954 Code: 

In determining the net operating loss a corpo
ration is entitled to the deduction of 85$̂  of 
dividends received from a domestic corporation, 
without regard to the limitation for tax purposes 
based on 85^ of taxable income. If the full deduc
tion of 85^ of dividends received results in an 
operating loss the taxpayer may get the benefits 
of the operating loss deduction, the two year carry 
back and the three year carry forward /~now five 
years_7. If the full deduction results in even 
$0.01 of Incomgĵ  the deduction is limited to 855̂  
of net Income.35 

3^ 1958 Federal Tax Course, p. 3207. 

35 "What We Should Do to the 1954 Code to Make It 
Equitable for Individuals," The Journal of Taxation. 
(September, 1955), P. 159. 
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The years to which a net operating loss may be 

carried are the same for both the corporation and the 

individual. A net operating loss may be carried back to 

each of the two preceding years and carried forward to each 

of the five following years.36 

3" See Houstin Shockey and Henry W. Sweeney, Tax 
Effects of Operatinf^ as a Corporation or Partnership. (1QS7), 
pp. 276-2bl. 



CHAPTER III 

TAX ADVANTAGES OF INCORPORATING THE 
AGRICULTURAL BUSIÎ IESS 

Tax Rate Savings 

The principal tax consideration Involved in a de

cision of whether an agricultural business should be incor

porated is the effective tax rate on the owner or owners. 

(Other tax considerations are covered later in this chapter.) 

In order to have a tax savings over the sole proprietorship 

or the partnership, the corporation must either pay out most 

of its income in the form of salaries or it must have an 

income which would place the owner or owners of a sole pro

prietorship or partnership in a tax bracket higher than 30^, 

but still be less than $25,000. For example, when the tax

able Income of a married person reaches or exceeds $16,000, 

the rate of tax is 34^. The first $25,000 of corporate 

taxable Income is taxed at the rate of 30^. Therefore, by 

incorporating, the farmer may place a tax celling on the 

earnings of the business of 30^ up to the first $41,000 of 

Income, $l6,000 of which the farmer receives as a salary, 

leaving the $25,000 remainder in the corporation.! For a 

! Jackson L. Boughner, "Tax Advantages in Incorpora
ting the Small Business," Illinois Bar Journal. (January, 
1956), p. 300. Hereafter cited as Boughner, Tax Advantages 
in Incorporating the Small Business." 
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single person the rate of tax is 34^ once the taxable income 

reaches or exceeds $8,000. Accordingly, incorporation in 

the case of a single person would place a 30^ tax ceiling 

on corporate earnings up to the first $33,000. 

By paying out part of the corporate earnings as 

salaries, incorporation may result in tax savings at various 

levels of income. The following table has been prepared to 

compare the income tax for a married farmer operating the 

agricultural business as a sole proprietorship or as a cor

poration. 

j 

I TABLE I 

COMPARISON OF INCOME TAX FOR I4ARRIED FARMER UNDER 
\ INDIVIDUAL PROPRIETORSHIP AND UNDER 

CORPORATE ORGANIZATION 

Net earnings Amount 
before salary Distribution of tax^ 

Under individual proprietorship 

'$ 5,000 all to individual $ 660 
10,000 all to Individual 1,636 

! 15,000 all to individual 2,960 
20,000 all to individual 4,532 
30,000 all to individual 8,434 
40,000 all to individual 13,354 
50,000 all to individual 19,002 
60,000 all to individual 24,176 

! Under corporate organization 

$ 5,000 $ 5,000 salary to individual $ 660 x ^^Q 
none retained in corporation none * 
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Net earnings 
before salary 

$10,000 

15,000 

20,000 

30,000 

40,000 

50,000 

60,000 

TABLE I (Continued) 

Distribution 

$10,000 salary to Individual $ 1,636 
none retained in corporation none 

$15,000 salary to individual 2,960 
none retained in corporation none 

$17,000 salary to individual 3,560 
3,000 retained in corporation 90O 

$17,000 salary to individual 3,560 
13,000 retained in corporation 3,900 

$17,000 salary to individual 3,560 
23,000 retained in corporation 6,900 

$25,000 salary to individual 6,344 
25,000 retained in corporation 7,500 

$35,000 salary to individual 10,800 
25,000 retained in corporation 7,500 

Amount 
of tax 

$ 1,636 

2,960 

4,460 

7,460 

10,460 

13,844 

18,300 

a. In computing the amount of tax it was assumed that 
the individual had no outside income, took the standard de
duction, and filed a Joint return. 

