most U.S. agricultural production. Taking over
the family farm business has long been a beau-
tiful part of the American dream for some farm youth.
Similarly, many parents look forward to their farm
business being continued in the hands of the children
for generations to come. However, those dreams
and desires can be shattered quickly if the realities
of personal and farm business relationships are not
understood by all parties.

F amily-operated farms continue to account for

The decision to make a living from farming requires
much thought. Concrete steps must be taken to give
the arrangement the best possible chance for success.
A commercial farm business involves considerable
quantities of land and capital. Gaining access to these
resources can be a major challenge or roadblock for
a beginning farmer. Not only is it essential to have
physical resources, but one must have the managerial
ability to combine those resources into an efficient
and profitable farm business.

This publication will address the question of how to
get started and established in farming for those who
have (1) made the decision to farm for a living and
(2) have the opportunity for a beginning on the home
farm. The information presented is focused on the
younger generation considering whether to enter into
a farming arrangement with parents or family. How-
ever, the information is also relevant for the older
generation preparing to hand down the farm business.

Identify the Situation

The home farm provides several favorable opportuni-
ties. The first opportunity is the access to land. Often,
the chief factors constraining a beginning farmer are
the unavailability and high price of land. The family
farm provides access to capital and the opportunity to
accumulate additional capital that might otherwise be
unavailable. Another appealing aspect offered by the
home farm is that farming with the older generations
of your family provides the opportunity for gain-
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ing managerial experience under their guidance and
encouragement. This managerial assistance removes
some of the uncertainty and hesitation in borrowing
money and entering new enterprises on an efficient
scale. Going back to the family farm has a large
sentimental value for some people. You are unable
to assign a price to farming the land where you were
raised.

Even though the home farm provides a viable oppor-
tunity to begin farming, several matters need serious
attention. Family arrangements are not automatically
successful as some may presume them to be. Serious
thought, open discussion, and careful planning must
take place before an agreement is made to gain the
long-term commitment and confidence needed for
success. Prior to any agreement, plans must be devel-
oped, understood, and agreed upon concerning:

1. What arrangements are made for the new partner
to enter the business?

2. How will that person develop a greater role in
the management and financial structure of the
business?

3. When and under what conditions does the new
person gradually assume the managerial reins of
the business?

4. How will eventual ownership of the farm be
transferred to the younger generation upon
retirement or death of parents or family?

Because of the large quantities of resources involved
and the total dollar value of these resources, all par-
ties must recognize that a family arrangement has
long-term consequences. It is not something to be
entered into haphazardly or with less than full confi-
dence by all parties that a successful working rela-
tionship is possible. It is unlike many nonfarm jobs at
which two weeks notice will terminate employment.
Traumatic personal and financial consequences and
strained family relationships can result from the
failure of a family farming arrangement. Further-
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extension economist
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more, after the arrangement is started, a lot of hard
work and considerable “give-and-take” on the part of
all participating parties will be necessary to keep the
arrangement going.

Before starting a family farming arrangement, it is
also essential that serious consideration be given to
such matters as:

1. Is there the opportunity for both generations’
goals and objectives to be met?

2. Is the business large enough, or can it be made
large enough to financially support multiple
families?

3. Will the arrangement supply the economic
security required by the older generation?

4. Will overall family harmony be maintained?

Identify What is Important

Several aspects of entering a family farm arrange-
ment merit serious consideration. Some of these
aspects may be personal, business related, or acom-
bination of both. Making a complete appraisal of all
aspects prior to initiating a family farming arrange-
ment is not only the most convenient timewise, but
itis also the least costly in terms of dollars, personal
heartache, and strained family relations.

Appraising Personal Situations and Goals

The first step in assessing the potential for a success-
ful beginning on the home farm is to evaluate the
situation on the home farm as it currently exists. This
includes an evaluation of the present situation of the
established generation, the entering business partner,
and the other potential heirs.

The older generation should carefully consider the
following:

1. Do we still have minor children at home to be
cared for and educated?

2. What is the likelihood that one or more of these
children will want to farm in the future?

3. How much income do we currently spend for
family purposes, and how will this likely change
in the years ahead?

4. How many more years do we plan to actively
participate in the farm business before retirement?

5. How hard do we want to work in the farm
business operations in the years ahead? In the
next 5 years? In the next 10 years?

6. What goals do we have for the future?
a. Personal goals — retirement, travel, family,
living, etc.
b. Farm business goals — What do we envision
the farm business to be like in the years ahead?

c. Financial goals — income expectations, future
security, providing for children.

7. Are we willing to openly “share” these goals with
a new business partner(s)?

8. Isthe present farm business large enough to sup-
port additional individuals or families?

9. If it is necessary or desirable to expand the farm
business, are we willing to incur more debt and
thus, perhaps, greater risk?

10. Are we willing to totally disclose and to discuss
frankly all financial aspects of the business with
our family as we would with a lender or other
non-related business partner?

11. Is the present farm business still growing,
stabilized in size, or reduced from previous
years?

12. How do we visualize our family member’s new
participation in making farm decisions in the
years ahead: making organizational decisions,
including land and borrowing more money, and
making operational decisions?

