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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
VELLS, Judge: The instant case is a proceedi ng pursuant to
sections 6226-6231 for a readjustnment of partnership itens of
Cakcross Vineyards Ltd. (Vineyards), a partnership, for the
t axabl e year endi ng Decenber 31, 1990. 1In a Notice of Final
Partnership Adm nistrative Adjustnent, respondent increased

Vi neyards’ incone for that year by $1, 625,423 and increased the



- 2 -

partnership’ s sel f-enploynent incone by the sane anmount. Unl ess
ot herwi se noted, all section references are to the Internal
Revenue Code (Code) in effect for the year in issue, and all Rule
references are to the Tax Court Rules of Practice and Procedure.

The issue to be decided is whether respondent's
determ nation that Vineyards nmust report its income fromthe sale
of grapes and other property on the accrual nethod, rather than
t he cash recei pts and di sbursenents nethod, in order to clearly
reflect its incone was an abuse of respondent’s discretion.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated for trial pursuant to
Rule 91. The parties’ stipulations of fact are incorporated
herein by reference and are found as facts in the instant case.

At the tinme the petition in the instant case was filed,
Vi neyards maintained its principal place of business in Qakville,
Cal i fornia.

General Backgr ound

Vi neyar ds

Vi neyards was organi zed on May 26, 1981, as a California
limted partnership to acquire and operate a vineyard in
California's Napa Valley. M. Goth and his wife Judith
(sonetines referred to herein together as the Goths) are the
general partners of Vineyards and own an 85-percent interest in

the partnership. Trusts for the benefit of each of the G oths'
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three children are limted partners of Vineyards and own the
remai nder of Vineyards, each trust holding a 5-percent interest.

Vi neyards is engaged in the business of grow ng w ne grapes
and is a farnmer for purposes of the Code. Vineyards jointly
operates two vineyards: the Oakcross Vineyard, a 121-acre parcel
acquired during 1981 for $2,180,000, and the Hillview Vineyard,
acquired during 1982 for $975,000. Vineyards nmade downpaynents
of $400, 000 and $250, 000, respectively, for each parcel and
financed the remai nder of their purchase prices with nortgage
debt. Vineyards borrowed $301, 115 fromthe Production Credit
Associ ation (PCA) for the purchase of the H |l view Vineyard.
Since it started business, Vineyards has used the cash receipts
and di sbursenents nethod of accounti ng.

Vi neyards' operations were initially financed by cash
contributions fromthe G oths, nortgage debt, and annual
operating |loans. Vineyards obtained operating or crop |oans from
the PCA during each of the years 1981 through 1988. The | oans
were repaid each year. During 1988, Vineyards obtained a
$300, 000 line of credit from Napa National Bank.

During 1990, Vineyards enployed, inter alia, a vineyard
manager and two assistants. Prior to and during 1990, Vineyards
mai ntai ned an office in a building on the H Il view Vineyard.

Wnery

During 1982, having | earned that operating a wnery offered

greater potential for profit than operating a vineyard, the
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Goths decided to enter the wi nery business. Accordingly, during
that year, they established, pursuant to California |law, Goth
Vi neyards and Wnery (Wnery), an S corporation. Wnery is
engaged in the business of making and marketing wi nes, such as
caber net sauvi gnon, chardonnay, and sauvi gnon bl anc, which are
named for the varietal or type of grape fromwhich each is made.
Since it started business, Wnery has used the accrual nethod of
accounti ng.

Initially, the G oths owed all of the outstandi ng shares of
Wnery's stock. 1In 1982, the G oths enployed a professional
w nermaker, N |s Venge, as general manager of Wnery. During
1990, M. Venge was responsible for all production operations of
Wnery and for supervision of Vineyards' vineyard nanager.! M.
Venge's enpl oynent contract provided for options to acquire up to
10 percent of Wnery's stock, which he exercised as they becane
avail able. During each of the follow ng years, M. Venge held

the foll om ng percentage of Wnery's stock:

Year Per cent age
1985 1.07
1986 2.71
1987 6. 28
1988 8. 85
1989 10. 00
1990 10. 00
1 In general, a w nenmaker decides when to pick grapes and nust

be satisfied with the viticultural practices of the vineyard
suppl yi ng grapes.
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During rel evant periods, M. Goth was president and
secretary of Wnery, and Ms. Goth was vice president and chi ef
financial officer of Wnery. The Goths had overal
responsibility for all Wnery operations. M. Goth represents
to custoners that he controls the production process fromthe
grow ng of the grape until the cork is put in the bottle. During
1985, the Goths had taken over full-time managenent of Wnery;
prior to that tine, M. Goth had been, successively, a partner
of the accounting firmof Arthur Young and Conpany, the chief
financial officer of Atari, Inc., and president of Atari's
i nternational division.

Wnery was initially financed by the Goths' personal
resources. By the end of 1983, their investnment in Wnery's
stock was $900, 000, and their loans to Wnery total ed $365, 390.

