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Supreme Court invalidates Massachusetts

milk pricing order

The United States Supreme Court has invoked the Commerce Clause to invalidate a
Massachusetts milk pricing order that had the “avowed purpose” and “undisputed
effect... to enable higher cost Massachusetts dairy farmers to compete with lower cost
dairy farmers in other States.” West Lynn Creamery, Inc. v. Healy, No. 93-141, 1994
WL. 263460, *5 (U.S. June 17, 1994). In addition to invalidating Massachusetts’s milk
pricing order, the Court's decision effectively struck down a similar Minnesota milk
pricing scheme. The Minnesota Department of Agriculture has withdrawn its Eighth
Circuit appeal in Marigold Foods, Inc, v. Redalen, 834 F. Supp. 1163 (D. Minn. 1993),
apparently concluding that Minnesota's mitk marketing assessment was no longer
defensible.

Minimum milk prices are set by the Secretary of Agriculture under the Agricultural
Marketing Agreement Act, 7 U.5.C. § 601 ¢ seq. These minimum prices, however, do
not necessarily exceed a producer’s cost of production. In Massachusetts, for example,
“the average federal blend price had deelined from $14.67 per hundred pounds (cwt)
of rawmilkin 1990 to $12.64/cwt in 1991, while costs of production for Massachusetts
farmers had risen to an estimated average of $15.50/cwt.” West Lynn Creamery, 1994
WL 263460, at *2 (citation omitted).

The minimum prices alsc do not prevent competition among preducers in different
states. The Massachusetts milk pricing order was a response to a dramatic loss in
market share experienced by Massachusetts dairy farmers during the last decade. In
January, 1992, when the order was issued, about two-thirds of the milk sold by dealers
to Massachusetts retailers was produced outside Massachusetts. Faced with these
circumstances, a special commission appointed by Massachusetts’s governor pre-
dicted that a “majority of the remaining [dairy] farmers in Massachusetts would be
*forced out of business within the year,” Id. (citation omitted).

The Massachusetts milk pricing order imposed an assessment on all fluid milk sold
by dealers to Massachusetts retailers. The assessment was then distributed to
Massachusetts dairy farmers. As described by the Court:

[t]he order requires every ‘dealer’ in Massachusetts to make a monthly ‘premium

payment’ into the ‘Massachusetts Dairy Equalization Fund.’ The amount of those

Conlinued on page 2

Seventh Circuit strikes down ASCS
Disaster Act decision as “arbitrary and
unreasonable”

In a case of first impression having significant impact on producers seeking benefits
under federal disaster relief programs, the United States Court of Appeals for the
Seventh Circuit has reversed as arbitrary and unreasonable a determination by the
Agricultural Stabilization and Conservation Service [ASCS] that monies collected by
a marketing agent on sales made on behalf of others must be included as part of the
marketing agent’s “gross revenues” in determining whether the marketing agent is
eligible for benefits under the Disaster Assistance Act as a producer in his own right.
Doane v. Espy, 1994 U.S, App. LEXIS 14915 (7th Cir. 1994).

The plaintiff-appellant, Rusasell Doane, raised dark red kidney beans and corn in
Dunn County, Wisconsin in 1988, Mr. Doane also owned a sixty percent interest in
Chippewa Valley Bean Company {CVBC], a licensed public warehouse involved in
storing and handling kidney beans that also acts as a marketing agent for producers

Continued on page 3



MASSACHUSETTS MILK PRICING ORDER/CONTINUED FROM PAGE 1

payments is computed in two steps,
Firgt, the monthly ‘order premium’ ig
determined by subtracting the federal
blend price for that month frem $15 and
dividing the difference by three; thus if
the federal price is $12/cwt, the order
premium is $1l/cwt. Second, the pre-
mium is multiplied by the amount (in
pounds) of the dealer’s Clase I sales in
Massachusetts. Each month the fund is
distributed to Massachusetts produc-
ers. Each Massachusetts producer re-
ceives a share of the total fund equal to
his proportionate contribution to the
State’s total production of raw milk.
Id. at *3 (footnotes omitted).

In effect, the assessment was a tax that
made milk produced outside Massachu-
setts more expensive. Although the as-
sessment also applied to milk produced in
Massachusetts, its effect on Massachu-
setts producers was more than offset by
the subsidy paid exclusively to them. /d.
at *5,

In defending the pricing order against a
Commerce Clause challenge, Massachu-
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setts’ principal argument was that the
order was a combination of a local subsidy
and a non-discriminatory tax. Standing
alone, neither a local subsidy nor a non-
discriminatory taxis ordinarily improper
under the Commerce Clause. Massachu-
setts claimed that if a subsidy and a non-
discriminatory tax were permissible when
standing alone, their combination did not
violate the Commerce Clause,
The Court, however, found that:
[bly conjoining a tax and a subsidy,
Massachusetts has created a program
more dangerous tointerstate cormmerce
than either part alone. . . . It is the
entire program — not just the contri-
butions to the fund or the distributions
from that fund — that simultaneously
burdens interstate commerce and dis-
criminates in favor of local producers.
Id. at *6.