The younger generation must evaluate the situation,
identify goals, and consider questions such as:

1. Why do | want to farm with my family?

2. What can | bring into the home farm business
in terms of interests, experience, education, fi-
nances, and other resources?

3. How well do | get along with my family in
personal matters?

4. Can | talk openly and frankly with my family?

5. If married, does my spouse like and get along with
the rest of my family? How does my spouse feel



about the possibility of farming with my family?

6. What are my (our) goals in life? What do | want
to accomplish professionally, personally, and
financially?

7. Are my intentions to eventually take over the
home farm, or is it just a way for me to get ex-
perience, land, and financial stability until I can
become established on my own?

8. Am I willing to openly share these goals with my
family?

9. How do I view my role in the family farm agree-
ment in the years ahead? In 5 years? In 10 years?
a. Am | willing to gradually mature into acquir-
ing more managerial responsibilities, or do |
want to become “boss” immediately?
b. How do I visualize that we can share responsi-
bilities?
¢. From past personal dealings, do | believe my
family business partners will be reluctant to
share and/or relinquish managerial responsi-
bilities?
10. Am I willing to invest some of my farm earnings
into the farm for growth and expansion?

11. How much income do | believe I will need for
family purposes next year, 5 years from now, and
10 years from now? How much, if any, of this
will come from nonfarm sources?

12. Isthe present farm business large enough to sup
port multiple individuals or families?

13. If the farm business needs to be changed or
expanded, in what way do | believe this should
be accomplished?

14. Am | willing to make the sacrifices,
compromises, and extra effort to make the family
farm arrangement work?

Due to the complexities of the important decisions
that are made when forming a family partnership, it
is important to write down the answers to the previ-
ous questions in an organized manner. Writing down
something forces you to pinpoint your thinking. As
the responses are written, they can easily be reviewed
as the potential family business partners revise their
thoughts. The document can be used later when both
parties meet to discuss the decision.

Consideration of Other Potential Heirs

It is essential to know the goals and future aspirations
of nonfarming brothers and sisters or other potential
heirs. The fact that most parents want to treat all the
children equally with respect to inheritance provi-
sions can sometimes be devastating to the farming
family member unless provisions are made well
ahead of the death of one or both parents.

We have already established it is important to have
goals for the new farming business partner. It is
equally as important to determine the goals of the sep-
arate family members to determine if they conflict.
Often, personal goals and the goals of the business
are not compatible. The best time to determine the
compatibility of goals and thoughts about the future
business organization is prior to the formal agree-
ment; it is also the least costly.

Is the Business Large Enough for Multiple
Individuals or Families?

Not all farms are suitable for the development of
successful multi-family operations. Some farms may
be too small, not productive enough, organized in a
manner that they cannot support multiple families, or
located where they cannot be made into the type of
unit upon which family members want to spend the
rest of their life working and living. Younger farmers
may be disappointed when entering the business if
they automatically expect the farm to provide suf-
ficient income and the quality standard of living that
it provided growing up. The farm may still be as pro-
ductive or perhaps even more productive than it was
during the young farmer’s childhood. It is important
to recognize that it could fall short of providing the
volume of business necessary to provide sufficient
living income and expansion capital for the families
of both parties.

It is extremely difficult to say what amount of in-
come will be needed to provide the standard of living
desired by all families involved. Chances are that

the older generation will require less income than

the younger generation to maintain their respective
families. The older generation family members are
more likely to only have themselves to support versus
having a young family. They may also have little or
no housing expenses and savings built up from over



the years to live off. The younger generation, on the
other hand, may have a spouse and young family
and considerably more expense. The younger family
members might have the responsibility of making
payments on a house, one or more cars, debts that
were incurred while in school, and educating their
own children.

Managing the Farm Family Finances

No matter what lifestyle you have, creating a family
budget is necessary. However, the lifestyle of a farm
family can create more challenges, especially for a
beginning farmer. Challenges are created by the con-
stant changing nature of farm incomes that fluctuate
with many variables, including crop prices, seasonal-
ity, and weather.

It has been estimated that living expenses for the
average farm family exceed $47,000 per year. Each
family budget is going to be different from the next.
You can use averages from the United States and
Midwest to help as you come up with your own bud-
get. The Midwest is 27 percent rural. Therefore, the
spending habits of families more closely resemble a
beginning farm family.

The following graph displays the average 2010
U.S. family living expenditures spent on major
components.

lowa State University Extension and Outreach publi-
cation “Taking Charge in Changing Times, Managing
Farm Family Finances” goes into great detail on set-
ting household, personal, and farm budgets.

Frequently, budgets are generated to evaluate whether
a certain investment should be made, such as enter-
prise expansions or farm land purchases, without
recognition of the fact that principal repayment must
be taken from the same funds as living expenses.
Thus, investments may be made and debts incurred
that cannot be repaid after family living expenses
have been met.

Next question: How much gross income will be need-
ed to produce net farm income of $40,000-50,000?

Farm records across the country indicate that it takes
roughly $5 gross income to generate $1 net farm
income. For simplicity, assuming the 5:1 ratio, a po-
tential family arrangement would require $200,000—
250,000 gross income to be generated annually to be
viable.