Since it was established in 1982, Wnery sought to build a
physi cal plant in which to nake, store, and bottle its w nes.
During 1982, Wnery undertook to construct a w nery plant,

i nvesting $220, 000, but the project was deferred when financing
coul d not be obtained. During 1982, Wnery contracted with
another winery to crush and fernent its grapes pursuant to a
custom crush contract. During 1983, Wnery constructed an open
pad in the QGakcross Vineyard for crushing and fernenting grapes,

i nvesting $375,000. Wnery also relied on the facilities of
other wineries during that year for the custom crushing of grapes

and the bottling, aging, and storing of its w nes.
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During 1983, Wnery began selling sonme of its 1982 vintage
sauvi gnon blanc. Once Wnery had denonstrated that its w nes
wer e sal abl e, during Decenber 1983, Bank of Anmerica granted
Wnery a $500,000 line of credit and an equi pnrent | oan of
$200, 000. As a condition of granting the line of credit, Bank
of America required that (1) Vineyards and the G oths subordinate
all of the debts owed them by Wnery, totaling $893, 000, to
Wnery's obligations to the bank and (2) no paynents on those
debts be made by Wnery w thout the bank's consent. Vineyards
accordi ngly executed a subordinati on agreenent to induce Bank of
Anerica to extend credit to Wnery. The bank al so required
cross-col lateralization by Vineyards and personal guarantees by
the G oths of the loan. During February 1985, Bank of America
increased Wnery's Iine of credit to $1, 000,000, and continued to
require Wnery's debts to Vineyards to be subordinate to Wnery's
obligations to the bank. Vineyards subsequently executed
subordi nati on agreenents dated Novenber 14, 1985, and March 31,
1986.

During 1986, Wnery was not achieving the sales goals
expected by Bank of Anerica, and the bank declined to raise
Wnery's line of credit to $1,500,000. As a consequence, Wnery
was put in a difficult financial position. Wnery sold sone of
its 1984 and 1985 vintages in bulk, which fetched a | ower price
t han coul d have been obtained had the wi ne been bottled, but

whi ch saved costs, as well as unused barrels. During Decenber
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1986, Bank of Anmerica offered to renew Wnery's line of credit in
t he ampunt of $1, 100, 000, subject to continued subordination of
Vi neyards' clains against Wnery to those of the bank and ot her
restrictions on paynents by Wnery to Vineyards further described
below. The terns inposed in connection with the renewal of the
line of credit continued until Wnery ceased dealing with Bank of
America, which occurred during 1988.

During Novenber 1988, Wnery negotiated a $1, 500,000 |ine of
credit from Napa National Bank, which also agreed to provide a
construction | oan of $2,200,000 to build Wnery's plant and an
equi pnent | oan of $550,000. The bank required the sane
subordi nation of Wnery's debts to Vineyards to Wnery's
obligations to the bank, the same cross-coll ateralization by
Vi neyards, and the sanme paynment schedul e as Bank of Anerica had
required. During 1990, Wnery's plant, which had the capacity to
produce 40,000 cases of w ne, was conpl eted and occupied. Also
during 1990, Wnery began using the term"estate bottled" to
describe its wnes, neaning, inter alia, that Wnery controlled
the viticultural practices of the vineyards in which the grapes
fromwhich the wi nes had been nade were grown.

The follow ng table summarizes Wnery's w ne sal es through

1990:
Year Sal es
1982 $0
1983 28, 402

1984 384, 921
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1985 656, 293
1986 1,128, 384
1987 1, 332, 803
1988 1, 955, 474
1989 1, 909, 743
1990 2,382,294

Activities of Vineyards and W nery

Deal i ngs bet ween Vi neyards and Unrel at ed Buyers

From 1981 t hrough 1990, Vineyards sold grapes to unrel ated
buyers, and the sales were nade at market value. During 1981,
Vi neyards sold all of its grapes to unrelated buyers. During
certain of the years from 1981 t hrough 1990, |ong-term agreenents
with certain buyers for Vineyards' grapes that had been nmade by
the previous owners of its vineyards were continued and new
agreenents were made. Certain witten agreenents for the sale of
grapes, whether long termor otherwi se, were on the purchaser's
| etterhead, while others were on Wnery's letterhead. The
agreenents on Wnery's |letterhead generally called for paynent of
one half of the anpbunt due 30 days after delivery and the bal ance
on January 10 of the year follow ng the year of delivery. The
contracts witten on purchasers' |letterheads provided simlar
paynment termnms. Vineyards sent invoices to buyers on Whnery
|l etterhead. M. Venge executed sone of Vineyards' grape purchase
agreenents on behalf of M. Goth.

Vi neyards charged and coll ected interest on the unpaid
bal ances due from unrel ated purchasers. Those buyers generally

paid Vineyards for grapes within 6 nonths of harvest, which
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general ly occurred during Septenber or Cctober of each year.
Accordingly, they generally nmade their final paynents for grapes
purchased during either the year of purchase or the first quarter
of the follow ng cal endar year. During 1989 and 1990, unrel ated
buyers paid for their grape purchases before the end of those
years. Vineyards made sales to unrel ated buyers in the foll ow ng

anmounts from 1981 t hrough 1990:

Year Anpount

1981 $121, 349
1982 331, 539
1983 104, 076
1984 152, 983
1985 152, 584
1986 189, 365
1987 114, 385
1988 122, 236
1989 122, 078
1990 31, 486

The follow ng table summari zes the rel ative anounts of the
purchase price of grapes received by Vineyards fromunrel ated

buyers during the year of sale and the subsequent year:

Year of Per cent age Recei ved- - Per cent age Recei ved- -
Sal e Year of Sale Subsequent Year
1981 17 83
1982 11.6 88. 32
1983 21. 4 78. 6
2 A portion of the anmount due Vineyards was not paid until

after 1983.