Another way in which the farmer may realize a tax 

saving through incorporation is by splitting the income of 

the business between the individual or individuals and the 

corporation.2 The following table is presented to illustrate 

the Income tax payable when the farm income is split three 

2 See LeVerne W. Garcia, "When Should a Sole Pro
prietor Incorporate His Business to Save Income Taxes?", 
Taxes—The Tax Magazine, (February, 1957), PP. 111-113. 
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ways, between father, son, and corporation rather than only 

two ways, between father and son--as in a partnership. A 

comparison should be made of all totals in the table to note 

the effect on tax savings. In the second part of the table, 

concerning the partnership, the same tax effect would arise 

if a corporation paid out all of its income in equally 

divided salaries. 

TABLE II 

COMPARISON OF CORPORATION TO PARTNERSHIP 
WITH RESPECT TO INCOME TAX PAYABLE 

INCOME TO BE DIVIDED: $ 3 6 , 0 0 0 

Form of business 
Tax If neither 

Income is married or 
has dependents 

Tax if both 
are married 

Corporation: 

Father 
Son 
Corporation 

Totals 

Partnership: 

Father 
Son 

Totals 

$15,000 
15,000 
6,000 

$36,000 

$18,000 
18,000 
$36,000 

$ 4,002 
4,002 
1,800 

$ 9.̂ 04 

$ 5,400 
5,400 

$10,500 

$2,960 
2,960 
1,800 

$7,720 

$3,860 
3,860 

Use of Thin Capitalization 

There are other tax advantages of incorporation than 

Just the rate savings aspect. Usually the corporate form 

of business will not be used if it results in a higher tax 
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rate than a sole proprietorship or partnership; however, 

there are many instances in which other considerations out

weigh the difference in tax rates. An example of this is 

the use of thin capitalization in incorporation of a busi

ness. The illustration below indicates how the farmer may 

make use of thin capitalization. 

The farmer may incorporate the family agricultural 

business by transferring farm property worth $100,000 to 

the corporation in exchange for $50,000 of capital stock 

and notes or a mortgage from the corporation on a loan for 

the remaining $50,000. Assume that the farm corporation 

has earnings before income taxes of $10,000 a year. The 

corporation must pay Income taxes of $3,000 and the remain

ing $7,000 may be used to pay off the principal on the loan. 

Such amounts paid out by the corporation as principal on 

its debts are not taxable in the hands of the receiving 

farmer. Therefore, until the loan is paid off, a little 

more than seven years, the farmer will be receiving $7,000 

annually, free of taxes. If the farmer were in a tax bracket 

higher than 30^, ownership of the farm as a sole proprietor 

would result in a larger Income tax for the same period of 

time. 

Once the loan has been repaid in full the farmer may 

gain an additional tax advantage by selling his stock for a 

capital gain or by having the corporation sell its property 
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tax-free as provided by Section 337 of the 1954 Code. The 

basis of the stock in the farmer's hands is $50,000, and 

assuming that the property is still worth $100,000, he will 

realize a capital gain of $50,000, on which the maximum tax 

is $12,500. Consequently, out of his original Investment 

in the family farm of $100,000, the farmer has realized a 

total profit of $37,500 after taxes ($50,000 from capital 

gains on the sale, less $12,500 capital gains tax). If the 

farmer had operated the farming business in his own name 

for this same period, his profit after taxes would have 

amounted to considerably less. 

However, there is one aspect of thin capitalization 

which the farmer must be very careful about in the closed 

corporation. In recent years the courts have ruled in some 

cases involving thin capitalization that the payments made 

by the corporation on the loans are in effect dividend pay

ments and must be treated as such.3 

Another important use may be made of thin capitaliza

tion if the farmer decides to transfer the family agricul

tural business to the next generation. If the farmer in

corporated his agricultural business for $100,000, it would 

take several years to distribute his capital stock to the 

3 "Why Can't Stockholder Lend Money?", The Journal 
of Taxation, p. 153. 
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next generation in the form of tax-free gifts. On the 

other hand, if the Incorporated farm issued only $50,000 

of capital stock and $50,000 of notes or a mortgage on the 

loan from the farmer, the farmer could give away his entire 

capital stock, free of gift taxes, in a relatively short 

period of time. 