Budgeting expected returns based on actual farm
records is by far the best method of evaluating the
farm business potential. If a possible family farm
agreement is anticipated 2 to 3 years in the future, and
comprehensive farm business records are not cur-
rently being kept by the older farming generation, the

U.S. Average Family
2010
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younger generation should strongly
encourage that this be initiated im-
mediately. It is far better to determine
prior to entering a family farm ar-

Apparel and rangement that there is going to be
insufficient income generated than to
Cash find out a year into the venture. If it is
contributions, | determined that there will not be suffi-
3.4% cient income generated from the home

farm as it now exists, expansion of the
business or alternative supplemental
sources of income must be considered.

Increasing the efficiency of the busi-
ness, including better yields, improved
timeliness, and better management,
will help increase necessary income

in some situations, but that usually is




While future conditions, opportunities, and
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to be wrong. The key to the matter is willingness by
both parties to discuss openly and honestly all aspects
of the decision to be made. Open and honest commu-
nication includes both talking and listening. In most
instances, the parties cannot do both simultaneously.

To have a successful arrangement, there has to be

a genuine desire by all parties and their families to
make it work. Everyone should be dedicated and
willing to work toward similar business objectives to
make the business successful. When values and goals
appear to differ, care needs to be taken to arrive at a
reasonable compromise. The ability to compromise is
essential.

There may be times when it seems that an acceptable
compromise is impossible. For these instances, it is
extremely valuable to have a predetermined proce-
dure for arriving at a decision. It may mean calling
on a third party such as the county extension agent,
extension specialist, vocational agricultural teacher,
lender, or other mutually respected individual for
advice. A plan for facilitating the negotiation process
might even be necessary. Most of the time the mere
fact that such a plan for arbitration exists is sufficient
to alleviate the occurrence of the problem. If not, you
have already agreed upon a mutually acceptable plan
for settlement.

Joint participation in major managerial decisions is a

must. Typically, the older generation understands the

importance of transferring property ownership to the

farming heir, but may fail to realize the importance of
gradually transferring management.

In addition to working together and sharing manage-
ment, appraisal should be made of the “living to-
gether” aspect of the arrangement. From the outset of
the joint venture, there must be an understanding that
multiple distinct families are involved.

There must be separate living facilities. This is desir-
able even if the older generation is not married. If the

older generation is married, it is an absolute necessity.

The significant others of family business partners
may feel additional pressure from other family mem-
bers if they are all living under the same roof. There
also needs to be a general understanding of working

hours, weekend responsibilities, and time off to help
foster smooth family living conditions.

Will the Arrangement Facilitate Change?
The family farm arrangement has to be considered
beyond the first year or two of operation unless it is
specifically designed as a temporary or short-term
venture. The first step in making these decisions is to
recognize that there will be changes — in the people
involved, goals, financial needs, financial positions,
and the farm business. It should be designed so that
smooth adjustments can be made when changes oc-
cur.

When a family farm agreement is initiated, the older
generation is often still in the prime of working life
and capable of long hours of hard work. As time
passes, they will be less able and probably will not
want to work as hard before retirement.

Current cash income needs of the older generation
typically decline and interests and goals change. Se-
curity in their retirement years becomes much more
important. On the other side, younger generations
will most likely have increasing income demands, es-
pecially if they have a family or plan on starting one.

The management experience and competency of
younger generations also increase, along with the de-
sire to assume more responsibility and become “mas-
ter of their own destiny.” If the business is profitable,
their equity in the farm business will also be growing.

Adjusting to these changes cannot be left to chance.
Before starting a family farm arrangement, it is vital
that definite written plans be agreed upon that will
provide: (1) security for the older generation after
retirement, (2) transfer of managerial control of
business to the younger generation, and (3) transfer
of farm ownership to the younger generation, with
appropriate compensation to other members of the
family. Let’s briefly examine each of these.

Security for older generation — After working hard
for years to build up the farm business and buy the
home farm, older generations are entitled to enjoy the
rewards of their long efforts and have security in their
retirement years. Security and the wish not to be a



burden on their children or the younger farm genera-
tion during retirement are strong desires parents have.

Provisions must be included in the family farm agree-
ment to provide security for the older generation

after managerial control has passed down. While this
basically involves arriving at an agreement that is
equitable to both parties, there is one thing that must
be clearly recognized. Security must be built up over
the years. Thus, the farm business must be efficiently
managed and big enough to provide adequate in-
come for the multiple families so that security can be
obtained.

Some may be afraid to turn over the managerial con-
trol and ownership of their business to the younger
generation. They love and trust them but are also
aware of cases where the ungrateful children or heirs
have turned their backs on parents in the parents’
twilight years.

Management control for younger generation — One of
the most important matters to be resolved in a family
farm agreement involves managerial responsibilities.
While specific responsibilities should be agreed upon
at the start of the arrangement, the responsibilities
must change over time in a definite manner. Typically,
the older generation, who controls most of the land
and capital resources at the start of the arrangement,
has the primary managerial role. But as contributions
to the business from younger generations increase,
they assume more managerial responsibilities until
the time when they take over complete managerial
control (perhaps at the time of the older generation’s
retirement). The share of business income received
by the younger generation should change in a similar
manner.

