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Fred and Bev stopped by my office and told me they have decided to retire and let their son Tim 
take over their farming operation. Fred and Tim have separate farming businesses, but they share 
labor and machinery. Fred and Bev would like to transfer their equipment to Tim, and they 
proposed that I set up an installment contract. 
 
Tax problems 
From an income tax standpoint, an installment contract to sell machinery is not a very good 
strategy. In general, the seller of farm machinery must pay ordinary income tax on any amount of 
depreciation “recapture” that occurs. For example, if a tractor was purchased in 1990 for 
$50,000, depreciated over seven years, and then sold in 2005 for $40,000, the seller would have 
to pay ordinary income tax on the entire $40,000. $40,000 represents the amount of excess 
depreciation that was taken on the tractor, after all, it only lost $10,000 of value. But, $50,000 of 
depreciation was taken during the first seven years of ownership. This $40,000 of taxable income 
is called “depreciation recapture.” In the case of installment sales, the amount of recaptured 
depreciation is taxable in the year of the sale, and in most cases, the first year’s installment 
amount is not enough to cover the tax. 
 
Alternatives 
One alternative I suggested to Fred and Bev is to sell one or two pieces of equipment to Tim 
each year for several years. Using this strategy, the income from the sale of the machinery would 
be spread out over many years, and the tax on the depreciation recapture would be incurred by 
Fred and Bev as each piece of equipment is sold.  
 
As part of this plan, the piece of equipment chosen in a given year can be something that Tim 
would like to trade. Thus, Tim would pay Fred the value of the trade-in allowance on that 
equipment, and pay the boot on the newly acquired machine to the dealer.  
 
Fred pointed out that this approach would probably work alright for most of his machinery, but 
that a one-time sale of his combine, which has a fair market value of $150,000 and is completely 
depreciated, would cause a significant tax problem for him. 
 
A second alternative is to simply lease the equipment to Tim for a period of time. One of the 
drawbacks to this strategy is that equipment leasing is considered a business by the IRS and the 
lease income is subject to self-employment tax. In addition, at the end of the lease, the equipment 
will still belong to Fred. 
 
A third alternative is for Fred and Bev to gift the equipment to Tim. A major drawback to this 
approach is that Tim will get his father’s basis in the equipment, which, in the case of fully 
depreciated machinery, is zero. 
 



Final plan 
Fred and Bev decided to combine all three approaches. They decided to lease their combine to 
Tim, in order to postpone and reduce the amount of tax due on the future sale of this asset. 
Additionally, they set up a 10-year agreement that requires Tim to purchase approximately 
$10,000 worth of equipment each year; Tim will be allowed to choose which pieces of 
equipment he wishes to buy. And finally, Fred will gift $12,000 worth of equipment to Tim each 
year for five years to reduce the total cost of the buyout. 
 
More information on the transfer of equipment and other farm assets is available at 
Hwww.cffm.umn.edu/Pubs/TransferringTheFarmSeries.pdfH. As always, consult your tax advisor 
before proceeding.  
 
 