Avoiding Collapsible Corporation Treatment 

If the farmer has recently incorporated his agricul

tural business and discovers that it is necessary or advan

tageous to make an immediate sale, he may have the corpora

tion make the sale and still avoid collapsible corporation 

treatment. This is possible since the collapsible corpora

tion rules do not apply in cases where the property in 

question has been held for more than three years.^ The 

loophole in avoiding the collapsible corporation treatment 

arises in determining the required three year holding period 

prior to the sale. According to Section 1223 (2) of the 

1954 Code, the holding period of the transferor of the 

property can be added to the corporation's holding period. 

If the property was transferred to the corporation in a 

tax-free exchange. If this loophole is applicable to the 

farm corporation, the collapsible corporation treatment 

^ See Internal Revenue Code of 195^, Section 34l. 
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may be avoided. 

Thus, the corporation can adopt a plan of liquidation 

and sell the farm immediately. The farmer may wait until 

six months have elapsed since he acquired his stock before 

he has the corporation distribute the proceeds of the sale 

in complete liquidation. By following this procedure, the 

corporation has complied with Section 337 of the I954 Code 

which concerns complete liquidation within a 12-month period; 

therefore, there is no tax to the corporation and the far

mer's gains from the distribution are long-term since he 

held the stock for more than six months. 

Use of Pension Plans 

Under present laws, a sole proprietor or partner 

cannot take advantage of pension plans because these indi

viduals do not qualify as employees. The advantages are 

available to the corporation, however, and they may deduct 

contributions made to a qualified pension plan. These con

tributions are usually paid to a trust vjhich will invest 

the funds tax-free and pay out retirement benefits to the 

employees as they retire. From a tax standpoint the advan

tages of such a plan may be very substantial. 

Assume the farmer is operating the family farm as a 

sole proprietor or partner and earns an extra $10,000, which 

he would like to save. If he is in the 60^ bracket, for 
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example, he will have $4,000 left after paying taxes. He 

then invests this $4,000 at 3% and earns Interest of $120 

a year, of which taxes will again take $72, leaving him 

$48. Under these conditions it will take several years 

before the farmer can even get his original $10,000 back. 

On the other hand, if the farmer is Incorporated, 

this $10,000 can be paid to a trust without a deduction for 

taxes. The trust earns $300 interest a year, tax-free. At 

the end of ten years when the farmer retires and drops to a 

lower tax bracket, say 30^, the accumulated funds are paid 

out to him as retirement benefits. 

In comparing the two instances, the $10,000 earned 

as a sole proprietor or partner is now $4,480 while the 

$10,000 that vjas put into the pension plan is now $13/000. 

Even after a 30^ tax on the retirement Income, the amount 

in the latter instance is still $9,100. This is more than 

double the amount in the first instance. 

There is another consideration which should be kept 

in mind in regards to the use of such a plan and that is the 

fact that the other employees of the corporation may also 

share in the pension plan.5 

5 Boughner, "Tax Advantages in Incorporating the 
Small Business," p. 306. 
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Effects of Unincorporated Business Electing 
to Be Taxed as Corporation 

There may be cases arising in the family agricultural 

business in which farmers operating as sole proprietors or 

partners do not want to Incorporate, but find that it would 

be more advantageous, from a tax standpoint, for them to be 

taxed under corporate rates. The application of Section 136I 

of the 1954 Code may be the answer in such cases. This sec

tion provides that if an unincorporated business meets cer

tain requirements it may elect to be taxed as a corporation. 

The election of an unincorporated business to be 

taxed as a corporation must be made within 60 days after the 

close of the taxable year to which the election first applies. 

Once the election is made it is irrevocable and is binding 

on all future years, with one exception. This exception 

is that if there is a change of ownership to the extent 

that the electing owner or owners fall to own at least 80^ 

of the business, the election is automatically revoked unless 

a new election is made. 

In order for the unincorporated business to be eligible 

to make the election, it must meet certain requirements as 

Indicated in Section I36I. These requirements are listed 

as follows: 

(1) The business cannot be owned by more than 
50 Individual taxpayers. 
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(2) No proprietorship or partnership is 
eligible to make the election if the proprietor 
or any partner of the electing enterprise has 
more than 10 percent interest in profits or 
capital of any other unincorporated enterprise 
taxable as a corporation. 