1984 39.6 60. 4
1985 16. 3 83.7
1986 91.8 8.2
1987 95.6 4.4
1988 93 7
1989 100 0
1990 100 0

By letter dated Septenber 15, 1982, M. Goth inforned one
of Vineyards' custoners for grapes fromthe H Il view Vineyard of
M. Goth's long-termplan to start a wwnery. The letter further
stated that M. Goth would need grapes produced by the H Il view
Vi neyard for that wnery and that, for 1983, he wished to sell to
the custonmer only half of the amount of sauvi gnon bl anc grapes
specified in the agreenent that had been nmade between the
custoner and the previous owner of the Hllview Vinneyard, and,
thereafter, to take all of those grapes for his own w nery.
During 1985, Vineyards entered into a contract with Renai ssance
W ne Conpany for the purchase of grapes that woul d continue from
year to year until canceled; if canceled, the parties were
obligated to buy and sell the sane anobunt of grapes at the sane
price as had been bought and sold during the preceding year. The
contract called for the purchase of 50 tons of grapes at $750 per
ton. Consequently, the buyer was obligated to buy annually 50
tons of grapes for at least 2 years. 1In a cover letter with
respect to the contract dated March 15, 1985, M. Goth stated
that "$750 per ton is a price that is below our normal selling
price and is designed to help you [ Renai ssance W ne Conpany]

achi eve your average sell price of $36/case."
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Deal i ngs Between Wnery and Unrel ated G owers

From 1983 t hrough 1986, Wnery purchased grapes from
unrel ated growers pursuant to agreenents that would continue
until canceled. The agreenents, which were prepared on Wnery
| etterhead, provided that Wnery woul d pay one half of the
purchase price 30 days after delivery of the grapes and the
bal ance by Decenber 15 of the year of delivery. For grapes
purchased from one grower during 1983, Wnery paid one half of
t he purchase price during 1983 and the bal ance during 1984. For
grapes purchased from other growers during 1983, and for al
grapes purchased during 1984, 1985, and 1986, Wnery paid for its
purchases by yearend pursuant to the terns of its agreenents.

During rel evant periods, Wnery could not have purchased al
of the grapes that it needed fromunrel ated growers w t hout
additional capital. Bank of Anmerica did not suggest that the
unrel ated vineyards fromwhich Wnery purchased grapes execute
subordi nati on agreenents simlar to those executed by Vi neyards.
Wnery did not purchase grapes fromunrel ated vineyards from 1987
t hrough 1990 and purchased grapes only from Vi neyards during
t hose years.

A February 5, 1985, letter to M. Venge fromone of the
unrel ated growers supplying Wnery confirnms an agreenent to (1)
sell Wnery 60 tons of chardonnay grapes and (2) reviewthe

pricing structure used in the past "and possibly reduce and align
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the price per ton to the Napa Valley average." The letter states
t hat :

W are always wlling to work closely with you should
disparities arise in price. For this reason we wll be
taking a l ook at the price per ton of Chardonnay. It
woul d be nore of an incentive for us to do this if we
know that Groth would buy at |east 60 tons of
Chardonnay for an additional three years beginning in
1986.

Deal i ngs bet ween Vi neyards and W nery

G ape Sal es

During 1982, Vineyards began selling grapes to Wnery and
continued selling grapes to Wnery each year thereafter through
1990. In general, the anount of grapes that Wnery purchased
i ncreased each year, and, during 1990, Wnery purchased
approximately 96 percent of Vineyards' grapes. Prior to 1991,
Wnery was not able to use all of the grapes produced by
Vi neyards. After 1990, Vineyards did not sell grapes to
unrel ated buyers. The percentage of Vineyards' total grape sales
represented by its sales to Wnery during each year from 1981

t hrough 1991 was as foll ows:

Year Percentage Sold to Wnery
1981 0
1982 29.2
1983 70. 8
1984 61.7
1985 68. 7
1986 62.1
1987 72.9
1988 83.8
1989 85.7
1990 95.6

1991 100
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Vi neyards sold grapes to Wnery at market value. Whnery
made no paynments to Vineyards during 1982 or 1983 for grape
pur chases because funds were not available. Vineyards sold
grapes to Wnery during 1983 because M. G oth believed that
Wnery woul d eventually beconme successful. During March 1984,
Wnery made its first paynent to Vineyards for 1982 sauvi gnon
bl anc grapes used in wine being sold at that tinme. That paynent,
and subsequent paynents to Vineyards, were nade with funds
provided by Wnery's line of credit from Bank of Anmerica, and the
bank consented to the March 1984 paynent. |In deciding whether to
approve the paynent, the bank consi dered whether the w nes made
fromthe grapes purchased from Vi neyards had been rel eased for
sale, and Vineyards would be paid 6 nonths after a wine's
release. At that tinme, Wnery customarily released its sauvi gnon
bl anc after 1 year, its chardonnay after 2 years and its cabernet
sauvi gnon after 3 years. Wnery al so produced relatively small
quantities of a reserve cabernet sauvignon that was released 1
year after the estate cabernet was rel eased. A subsequent
vi ntage was not released until the prior one had been sold.

By addenda to subordi nation agreenents dated Novenber 14,
1985, and March 31, 1986, that were executed by it, Vineyards
consented to receive paynents fromWnery only for those grapes
that had been nade into wi ne that had been rel eased for sale by
Wnery for a mninmumof 7 nonths. Vineyards acknow edged,

however, that paynents were allowed only to the extent they did
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not jeopardize Wnery's ability to neet its obligations to Bank
of Aneri ca.

The ternms on which Wnery paid Vineyards for grape purchases
were further nodified in connection with the renewal of Wnery's
line of credit during Decenber 1986. As a condition of renew ng
the line, Bank of Anerica required that paynents to Vineyards for
grapes be nmade quarterly no earlier than 60 days after each
quarter's end and ratably as the wi ne made from Vi neyard' s grapes
was sold. In a letter dated Novenber 24, 1986, to Bank of
Anerica di scussing the bank's proposal with respect to the timng
of Wnery's paynents to Vineyards for grapes, M. Goth wote
that "Judy and | have provi ded generous del ayed paynent terns to
the Wnery that are still adequate." As noted above, the
f oregoi ng paynent arrangenment between Wnery and Vi neyards
continued for the remainder of the period that Bank of Anerica
provided a line of credit to Wnery as well as subsequently, when
Wnery obtained a line of credit from Napa National Bank during
Novenber 1988.

