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Income Tax Basis

When sdlling an asset, you pay tax on the difference between the selling price and the income tax
basis of the asset

Example: If you sdll land for $100,000 and your income tax (or cost) basis for the land
is $20,000, your taxable gain is $80,000.

Income tax basisis your cost to recover when you sell an asset. The basis is determined by how
you acquired the asset.

If You Purchased the Asset
Y our basisis what you paid minus any depreciation you have claimed on it.
Example: If you purchased atractor for $20,000 and depreciated it for three years

claiming atotal of $7,000 depreciation, your basis would be $13,000. If you purchased
land and have claimed no depreciation on it, your basis would be what you paid for the

land.

If You Inherited the Asset

Y our basisisthe Fair Market Value (FMV) or specia use value assigned the asset as it passed
through the estate.
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Example: Y ou inherited some land from your mother that was valued in her estate at
$160,000. Y our tax base is $160,000.

If You Receaived the Asset as a Gift
Y our basis is the same as the donor's basis.

Example: You received a gift of farm land valued at $160,000 but having a basis
(donorés purchase price) of $25,000. Y our basisis also $25,000.

Basis of assets is extremely important to property holders because it determines the amount of
income tax they will pay on the sale of the asset.

Assets which pass through an estate receive a new "stepped up" basis. The stepped up basisis
usually the fair market value on the date of death. This provides a strong incentive to hold low
basis property until death to achieve the stepped up valuation for heirs.

Example: Sally Smith sold 300 acres of farm land for $1,500/acre or $450,000. It had
atax basis of $100,000. Her taxable gain (whether sold for cash or by installment
method) is $350,000. Because of the sale, either she or her heirs must pay income tax
on the $350,000. If, however, Sally retained the property until her death, the estate
would assign a stepped up basis of (FMV) $450,000. The heirs could later sell the
property for that amount and pay no income tax.

House

If you sell your farm, which includes your personal residence, parcel out the house sale because it
gualifies for two possible provisions:

o You can postpone the gain on your house by reinvesting in a different house of greater cost
within two years of the sale.

o After age 55, you can (oncein alifetime) exclude up to $125,000 of gain on your personal
residence from any income taxation. Y ou would normally use this provision when you move
out of your last home to arental unit or rest home.

These provisions apply to the house only, not to the entire farm or even to the farm buildings.
Homestead Credit

Qualifying owners who live on the farm can receive a reduced tax due to the Minnesota Homestead

Tax Laws. This credit can reduce real estate taxes substantially each year. Structure transfer plans

to make the best use of this credit.

Farm owners who have relatives living on their farm may qualify for a double homestead

creditUUone on their personal residence plus a second on a oneUacre portion of the farmif a

relative lives there.

If you sell your home, but retain a life estate, you are disqualified from using the over-55 exclusion,
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but you can maintain the Minnesota Homestead Credit.
Installment Sales

Many farmers report sales of property on the installment method. This allows the taxation to be
spread out proportionally during the years that principal payments are made. This option may be
useful to keep as many dollars in the lower tax brackets as possible. Using installment reporting late
in life on low basis assets may not be wise because no stepped up basis is received on installment
contracts. Heirs must continue to pay the income taxes on principal and interest payments as
received. Most items can be sold using the installment method. One major exemption is machinery
and equipment and all other Section 1245 property. Gain to the extent of depreciation claimed

must be reported the year of sale and is not eligible for installment reporting.

Tax-Free Exchange

If the younger generation owns tradable property, a likeUkind tax free exchange might be used to
transfer farmland or buildings. Thisis a complicated tax move, but can move the younger
generation onto the home farm and leave the older generation with more remote, low maintenance
farm land. Using the taxUfree exchange can avoid or postpone taxation of the parentsa capital
gains on low basis property.

Spread Out Income

In most cases, as afarmer retires and sells off his or her assets, alarge income and self employment
tax bill emerges. It may be wise to plan ahead and spread the final sales over atwoU or threeyear
period. Leveling income usually results in lower taxes paid than bunching income into one year.

Tax Code Complexity

Each provision of the tax code listed above is very complex. When planning for the transfer of your
assets, seek good tax and legal advice. Bad decisions can be costly.

Caution: This publication is offered as educational information. It does not offer legal advice. If
you have questions on this information, contact an attorney.

Other Fact Sheetsin This Series:

Questions to Ask Before Y ou Start Transferring the Farm Business (FS-6302)
When to Transfer the Farm (FS-6303)

Major Tax Considerations When Transferring Assets (FS-6304)
Selling the Crops and Market Livestock (FS-6305)
Transferring Breeding Stock and Machinery (FS-6306)

Should You Sell Your Redl Estate? (FS-6307)

Gifting Farm Assets (FS-6308)

Protecting the On-Farm Heirs (FS-6309)

How to Be Fair With Off-Farm Heirs (FS-6310)

10. Developing a Written Transfer Plan (FS-6311)

11. Farming Together (FS-6312)

12. The Revocable Living Trust (FS-6313)

©WoOo~NoOU~wWNE

3of4 10/8/1999 2:49 PM



Major Tax Considerations When Transferring Assets http:/iwww.extension.umn.edu/Documents/D/F/DF6304.html

13. Financia Help for Beginning Minnesota Farmers (FS-6314)
14. Using a Farm Partnership to Transfer Assets (FS-6315)
15. The Farm Corporation - Ist for You? (FS-6316)

Or Order All 15 Fact Sheetsin the Series:
Transferring the Farm (PC-6317)

Erlin J. Weness
Area Extension Educator
Farm Management

Produced by Communication and Educational Technology Services, University of Minnesota Extension Service.

In accordance with the Americans with Disabilities Act, this material is available in alternative formats upon request.
Please contact your University of Minnesota county extension office or, outside of Minnesota, contact the Distribution
Center at (612) 625-8173.

The University of Minnesota Extension Service is committed to the policy that all persons shall have equal accessto its
programs, facilities, and employment without regard to race, color, creed, religion, national origin, sex, age, marital status,
disahility, public assistance status, veteran status, or sexual orientation.

a Previous Page

}:‘f University of Minnesota Extension Service Home Page

-

40f4 10/8/1999 2:49 PM