(3) No proprietor or partner of the electing 
enterprise may be a non-resident alien or a 
foreign partnership. 

(4) The business must be one (a) in which 
capital is a material income producing factor, 
or (b) in which at least 50 percent of the income 
is profits from "trading as a principal" or from 
acting as broker in real estate, stock, securities 
or commodities transactions.^ 

The farming business should be able to meet these qualifica^ 

tions and therefore be eligible to make the election. 

If the ovmer or owners of the farming business do 

decide to make the election, their business will be treated 

as a corporation in many respects. The profits may be re

tained in the unincorporated business without being taxed 

to the individuals at individual rates. The net income of 

the business will be taxed at corporate rates rather than 

at rates applicable to the tax brackets of the owner or 

ov/ners. There is the same accumulated earnings tax appli

cable for the unincorporated business as for a corporation. 

1958 Federal Tax Course, p. 2946; See Internal 
Revenue Code of 1954, Section 1361. 
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Salary deductions may be taken by the business if they are 

reasonable. Capital gains and losses are treated the same 

as for a corporation. And the unincorporated business may 

compute its tax by the same regular or alternative method 

used by a corporation.7 

As a general rule, if the sole proprietor's or 

partner's Income is taxed at a rate lower than the corporate 

rate, the use of the election will not save taxes. There

fore, for a farming business with a relatively small income 

the election will not be warranted from a tax standpoint. 

As the net income of the business becomes larger, however, 

such an election may prove advantageous for the unincorporated 

business. To illustrate the tax effects of such an election, 

a table is presented below. This table shows a comparison 

of the taxes applicable in the case of an unincorporated 

business with and vjlthout the election. 

Under the conditions in the table below, the elec

tion appears favorable. On the other hand, if capital trans

actions are Involved, the advantages of the election may 

disappear. 

^ Carl L. Moore, "Should Your Business Be Taxed as 
a Corporation?", Taxes--The Tax Magazine. (April, 1955), 
pp. 258-264. Hereafter cited as Moore, 'Should Your 
Business Be Taxed as a Corporation?" 
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TABLE III 

COMPARISON OF INCOME TAX PAYABLE FOR THE 
UNINCORPORATED BUSINESS WITH AND WITHOUT 

THE SECTION I36I ELECTION 

Tax Computation^ 
With Without 

election election 

Net income before owner's salary $25,000 $25,000 
Owner's salary 7^500 

Net income subject to corporate 
tax rates $17,500 

Corporate tax - 30^ of $17,500 $ 5,250 
Owner's salary $ 7,500 
Outside income t̂ 'pop 5,000 
Individual's adjusted gross Income $12,500 $30,000 
Standard deduction 1,000 1,000 
Balance $11,500 $29,000 
Exemption 1,200 1,200 
Taxable Income $10,300 $27,800 
Amount of tax: 

Tax on $8,000 $ l,68o 
26^ of $2,300 598 
Tax on i>24.000 $ 6,800 
43^ of $3,800 1,634 

Total individual tax $ 2,278 $ 8,434 
Corporate tax 5,250 

Total tax $ 7,528 $ 8,434 

a. In computing the tax it is assumed the business 
has a net Income of $25,000 before the owner's salary of 
$7,500. The owner has other Income of $5,000, is married, 
has no dependents, files a Joint return and takes the stand' 
ard deduction. 

Mr. Carl L. Moore, in his article "Should Your 

Business Be Taxed as a Corporation?", presents several 
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tables containing similar computations, but including such 

factors as capital gains and losses, withdrawals, and 

various levels of outside Income for the owner.^ 

Methods and Costs of Incorporation 

Before the farmer Incorporates the family agricultural 

business, he should give careful consideration to the differert 

methods of Incorporation available to the farming business. 

The farm land or the operation or both may be incorporated. 

The final decision as to the extent of incorporation is an 

Important one. 

If both the farm land and operation are in the cor

poration, then all of the farm income passes to the corpo

ration first and from the corporation it passes to the 

individuals through salaries or dividends or both. If only 

the farm land is incorporated, the corporation will receive 

rental income which will also pass to the individuals as 

salaries and dividends. On the other hand, if only the 

operation is incorporated, and the individuals retain own

ership of the land, the farm corporation will pay salaries 

and dividends plus rent for the use of the land. 

The last method, incorporation of the operation only. 