The Court alsorejected Massachusetts’s
claim that the pricing order did not im-
pose a discriminatory burden on inter-
state commerce because the Massachu-
setts milk dealers who pay the assess-
ment are not competitors of the Massa-
chusetts producers, The Court noted that
“theimposition of a differential burdenon

any part of the stream of commerce —
from wholesaler to retailer to consumer -
— ip invalid, because a burden placed at
any point will result in a disadvantage to
the out-of-state producer.” I4. at *7 (cita-
tion omitted).

Finally, the Court responded t _
Massachusetts’s contention that any inci-
dental burden on interstate commerce
was outweighed by the local benefits of
preserving the Massachusetts diary in-
dustry by observing that “[preservation
of local industry by protecting it from the
rigors of interstate competition is the
hallmark of the economic protectionism
that the Commerce Clause prohibits.”Jd,
at *8. Among the benefits claimed by
Massachusetts as being served by the
preservation of its dairy industry was the
protection of “open space.” The Court,
however, opined that “the suggestion that
the collapse of the dairy industry endan-
gers open space is not self-evident. Dairy
farms are enclosed by fences, and the
decline of farming may well lead to less
rather than more intensive land use.” Id.
at *8§, n.20.

~— Christopher R. Kelley, Lindquist &

Vennum, Minneapolis, MN

Federal Register in brief

The following selection of items was pub-
lished in the Federal Register in the
month of May, 1994,

1. FmHA; Offsets of federal payments
to FmHA borrowers; proposed rule. 59
Fed. Reg. 22548.

2. FmHA; Final implementation of ap-
praisal of farms and leasehold interests;
final rule; effective date 5/4/94. 59 Fed.
Reg. 22961.

3. FmHA; Denying credit to applicants
delinquent on federal debt; proposed rule.
59 Fed. Reg. 23018,

4. FmHA; Guaranteed loan programs;
proposed rule. 59 Fed. Reg. 23173.

5. FmHA; Real estate title clearance
andloanclosing; proposed rule; comments
due 7/11/94. 59 Fed. Reg. 24362.

6. FmHA; Revisions to OL, FO, SW and
EM loan regulations to modify collateral
requirements, final rule; effective date 5/
18/94, 59 Fed. Reg. 25797.

7. Agricultural Marketing Service;
Amendments to regulations under the
Federal Seed Act; proposed rule; com-

ments due 7/8/94. 59 Fed. Reg. 25706. _

8. FCA; Market access agreements. 59
Fed. Reg. 25644.

9. FCA, Personnel administration; con-
flict of interests; final rule. 59 Fed. Reg,
24889,

10. Farm Credit System Insurance Cor-
poration; final rule; effective date 6/13/
94. 59 Fed. Reg. 24899.

—Linda Grim McCormick, Alvin, TX

Conference
Calendar

1994 Drake Summer
Agricultural Law Institute
July 5-8: International agricultural
trade law — Prof. Louis Lorvellec
July 11-14: Agricultural insurance:
analysis of the farmers comprehen-
sive liability policy — Prof. John D.
Copeland

July 18-21: Legal issues in industri-
alization of agriculture— Prof, Neil
Hamilton

For more information, call Prof. Neil
Hamilton, (515) 271-2065.
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Saventh Circuit strikes down ASCS Disaster Act decision/continued from page 1

of kidney beane other than Russell
Doane. Like many producers across the
nder mid-west, Doane suffered exten-

/e crop losses because of the severe

“drought in 1988. Doane subsequently
applied for benefits pursuant to the
Disaster Assistance Act of 1988.7U.S.C.
§ 1421 note, §§ 201-44. Under that act,
a person having “qualifying gross rev-
enues” in excess of $2 million annually
is ineligible for disaster benefits. If a
majority of the person’s annual income
is from farming, ranching, and forestry
operations, then the person’s grossrev-
enue from only those operations consti-
tute his or her “qualifying gross rev-
enues” under the Act. On the other
hand, if less than a majority of the
person's annual income is from farm-
ing, ranching, and forestry operations,
then the person’s gross revenue from
all sources constitutes his or her “quali-
fying gross revenues.” 7 U.S.C.§ 1421
note, § 231.

Though initially approved by the
County and State ASCS offices, Doane’s
application for 1988 Disaster Act ben-
efits ultimately was denied by ASCS’s
Deputy Administrator for State and
County Operations [DASCO] on the
ground that Doane's gross revenues for

1 prior year (the year relevant for
~ctermining whether an applicant for
disaster program benefits qualifies un-
der the financial eligibility criteria of
the act) exceeded the act’s $2 million
gross revenue ceiling, thus rendering

. him ineligible for benefits. Doane then

filed an action inthe U.S. District Court
for the Western District of Wisconsin,
claiming that USDA’s method of calcu-
lating his gross revenues was at odds
with the statute and Congressional in-
tent, and thus arbitrary, capricious, an
abuse of discretion, and otherwise con-
trary to law under section 10(e) of the
Administrative Procedure Act, 5U.S.C.§
706. On July 20, 1993, the district court
upheld ASCS's determination that
Doane was ineligible. Doane v. Espy,
No. 91 C 852, slip op. (W.D. Wis. July
20, 1993}, |