Itis very important that younger generations know
prior to entering the arrangement when or under
what conditions their managerial responsibilities
will change —particularly when they will assume
managerial control. This cannot be left to the whim
of the older generations because too often they are
hesitant to give up control and continually put off
handing over the reins. This uncertainty is unfair
to the younger generation and is likely to lead to

personal and business problems that could destroy
the arrangement. Older generations may not know
exactly when they will retire and have no way of
knowing if or when illness will curtail their participa-
tion in the business. This entire matter must be openly
and thoroughly discussed and an agreement must be
reached. The agreement must be put into writing prior
to a long-term arrangement. If setting specific dates
for turning over managerial responsibilities is unreal-
istic for your situation, then at the very least write in
specific conditions under which managerial changes
are to be made.

Transfer of farmer ownership to younger generation
—Many young family members entering a family
farm arrangement want to eventually own the home
farm. If the young family member is the only child

or heir, agreement as to when ownership will be
transferred can usually be worked out without much
difficulty. Security and living provisions for the older
generation during retirement and tax considerations
are primary factors to be considered in the decisions.

In many families, there are other children or members
involved, and the matter of transferring farm owner-
ship can become complex. A primary family objec-
tive should be maintenance of overall family good-
will and equitable treatment of all heirs. Accomplish-
ing this while maintaining security during retirement,
transferring the farm to the younger generation in the
most expeditious manner, and protecting the rights
of the farming family member (in the partnership)
takes careful thought in planning. Estate planning is
beyond the scope of this publication. Several points
should be emphasized here:

1. Good estate planning is not done at the time of the
older generation’s death. If planning is not com-
pleted before then, all that can be accomplished is
to pick up the pieces.

2. Strange things sometimes happen to heirs when
an estate is settled. Brothers and sisters, even
those who may have been close in early life,
can become jealous and greedy. Thus, it is very
important, if one person is to acquire ownership
of most or the entire farm, that the estate plan
clearly specify provisions for equitable treatment



of all heirs.

3. Communication is extremely important in this
matter. All family members, including those not
part of the family arrangement, must be informed
of the nature and intent of the family farm agree-
ment at the time it is initiated. This should include
intentions for changes in managerial control, farm
ownership transfer, and inheritance. Bringing
these things into the open now can prevent major
personal family problems later.

4. Younger generations will be building up their own
share of the total farm equity over time. Accurate
records of the young farmer’s investments should
be maintained to facilitate an equitable settlement
when farm ownership is transferred. This also
protects their rights if the older generation’s estate
must be settled prior to ownership transfer.

While the preceding discussion is not exhaustive of
items that need to be considered prior to entering the
farming business by way of the family farm, it offers
a guideline. The home farm does provide a unique
opportunity for getting started in farming; however,
for the attempt to be successful, much thought, open
discussion, and thorough consideration of the items
mentioned above (and others) must precede actual
initiation of any family agreement.

Selecting the Best Family Arrangement
The most important step, appraising all aspects of
the situation, has been completed. Now it is time to
focus on how the younger generation actually enters
the home farm business. The initial arrangement

will vary with each specific situation. Have younger
generations already been working on the home farm
for a while, or have they been away from the farm for
several years?

One situation may have the following characteristics:
younger generations have been away from the farm
for several years (college, military, or nonfarm
employment); they have little capital accumulated
with which to buy into the home farm business and
limited managerial experience in farming; and the
older generation has operated the farm as a sole
proprietorship for years and has grown accustomed to
making all management decisions without having to

discuss them with a partner.

Another situation may be younger generations work-
ing with older generations while finishing their edu-
cation. They have some capital already accumulated,
and the older generation has already been sharing
some minor management decisions, permitting the
younger generation to gain some managerial experi-
ence. In this situation, the initial business arrange-
ment may be a more sophisticated and long-lasting
one than an employer-employee arrangement. A joint
operating arrangement or even a partnership-type
arrangement may be desirable. The individual situa-
tion will dictate what the initial business arrangement
will be.

Employer-Employee Arrangements

In an employer-employee relationship, the younger
generation will start as an employee of the current
business for a wage agreed upon by both parties. This
method is the least complicated way of starting the
younger generation on the farm. It serves as a trial
period enabling the younger generation to mature
into the business, leading to a more long-lasting ar-
rangement to determine if working with the family is
possible. In an employer-employee arrangement, the
younger generation’s decision not to continue with
the family farm would cause minimum disruption in
the business. However, if no further steps are taken,
this arrangement will provide little or no direction for
the family farm in the future, and the younger genera-
tion may become dissatisfied.

In the employer-employee arrangement, the younger
generation usually has a little more to contribute to
the business than solely labor. They might be able to
share some of the management responsibilities and
possibly some capital, depending upon individual
circumstances.

Wage Agreement

Several modifications of this basic wage agreement
may serve as the initial form of business or as a means
of maturing into a more complex, joint arrangement.
One such arrangement is the combining of a wage
incentive plan with the basic wage. This serves to
stimulate more direct interest in the business as well
as permits younger generations to realize that the



amount and quality of their efforts will directly affect
their earnings.

It is not the intent to discuss incentive plans in depth
here, but a few fundamentals need to be presented.
An incentive must be payment in excess of the basic
wage and not mere substitution for a living wage, ad-
equate housing, or working conditions. The incentive
should be large enough and achievable to encourage
the extra effort desired. A token incentive, one that is
either a poor substitute for a living wage or one that is
totally out of reach, will surely guarantee disaster.

