Frequently Asked Questions about the Fair and Equitable Tobacco Reform Act of 2004 (Title VI of the American Jobs Creation Act of 2004)

When will payments be made?
Payments will be made over 10 years, with the 2005 payment made between June and September 2005.  Beginning in 2006, yearly payments will be made in January.

Can a quota holder or producer receive a the entire payment now?
The federal agency making the payments, the Commodity Credit Corporation (CCC), will make payments only in 10 yearly payments, to the person whose name is on the contract.  A quota holder or producer who wants a different schedule must make private arrangements.  There are various kinds of arrangements, which may look the same but have different consequences.  A recipient considering a private arrangement should proceed with caution.

A buyout recipient can assign part or all of the contract payments to a private party in return for a lump sum payment.  The assignment must be done on a CCC form.  Assignments can be made or revoked at any time.  The original quota holder or payment still remains the party to the contract and keeps the tax liability.

A buyout recipient can sell the entire contract through a successor-in-interest contract.  This must also be done on a CCC form.  This is a final sale of all rights and liabilities, including tax liability, and it cannot be revoked.  
Successor-in-interest contracts must be filed by November 1 to take effect for the following January payment.  Thus, successor-in-interest contracts are not available for the 2005 payment.  

Can a quota holder or producer use the payments as security for a loan?
Yes, by assigning the contract payments or signing a successor-in-interest contract, depending on the arrangement with the lender.  
What is the cost of getting a lump sum payment?
This is subject to private negotiation, within limits.  CCC regulations set a maximum discount rate (how much less than the full payout price is paid for the lump sum) at the prime rate plus two percentage points.  Thus, a rise in the prime rate means a decrease in the amount a recipient may receive for a lump-sum payment.  
Recent history indicates that prime has come down greatly in the last few years but is now going up.  As of June 1, 2005, prime was up to 6%, up from 5.75% on May 1, and up from 5.25% in January.  (Source:  www.moneycafe.com.)  
This cap on the cost of lump sum payments may not apply to assignments to persons who bought tobacco marketing quotas prior to October 22, 2004, or between immediate family members.

What happens if there is a dispute over who is the owner of the quota or who is entitled to producer payments?
The CCC will not make any payments until the dispute is resolved.  The dispute can be resolved by private agreement or through an administrative process, beginning with an appeal to the county committee, then through the U.S. Department of Agriculture, and finally to United States District Court.  

aHowever, this process applies only if there is a dispute as to who is an owner as defined by the regulations.  Creditors and people with remainder interests in land are not considered owners.
Do creditors have rights to the buyout proceeds?  

Creditors, holders of deeds of trust on land, and others with security interests in land do not have a right to receive payments through the buyout.  
This is in conflict with basic property law dealing with the rights of persons with security interests in land.  What this regulation does is simplify matters for the CCC.  
The regulation says that if a creditor who believes that a “private sales transaction” did not take the payout program into account, the parties must resolve their differences privately and that the federal buyout agencies will not be involved.  This regulation does not close off an interest by creditors, but creditors will have to deal with the buyout recipient apart from the buyout program.  Private resolution of disputes would most likely take the form of negotiation or a civil lawsuit.

If there is a deed of trust on land, both parties should review the mortgage documents.  The deed of trust may contain a provision that gives the holder a lien on the payments.  The deed of trust may restrict spending of the payments.  The owner’s failure to make arrangements with the lender could constitute a default.  

If there is a life estate on the farm, who has rights to the proceeds?
A person who has a life estate in a farm is the owner for the purposes of the buyout program.  The person with a remainder interest (the right to the land after the life tenant dies or who owns the land subject to the life estate) is not considered the owner.

This is also in conflict with basic property law, where a person with a remainder interest has rights to the long-term interests in land.  The law is not clear as to whether the buyout is more in the nature of yearly income that would go to the life tenant or the surrender of a long-term interest in land (e.g., selling off timber), which must go to or be shared with the remainder interest.  
Another complication is that the regulation also describes remainder interests as contingent, and they do not deal with vested remainder interests.  A contingent remainder depends on something else other than the death of the life tenant.  A vested remainder takes effect at the death of the life tenant, regardless of what happens.  In many case, the person holding a vested remainder owns the land in fee simple subject to the life estate.  As with creditors, the regulation simplifies matters for the CCC.

In many situations, family affection means there is no conflict between life tenants and people with remainder interests in land.  Where this is not the case, the regulations leave people with remainder interests in the same position as creditors, having to resolve disputes through negotiation or in court.

How will payments be taxed for quota holders?
This is still awaiting IRS regulations.  Decisions on lump-sum payments or other assignments will have tax consequences.  Experience from prior payouts suggests that payments to quota holders will be taxed as capital gains.  
How will the basis of the quota be determined?
This will not be easy in most cases, and quota holders should consult their legal and tax advisors.  Only one thing is certain:  Not making a good faith effort to do this will result in the IRS determining that the basis is zero, making the entire amount subject to tax.  

How will payments be taxed for producers?
Experience suggests that payments to producers will be taxed as earned income, subject to FICA and income tax.  Thus, people who receive benefits affected by earned income, including early social security or disability, should consider the effects.

What happens if land is sold before the end of the 10 years?
The owner as of October 22, 2004, will continue to receive the payments unless the buyout contract is assigned or a successor-in-interest contract is filed.  Buyers and sellers of farmland over the next ten years should consider whether the buyout payments will be a part of the transaction.
What happens if the quota holder or producer dies before the end of the 10 years?
The CCC regulation states that if the eligible person dies, a surviving spouse has the exclusive right to receive the payments, and if there is no spouse, the right to the payments goes through the estate.  
Again, the regulation simplifies matters for the CCC but does not deal with the law on family and marital situations, such as prenuptial agreements, estranged spouses, equitable distribution, wills, spouse’s share, and the like.  

Recipients should consider the buyout payments in their estate planning.  Where an individual or family situation creates issues, it is important to remember that such disputes are usually easier and less expensive to resolve during the life of the life tenant than afterward.
Disclaimer:
The answers above are based on information currently available from federal legislation and regulations and analysis of same from the N.C. Cooperative Extension Service and similar agencies now engaged in analysis of the buyout process.  Not all issues have been addressed.  

Individual situations will vary.  This information is designed to guide those with interests in the buyout payments to some of the financial and legal issues the buyout has raised.  Before making any binding decisions, interested people should consult their own legal or financial advisor.

