22 T.C. 415 (1954)

A farmer operating on a cash basis can deduct the cost of purchased plants and
shrubs only in the year they are sold, not in the year of purchase; transferee liability
is established when a transferor is insolvent at the time of a gift.

Summary

The U.S. Tax Court addressed several consolidated cases involving W. Cleve Stokes
and Alice Hill Stokes, focusing primarily on the proper accounting method for a
nursery business and the transferee liability of Alice Hill Stokes. The court held that,
despite using a cash basis, the nursery could not deduct the full cost of plants and
shrubs in the year of purchase but had to match the expense with the sale of the
plants. The court also determined the extent of Alice Hill Stokes’s transferee liability
for assets transferred to her by her husband. The court addressed procedural issues
regarding the validity of deficiency notices and clarified the circumstances under
which a second deficiency notice is permitted. The decision reinforced the principle
that the government must prove the transferor’s insolvency for transferee liability to
attach and that the value of the transferred property is relevant in establishing
liability.

Facts

W. Cleve Stokes operated a nursery business that bought and sold plants and
shrubs. The nursery maintained its books and filed its income tax returns using the
cash method of accounting. Under this method, the nursery deducted the full cost of
plants and shrubs purchased each year as an expense, regardless of whether the
plants were sold during that year. The Commissioner of Internal Revenue
determined deficiencies in Stokes’s income tax, arguing that the nursery should
have deducted the cost of plants and shrubs only when they were sold (as “cost of
goods sold”). Stokes also made gifts to his wife, Alice Hill Stokes, without
consideration. The Commissioner asserted transferee liability against Alice Hill
Stokes for these gifts. The facts also included a second jeopardy assessment by the
Commissioner.

Procedural History

The Commissioner determined deficiencies in W. Cleve Stokes’s income tax and
asserted transferee liability against Alice Hill Stokes. The cases were consolidated
and brought before the U.S. Tax Court. The Tax Court initially issued a division
decision but later vacated and recalled the decision for further consideration on a
specific issue. The court re-examined the issues, including the proper accounting
method for the nursery and Alice Hill Stokes’s transferee liability, ultimately issuing
a final opinion that addressed the disputed issues, including the validity of the
deficiency notice.
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Issue(s)

1. Whether a second notice of deficiency was valid after a jeopardy assessment.

2. Whether the nursery, using the cash method, could deduct the full cost of
plants and shrubs purchased in a given year or if the cost should be matched to
sales.

3. Whether Alice Hill Stokes was liable as a transferee for assets transferred to
her by her husband.

Holding

1. Yes, because a second deficiency notice was proper following an additional
jeopardy assessment under the Internal Revenue Code, and such a notice was
mandatory.

2. No, because the nursery, despite using the cash method, was required to
deduct the cost of plants and shrubs in the year of sale, not the year of
purchase.

3. Yes, Alice Hill Stokes was liable as a transferee for the value of the nursery and
stock transferred to her because W. Cleve Stokes was insolvent when those
transfers occurred.

Court’s Reasoning

The court addressed the validity of the deficiency notice under section 272 of the
Internal Revenue Code, concluding a second notice was valid because it followed a
second jeopardy assessment. The court referred to section 273(b), which requires a
notice within 60 days after the making of the assessment. The court also affirmed
that if the second notice was invalid, the commissioner properly amended his
answer to seek increased deficiencies. Regarding the accounting method, the court
found that the nursery was a “farm” under the regulations, therefore was allowed to
use the cash method of accounting. However, the court held that the nursery could
not deduct the cost of the plants and shrubs in the year of purchase, emphasizing
that, “the cost of plants and shrubs purchased in that year cannot be classed as a
deductible expense. That cost has to be recovered in the year when the plants and
shrubs are sold.” The court cited Treasury Regulation 29.22(a)-7, which states that,
“the profit from the sale of live stock or other items which were purchased after
February 28, 1913, is to be ascertained by deducting the cost from the sales price in
the year in which the sale occurs.” Finally, the court discussed the transferee
liability of Alice Hill Stokes, noting that under the Treasury Regulations, for
transferee liability to apply, the transferor must have been insolvent or rendered
insolvent by the transfer. The court found that W. Cleve Stokes was not insolvent
when the 1947 gifts were made and therefore, Alice Hill Stokes was not liable as a
transferee for those gifts. However, she was found liable for the value of the nursery
and the stock transferred because W. Cleve Stokes was insolvent at the time of
those later transfers.
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Practical Implications

This case is important for understanding how farmers and nursery owners must
account for their business expenses, particularly when using the cash method. The
case clarifies that even under the cash method, the cost of goods sold must be
matched to the revenue from those sales. For attorneys advising farmers or related
businesses, this case demonstrates the necessity of accurately accounting for costs
and matching them to revenues to avoid tax deficiencies. Additionally, the ruling on
transferee liability highlights the need for careful analysis of the transferor’s
solvency at the time of a gift. If a client is insolvent, or is rendered insolvent by the
gift, the transferee (recipient) is potentially liable for the tax obligations of the
transferor up to the value of the gift. Later cases would likely follow this precedent
in cases involving farmers’ accounting methods and transferee liability, emphasizing
the importance of these legal principles in tax planning and disputes.
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