Asound incentive plan is likely to result in increased
income for both generations. The incentive payment
should be based on performance over which the
younger generation has direct control or influence.
Once an acceptable incentive plan has been devel-
oped, like any other business arrangement, it should
be written down. It should describe the purpose,

the responsibilities of both generations, the method
of calculation and time of payment, and provide a
method of settling disputes.

Another approach is to pay the younger generation
well in excess of what a hired person would typically
earn. This accomplishes several different objectives.
It displays faith in younger generations and their po-
tential contribution to the business; it serves to keep
them motivated and more genuinely interested in the
business; it provides an indication as to whether the
business will be able to generate enough income to
ultimately satisfy the needs of both generations; and it
will also help to ensure that this type of wage agree-
ment (rather than some joint sharing of costs and
income) will not last too long.

Wage and Income Sharing Agreement

Another modification of the basic wage agreement is
the wage and income sharing agreement. Under this
kind of agreement, the younger generation is paid a
wage (approximately equal to a hired man’s wage)
plus a share of net farm income. This share of net in-
come could be in the form of livestock, equipment, or
cash. Thus, it provides a means of building the young-
er generation’s capital involvement in the business.
With this type of arrangement, younger generations

have reason to take added interest in the business, and
it encourages them to take the point of view of the
manager rather than simply the hired man.

Because of their interest in keeping the net income as
high as possible, they will likely become more aware
of and have more interest in the cost side of produc-
tion. As a result, income for both generations will be
increased. It is very important, however, that as net
income can be calculated different ways (and have
quite different results), that a specific definition of
what net income is must be agreed upon.

Under the wage and income sharing agreement,
generations must be aware that as long as the ar-
rangement is income sharing and not loss sharing, an
employer-employee relationship exists. This implies
that the younger generation, as an employee, is not re-
sponsible for the liabilities and losses of the business.
It also implies that the younger generation has author-
ity to do only the things that the older generation
authorizes. If it becomes obvious that losses are also
being shared, then legally a partnership exists and the
problem of unlimited liability and other partnership
responsibilities must be faced.

Joint Operating Arrangements

It may be obvious, because of the younger genera-
tion’s personal situation (farming experience, capi-
tal accumulation, desire to invest in the business,

or managerial experience and ability), that a more
sophisticated joint venture type arrangement is desir-
able. If this arrangement is viewed as “the next step”
in the family farm business, an enterprise working
agreement may be suitable.

An enterprise agreement usually implies that the
younger generation will be given primary respon-
sibility for a specific enterprise within the business.
Generally, in addition to labor, the younger genera-
tion will furnish some of the livestock and/or machin-
ery, as well as some management.

They will have major decision-making authority in
decisions affecting the total farm. As younger gen-
erations gain more experience and display ability to
handle more responsibility, they can be given a larger
share of the responsibility for the total business.



The enterprise agreement should be viewed as only
atemporary arrangement. If this arrangement lasts
too long without shifting more total business respon-
sibility to younger generations, they may become

so preoccupied with “their” source of income (their
enterprise) that they neglect some of their total farm
obligations. This form of written agreement should
include such points as job responsibilities, contribu-
tions by both generations, sharing of income, meth-
ods of settling disputes, and ultimate graduation into
more of a total farm joint operating agreement.

If the joint operating agreement is not considered

to be a next step in the family farm relationship, but
rather to serve as the initial form of business part-
nership (for example where the younger generation
has the necessary ability, experience, and desire), a
total farm operating agreement may be desirable. A
total farm operating agreement is a complex form of
organization for a beginning farmer. If the situation
is right, a total farm operating arrangement can be
developed where initially the younger generation’s
investment in the business can be minimal for the first
few years. Thus, some of the advantages of attest-
ing or trial period can be realized. Before entering
this type of an arrangement, the family should have
made some long-range decisions and thus, may be
far beyond the “testing” phase. If this is the case, this
should be considered a more permanent type agree-
ment.

Reappraise the Situation

Once initial entry into the farming business has

been accomplished, either as an employee or as a
junior member of a joint operating agreement (and
some time has been spent in a testing or trial period),
an evaluation of the question “where to go from
here?”” must be made. This evaluation could lead

to three different basic conclusions. One might be
that a permanent partnership will not work, and the
younger generation decides to move into a nonfarm-
ing occupation. A second conclusion might be that
the younger generation’s goal of “getting started in
farming” has been accomplished, and it is now time
for the younger generation to start farming alone.
Possibly the older generation is at or near retirement
age and may want to let the younger generation as-
sume total control of the home farm by either buying
or renting the farm. The third conclusion could be that

the family farm agreement has proven successful and
all parties want to continue farming together. This
third conclusion means that consideration should be
given to a more formally organized, long-term, joint
farming arrangement. This could be a partnership or a
family corporation.

Long-term Family Business Arrangements
When more formally organized joint operating ar-
rangements are contemplated, more emphasis needs
to be placed on consideration of long-range goals for
both parties. Since these types of arrangements imply
amore complex sharing of management as well as
capital investments, attention needs to be given to

the detrimental effects that would result if it became
necessary to discontinue the joint operation. Also,

as these arrangements are considered, some definite
plans for ultimate transfer of managerial control and
eventual transfer of property ownership from the
older to the younger generation become extremely
important.