During 1986, Vineyards and Wnery executed a G ape Paynent
Cal culation that provided, inter alia, that: (1) Vineyards would
sell grapes to Wnery in quantities as needed by Wnery, with
W nery having first choice of grapes and M. Venge having
authority to select anong the grapes available and to coordinate
sales with unrel ated buyers; and (2) paynent for the grapes would

occur ratably as the wine nade fromthe grapes was sold by



Wnery, with paynents occurring periodically during the year,

with ful

paynment for actual
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sal es during a year

| ater than the quarter followi ng the year's end.

bei ng made no

but

The followi ng table sumari zes the anmount of Wnery's grape

purchases from and paynents to,

t hrough 1990:

Year

1982
1983
1984
1985
1986
1987
1988
1989
1990

The amounts owed to Vineyards by Wnery for grapes at the

Amount of Purchase

$140, 079
252, 665
246, 252
334, 738
310, 156
308, 319
447, 752
734, 432
714, 083

Amount of Paynent

$0

0

40, 563
208, 746
41, 514
425, 536
360, 930
321, 968
435, 313

Vi neyards for grapes from 1982

end of each cal endar year from 1982 through 1990 are as foll ows:

Year

1982
1983
1984
1985
1986
1987
1988
1989
1990

Account Recei vabl e

$140, 079
392, 744
598, 444
724, 435
993, 077
875, 859
962, 681

1, 375, 145
1, 653, 915
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Vi neyard's $1, 653,915 account receivable fromWnery as of
Decenber 31, 1990, conprised anounts due for the purchase of the

foll ow ng vintages and varietal s of grapes:

Caber net Sauvi gnon
Vi nt age Sauvi gnon Char donnay Bl anc Mer | ot
1986 $7, 311 $1, 528
1987 45,413 10, 436
1988 167, 513 $10, 177 23,218
1989 315, 245 229, 177 $80, 224 49, 590
1990 347,070 213, 360 90, 143 63, 510

By the end of 1990, Wnery had paid only $60,196 with respect to
its 1989 grape purchases, which total ed $734, 432, and had paid
nothing for its 1990 purchases.

| nterest Paynments by Wnery to Vineyards

Vi neyards charged Wnery interest on the unpaid receivabl es
fromWnery, but Wnery paid none of that interest during 1982 or
1983. Beginning in 1984, Wnery paid Vineyards sone of the
interest that had been accruing on Vineyard's receivables from
Wnery. Pursuant to addenda to the subordinati on agreenents
executed by Vineyards that were dated Novenber 14, 1985, and
March 31, 1986, Vineyards was permtted to collect interest from
Wnery on the receivables due fromWnery at the rate of 12
percent. Vineyards acknow edged, however, that paynents of
interest were allowed only to the extent they did not jeopardize
Wnery's ability to neet its obligations to the Bank of Anerica.
| nterest paynments continued until 1986, when Bank of America

required Wnery to cease accruing interest on Vineyard's
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recei vabl es without the bank's consent as a condition of renew ng
Wnery's line of credit. Furthernore, all accrued and unpaid
interest owed to Vineyards was elimnated from Wnery's books at
the end of 1986 and was never paid to Vineyards.

No i nterest accrued on Vineyards' receivables for the
remai nder of the tinme that Wnery dealt with Bank of Aneri ca.
The Grape Paynent Cal cul ati on executed by Wnery and Vi neyards
during 1986, however, provided that Vineyards would be paid
interest at the rate of 10 percent on its receivables from Wnery
for grape purchases. During Novenber 1988, Wnery obtained a
line of credit from Napa Nati onal Bank, which allowed interest on
the receivables to be accrued and paid quarterly. The follow ng
tabl e sunmari zes the accrual and paynment of interest to Vineyards
on its receivables fromWnery for grape purchases from 1982

t hrough 1990:

Year | nt erest Accrued Interest Paid Bal ance
1982 $4, 202 $0 $4, 202
1983 24, 388 0 28, 590
1984 50, 729 7,017 72,302
1985 57, 819 49, 419 80, 702
1986 (79, 739) 963 0
1987 0 0 0
1988 80, 616 80, 616 0
1989 100, 339 100, 339 0
1990 128, 047 128, 047 0

Rent Paynents by Wnery to Vi neyards

The | and at the Oakcross Vineyard that was used for the

crush pad was rented by Wnery from Vineyards for $18, 000 per
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year. Prior to and during 1990, Wnery's offices were located in
a building at the H Il view Vineyard, which was rented from
Vi neyards for $500 per nonth. As a condition for the renewal of
Wnery's line of credit, Bank of Anmerica required that paynment of
rent by Wnery to Vineyards be suspended during 1986 and 1987.
After Wnery ceased dealing with Bank of America during 1988,
rent paynments resuned.
OPI NI ON

The issue to be decided is whether respondent's
determ nation, pursuant to section 446(b), that Vineyards nust
use the accrual, and not the cash, nmethod to account for its
incone fromthe sale of grapes and other property in order to
clearly reflect its income constitutes an abuse of respondent’s
discretion. Vineyards was a farner for purposes of the Code and
used, pursuant to sections 1.61-4 and 1.471-6(a), |ncone Tax
Regs., the cash receipts and di sbursenents nmet hod of accounting
to conpute its incone.

