Van Raden v. Commissioner, 71 T. C. 1083 (1979)

Cash basis farmers can deduct prepaid feed expenses in the year of purchase if the
prepayment serves a valid business purpose and does not materially distort income.

Summary

The Van Radens, after selling stock for a significant capital gain, invested in a cattle-
feeding partnership that purchased a year’s supply of feed in December 1972. The
Commissioner challenged the deduction of these prepaid expenses, arguing it
distorted income. The Tax Court allowed the deduction, affirming that the purchase
had a business purpose—to secure feed at the lowest price—and did not materially
distort income under the cash method of accounting used by farmers. This case
clarifies the conditions under which farmers can deduct prepaid expenses and sets a
precedent for evaluating business purpose and income distortion in similar cases.

Facts

In July 1972, Kenneth and Fred Van Raden sold their stock in Peerless Trailer &
Truck Services, Inc. , realizing significant long-term capital gains. They
subsequently invested in a cattle-feeding partnership, Western Trio-VR, contributing
$150,000 each. On December 26, 1972, the partnership purchased a year’s supply of
feed for $360,400, which was not consumed until the following year. The
partnership also bought 149 head of cattle that day. The Commissioner disallowed
the feed expense deduction, asserting it distorted income due to the timing of the
purchase at the end of the tax year.

Procedural History

The Commissioner issued notices of deficiency to the Van Radens for 1972,
disallowing the deduction of the prepaid feed expenses, which resulted in the
elimination of the partnership’s reported loss. The Van Radens contested this in the
U. S. Tax Court, where the cases were consolidated for trial and opinion. The Tax
Court ultimately ruled in favor of the Van Radens, allowing the deduction.

Issue(s)

1. Whether the partnership’s purchase of feed on December 26, 1972, was for a
valid business purpose and not merely for tax avoidance?

2. Whether the deduction of the feed expenses in the year of purchase materially
distorted the partnership’s income?

Holding

1. Yes, because the feed was purchased to secure a year’s supply at a time when
prices were historically low, reflecting a business purpose.
2. No, because the cash method of accounting, consistently applied by farmers, did
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not materially distort income in this case.
Court’s Reasoning

The Tax Court found that the feed purchase was motivated by a valid business
purpose. Historical data on corn prices supported the testimony of the partnership’s
manager, Mr. Hitch, that feed prices were typically lowest in the fall and early
winter, justifying the December purchase. The court also reasoned that the cash
method of accounting, permitted for farmers under IRS regulations, did not
materially distort income in this situation. The court rejected the Commissioner’s
attempt to apply an inventory method to the feed, emphasizing that such a move
would conflict with the regulations allowing cash basis accounting for farmers. The
court highlighted that the partnership’s consistent practice of purchasing feed in the
fall months aligned with generally accepted accounting principles and did not result
in a material distortion of income.

Practical Implications

This decision reaffirms that cash basis farmers can deduct prepaid feed expenses in
the year of purchase if the prepayment is supported by a valid business purpose and
does not materially distort income. It provides a framework for assessing the timing
of such deductions, particularly at year-end, and underscores the importance of
consistent business practices in justifying these expenses. The ruling has influenced
subsequent cases involving similar tax issues and continues to guide tax
professionals in advising farmers on the deductibility of prepaid expenses. It also
highlights the tension between IRS regulations allowing cash basis accounting for
farmers and the Commissioner’s authority to challenge deductions that may distort
income.
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