<strong><em>SoRelle v. Commissioner</em></strong>, 22 T.C. 459 (1954)

A taxpayer who uses inventories is generally required to use the accrual method of
accounting for tax purposes, and the value of a gift of property is not taxable to the
donor if they part with the entire ownership and control of the asset before its
income is realized by the donee.

<strong>Summary</strong>

The case involves several tax issues related to a rancher’s income reporting,
including his method of accounting, the valuation of inventories, capital gains
treatment of breeding livestock, and the tax consequences of gifts of wheat. The
court determined that since the rancher inventoried his cattle and wheat, he was
required to use the accrual method of accounting. The court also found that the gifts
of land with matured wheat crops to his children were not taxable to the rancher
because he had completely relinquished control of the property before it was sold.
Finally, the court decided on issues about the application of the statute of limitations
and negligence penalties.

<strong>Facts</strong>

A. W. SoRelle was a rancher. He computed his income using a hybrid method:
inventorying his cattle and other farm products, but recording all other items on a
cash basis. For tax years 1946 and 1947, SoRelle sold breeding livestock and gave
land with matured wheat to his children. The Commissioner challenged his
accounting method, the valuation of his inventories, the capital gains treatment of
breeding livestock, and his gifts of wheat to his children. The Tax Court ruled that
the rancher was required to use the accrual method of accounting due to his use of
inventories. The court also decided that since the gift of land with wheat was a
completed gift before the wheat was harvested, income from the sale of the wheat
was taxable to the children, not to the father.

<strong>Procedural History</strong>

The Commissioner of Internal Revenue determined deficiencies in the income taxes
of A. W. SoRelle, his wife, and his former wife, relating to the tax years of 1946 and
1947. The petitioners, the executors of the estate of A. W. SoRelle, Elsie SoRelle (his
wife), and Mabel Ruth SoRelle (his former wife) challenged the Commissioner’s
determinations in the U.S. Tax Court.

<strong>Issue(s)</strong>

1. Whether SoRelle was required to report his income using the accrual method of
accounting for tax purposes.

2. Whether the Commissioner properly valued SoRelle’s inventories of cattle and
wheat.
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3. Whether SoRelle was entitled to capital gain treatment on sales of livestock from
his breeding herd.

4. Whether gifts of land and matured wheat crops resulted in the realization of
taxable income equal to the fair market value of the wheat at the date of the gift.

5. Whether the income earned by SoRelle’s business between January 1, 1946, and
March 25, 1946, was community income taxable in equal proportions to SoRelle and
his then wife, Mabel Ruth SoRelle.

6. Whether any part of the deficiencies in the income taxes of A. W. SoRelle and
Elsie SoRelle for 1946 and 1947 was due to negligence.

<strong>Holding</strong>

1. Yes, because the rancher used inventories, he was required to use the accrual
method of accounting.

2. Yes, because he failed to keep accurate inventory records, his inventories were
properly valued under the farm-price method.

3. Yes, the court agreed with the Commissioner’s concession.

4. No, because the gifts of the land and wheat crops were completed, bona fide gifts,
SoRelle did not realize taxable income equal to the fair market value of the wheat at
the date of the gift.

5. No, the income earned by SoRelle’s business between February 19 and March 25,
1946, was his separate income.

6. Yes, negligence penalties were properly assessed against SoRelle, but not against
Elsie SoRelle.

<strong>Court's Reasoning</strong>

The court determined that, because SoRelle used inventories, he was required to
use the accrual method of accounting. Since SoRelle used the farm-price method to
value his inventories, the court ruled that the Commissioner had not erred. The
court agreed with the Commissioner, that SoRelle was entitled to capital gains
treatment on the sales of livestock from the breeding herd, as long as the
requirements of IRC Section 117(j) were met. The court referenced that the
Commissioner was right to concede that result followed even though SoRelle elected
to include the breeding stock in his inventory and forgo depreciation. The court
further held that the gifts of land with the matured wheat crops were not taxable to
SoRelle, because he had completely relinquished control of the property before the
income was realized by the donees. The Court cited "[W]e have instead an actually
completed and admittedly bona fide gift of income producing property, and the gift
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of that property carried with it the unharvested wheat crop which was still on the
land." The court also ruled that the income earned after the separation agreement,
between SoRelle and his first wife, was his separate income. Finally, the court
upheld the negligence penalties against SoRelle due to inaccurate record keeping,
but not against Elsie, because she did not manage or control the business.
“SoRelle’s deficiencies for 1946 and 1947 were due, at least in part, to negligence.”

<strong>Practical Implications</strong>

This case emphasizes the importance of choosing a proper accounting method and
adhering to it consistently, especially for businesses that use inventories. It
demonstrates that farmers and ranchers reporting income on the accrual basis can
obtain capital gains treatment on sales of livestock from breeding herds. This case is
also an important illustration of the assignment of income doctrine, demonstrating
that a completed gift of property before income is realized is not taxable to the
donor, highlighting the tax consequences of gifts of property. Also, the court’s
negligence penalty analysis highlights the importance of record-keeping for tax
compliance. The court also discussed the significance of state community property
law in determining the taxability of income for married couples.
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