
WHILE many farmers never truly 
retire, they often reach a point 
where they would like to slow 

down and turn ownership over to the 
next generation. Family farms often fi nd 
it challenging to make this transition 
because the retiring generation needs 
retirement income from their assets, 
but requiring the next generation to pur-

Solve machinery transfer
farm machinery presents an especially 
diffi cult challenge.

The sale of farm machinery will likely 
cause signifi cant tax liability for the re-
tiring farmer. The machinery has likely 
been depreciated to the point that it has 
very little or no tax basis. Therefore, the 
retiring farmer will pay ordinary income 
on all of the depreciation recapture.

Further exacerbating the issue, all the 
tax from the sale is due the year of the 
sale. Therefore, even if the machinery is 
sold as an installment sale to the next 
generation, the retiring farmer pays all 
the tax in the fi rst year of the sale. 

A strategy that some producers use 
to help manage the tax liability on ma-
chinery sales is a lease arrangement.  
The retiring farmer will lease the ma-
chinery to the next generation at a fair 
rate. The lease may be for several years, 
and at the end of the lease, the next 
generation purchases the machinery. 
The retiring farmer will still pay income 
tax on the lease payments and the fi nal 
buyout payment as well as self-employ-
ment tax, but the tax liability is spread 
over several years, keeping the retiring 
farmer in a lower tax bracket. The pur-
chasing farmer gets to deduct the lease 
payment as an expense. 

It is very important to structure the 
lease so that it is not actually a disguised 
installment sale. 

LLCs can be used to facilitate the 
transfer of machinery to the next gen-
eration. The retiring farmer places the 
machinery in an LLC and then sells his 
or her ownership in the LLC over time.  
This strategy essentially allows for an 
installment sale without triggering all 
the tax liability up front. However, ma-
chinery that has debt exceeding basis 
should not be put into an LLC as the 
transfer will trigger a taxable event to 
the owner. Also, if any machinery is sold 
within seven years, all the gain on the 
sale is attributed back to the retiring 
farmer. Furthermore, the buyer is buying 
ownership in an LLC and not tangible 
assets. Therefore, the buyer cannot take 
depreciation on his or her purchases.  
This strategy is likely the easiest to ad-
minister but will probably have the least 
favorable tax liability.

Bit by bit
Another strategy is for the next-genera-
tion farmer to purchase a few pieces of 
equipment each year. This allows the re-
tiring farmer to spread tax liability over 
several years. This strategy works best 
when the purchaser and seller analyze 
their fi nancial positions at the end of the 
year. If the seller needs income or has 
expenses to offset the income from the 
sale, he or she should sell equipment.  
If the purchaser has funds to purchase 
then purchases should be made. The 
two parties need to assess each other’s 
needs to fi nds a suitable sale or purchase 
for both. This process can be done each 
year; machinery sales do not need to be 
the same every year.

Lastly, another issue in this process 
is §179 depreciation. When a purchase 
is made from a related party, the pur-
chaser may not use §179 deprecia-
tion.  Additionally, §179 depreciation 
cannot be taken when the buyer had 
previous use of the equipment, such 
as in the lease arrangement discussed 
above.  Therefore, the next-generation 
purchaser must either use straight-line 
or Modifi ed Accelerated Cost Recovery 
System  depreciation. 
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chase those assets can often cause fi -
nancial stress for the farm. In particular, 
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