31 T.C. 752 (1959)

Cattle culled from a breeding herd and sold due to undesirable characteristics can
still be considered held for breeding purposes, allowing for capital gains treatment
under the Internal Revenue Code, provided the primary purpose for holding the
cattle was for breeding and not primarily for sale.

Summary

The case concerns whether the gain from selling cattle culled from a breeding herd
is treated as ordinary income or capital gain. The petitioners, L.D. and Elaine
Hancock, raised Polled Hereford cattle and culled animals that developed
undesirable characteristics. They sold these culled cattle. The IRS argued that the
sales were in the ordinary course of business, thus generating ordinary income.
However, the Tax Court held that because the cattle were initially held for breeding
purposes and were only sold because they became unsuitable for breeding, the gain
qualified for long-term capital gains treatment. The court emphasized the taxpayers’
intent and the nature of their culling practices as key factors in determining the
purpose for holding the animals.

Facts

L.D. Hancock was the proprietor of a wholesale dry goods business and a cattle
farming business. In 1950, he began raising registered Polled Hereford cattle. His
intention was to build a top-quality breeding herd through selective breeding and
culling. He culled animals that developed undesirable characteristics, maintaining a
large number of herdsires. In 1953, he sold 63 head of cattle that had been held for
over 12 months but less than 25 months, culled from his breeding herd. The sales
occurred at auctions. The IRS challenged his capital gains treatment of the profits
from these sales.

Procedural History

The Hancocks filed a joint federal income tax return for 1953, claiming capital gains
treatment on the sale of certain cattle. The IRS determined a deficiency,
reclassifying the gain as ordinary income. The Hancocks petitioned the United
States Tax Court. The Tax Court ruled in favor of the petitioners, allowing capital
gains treatment. A dissenting opinion was filed, but the majority opinion prevailed.

Issue(s)

Whether the cattle sold by the Hancocks were held for breeding purposes within the
meaning of Section 117(j)(1) of the 1939 Internal Revenue Code.

Holding

Yes, because the court found that the cattle were held for breeding purposes at the
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time of their sale, despite being culled from the herd due to defects, and therefore,
the gains qualified for capital gains treatment.

Court’s Reasoning

The court stated that the question of whether the cattle were held for breeding
purposes was a question of fact. The court applied the principle that an animal need
not have been actually used in breeding if it was held for that purpose. The court
looked at the Hancocks’ practices, including selective breeding, culling of
undesirable animals, and maintaining one herd devoted to breeding. The court
emphasized the fact that the sales were of animals that were not up to herd
standards. The court distinguished the facts of this case from those where cattle
were held primarily for sale. The court noted that the Hancocks were building a
breeding herd and were not primarily in the business of selling cattle. The court
found that the advertising of the cattle sales did not change the nature of the
purpose for which the animals were held. A dissenting opinion argued that it was
unrealistic to consider all the animals sold part of the breeding herd, since the
Hancocks expected to sell some animals from the outset.

Practical Implications

This case establishes that culling practices of breeding livestock, coupled with the
intent to breed, can qualify for capital gains treatment even if the animals sold were
never used for breeding. It is critical for taxpayers to document:

* A clear breeding plan.

 Selective breeding practices.

A consistent culling process based on standards.

» The size and composition of the breeding herd over time.

The court’s decision emphasizes that the primary purpose for holding the cattle is
key. This influences how IRS agents will analyze the purpose for which the taxpayer
held the livestock. The case also illustrates the importance of establishing that sales
of culled animals are not the primary business activity. It provides a framework for
distinguishing between the sale of animals from a breeding herd, which may qualify
for capital gains treatment, and the sale of animals as a primary business, which is
treated as ordinary income.
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