The two common business arrangements that fall
under this heading are partnership and corporation.
While the advantages and disadvantages of these
business arrangements merit comprehensive discus-
sions, only a brief overview of their relation to the
family farm situations will be presented.

Partnership as an Alternative

A partnership permits the combining of assets,
sharing of the management responsibilities, and the
sharing of both profits and losses of the business. A
partnership tends to facilitate the gradual transfer of
both management control and ownership among the
generations. As younger farmers build equity, their
contribution to the business increases both in total
dollars and percentage compared to the older farmer.
As older generations reach the stage in their farm-
ing career where they wish to start phasing out of the
business, more management and ownership can be
conveniently transferred to the younger generation.

Ownership of property prior to the formation of a
partnership sometimes causes concern. Not all assets
owned by both parties have to be contributed to the
business. However, once property is contributed, it
is no longer yours and mine; it becomes ours (i.e. the
partnership's).



When establishing a partnership, corporation, or
even a landlord-tenant arrangement, the problem of
inventory and the estimation of fair value of indi-
vidual contributions becomes of utmost importance.
Partners should list and value the capital, labor, and
management each one contributes to the partnership.
Even though the partnership may pay a salary to each
for labor contributed, business profits should be ulti-
mately shared on the basis of contribution.

The formation of a partnership, while providing a
means of transferring management and ownership,
places great importance on record keeping and writ-
ten agreements. This is true, not only for income
sharing and income tax reasons (while a partnership
pays no income tax, an information tax return must
be filed), but also for reasons associated with possible
dissolution and/or death of one of the partners. A se-
vere financial burden can be placed on the remaining
partner if, at the death of either party, no records are
available to determine ownership of property or no
plans have been agreed upon as to the disposition of
the business. The partnership can be set up to provide
for continuation after the older generation’s retire-
ment or after the death of a partner. These arrange-
ments should be set forth in the written partnership
agreement.

Another item that merits consideration when contem-
plating formation of a family farm partnership is the
unlimited liability feature. Each partner is an agent
for the partnership. Therefore, the acts of either part-
ner while carrying out partnership business can bind
the partnership. Both partners and their assets are
liable for acts committed and obligations incurred by
either partner in the course of conducting partnership
business. The possible consequences of this feature,
as well as others, emphasize the extreme importance
of careful and thorough consideration prior to estab-
lishing a partnership.

If it is decided to form a partnership, the written docu-
ment should address issues such as, but not limited

to: (1) respective contributions made by each party;
(2) how profits and losses are to be shared; (3) duties,
powers, and limitations of the partners; (4) provi-
sions for the continuation of the business at death of

a partner, if so desired (including purchase options,
buy-sell agreements, and the agreed-upon funding of

same); and (5) statements showing that the wives in-
volved agreed to the proposed settlement procedures.
To insure that everyone’s estate planning goals will
be fulfilled and the partnership intentions honored,
property titles, will, and other documents may need
to be altered. While it is not a requirement that an
attorney draft the partnership agreement, it is strongly
encouraged.

Incorporation as an Alternative

The corporate form of business organization is by far
the most sophisticated. A corporation is a legal entity,
distinct and separate from the individuals who own,
manage, or work for it. The corporation is owned

by the shareholders who may or may not be actively
involved in the day-to-day operation of the business.
The major characteristic of the corporate form of
business is this distinction between the business and
the owners.

As the corporate business is a separate legal being, it
can own property, sue and be sued, enter into con-
tracts, and must pay income tax. Because of the legal
and definite manner in which corporations must be
formed and dissolved, it is of extreme importance that
farmers and their respective families give thorough
consideration to the advantages, disadvantages, and
possible consequences of this form of conducting the
farm business.

Advantages of a Corporation

A corporation provides the opportunity for the older
and younger generations to contribute some or all of
their assets to the business in return for which each is
provided shares of stock equal to their contribution.
Thus, the actual property owned by each party after
incorporation is stock and not the specific piece of
property contributed. This makes possible the conve-
nient transfer of business ownership from the older
generation to the younger generation by merely trans-
ferring shares of stock. Young farmers can acquire
more of the business as they accumulate dollars to
invest, or when the older generation decides to phase
out and transfer stock to the younger generation.

Another advantage of the corporate structure and
having assets represented by shares of stock is that
the business can continue virtually uninterrupted after



the death of a shareholder. The corporation exists as
long as the shareholders desire it. It is able to with-
stand ownership changes caused by one generation
replacing another because shares of stock rather than
physical property pass to the next generation.

Farmland owned by either party may or may not be
transferred to the corporation in return for shares of
stock. There are advantages and disadvantages to
both alternatives. If the land is, in fact, left out of the
corporation, the family corporation can rent the land
from the older generation and/or the younger genera-
tion. Thus, as discussed in relation to partnerships,
the older farmer may, in effect, assume the role of a
landlord and the corporation the role of the tenant.