In 1987, Doane’s farming operations
grossed $1,962,154.03. Because his
farming revenues were less than $2
million, under the statute Doane would
qualify for 1988 Disaster Act benefits so
long as his 1987 gross revenues from
sources other than farming did not ex-
ceed his gross revenues that year from
farming. Doane’s ultimate eligibility

ned on the amount of gross revenue
That was attributed to CVBC. Since
Doane owned more than fifty percent of

CVBC, the gross revenues of that com-
pany were attributed to Doane. See 7
U.5.C. § 1421 note, § 211(d}1), and 7
C.F.R. § 795.8(a).

Thedispute between Doane and ASCS
revolved around CVBC's role as a mar-
keting agent for other producers of kid-
ney beans, CVBC stored and marketed
kidney beans owned by Doane and by
other producers. CVBC wasresponsible
for negotiating a sales price with a
potential buyer for the beans, which
price was then communicated to the
owner of the beans for his or her accep-
tance or rejection. If the owner of the
beans elected to accept the offer, CVBC
would proceed to ship the beans, collect
the purchase price from the purchaser,
and then, after deducting its selling
commission and expenses, forward the
balance to the owner. CVBC never ob-
tainedtitle toany ofthe beans owned by
the other producers.

In 1987, CVBC collected
$2,832,581.82 for its activities related
to the sale of other producers’ beans.
From this amount CVBC deducted
$199,068.67 as commissions and ex-
penses, and forwarded the difference to
the owners of the beans. ASCS ruled
the entire $2,832,581.82 collected by
CVBC to be CVBC's “gross revenues,”
which it then attributed to Doane. Be-
cause such amount exceeded Doane’s
gross revenues from farming, ASCS
combined the gross revenues Doane
received from farming with the gross
revenues he received from CVBC and
other non-farming activities, and ruled
that Doane was ineligible for disaster
payments becausethe combined amount
exceeded $2 million. ASCS justified its
decision onthe ground that CVBC never
established a trust fund or escrow ac-
count in which to place the funds asso-
ciated with CVBC’s marketing agent
activities. ASCS held that such lack of
formality established CVBC’s control
over such funds, which was a reason-
able basis for deeming those monies to
be “gross revenues" of CVBC. ASCS
argued that without this rule, the ad-
ministrative burden of tracking rev-
enues and expenses would be too great
on the agency, turning it into a “mini
Internal Revenue Service.”

Doane argued that the inclusion of
CVBC’s gross revenues as part of hia
“qualifying gross revenues” under the
Act was arbitrary and unreasonable.
The Seventh Circuit agreed. The court
held that the arrangement between
CVBC and the owners of the beans
bearsastrong resemblancetothatofan

agent who is responsible for monies
collected on behalf of its principal. In
such a situation, the court noted, the
agentis bound by law to turn over tothe
principal all monies collected by the
agent on behalf of the principal, leas
any commissions due the agent. The
agent is under a legal duty to properly
care for such monies, which legally be-
long to the principal. The court found
no legal, business, or practical differ-
ence between the way CVBC handled
its marketing agent responsibilities and
the more formalistic requirements
which ASCS sought to impose by re-
quiring use of & special trust or escrow
account,

The court also rejected ASCS's ad-
ministrative burden arguments, hold-
ing that “while we understand the dif-
ficultyin efficiently administering such
a far reaching program as this, ease in
administration is not enough to justify
an otherwise unreasonable and arbi-
trary interpretation of this statute.”
Doane v. Espy, 1994 U.S. App. LEXIS
14915at *11. The court went on to state
that “[ilt {s clear to all concerned that
CVBC had no claim to other producers’
beans or, therefore, to the proceeds of
the sales of those beans, except to the
extent that it has earned commission.
These proceeds then are not to be in-
cluded in CVBC's gross revenue. As a
result, Doane’s qualifying gross rev-
enues are to be calculated only on the
basis of his farming revenue, thereby
rendering Doane eligible to benefits
under the Aet.” Id.

The immediate impaet of this deci-
sion goes well beyond Russell Doane,
and affects many similarly situated
producers, such as those holding inter-
estsinlivestock sale barns. The broader
impact of Doane is even greater, be-
cause the Seventh Circuit’s opinion
sends a strong message that arbitrary
and unreasonable actions by USDA of-
ficials will receive careful review and
will not be tolerated by the federal
courts.