Respondent contends that use of the cash nmethod materially
di storted Vineyard's incone because of the |arge and increasing
account receivable fromWnery, which did not pay for its grape
purchases until wine made fromthe grapes was rel eased for sale
or sold, between 2 and 5 years afterwards. Respondent points out
that Vineyards did not give the sane terns to unrel ated buyers of
its grapes and argues that the deferred paynent arrangenent

served no busi ness purpose of Vineyards.
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Petitioner contends that Vineyards was permtted to use the
cash nethod, that the nmethod was generally accepted in the
vineyard industry, that it was consistently applied by Vineyards,
and that it clearly reflected Vineyards' incone. Petitioner
argues that it is not required to show a busi ness purpose for the
deferred paynent arrangenent with Wnery but that such a purpose
exi sts, nanely the establishnment of a |long-termrelationship
bet ween Vi neyards and Wnery. Petitioner urges that the
rel ationship of Vineyards to Wnery is irrelevant to the question
whet her Vi neyards may use the cash nethod of accounting.

Ceneral ly, section 446(b) provides that, if a taxpayer's
met hod of accounting does not clearly reflect income, then the
conput ati on of taxable incone shall be made pursuant to a nethod
that, in the opinion of the Conm ssioner, does clearly reflect
income. Section 446(b) vests the Comm ssioner with broad power
to determ ne whether the accounting nethods used by a taxpayer

clearly reflect income, Thor Power Tool Co. v. Conm ssioner, 439

U S 522, 532 (1979), and to require revision of a nethod that

does not clearly reflect incone, Comm ssioner v. Van Raden, 650

F.2d 1046, 1048 (9th Cir. 1981), affg. 71 T.C. 1083 (1979): Cole

v. Comm ssioner, 586 F.2d 747, 749 (9th G r. 1978), affg. 64 T.C

1091 (1975); Stephens Marine, Inc. v. Conmm ssioner, 430 F.2d 679,

686 (9th Cir. 1970), affg. T.C. Meno. 1969-39. "An action taken
by the Conm ssioner under section 446 will be set aside by the

courts only if there is a clear abuse of discretion." Cole v.
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Conmi ssi oner, supra at 749; see al so Stephens Marine, Inc. V.

Conm ssi oner, supra at 686. Accordingly, a determ nation

pursuant to section 446(b) is entitled to nore than the usual

presunption of correctness, Ansley-Sheppard-Burgess Co. V.

Commi ssioner, 104 T.C. 367, 370 (1995), and cases cited therein,

and the taxpayer bears a heavy burden of proof in overcomng a
determ nation that an accounting nmethod does not clearly reflect

i nconme, Thor Power Tool Co. v. Conm ssioner, supra at 532-533.

Moreover, even if a taxpayer, including a farnmer, is otherw se
entitled to use the cash nethod of accounting, section 446(b) may

be used to prevent abuses of the nethod, Van Raden v.

Comm ssioner, 71 T.C. at 1103, and nere conpliance with a

generally permtted nmethod does not foreclose the Comm ssioner's

exercise of discretion pursuant to section 446(b), Ford Mtor Co.

v. Comm ssioner, 102 T.C. 87, 99 (1994), affd. 71 F.3d 209 (6th

Cr. 1995). A taxpayer may chall enge the Conm ssioner's
determ nation on the grounds that its accounting nethod clearly

reflects i nconme, Auburn Packing Co. v. Commi ssioner, 60 T.C. 794

(1973), and, if the taxpayer's nethod of accounting does clearly
reflect inconme, the Conm ssioner may not require a change to
anot her nethod that nore clearly reflects inconme. Ansley-

Sheppar d- Burgess Co. v. Conm ssioner, supra at 371

Hi storically, farmers have been allowed to use the cash
met hod, which enables themto enploy a sinplified accounting

procedure. United States v. Catto, 384 U S. 102, 116 (1966);
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Kennedy v. Conm ssioner, 89 T.C. 98, 103 (1987). Although it is

general | y acknow edged that distortions of income may result from

use of the cash nethod, Frysinger v. Conm ssioner, 645 F.2d 523,

527 (5th Gr. 1981), affg. T.C Menp. 1980-89; Ansley- Sheppard-

Burgess Co. v. Conmmi ssioner, supra at 374; Rojas v. Conm ssioner,

90 T.C. 1090, 1107 (1988), affd. 901 F.2d 810 (9th Cr. 1990);

Kennedy v. Conmi ssioner, supra at 103; Magnon v. Commi ssioner, 73

T.C. 980, 1004-1005 (1980), such distortions do not prevent the
cash nethod fromclearly reflecting inconme so | ong as the nethod
is consistently applied and no attenpt is nade to unreasonably

prepay expenses or defer receipt of incone, Ansley-Sheppard-

Burgess Co. v. Commi ssioner, supra at 375; Kennedy v.

Conmi ssi oner, supra at 103-104; Magnon v. Conm ssioner, supra at

1005-1006; Van Raden v. Comm ssioner, 71 T.C. at 1104. Mbr eover,

farmers are allowed great flexibility in timng the receipt of
i ncone from harvested crops and may sell themin one year
pursuant to a contract calling for paynent in a |later year.

Schniers v. Conm ssioner, 69 T.C. 511, 520 (1977).