Family farm members can be full-time salaried em-
ployees of the corporation as well as owners. There-
fore, as older generations reach their retirement age,
they can conveniently withdraw from the actual labor
and management of the business but still remain as an
owner. Thus, the corporation provides a lot of flex-
ibility in terms of turning the management over to the
new farmer.

One of the major advantages of the corporate struc-
ture is the limited liability feature. Shareholders are
liable for the debts of a corporation only to the extent
of the shares of stock they own unless they have
signed personally, as well as an agent of the corpora-
tion, as surety for a corporate debt. If, on the other
hand, a corporation becomes insolvent, shares in it
are worthless. Thus, farmers whose assets are all in
shares of stock have lost all of their property.

The income tax advantage of a corporation may be of
major interest if the business income is sufficiently
large. Tax advantage to the business and shareholders
should be identified before a corporation is decided
upon. Because a corporation is a legal entity, unlike
the partnership, it is also a taxpayer. However, the
corporate tax rate schedule is such that there may be
sizable tax savings available with sufficient planning.

There may be other advantages of the corporation as
a form of family business arrangement. Some of these
include possible increased efficiency over time, pos-

sible increased credit status, added flexibility in estate
and retirement planning, and possible fringe benefits
that are available only to corporations.

Disadvantages of a Corporation

Disadvantages must also be considered. The first
might simply be the initial costs of incorporation.
These initial costs may include filing fees, prepara-
tion of the articles of incorporation (this document
describes the contract with state and defines the scope
and organization of the corporation), and attorney
fees. In addition, annual fees and taxes are required
for the privilege of conducting business within the
state. These fees are not required of other types of
businesses.

Some consider the strict requirements of formal orga-
nization and accurate record keeping a disadvantage.
A corporation is required to keep complete and ac-
curate records of accounts, minutes of its shareholder
and board of directors meetings, and a record of its
shareholders with the number and class of shares held
by each. Reports must be filed when certain changes
take place in the capitalization or issuance of shares.
Annual reports of the business must also be made to
the state. While this is considered a disadvantage by
some, it may well be one of the major improvements
over other forms of business.

While there are obvious income tax advantages
discussed above, there can also be tax disadvantages.
As the family members are employees of a corporate
business, social security taxes will be higher than
they would be if self-employed. Also, the corporation
does not receive the favorable tax treatment on capital
gains items or first-year depreciation that is available
under other forms of business arrangements. There is
also the possibility of double taxation of some of the
income. This occurs when the corporation pays cor-
porate income tax on income, which is retained in the
business and distributed to shareholders as dividends.
The dollars are taxed as income to the corporation and
the dividends are taxed as income to the shareholders.
In addition, there is an intangible personal property
tax associated with owning shares of stock in some
states.

Another feature that may be overlooked is that other



than member shareholders, there may be few indi-
viduals who want to buy shares of stock from a minor
shareholder. If members do not want to buy minority
shares at the fair value, the minority shareholder will
either be “locked in” or forced to sell at less than fair
value.

It should be obvious that while there are many advan-
tages to the corporate form of business for a family
business, there are also disadvantages that must be
considered. In most cases, a corporate form of busi-
ness structure should be “matured into” rather than
be the initial form of a family business. It is essential
to consult legal counsel for detailed discussion of all
facets of corporations and advice before deciding on
the corporate form of business.

In-depth information regarding farm estate and busi-
ness planning can be found in Neil E. Harl’s book
titled “Farm Estate and Business Planning 16th Edi-
tion.”

Final Consideration — Put It in Writing
Regardless of which form of arrangement the family
initially chooses, or which permanent form eventual-
ly results, the agreements should be written. As a part
of the initial agreement, there should be discussion of
how the arrangement will be dissolved or discontin-
ued. Even in the most ideal situation, parties change,
objectives change, and personal conflicts may arise,
resulting in a decision to discontinue the joint farming
arrangement.

The ability to dissolve or dismantle the business with-
out additional injury to personal and family relation-
ships is very important in such situations. A complete
record of capital contributions and income sharing
from the outset can minimize difficulty at this point.
Plans for arrangement of property titles, the division
of specific business assets, and determining final
interests in the partnership or corporation should

be documented. Equally as important as providing for
the continuation of the business is providing for final
settlement if the need should arise.

Execute Strategies and Arrangement

A successful family farm arrangement has to be
measured in terms of whether the goals of both
generations are accomplished. As these are long-run
considerations, success cannot be measured at the end
of one or two years. Even though careful consider-
ation regarding all major aspects of the arrangement
is given prior to establishing an agreement, total
success is not guaranteed. As noted earlier, changes
will occur that necessitate adjustments. In all arrange-
ments, there will be some tough spots that will have
to be worked out. To have a successful arrangement,
all parties must be dedicated to the arrangement and
continually strive to make it work.

The following items are very important in keeping
problems from arising and in minimizing the effects
of those that do. Most of these have been mentioned
earlier.

1. Keep the farm business and family matters sepa-
rated. Have specific living facilities for the differ-
ent families.

2. Have an understanding regarding working hours,
weekend responsibilities, and time off.

3. Outline specific areas of individual and joint
responsibility and adjust these as the situation
warrants.

4. Communicate! Discuss decisions to be made and
things that are bothering you openly, honestly,
and regularly. Remember that communication
involves both talking and listening by both par-
ties.