— Alan R. Malasky, Arent Fox
Kintner Plotkin & Kahn,
Washington,DC

The author wishes to express hisappre-
ciation to his former law colleague, Chris-
topher R. Kelley, for his exceptional work
in assisting the author is connection with
the handling of this case.
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v DEPTH

Gifts from revocable trusts within three years of death — are they
included in the gross estate? Congress may soon settle the issue

By Roger McEowen

In some farm settings, the revocable liv-
ing trust can be a useful estate planning
tool for the delegation of property man-
agement to another while establishing
continuity for the succession of the prop-
erty to the same individuals or to others.
Thus, the revocable living trust can serve
as a useful management vehicle for prop-
erty during the transferor's lifetime, as
well as establishing an acceptable distri-
bution pattern for the estate assets upon
the transferor’s death. The revocable liv-
ing trust can also be a very flexible entity
for the ownership of real and personal
property.

Perhaps the greatest perceived benefit
of the revocable living trust is that it can
establish a method for the estate owner to
avoid probate and still retain maximum
flexibility with respect to the disposition
aof assets upon death. However, the revo-
cable living trust is not without certain
drawbacks. For example, in the farm set-
ting, if depreciable property is transferred
to the trust, such property is no longer
eligible for expense method depreciation
under.R.C.section179.1L.R.C.§ 179(d)(4).
This could be a significant factor if the
trust were to be the owner of machinery
or equipment used in the farm or ranch
business, especially after the Revenue
Reconciliation Act of 1993 [RRA '93].
Under RRA '93, the amount that can be
expensed annually for qualifying prop-
erty was increased from $10,000 to
$17,500 for property placed in service
after December 31, 1992.

Income tax and estate tax
consequences

There is no income tax benefit with
respect to the creation of a revocable liv-
ingtrust. Arevocable livingtrustistreated
as a “grantor trust” with all trust income
taxable to the grantor. L.R.C. § 676. Basi-
cally, the revocable living trust is treated
as the grantor’s “alter ego” for tax pur-
poses with all income, loss, and deduction
items passing through to the grantor.
Similarly, the revocable living trust does
not generate any estate tax benefit to the
grantor. Because the trust is revocable,
the property in the trust is subject to

Roger A McEowen, Esq., is an Extension
Specialist in Agricultural Law and Policy
at Kansas State University.

federal estate tax in the grantor’s estate.
LR.C. section 2038(a)(1).

Gift tax consequences generally

For gift tax purposes, transfers to the
trust by the grantor cause no federal gift
tax problems because the grantor reserves
the right to revoke the trust. Treas. Reg.
§ 25.2511-2(c). The transfer is not a com-
pleted gift. However, subsequent termi-
nation ofthe revocation power (other than
by death) completes the gift for federal
gift tax purpcses. Treas. Reg. § 25.2511-
2(f). Since 1981, the subsequent termina-
tion of a revocation power when applied to
annual exclusion gifts from revocable trust
property made within three years of the
transferor'’s death has caused consider-
able uncertainty as to the includability of
such gifted property inthe grantor’s gross
estate,

When the estate and gift tax codes were
unified in 1976, the Congress enacted a
rule that all transfers of a decedent within
three years of the decedent’s death were
to be included in the decedent’s gross
estate. Under the 1976 change, I.R.C.
gection 2035(a) stated:

The value of the gross estate shall
include the value of all property to the
extent of any interest therein of which
the decedent has at any time made a
transfer {except in case of a bona fide
sale for an adequate and full consider-
ation in money or money’s worth), by
trust or otherwise, in contemplation of
his death.

This created a conclusive presumption
that all transfers made by a decedent
withinthree years of the decedent’s death
were included in the decedent's estate.
However, gifts for which the decedent
was to file a gift tax return were excluded.
LR.C. § 2035(bX2). As originally enacted
in 19786, section 2035(b)(2) applied to all
gifts excludable by reason of the gift tax
annual exclusion, at that time $3,000.
In 1981, the Congress changed LR.C.
section 2035. The 1981 change eliminated
the effect of I.R.C. section 2035{a) with
theresultthatadecedent’soutright trans-
fers made within three years of death
were no longer subject to the statute re-
gardless of emount. However, the 1981
change was not a complete taxpayer vic-
tory. While the Congress gave up post-gift
appreciation for gifts made within three
years of death, such gifted property dur-
ing life retains a carryover basis in the
hands of the donees. I.R.C. § 1014,

Gifts within three years of death

Since 1981, the Internal Revenue Ser-
vice (Service) has maintained that gifts
made within three years of death from a
revocable trust are included in the
decedent’'s pross estate because if the
transfer had not been made, such prop-
erty would have been included in the
decedent’s gross estate by reason of being
a revocable transfer under 1.R.C. section
2038. However, after 1981, if the
transferor had not created a revocable
trust (or had revoked the trust before
making the gifts) and simply made out-
right gifts within three years of death,
such gifts would not be included in the
decedent’s gross estate.

The recent U.S. District Court case of
Estate of Collins, 94-1 U.S.T.C. { 60,162
(E.D. Mich. 1994), is the latest install-
mentin a series of court opinions concern-
ing the ability of a revocable living trust
grantor to make annual exclusion gifis
from the trust within three years of death
without having the gifted amounts in-
cluded in the grantor’s estate. Unforti-
nately, Collins demonstrates that t
1981 change in.R.C. section 2035 contin="
ues to make the tax treatment of annual
exclusion gifting from revocable trust
property out of sync with the practical
application of LR.C. sections 2035 and
2038 in other situations.

