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Objectives of a Multiple Entities Strategy

» Retirement planning/providing for a surviving spouse.

» Tax management — income, self-employment, and estate
taxes.

» Acquisition of the operating entity by on-farm heirs.

» Estate planning — equitable treatment of on-farm and off-farm
heirs.

» Limiting liability — reducing or mitigating liability concerns.
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Limited Liability Company

The Limited Liability Company (LLC) was formed in 1977 as a truly hybrid
business organization, combining certain characteristics of partnerships
and S-corporations.

An LLC is a means of combining the resources, skills, or talents of two or
more people.

Unlike general partnerships, which potentially expose personal assets to
claims made against the partnership, owners of an LLC have some
protection from financial liability. This feature is similar to the protection
provided to corporate shareholders.

LLCs offer some flexibility in the manner of taxation. Most LLCs are taxed
like partnerships; however, since 1977, IRS “check the box regulations”
appear to allow an LLC to be taxed as a corporation. The partnership tax
treatment makes the LLC a pass-through tax entity so that income or loss
is allocated by classification to members/owners and taxes are paid by the
individuals. This pass-through aspect of taxation is similar to the tax
treatment of S-corporations.
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Limited Liability Company cont.

LLCs differ from S-corporations in that fewer ownership restrictions are placed
on LLCs. Where S-corporations have limitations on the number of
shareholders and the types of entities that may own stock, these restrictions
do not apply to LLCs.

The accounting requirements of LLCs, like partnerships, can be considerable.
Members have their own tax equity in the LLC, called capital accounts.
Contributions into and withdrawals out of the LLC, along with the allocated
earnings (loss), are netted against these capital accounts.

With the distribution of a membership interest, the disposition of certain
classes of assets, and where withdrawals from the LLC have exceeded taxable
income, the tax consequences are often unanticipated and may be severe.

The start-up costs associated with creating an LLC can be an issue. The
complexity of organizing articles, operating agreements, buy/sell agreements
and termination agreements will dictate the relative costs for establishing an
LLC. Because public filing or disclosure is limited to the organizing articles,
typical filings do not reveal much information about the LLC. Management
control is assumed to be shared by all members unless otherwise directed in
the organizing articles.
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Limited Liability Company cont.

» The sources of capital available to the LLC will be contributions from
members and borrowings.

» The limited liability aspects of an LLC may allow producers to attract
outside investors, however, borrowing may be limited by the amount of
collateral owned by the LLC. Furthermore, the use of personal guarantees
could jeopardize the limited liability protection provided for by the LLC
and undermine the purpose of the business structure.
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Corporate Structures

Corporations are legal entities separate from the shareholders who own
them.

A corporation ration can own real and personal property, enter into
contracts, sue and be sued.

Start-up costs can also be an issue in the creation of a corporation.
Articles of incorporation, by-laws, the issuance of stock, buy/sell
agreements on the issued stock, and lease arrangements are some of the
details that add to the cost of incorporation. Annual maintenance costs
include required annual meetings, minutes of these meetings, and
separate bookkeeping and accounting; all of these are necessary to
maintaining status as a separate entity.

Corporations have several options for raising capital. These include
contributions of property or services in exchange for stock, the sale of
stock, the issuance of bonds, and borrowings.
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Corporate Structures cont.

» The management of a corporation is defined by the corporate bylaws. A paid
manager and any other employees will answer to the corporate president,
who in turn is responsible to the board of directors. The directors are elected
by the voting shareholders of the corporation. Involvement by family
members in the operation of the business needs to be specifically addressed
by the bylaws to avoid future real or perceived differences in labor or
management inputs.

» Minority interests in closely held corporations are of uncertain value because
input into daily management may not be possible, nor can minority interests
demand a salary or dividends. Any kind of return on the value of a minority
interest ownership may not be likely or even possible. Because of this
uncertainty, the discounting of a minority interest is possible.

» One of the distinct advantages of the corporate structure is the indefinite life
span and the ease of transferring shares of stock. Rather than trying to
allocate dollar equivalents of land, machinery or livestock in order to make a
full or partial sale or distribution of assets to heirs, an owner of a corporation
can simply divide shares of stock to suit his or her purposes.
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S-Corporations

The sub-chapter S corporation is created by making an IRS election. This
election gives the S-corporation a pass-through tax treatment similar to what
partnerships and LLCs enjoy.

Net income (loss) is allocated (Form K-1) to shareholders based on ownership
percentages and is not subject to self-employment taxes. However,
reasonable wages must be paid to all employees, including shareholder
employees. These wages are subject to various withholding taxes. Certain
fringe benefits are not deductible for employees who own more than 2
percent of the corporation.

An advantage of the sub-chapter S election would be a reduction of the
double taxation potential seen with C-corporations. Shareholders can build
tax basis along with market value on their shares. Distributions or withdrawals
from an S-corporation are possible, though reductions in the per-share tax
basis will be necessary.

Another possible advantage is the savings in self-employment taxes. In an S-
corporation, only the salary payments by the business are subject to social
security and Medicare tax withholding. Income taxes are paid only on the
other earnings that are retained by the corporation for corporate growth.
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