5. When decision making involves two or more
parties, some give-and-take is necessary. Com-
promises are often the best solutions.

6. Recognize that because future events cannot be
seen with certainty, wrong decisions will be made
by even the best managers. The words “I told
you s0” should never be used by either party in a
family agreement when decisions turn out to be
wrong.

7. Setup aregular schedule for discussing problems,
reviewing business progress, and making deci-
sions. This does not mean you shouldn’t discuss
things at other times, but it does force you to



regularly stop long enough to communicate. This
should be done even during the busiest times of
the year.

8. All major agreements should be put down in
writing. This is not an indication of lack of trust;
it merely protects both parties in case something
happens to one of them.

9. Follow through on all agreements made unless
both parties agree that adjustments of past agree-
ments are advisable. This is particularly true in
matters of managerial responsibilities and farm
ownership transfer.

10. Keep complete and comprehensive records
on the farm business. This is vital for accurate
business analysis, which is the basis for sound
decision making, and the distribution of business
income. Accurate records must also be kept of
the capital investments made in the business by
each party.

11.There may be times when it seems that a
compromise between parties is impossible. Set
up a predetermined procedure for arriving at a
decision. Athird party to give advice or plan for
binding negotiation could prevent a small
problem from becoming insurmountable.

12. Setup an insurance program that will protect the
business and both parties from financial disaster.
The program should contain appropriate
amounts of health, liability, property, mortgage,
and life insurance. Life insurance can be used
to fund buy-sell agreements, which should be an
integral part of the partnership agreement.

Farming today is running a business —a much bigger
business than most people realize. The size of many
farm businesses in the United States has increased
greatly in the past decade. Family business partners
must recognize that the increase will likely continue
in the years to come. This means that they will have
to develop into a progressive, efficient management
team. To be successful, they must not only keep
current with and utilize improved crop and livestock
technology, they must stress the business aspects of
their arrangement. They must keep and analyze their
farm business records and, in their decision making,

they must use the best planning techniques available.
Their management “tool kits” must contain the latest
budgeting techniques, including cash flow analysis
and other financial management tools. Descriptions
of these tools can be obtained at your county exten-
sion office. A family farm business must be efficiently
managed and sufficiently large to provide a living
income for both families.

A family farm business can be one of the most
rewarding types of farm business organizations
possible. However, it can be a sad situation, too,
because both business and family issues are

involved. Thorough prior planning, continued open
communication, and a genuine concern for each other
will certainly go a long way to ensure success.

Resources

Evaluation of the diversity of crop and livestock
enterprises among agro-biodiversity farmer
field schools (ABD-FFS) and Non-ABD-

FFS households in Bondo District, Kenya -
www.m.elewa.org/JABS/2011/38/9.pdf

Farm Aid Annual Report - www.farmaid.org/site/c.
glI5IhNVJsE/b.2750725/k.946 A/Annual_Report.
htm

lowa State University Extension and Outreach -
Managing Family Farm Finances - www.extension.
iastate.edu/Publications/PM1173.pdf

Montana State University - Transferring
Your Farm or Ranch to the Next
Generation - msuextension.org/publications/
FamilyFinancialManagement/EB0149.pdf

Penn State Cooperative Extension - Will
Your Family Farm Continue? - agmarketing.
extension.psu.edu/Business/passonfarm/
WillYourFarmContinue.pdf

Sustainable Agriculture - www.sustainabletable.
org/issues/familyfarms/



USDA Economic Research Service

America's Diverse Family Farms: Assorted
Sizes, Types, and Situation - www.ers.usda.gov/
publications/aib769/aib769.pdf

Commaodity Costs and Returns - www.ers.usda.gov/
data/CostsandReturns/testpick.htm

Farm Household Income - www.ers.usda.gov/
briefing/wellbeing/farmhouseincome.htm
Growing Farm Size and the Distribution of Farm
Payments - www.ers.usda.gov/publications/EB6/
EB6.pdf

U.S. Department of Labor, Bureau of Labor
Statistics - Consumer Expenditures - 2011 - www.
bls.gov/news.release/pdf/cesan.pdf

U.S. Environmental Protection Agency - Ag 101
Demographics - www.epa.gov/agriculture/ag101/
demographics.html

What It Costs To Live Well: Midwest - www.
forbes.com/2005/07/01/realestate-livingwell-
midwest-cx_sc_0701home.html

* This publication originally appeared in the Summer 2012 USDA NIFA Small Farm Digest.

... and justice for all

The U.S. Department of Agriculture (USDA) prohibits discrimination
in all its programs and activities on the basis of race, color, national
origin, gender, religion, age, disability, political beliefs, sexual orienta-
tion, and marital or family status. (Not all prohibited bases apply to
all programs.) Many materials can be made available in alternative
formats for ADA clients. To file a complaint of discrimination, write
USDA, Office of Civil Rights, Room 326-W, Whitten Building, 14th
and Independence Avenue, SW, Washington, DC 20250-9410 or call
202-720-5964.

Issued in furtherance of Cooperative Extension work, Acts of May 8
and July 30, 1914, in cooperation with the U.S. Department of Agri-
culture. Cathann A. Kress, director, Cooperative Extension Service,

Towa State University of Science and Technology, Ames, lowa.