The first post-1981 Act revocable trust
case involving sections 2035 and 2038
wae Estate of Perkins v. United States.
90-2 U.S.T.C. 1 60,042 {N.D. Ohio 1990).
In Perkins, the decedent executed a revo-
cable trust agreement for her benefit and
for the benefit of other persons on a con-
tingent basia. Under the terms of the
trust, the decedent had “the unrestricted
right at any time or times ... to withdraw
from the operation [of the trust] all or any
part of the trust estate contributed by
donor, to change the beneficiaries {under
the trust], their shares and the plan of
distribution to each, to revoke [the trust}
in whole or in part... and to modify [the
trust] in any other manner,...”

Within three years of the decedent’s
death, the decedent made annual exclu-
sion gifts totaling approximately $200,000,
The Service successfully argued that the
value of the gifts were included in the
decedent’s gross estate for federal estate
tax purposes, The court reasoned that th~
exercise of the right of withdrawal unc
the terms of the trust caused inclusion oI
the transferred property inthe decedent’s
estate since the transfer acted as a relin-

4 AGRICULTURAL LAW UPDATE
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quishment of the decedent’s powers over
the trust within three years of death, and
was therefore subject to L.R.C. section
2038 by virtue of the I.LR.C. section
2035(dX2). In addition, the court held
that since the decedent had the power to
direct the trustee to make payments to
persons other than the decedent, such
transferred sums were to be included in
the decedent’s gross estate.

The next revocable trust case involving
sections 2035 and 2038 was the Tax Court
case, Estate of Jalkut, 96 T.C. 675 (1991)
acg. 1991-2 CB, 1. In Jelkut, the dece-
dent created a revocable trust and funded
the trust with all of his property, appoint-
ing himself as trustee while reserving the
power to amend or revoke the trust in
whole or in part and in any manner.
Within three years of death, the decedent
made annual exclusion gifts of trust prop-
erty both during the time the decedent
acted as trustee and after the time dece-
dent had been replaced as trustee by
substitute trustees.

The court, after analyzing the legisla-

ve history behind the 1981 statutory
—change, opined that the determination of
whether transfers made within three
years of death from a revocable trust are
to be included in the gross estate under
section 2038 depended upon the particu-
lar terms of the trust agreement. For the
gifts made while the decedent was acting
as trustee, the court found that the dece-
dent was the sole permissible distributee
of the income and principal of the revo-
cable trust under the trust terms and, as
such, the gifts could only have occurred in
accordance with the decedent’s power to
withdraw income and principal from the
trust. As a result, the court’s reasoning
implied a two-step transaction: the dece-
dent exercised his power to withdraw
assets from the trust and then made gifts
in his individual capacity directly to the
respective donees. As such, the transfers
constituted outright transfers and were
not subject to section 2038 as a relin-
quishment of a power of revocation within
three years of death.

As for the transfers made within three
vears of the decedent’s death by successor
trustees, the court noted that the trust
language authorized the successor trust-
ees to distribute both income and princi-
nal from the revocable trust directly to

oth the decedent and the decedent’s de-
““scendants. Consequently, the court held
that such transfers could not properly be
characterized as withdrawals by the de-

cedent. Instead, the caurt held that such
transfers constituted a relinquishment
by the decedent of his power to alter,
amend, revoke or terminate the trust with
respect to the transferred assets within
the scope of section 2038(a). Consequently,
the court ruled that since the amounts in
question would have been included in the
decedent’s gross estate under section 2038
ifretained by the decedent, the gifts made
by the successor trustees were included
in the decedent’s gross estate under sec-
tion 2035(d}2).

The next major case was the Tax Court
Memorandum decision, Estate of Kisling
v. Commissioner, T.C. Memo. 1993-262.
In Kisling, the decedent created a revo-
cable trust in which the decedent and her
three children were named as trustees.
The decedent created the trust for the
express purpose of providing a gifting
mechanism via the creation of irrevocable
fractional interests in the property sub-
ject to the trust. Within three years of
death, the decedent executed three as-
signments of interest (one for each of her
children) whereby each child received an
irrevocable fractional interest in the cor-
pus of the trust, or a greater or lesser
fractional interest necessary to convey
corpus of $10,000 in value to each child.

The trust instrument contained no ex-
press power for the decedent to withdraw
trustprincipal; rather the trust contained
a reserved power for the decedent to re-
voke the trust. In addition, the revocable
trust was structured in such a way so as
to allow for the assignment of undivided
fractional interests in trust assets in ad-
dition to permitting the decedent to
amend, alter, or modify the trust. The
court held that the inclusion of an assign-
ment powerenabled the decedent to make
gifts that qualified for the annual exclu-
sion without the need to sell, divide, or
withdraw any assets from the trust. As a
result, the court held that such transfers
were outside the scope of sections 2035
and 2038 and did not constitute a transfer
of trust assets by the decedent directly
from the trust which would have been
includable in the decedent’s estate.