^ Moore, "Should Your Business Be Taxed as a 
Corporation?", pp. 259-263. 
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provides an ideal way for the individuals to receive all 

or most of the farm income without being paid large salaries, 

which may be declared unreasonable, or without the double 

taxation on dividends paid. The payment of rent to the 

farmer may prevent questions involving unreasonable salaries 

and may prevent unreasonable accumulated earnings where 

earnings are accumulated because of the double taxation 

effect on dividends. Hov/ever, the farm corporation should 

avoid the payment of unreasonable rents to the farmer, since 

the unreasonable portion of such rents may be treated and 

taxed as dividends. 

In addition to determining the extent of incorporation, 

the farmer should familiarize himself with the requirements 

of incorporating. The Texas Business Corporation Act of 

the 54th Legislature is quite specific about the require

ments necessary for incorporating a business.^ 

One of the first requirements is that there must be 

three or more incorporators. All three incorporators must 

be citizens of the United States and at least two must be 

citizens of Texas and 21 years of age or older. 

Another requirement is that the Articles of Incorpo

ration must be completed in detail and filed, along with 

See Vernon's Annotated Texas Statutes, Texas 
Business Corporation Act, (April 15, 1955). 
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all necessary fees, with the Secretary of State. The 

following items are an example of what must be Included in 

the Articles: the name of the corporation; the address of 

the registered office and agent; the duration of the corpo

ration; the purpose; the class, number, and value of author

ized stock as well as any preferences or restrictions; the 

number, name, and address of the board of directors and 

the incorporators; and a statement that the corporation will 

not commence business until at least $10,000 or 10̂ ^ of the 

total capitalization has been received from the issuance of 

shares. 

The corporation is required to keep complete books 

and records of account; minutes of stockholders and board 

of directors meetings; a record of the number, name, and 

address of all stockholders; and class of stock of all 

stockholders. The stockholders are required to meet at 

least one time annually and annual reports must be filed 

with the state. 

The cost of incorporation will probably be one of 

the last factors considered by the farmer in making the 

decision to Incorporate. These costs cannot be determined 

exactly, however, because of the attorney's fees involved. 

As an estimate, the attorney's fees will be about $150 to 

$200, and in addition, the state's fees are $50 for filing 

the articles of incorporation and $25 for filing the 
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registration of the corporate name. The total cost of 

incorporation. Including all fees, will usually run about 

$300. 

f-rrHKOCK. TEXAN 'l-Ll!.CB LIUI^KT 



CHAPTER IV 

SUMMARY AND CONCLUSION 

Summary 

One of the most important elements a farmer must con

sider in determining whether or not to incorporate the 

family agricultural business is the tax element. The 

corporate form will not normally be used if it results in 

a higher tax than a sole proprietorship or partnership. A 

comparison of the effect of corporate or Individual rates 

applied to the farmer's individual situation will indicate 

whether there are any tax rate savings to be had or not. 

If the farmer's Income is small and he is in a tax bracket 

less than 30^, no tax rate savings can be gained through 

incorporation. On the other hand, if the farmer's Income 

is large, he may obtain a tax rate savings by incorporating 

and splitting the corporate income betvjeen the individual 

or individuals. In the form of salaries and dividends, and 

the corporation, in the form of retained earnings. In such 

an incorporation, the farmer should give careful considera

tion to the treatment of salaries, as to their reasonable

ness, and to the double taxation aspects of dividends. 

The farmer may avoid the problems of unreasonable 

salaries and double taxation on dividends by retaining 

ownership of the farm land and renting it to the corporation 

50 
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In doing this, the farmer can receive a portion of the 

corporate income as rents and it will not be necessary for 

the corporation to pay out large salaries and dividends in 

order to distribute the corporate earnings. 

The accumulation of earnings in the farm corporation 

for the reasonable needs of the business is an excellent 

method of providing for expansion of operations and acquisi

tion of additional land. Also, by reinvesting the corporate 

earnings, the value of the stock is increased. If the 

stock is later sold or the corporation liquidated, the 

farmer is entitled to long-term capital gain treatment on 

the increase in value, assuming the stock has been held over 

six months, ^^ro^ 

If the farmer has frequent capital asset transactions, 

he should be familiar with the difference in the tax treat

ment of such transactions by the corporation and by the 

unincorporated business. The corporation must Include 

100$̂  of net long-term capital gains over net short-term 

capital losses in taxable Income. With the use of the 

alternate tax method of computation, the rate of tax on 

such income is limited to 25^. The unincorporated business 

must include only 50^ of net long-term capital gains over 

net short-term capital losses in taxable income. The maxi

mum tax rate on such Income Is 25^ and the rate may be lower 

If the owner or owners of the business are in a tax bracket 
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less than 50$̂ . 

