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Nelson v. Comm’r, 130 T. C. 70 (U. S. Tax Ct. 2008)

The U. S. Tax Court ruled in Nelson v. Comm’r that farming partnerships and their
partners cannot defer reporting federal crop insurance proceeds received in 2001
until 2002 under I. R. C. § 451(d). The court clarified that to qualify for the deferral,
a taxpayer must normally defer over 50% of their crop income to the following year,
which the Nelsons did not meet with their 35% deferral practice. This decision
impacts  how  farmers  account  for  insurance  proceeds  and  underscores  the
importance  of  aligning  deferral  practices  with  statutory  requirements.

Parties

Jon W. and Kristi Nelson, Steven P. and Jaime Nelson, and Wayne E. and Joann
Nelson (collectively, “Petitioners”) were the plaintiffs in this case. The Commissioner
of  Internal  Revenue  (“Respondent”)  was  the  defendant.  The  petitioners  were
partners in two related farming partnerships, WJS Nelson, Ltd. LLP (WJS-LLP) and
WJS Nelson Partnership (WJS-Partnership), throughout the litigation.

Facts

The Nelsons were partners in two farming partnerships engaged in sugar beet
farming. In 2001, the sugar beet crops of both partnerships were destroyed by
excess moisture, and no sugar beets were harvested or sold that year. However,
both  partnerships  received  federal  crop  insurance  proceeds  in  2001  totaling
$201,919. The partnerships used the cash method of accounting but reported sugar
beet income using a formula where 65% of the income was reported in the year of
harvest and 35% was deferred to the following year. For 2001, the partnerships
elected to defer the entire crop insurance proceeds to 2002 under I. R. C. § 451(d).

Procedural History

The Commissioner audited the Nelsons’ 2001 individual joint Federal income tax
returns and determined deficiencies and penalties based on the inclusion of the
2001 crop insurance proceeds as income for that year. The Nelsons petitioned the U.
S. Tax Court to contest the Commissioner’s determination. The case was submitted
fully stipulated under Rule 122 of the Tax Court Rules of Practice and Procedure.
The court’s decision was based on the interpretation of I. R. C. § 451(d) and related
regulations.

Issue(s)

Whether the farming partnerships and their partners may defer reporting federal
crop insurance proceeds received in 2001 until 2002 under I. R. C. § 451(d) when
their normal practice is to report 65% of sugar beet income in the year of harvest
and defer only 35% to the following year?

Rule(s) of Law
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I.  R. C. § 451(d) allows a cash method farmer to elect to defer crop insurance
proceeds received in one year until the following year if, under the farmer’s normal
practice, income from the damaged crops would have been reported in a following
taxable year. The relevant regulation, 26 C. F. R. § 1. 451-6(a)(1), specifies that the
taxpayer must establish that “the” income from the crops would have been included
in gross income for a following year. Revenue Ruling 74-145 extends the deferral to
situations where the farmer normally defers more than 50% of crop income to the
following year.

Holding

The U. S. Tax Court held that the Nelsons were not entitled to defer the 2001 crop
insurance proceeds to 2002 under I. R. C. § 451(d) because their normal practice
was to defer only 35% of sugar beet income to the following year, which did not
meet the threshold of over 50% required by Revenue Ruling 74-145.

Reasoning

The court’s reasoning focused on the statutory language and legislative history of I.
R. C. § 451(d), as well as the interpretation of the related regulations and Revenue
Ruling 74-145. The court noted that the legislative purpose of the deferral provision
was to prevent farmers from having to report two years’ worth of income in one year
due to crop damage. The court interpreted the regulations’ use of the definite article
“the” in reference to crop income to mean that a significant portion, specifically
more than 50%, of the crop income must be deferred to the following year to qualify
for the deferral of insurance proceeds. The court found that the Nelsons’ practice of
deferring only 35% of sugar beet income did not align with this requirement. The
court also considered the potential for further distortion of income if the insurance
proceeds were deferred, given the partnerships’ existing deferral practices.

Disposition

The court ordered that the decisions be entered under Rule 155, requiring the
Nelsons to report the full $201,919 of crop insurance proceeds received in 2001 as
taxable income for that year.

Significance/Impact

The  Nelson  decision  clarifies  the  requirements  for  deferring  crop  insurance
proceeds under I. R. C. § 451(d), establishing that a farmer must normally defer
more than 50% of their crop income to the following year to qualify. This ruling has
significant implications for farmers and tax practitioners, as it limits the ability to
defer insurance proceeds when a smaller percentage of crop income is deferred.
Subsequent cases and IRS guidance have followed this interpretation, reinforcing
the importance of  aligning deferral  practices  with the statutory  and regulatory
requirements. The decision also highlights the need for careful consideration of the
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tax treatment of insurance proceeds in the context of a farmer’s overall income
reporting practices.