In a case decided six months after
Kisling, the United States Tax Court ren-
dered a memorandum decision in Estate
of Barton v. Commissioner, T.C. Memo.
1953-583. The trust created by the dece-
dent in Berton included a retained power
in the trust language for the decedent to
invade trust principal and a power of
revocation. The decedent served as scle

grantor and sole trustee. The decedent
made annual exclusion gifts of trust prop-
erty within three years of the decedent’s
death, The Service argued that the
decedent’s act of exercising a power to
revoke constituted the relinquishment of
that power and made any such transfer
within three vears of death includable in
the decedent’s estate under section 2038.
The court disagreed with the Service,
pointing out that directing the withdrawal
of trust assets does not amount to the
relinquishment of any of the decedent’s
retained powers. Instead, the court held
the decedent’s withdrawal of trust asseta
to constitute an exercise of the decedent’s
power as grantor/trustee to invade the
trust corpus at will, a power which the
decedent specifically retained. As a re-
sult, the annual exclusion gifts made
within three years of death were not in-
cluded in the decedent’s grosa estate.

In McNeely v. .S, 16 F.3d 303 (Bth
Cir, 1994),decided by the Eighth Circuit
Court of Appeals two months afterBarton,
the court focused on the revocable trust
language giving the decedent the retained
power to invade the trust corpus at will as
the decedent requested in writing. The
court construed such a power to be an
exercise of a power to invade and not a
relinquishment of a power to revoke sub-
jectto LLR.C. section 2038, As a result, the
direct transfer of securities from the dece-
denttospecified donees did not constitute
a relinguishment of the decedent’s re-
tained trust powers since the trust in-
strument itself provided for the trustee to
pay the decedent or other persons such
sums as the decedent might request in
writing.

Ths most recent revocable trust case
involving annual exclusion gifts made
within three years of death is the United
States District Court case, Estale of
Collins v. United States, 34-1 US.T.C.
60,162 (E.D. Mich. 1994). In Collins, the
trust instrument provided for the trustee
to distribute all of the net income “either
to or for the benefit of the grantor.” A
similar provision controlled the distribu-
tion of trust principal so that the decedent
was the sole possible beneficiary of the
trust principal. The court held that the
gifts of trust principal were viewed as
withdrawals of trust funds by the dece-
dent and then direct gifts because the
decedent was the only permissible
distributee during life. However, with
respect to the trust income, the court held

Continued on page §
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that the donees were potential trust ben-
eficiaries and that annual exclusion gifts
to them within three years of the
decedent’s death were viewed as direct
transfers from the trust which resulted in
inclusion in the decedent’s gross estate.
Clearly, there are two rules in effect
since 1981 with respect to annual exclu-
sion gifts from revocable trusts made
within three years of the grantor/donor’s
death. One rule applies when the trust is
revoked (either outright or impliedly)and
the property is taken back by the grantor
and then given away. In this instance,
there is no inclusion in the decedent’s
gross estate. The other rule applies if
transfers are made directly from the revo-
cable trust within three years of the
decedent’s death. In this instance, the
specific language of the trust document
must be examined to see whether such
gifting constituted a relinquishment of a
right torevoke within three years of death

which would be caught by I.LR.C. section
2038 and section 2035(dX2) and cause
inclusion in the decedent’s groas estate.

Possible Congressional action

The Congress appears to be moving
toward correcting the estate and gift tax
problem concerning annual exelusiongifta
from revocable trusts arising from the
1981 change. On May 17, 1994, the U.8,
House of Representatives passed the Tax
Slimplification and Technical Corrections
Act (H.R. 3419), which contains a provi-
sion that would treat annual exclusion
gifts from revocable trusts as if such gifts
had been made directly by the grantor.
Thus, an annual exclusion gift from a
revocable trust would not be included in
the gross estate under any circumstance,
No longer would such a gift constitute a
termination of a revocation power and be
included in the decedent/iransferor’s gross
estate if the transfer was made within

three years of death.

Until then...

Until H.R. 3419 passes the Senate and
becomes law, in order to avoid inclusion
in the decedent’s gross estate, two-ste}
gifta ghould be made with withdrawal —
from the trust to the grantor-decedent
followed by a tranafer from the grantor-
decedent to the donee. Perhaps the safest
approach is to draft specific language into
the trust instrument prohibiting gifts of
trust assets, The trust could then be
funded with less than the grantor’s entire
estate permitting gifts to be made of the
non-trust property. In any event, with
respect to revocable trusts, it appears
that the implications of the 1981 change
to.R.C. section 2035 are much more than
the Congress anticipated. If it becomes
law, H.R. 3410 would be a welcome, if not
overdue, correction.