Capital losses are allowed more favorable treatment 

in the unincorporated form of business than in the corporate 

form. In the case of the unincorporated business, the cap

ital loss may be used to offset other Income to a maximum of 

$1,000 a year; whereas, in the corporation, the capital loss 

may be offset against capital gains only. Therefore, v/hen 

capital asset transactions are involved, the sole proprietor

ship or partnership form of business offers a tax advantage 

over the corporate form. 

The farmer may obtain other tax advantages through 

the use of thin capitalization at the time of incorporation 

and at the time of transferring ownership of the family farm 

to the next generation. The use of pension plans by the 

corporation may also result in a tax saving for the farmer. 

These features are not available to the unincorporated 

business. 

Where the corporate tax rates are more favorable than 

the rates applicable to sole proprietors or partners, the 

latter may make a special election to be taxed as a corpo

ration and still remain unincorporated. The tax results 

under such an election are the same as those discussed 

under the Incorporated and unincorporated businesses with 

the exceptions that the owners are not considered as em

ployees for pension plan purposes and that the social 
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security taxes continue to be Imposed upon the individuals 

as though they were self-employed. The individual circum

stances must be reviewed, however, before a definite answer 

can be given as to which form of organization is best from 

a tax standpoint. 

Conclusion 

There are other aspects of incorporation of the 

family agricultural business in addition to the tax factors 

discussed in this thesis. Some of these aspects are pre

sented below. 

One of the main attractions of the corporate form 

of business is the protection it gives the owners against 

unlimited liability. The stockholders are not personally 

liable for the corporate debts, but if all the farmer's 

assets are in the corporation nothing is protected by the 

limited liability provisions. This feature may be more 

important in corporations other than the farm corporation. 

The corporate organization facilitates easy distri

bution and transfer of ownership. The shares of stock are 

easily distributed as gifts and also permit the next genera

tion to acquire ownership in the farm by gradually buying 

shares of stock. Also, the continuity of operation of the 

corporation remains unchanged throughout the changes in 

ownership caused by one generation replacing another because 
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shares of stock are transferred rather than farmland and 

equipment. 

The corporate form of organization may increase the 

efficiency of the farming business. The very nature of a 

corporation compels the keeping of accurate records, which 

is more easily neglected under other types of organizations. 

Keeping adequate records, advance planning, and reporting 

results will tend to promote efficiency in the farm corpo

ration. ;g't̂ < '[ 

All of these aspects—limited liability, ease of 

distribution and transfer of ownership, continuity of opera

tion, possible increased efficiency—are present in all 

corporations and may be of great Importance in determining 

whether or not to incorporate the farming business. 

Without a doubt, many farm businesses now being 

operated as sole proprietorships or partnerships would 

benefit if they were incorporated. If given careful con

sideration in such cases, incorporation may prove very 

valuable to the farmer. 

There is a definite trend in agriculture toward 

larger farm units, and as the farm and its operation increase 

in size, the use of the corporate organization will become 

more suitable. There has been a general change in the 

attitude of farmers accompanying this trend toward larger 

farms. The farmers of today are more business minded than 
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those before them and as the next generation of farmers 

move into ownership of the farming businesses, they probably 

will be even more business minded. More than ever before, 

farmers are showing an increased Interest in the corporation 

and its many favorable aspects of operating a business. 

It is evident from the many assumptions made through

out this thesis that no single statement can be made con

cerning the most advantageous form of business for the 

farmer to use for tax purposes. Of great importance in 

making any decision are the level of earnings of the busi

ness, the outside income of the owners, the salary, the 

dividend, the retention of earnings, the capital asset 

transactions, and the number in the farmer's family. 
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A, Steps in Computation of Normal Tax and Surtax 

Example: F and S Farms, Inc. had gross income of 
$75,000 and itemized deductions of $35,000. Included in 
the gross Income were (l) cash dividends of $5,000 from a 
taxable domestic corporation (for which there is a special 
85^ deductionl) and (2) $1,000 interest from principal 
amount in excess of $5,000 on partially tax-exempt obliga
tions of the United States Issued prior to March 1, 1941 
(for which there is a special 100^ deduction^). 