A taxpayer, including a farnmer, using the cash nethod of
accounting is ordinarily entitled to report inconme in the year it
is actually or constructively® received, secs. 1.61-4(a), 1.451-
1(a), Income Tax Regs., but may not do so where application of

the general rule results in a material distortion of inconme. See

3 Respondent does not contend that Vineyards was in
constructive receipt of any of the anounts due it from Wnery.
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Van Raden v. Commi ssioner, 71 T.C. at 1102-1103. Where a

taxpayer's nethod of accounting results in a material distortion
of incone, the Comm ssioner is enpowered by section 446(b) to
require use of a different accounting nmethod so that incone is

clearly reflected. Conm ssioner v. Van Raden, 650 F.2d at 1048-

1049; Burck v. Conmm ssioner, 533 F.2d 768, 773 (2d Cr. 1976),

affg. 63 T.C. 556 (1975); Keller v. Conm ssioner, 79 T.C. 7, 38-

41 (1982), affd. 725 F.2d 1173 (8th Gr. 1984): Baird v.

Comm ssioner, 68 T.C. 115, 131 (1977) and cases cited therein;

see also Uenent v. United States, 217 C. d. 495, 580 F.2d 422,

430-431 (1978). The question of whether a taxpayer's nethod of
accounting materially distorts or clearly reflects incone is one
of fact and is to be resolved on a case-by-case basis. Cole v.

Conmi ssi oner, supra at 749; Ansl| ey-Sheppard-Burgess Co. V.

Conmi ssi oner, supra at 371; Packard v. Commi ssioner, 85 T.C. 397,

433 (1985).

The cases that involve the question of whether a materi al
distortion has occurred with respect to the receipt of incone
take into account the sanme considerations and factors that are
exam ned in cases involving the question of whether a materi al
distortion has occurred with respect to the claimof a deduction.

Conpar e Ansl ey- Sheppard-Burgess Co. v. Comm ssioner, supra at

374-375; Applied Communi cations, Inc. v. Conm ssioner, T.C. Mno.

1989-469; C.A. Hunt Engq. Co. v. Conm ssioner, T.C. Mnob. 1956-

248, with Van Raden v. Commi ssioner, 71 T.C. at 1096-1106; Sandor




- 23 -
v. Comm ssioner, 62 T.C 469, 479-481 (1974), affd. 536 F.2d 874

(9th Gr. 1976). Accordingly, we consider cases dealing with
mat erial distortions of inconme arising in connection with the

cl ai m of deducti ons. In Van Raden v. Commi ssioner, 71 T.C. at

1105-1106, we set forth the follow ng approach to considering the
question whether a distortion of incone was nmaterial:

Because the nmethod of accounting and the nature of
the trade or business are so interdependent, we
conclude that the distortion of incone nust not be
exam ned in a vacuumbut in |ight of the business
practice or business activities which give rise to the
transacti on which the Comm ssi oner has determ ned nust
be accorded a different accounting treatnent. For
exanple, material distortions of inconme may occur if
the sales force of a business is nore successful in
Decenber than in January, yet such a distortion would
not require adjustnent to clearly reflect incone
because the distortion resulted fromthe business
activity itself. * * *

A material distortion of inconme generally does not occur
where a deferral of incone arises in the regular course of
busi ness and not froma mani pul ati on of the cash nethod. ol d-

Pak Meat Co. v. Comm ssioner, 522 F.2d 1055, 1057 (9th G

1975), remanding T.C. Menob. 1971-83. Courts have al so consi dered
whet her a busi ness purpose exists for a transaction in deciding
whet her a taxpayer's method of accounting for the transaction

materially distorts income. Frysinger v. Conm ssioner, supra at

528:; Packard v. Conmi ssioner, supra at 428-430; Van Raden v.

Comm ssioner, 71 T.C. at 1105-1106. A business purpose exists

where the taxpayer establishes a reasonabl e expectation of

recei ving sonme business benefit fromthe aspect of the
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transaction chal l enged by the Conm ssioner. Packard v.

Conmi ssi oner, supra at 428. Furthernore, a material distortion

of incone is likely to be found where the anbunt of an item
differs substantially fromwhat m ght normally be expected in an
arm s-length transaction structured w thout special regard to tax

consequences.* Lewis v. Conmm ssioner, 65 T.C. 625, 629 (1975).

Mor eover, we have recogni zed that the interval of tinme between
the reporting of the paynent of expenses and the receipt of

associ ated i ncone can be so great that the use of the cash nethod
of accounting by a taxpayer results in an inpermssible

distortion of income. Sil berman v. Commi ssioner, T.C. Meno.

1983-782, affd. w thout published opinions sub nom Appeal of

David Whin, Inc., Appeal of G ordano, Appeal of Ml anka, Stamato

v. Comm ssioner, 770 F.2d 1068, 1069, 1072, 1075 (3d Cr. 1985)

Were related parties deal with each other on the same terns
as with unrel ated parties, a nethod of accounting will not be
considered to materially distort incone sinply because the

parties to a transaction are related. Gold-Pak Meat Co. V.

Conmi ssi oner, supra at 1057. Nonet hel ess, it is also well

established that transactions between related parties are closely

scrutini zed. Spi cer Accounting, Inc. v. United States, 918 F.2d

90, 92 (9th Gr. 1990); Hulter v. Conmm ssioner, 91 T.C 371, 394

4 W note that an accounting nethod can produce a nateri al
distortion of incone even where a taxpayer does not have a tax
avoi dance notive in enploying it. Anderson v. Conm ssioner, T.C
Menmo. 1975-302, affd. 568 F.2d 386 (5th Cir. 1978).
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(1988); Harwood v. Comm ssioner, 82 T.C 239, 258 (1984), affd.

wi t hout published opinion 786 F.2d 1174 (9th G r. 1986); Vel vet

Horn, Inc. v. Comm ssioner, T.C Meno. 1981-227.