Eighth Circuit rejects farm program fraud

“vagueness” claim

The Eighth Circuit has rejected a claim
that differences in the definition of the
term “producer” in farm program regula-
tions, the farm program contract, and as
used in testimony in a criminal prosecu-
tion for causing others tomake false state-
ments to the Commodity Credit Corpora-
tion (CCC) in violation of 15 U.S.C. §
714m(a) (1988) renders § 714m(a) unduly
vague. United Siates v. Huntsman, No.
93-2527,1594 WL 61026 (8th Cir. Mar. 3,
1994) (Huntsman II). Previously, the
Eighth Circuit had reinstated a jury’s
conviction of the appellants for violating §
714m(a) by causing others to represent
they were producers in CCC contracts
when the payments unider those contracts
were passed on to the appellants, who had
already reached their farm program pay-
ment limits. United States v. Huntsman,
959 F.2d 1429 (8th Cir.), cert. denied, 113
S. Ct. 201 (1992) (Huntsman I).

In Huntsman 11, the Eighth Circuit
affirmed the district court’s refusal to
dismiss the indictment against the appel-
lants based on the appellants’ claim that
the term “producer” was so vague that
their “due process rights were violated by
being convicted of using the term falsely.”
Declining to characterize the issue as
involving a due process challenge to the
statute under which the appellants were
convicted, 15 U,S.C. § 714m{a), the court
concluded that “[wlhether the definition
of ‘producer’ is that the individuals were
entitied to share in the crop proceeds [7
C.F.R.§719.2(t)(1984)] or that they actu-
ally shared in the proceeds or the risk [7
C.F.R. § 713.50(c) {1984)], if the lease
contracts were shams, the individuals

satisfied neither definition.” Huntsman

17,1994 WL 61026 at *2.
—LChristopher R. Kelley, Lindquist &
Vennum, Minneapolis, MN

Farm Products
Financing and
Filing Service —

book available

Drew L. Kershen, Earl Sneed Centennial
Professor of Law, University of Oklahoma,
and J. Thomas Hardin, The Rose Law
Firm, Little Rock, AR have co-authored
Farm Products Financing and Filing Ser-
vice. Its discussion covers;
* Direct notice: the presale notification
system
* Central filing: the centralized notifica-
tion system
* How to protect a security interest under
both direct notice and central filing sys-
tems
sHow § 1631 interacts with Article 9 of
the Uniform Commercial Code
* Defenses available when sued for con-
version
* Obligations of buyers and commission
merchants under § 1631
* Master lists for farm products
» Central filing system states
* State forms (except Colorado and Min-
nesota

Persons interested in the book should
contact Drew Kershen, 726 Hardin Drive,
Norman, OK 73072; (405) 360-5151.

Chapter 12 property

valuation

A Pennsylvaniabankruptcy court recently
addressed several issues that frequently
arise with regard to the proper valuation
of farm real estate for purposes of Chap-
ter 12 plan confirmation. In re Brace, 163
B.R. 274 (Bankr, W.D. Pa. 1994), The
first issue in Brace was whether the farn
property should be valued according toits
present use as a working farm or whether
it should be valued for its “highest and
best use,” as a hobby farm residence for a
professional. Although the latter valua-
tion was higher, the court adopted the
debtors’ argument that the value should
be based on the debtors’ current and pro-
spective use of the property as a working
farm operation.

The second issue concerned the sale
costs that the secured creditor would in-
cur if it were to foreclose on the property.
The debtor sought to deduct these hypo-
thetical sale costs from the fair market
value of the property. The court rejected
this approach, holding “[w]here the debtor
intends to keep the property and use it in
the debtor’s continuing operations, a re-
duction in value for the hypothetical costs
of sale is inappropriate.” Id. at 278. The
court noted a split in authority on the
hypothetical sale cost issue, citing In re
Coker, 973 F.2d 258 (4th Cir. 1992);In re
Good, 151 B.R. 445 (Bankr. N.D. Ohio
1993):and, Jnre Usry, 106 B.R. 759(Banlr.
M.D. GA. 1989} in support of its holding.
Cases cited for their approval of a deduc-
tion for hypothetical sale costs wereIn re
Overholt, 125 B.R. 202 (5.D. Ohio 1990)
In re Felton, 95 B.R. 629 (Bankr. N.L
Iowa 1988); and, In re Claeys, 81 B.R. 985"
(Bankr. D.N.D. 1987),

—Susan A. Sckneider, Hastings, MN
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Kansas passes amendments to allow corporate hog farming and
to regulate swine contracts

1 April, 1994, Kansas enacted legisla-
tion to amend the provisions of the state’s
corporate farming law that had prohib-
ited meat processors and corporations
from engaging in swine production. The
legislation, Senate Bill No. 554, was signed
by the governor who had vetoed a version
of the amendment in 1993.

The 1994 version authorizes county gov-
ernments to allow corporate hog opera-
tions. The issue must be put to a vote of
county citizenaonly if within sixty days of
the county decision a petition protesting
the decision is signed by five percent of
the “qualified electors of the county” (based
on the number who voted in the preceding
election for secretary of state).

The law clears the way for corporate
hog farming, either through direct own-
ership or the use of production contracts.
Several Kansas counties have already
acted to authorize such ventures. The law
specifically protects the use of swine pro-
duction contracts from being considered a
viclation of the corporate farming law by
providing such contracts “shall not be
construed to mean the ownership, acqui-
sition, obtainment, or lease, either di-
rectly or indirectly, or any agricultural
"nd” in the state. [Section 4, amending

an. Stat. Ann. section 17-5904(c).]