Computation of Tax 

Gross income 
Less: Itemized deductions 
Difference 
Less: Special deductions 

Dividends received (85^ of 
$5,000) 

Partially tax-exempt Interest 

Taxable Income 

1. Taxable income 
2. Normal tax (30^ of line 1) 

3. Taxable Income 
4. Plus: Deduction for partially tax-

exempt interest 

5. Total 
6. Less: $25,000 

7. Balance subject to surtax 

8. Surtax (22^ of line 7) 

$4,250 
1,000 

$75,000 
35,000 

$40,000 

5,250 

$34,750 

$34,750 
$10,425 

$34,750 

1,000 

$35,750 
25,000 

$10,750 

$ 2,365 

1 See Internal Revenue Code of 1954, Section 243 (a). 

2 See Internal Revenue Code of 1954, Section 242 (a) 
(1) and (2). 
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9. Normal Tax (line 2) $10,425 
10. Surtax (line 8) $ 2,365 

11. Total normal tax and surtax 
(line 9 plus line lO) $12,790 

The computation may be accomplished through a short
cut method by combining the tax rates and adjusting the tax 
for partially exempt interest: 

1. Taxable income $34,750 
2, Plus: Deduction for partially tax-

exempt interest 1,000 

3. Total $35,750 
4. Tentative tax. If amount on line 3 is: 

Not over $25,000; compute 30^ of line 3 
Over $25,000; compute 52^ of line 3 
and subtract $5,500 ($5,500 is 22$̂  
of $25,000) $13,090 

5. Deduction for partially tax-exempt 
interest $ 1,000 

6. 30^ of line 5 300 

7. Pinal tax (subtract line 6 from 
line 4) $12,790 
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B, Steps in Computation of Regular and Alternative Tax 

Example: F and S Farms, Inc. had gross Income (other 
than capital gains) of $75,000 and itemized deductions of 
$35,000. Included in the gross income were (l) cash divi
dends of $5,000 from a taxable domestic corporation (for 
which there is a special 85^ deduction) and (2) $1,000 
interest from principal amount in excess of $5,000 on par
tially tax-exempt obligations of the United States Issued 
prior to March 1, 1941 (for which there is a special 100^ 
deduction). The sale of capital assets resulted in a short-
term capital loss of $2,000 and a long-term capital gain of 
$8,000. 

Computation of capital gains: 
Net short-term capital loss ($ 2,000) 

Net long-term capital gain $ 8,000 

Excess of net long-term capital gain over 
net short-term capital loss $ 6,000 

Tax Computation: Regular Method 

Gross income (including capital gains) $81,000 
Less: Itemized deductions 35,000 

Difference $46,000 
Less: Special deductions 

Dividends received (85^ of 
$5,000) $4,250 

Partially tax-exempt interest 1,000 5,250 

Taxable income $40,750 

1. Taxable income $40,750 
2. Normal tax (30^ of line l) 12,225 

3. Taxable income $40,750 
4. Plus: Deduction for partially tax-

exempt interest 1,000 

$41,750 5. Total ^^ ^^^ 
6. Less: $25,000 25,000 

7. Balance subject to surtax $l6,750 
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8. Surtax (22^ of line 7) $ 3,685 

9. Normal tax (line 2) ^IP ppc 
10. Surtax (line 8) 3!685 

11. Total normal tax and surtax 
(line 9 plus line 10) $15,910 

Tax Computation: Alternative Method 

1. Taxable Income $40,750 
2. Less: Excess of net long-term capital 

gain over net short-term capital 
loss 6,000 

3. Ordinary taxable income $34,750 

4. Normal tax (30^ of line 3) $10,425 

5. Ordinary taxable income $34,750 
6. Plus: Deduction for partially tax-

exempt interest 1,000 

7. Total $35,750 
8. Less: $25,000 25,000 

9. Balance subject to surtax $10,750 

10. Surtax (22^ of line 9) $ 2,365 

11. Normal tax (line 4) $10,425 
12. Surtax (line lO) 2,365 

13* Partial tax (line 11 plus line 12) $12,790 
14. Add: 25^ of excess of net long-term 

capital gain over net short-
term capital loss 1,500 

15. Total alternative tax $14,290 