We accordingly shall consider whether use of the cash nethod
of accounting to report Vineyards' inconme fromthe sal es of
grapes and other property materially distorted its inconme. W
note at the outset that the Goths were the general partners of
Vi neyards and held an 85-percent interest in the partnershinp,
with trusts for the benefit of each of their children holding the
remai ni ng 15-percent interest. At relevant tinmes, the Goths
al so owned at | east 90 percent of the stock of Wnery, with M.
Venge hol ding at nost 10 percent.® As stated above, the fact
that the G oths controlled both Vineyards and Wnery requires
that we carefully scrutinize the transacti ons between them

W note at the outset that Vineyards and Wnery did not deal
with one another on the sane terns as they dealt with unrel ated
parties. Although Vineyards sold grapes to unrelated parties and
to Wnery at market value, unrelated parties generally paid
Vi neyards for grapes within 6 nonths of harvest. The witten
sal es agreenents pursuant to which Vineyards sold grapes to
unrel ated parties that were witten on Wnery's |l etterhead

generally provided that the buyer would pay 50 percent of the

5 Pursuant to the enploynent contract between the G oths and
M. Venge, M. Venge acquired 10 percent of the stock of Wnery
bet ween 1985 and 1989.
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anmount due 30 days after delivery and 50 percent during January
of the follow ng cal endar year. Oher sales agreenents that were
witten on unrel ated purchasers' |etterheads provided for paynment
of the sale price at simlar times, usually determned with
reference to the tinme grapes were delivered. Certain of those
agreenents provided for paynent of a portion of the price, at the
| atest, during the cal endar year follow ng delivery. GCenerally,
unrel ated buyers made their final paynent for grapes purchased
during either the year of purchase or the first quarter of the
foll ow ng cal endar year. Vineyards collected interest from
unrel at ed buyers on overdue anounts.

Simlarly, Wnery's agreenents for the purchase of grapes
fromunrel ated growers provide that 50 percent of the purchase
price was to be paid 30 days after delivery and the renai nder by
Decenber 15 of the year of delivery. W consider the foregoing
paynment arrangenents to be the result of arm s-|ength bargaining
bet ween unrel ated buyers and sellers.

In contrast, Vineyards allowed Wnery nore |iberal paynment
terms. During 1982 and 1983, Wnery purchased grapes from
Vi neyards, but did not pay for them because the cash to do so was
not available. Vineyards also allowed, or acquiesced in, the
control by Wnery's |l enders of the paynent of anounts due
Vi neyards. Vineyards agreed to subordinate its clains agai nst
Wnery to those of Bank of Anmerica and later to Napa Nati onal

Bank, but unrelated sellers of grapes to Wnery did not. Wnery
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coul d not nake paynents to Vineyards without the consent of its
| enders. Wnery's first paynent to Vineyards during March 1984
was made with the consent of Bank of America wth funds provided
by a line of credit that the bank had extended to Wnery. The
test used by the bank to deci de whet her paynent was to be all owed
was whet her the wi ne made from Vi neyard' s grapes was rel eased for
sale. The March 1984 paynent accordingly was nmade for 1982
grapes used in wine that had been rel eased for sale approxi mately
6 months prior to the time of that paynent.

Vi neyards subsequently consented in addenda to subsequent
subordi nati on agreenents to receive paynent for grapes that had
been made into wine that had been rel eased for sale by Wnery for
a mnimmof 7 nonths. As a condition of renewng Wnery's |ine
of credit during |late 1986, Bank of Anerica insisted that Wnery
pay Vineyards for grapes quarterly, but only as the w ne nmade
fromthe grapes was sold. The G ape Paynent Cal cul ati on entered
into by Vineyards and Wnery during 1986, provided simlar
paynment termnms. That paynent arrangenent renained in place
t hrough the remai nder of Wnery's relationship with Bank of
America and continued when Wnery replaced its line of credit
fromthat bank with one obtained from Napa National Bank during
Novenber 1988. The foregoing paynent practices resulted in an
account receivable fromWnery to Vineyards in the anount of
$1, 615,915 as of Decenber 31, 1990, over 80 percent of which was

attributable to Wnery's 1989 and 1990 grape purchases.
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CGenerally, Wnery's paynents to Vineyards for grape purchases
were deferred between 1 and 4 years after delivery.

Vi neyards permtted Wnery to defer paynent of the interest
accruing on Vineyards' receivables fromWnery. Vineyards
further allowed, or acquiesced in, the control by Wnery's
| enders of paynents to it of interest and rent. During each year
from 1984 until 1986, Wnery began paying to Vineyards sone of
the interest accrued on Vineyards' receivables from Wnery using
funds fromWnery's line of credit. Vineyards al so nade
agreenents wth Bank of Anerica concerning the amount of interest
it was entitled to collect fromWnery with respect to the
recei vabl es. Bank of Anerica, however, as a condition of
renewi ng Wnery's line of credit during |ate 1986, required that:
(1) Paynents of interest to Vineyards cease; (2) no further
accruals occur without its consent; and (3) all accrued and
unpaid interest owed by Wnery to Vineyards, totaling $79, 739, be
elimnated fromWnery's books.® The interest elimnated was
never paid to Vineyards. Despite a provision in the G ape

Payment Cal culation that called for the paynment to Vi neyards of

6 Wi le petitioner maintains that the interest accrued was
elimnated at the insistence of Bank of Anerica, we note that the
letter fromBank of America to Wnery outlining the terns on
which Wnery's line of credit would be renewed states that "As
Borrower [Wnery] has proposed, all existing accrued and unpaid
interest owed by Borrower to Guarantors [including Vineyards] is
to be reversed and elimnated from Borrower's books by 12/31/86."
There is accordingly sonme question concerning whether the accrued
interest was elimnated at the instance of the Bank of Anerica.
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interest at 10 percent on the unpaid bal ance of grape purchases
by Wnery, no interest was accrued for 1987 by Wnery with
respect to the anounts due Vineyards. Wnery's rent paynents to
Vi neyards al so ceased during 1986. This was done at the instance
of Bank of America. Once Wnery obtained a line of credit from
Napa Nati onal Bank, however, interest and rent paynents resuned.