" In addition to amending the corporate
farming restriction, the law includes a
number of provisions designed to regu-
late the manner in which swine produc-
tion contracts are used. The provisions,
many of which are modeled on the law
enacted in Minnesota in 1990, make Kan-
sas the second state to pass extensive
regulations for the terms of agricultural
production contracts. The Kansas provi-
sions are limited to swine production con-
tracts. The law defines “contractor” as:

meaning any corporation, trust, lim-
ited liability company, or limited part-
nership or corporate partnership other
than a family farm corporation, autho-
rized farm corporations limited liabil-
ity agricultural company, limited agri-
cultural partnership, family trust, au-
thorized trust or testamentary trust, as
definedin KSA 17-903 and amendments
thereto, which established a swine pro-
duction facility in this state and in
either case whichin theordinary course
of business buys hogs in this state.

The lew defines the term “producer” for
purposes of a swine production contract
as:

anindividual, family farm corporation,
__ authorized farm corporation, limited

liaiblity agricultural company, limited
agricultural partnership, family trust,
authorized trust or teastamentary trust,
as defined in KSA 17-5%03 and amend-
ments thereto, which raises hogs in
this state or provides the service of
raising hoge in this state and which is
able to transfer title in such hogs to
another or who provides management,
feed, labor, facilities, machinery or other
production input for raising hogs in
this state.

The law also provides that for purposes
of the provisions on swine contracts, the
term “production input includes, but is
not limited to, management, labor, facili-
ties, machinery or feed used in the raising
of hogs in this state.”

The law includea the following protec-
tions for producers who enter production
contracts:

1) If the contractor is a subsidiary of
another business, the parent company is
liable to the producer for any unpaid
claime arising from the contractor’s fail-
ure to pay according to the contract;

2) All contracts with producers areread
to include “an implied promise of good
faith” which would allow for the recovery
of damages, court costs and attorney fees,
if a court finds the promise has been
breached;

3} Contractors must include in all con-
tracts a provision requiring producers to

cemply with applicable state and federal
environmental laws, and contractors must
provide information about how to comply
with the laws on request by producers;

4} Contracts which require a capital
investment of more than $100,000 and
with a useful life of five years or mare, are
subject to a notice of cancellation and
right to cure procedure which requires
the contractor to give the producer 90
days notice prior to cancellation or termi-
nation and affords the producer an addi-
tional 60 days after receipt of the notice to
“correct the reasons” given. Notice of can-
cellation is not required in certain situa-
tions, including abandonment of the rela-
tion by the producer, material breach, or
failure to use good animal husbandry
practices;

5) The law authorizes the formation of
swine marketing pools by producers, and
requires swine contractors to deal with
registered pools. This includes require-
ments they must “actively negotiate in
good faith” with such pools, pay a “fair
price,” and make prompt payment. The
law does not require dealing with swine
marketing poolsifthey can not meet qual-
ity specifications or delivery terms,

6) All swine production contracts must
“contain language providing for resolu-
tion of contract disputes by either media-
tion or arbitration,”

—Neil D. Hamilton, Drake University
Law School, Des Moines, IA

State Roundup

SOUTH DAKOTA. Liability for dispar-
agement of agricultural products or prac-
tices. On February 23, 1994, the South
Dakota Governor signed an act providing
for civil liability for the disparagement of
agricultural food products and agricul-
tural and management practices. 1994
South Dakota Laws S.B. 179.

The Act defines disparagement as dis-
semination of knowingly false informa-
tion to the public that states or implies
that an agricultural food product is not
safe for consumption. Disparagementalso
includes knowingly false statements that
generally accepted agricultural and man-
agement practices make an agricultural
food product unsafe for consumption.

“Agricultural food product” is defined
g8 a food product that is sold or distrib-
uted in a form that will perish or decay

beyond marketability within a period of
time. “Generally accepted agricultural and
management practices” includes crop and
livestock production procedures such as
tillage options, fertilizers, crop protection
practices, and feed, transporting, hous-
ing and health practices for livestock.
Any producer who suffers damage be-
cause of another’s disparagement of a
perishable agricultural food product may
bring an action fordamages and any other
appropriate relief. A person who dispar-
ages the food product with intent to harm
the producer is liable for treble damages.
An action for damages for disparagement
must be commerniced within one year after
the cause of action accrues.
—Scott D). Wegner, Lakeville, MN
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AALA ANNUAL AWARDS
FOR EXCELLENCE
IN SCHOLARSHIP

At the next Annual Meeting of the AALA, the American Agricultural Law Association will present, for the first time,
awards to non-students and students for excellence in published scholarship. While the nominating committee plans to
develop a comprehensive list of published articles, the possibility exists that we might overlook one. Members are

therefore invited to indicate titles that they believe merit consideration. Write to: John H. Davidson School of Law
University of South Dakota, Vermillion, South Dakota 57069.
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