The foregoing facts denonstrate that Vineyards and Wnery
dealt with each other on ternms that were significantly different
fromthose on which they dealt wth unrelated parties. Moreover,
the record indicates to us that the terns on which they dealt
were intended to benefit Wnery and i nposed burdens on Vi neyards.
Vi neyards executed agreenents subordinating its clains against
Wnery to those of Wnery's lenders to induce those | enders to
grant credit to Wnery. The terns on which Wnery purchased
grapes from Vi neyards were also intended to favor Wnery. For
i nstance, in a Novenber 24, 1986, letter to Bank of Anerica, M.
Goth wote that "Judy and | have provi ded generous del ayed
paynment ternms to the Wnery that are still adequate.” W thout
t he generous paynent terns granted by Vineyards, Wnery could not
have purchased the grapes it required w thout the infusion of
addi tional capital.

Wnery did not nmake paynents to Vineyards for grape
purchases during 1982 and 1983 because funds were not avail abl e.
W nery began to pay Vineyards after Wnery obtained a |ine of

credit during 1984, but paynents were subject to the control of
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Wnery's |l enders. These arrangenents apparently allowed Wnery
to use avail able resources to develop itself. M. Goth admtted
at trial that "perhaps" Vineyards woul d have been paid for its
grapes sooner had it sold to unrelated parties.

Petitioner contends that Vineyards had a | egitimte business
pur pose for extendi ng such generous paynent ternms to Wnery. At
trial, M. Goth, a general partner of Vineyards, testified that
he sought to establish a long-termrelationship wwth Wnery
because (1) such a relationship would provide Vineyards with a
continuing market for its grapes, and (2) the best prices for
grapes tended to be paid on long-termcontracts. M. Goth al so
testified that a vineyard would do well if it established a | ong-
termrelationship wwth a successful w nery.

The record indicates that grape growers offered favorable
terms to |large-quantity purchasers given the prospect of
devel oping a long-termrelationship with those buyers.
Accordingly, we would not consider it unusual if Vineyards
of fered sone accommopdation to Wnery to foster such a
relationship. The record, however, indicates that, when
unrel ated parties dealt with each other, the inducenent typically
offered for a long-termrelationship was a | ower price per ton of
grapes purchased, rather than substantial deferral of paynent of

t he purchase price.” Accordingly, even if Vineyards had desired

! In petitioner's Sur-Reply Brief, petitioner points to a
(continued. . .)
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to accormmpdate Wnery in order to foster a long-term
rel ati onship, petitioner has not established that the deferral of
paynments for grapes was a practice adopted by parties dealing at
arms length. Furthernore, the accommbdati ons Vi neyards gave
W nery went even further, including subordinating Vineyards
clains against Wnery to those of its |enders and all ow ng
Wnery's |lenders to control the paynent of amounts due for grape
purchases, interest, and rent to Vineyards.

Moreover, we note that other factors influenced the
devel opment of the rel ationship between Vineyards and W nery.
The record indicates that, as early as 1982, M. Goth intended
t hat Vineyards' grapes would supply Wnery's needs and t hat

Vi neyards' relationships with other purchasers were to be

(...continued)

Mar ket Segment Speci al i zation Program study of the wi ne industry
prepared by the Internal Revenue Service that was released in
April 1995. WMarket Segnent Specialization Program-The W ne

| ndustry, TPDS 83919Y, reprinted in 37 Tax Anal ysts Daily Tax

Hi ghli ghts and Docunents, at 1971-1989 (May 9, 1995). Petitioner
relies on certain statenments in the study to support the
contention that the paynent arrangenents between Vineyards and
Wnery were wi despread in the wine industry. Although petitioner
relies on the study to show facts concerning the practices of the
W ne industry, the study is not otherwise in the record, nor does
petitioner attenpt to establish that it is admssible in

evi dence, and respondent has not had an opportunity to object to
its adm ssion. Petitioner clains that the study has probative
val ue; however, the study, which was released in 1995, does not
necessarily reflect the practices of the wine industry in 1990,
the year in issue. Mreover, the study also states, in a portion
not relied on by petitioner, that deferred paynent practices,

whi ch the study indicates occur only between rel ated parties,
distort the incone of vineyards using the cash nethod. 1d. at
1980. Accordingly, we shall disregard the study cited by
petitioner.
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subordinated to its relationship wwth Wnery. Al so, Wnery's
control of Vineyards' viticultural practices entitled it to use
the term"estate bottled" to describe its wines. Consequently,

t he evi dence supports an inference that a long-termrelationship
bet ween Vi neyards and Wnery could have been established even

W t hout Vi neyards' generous paynent terns.

Because the deal i ngs between Vi neyards and Wnery are at
variance with the practices of unrelated parties with simlar
objectives dealing at armis length, we are not prepared to accept
that they occurred in the ordinary course of Vineyards' business
or were actuated by the business purposes clained for them
Petitioner has pointed to no nontax benefit received by Vineyards
fromWnery commensurate with the substantial concessions and
accommodat i ons nmade by Vineyards for Wnery's benefit. ©Moreover,
petitioner has not shown that Vineyards could not have sold, as
it didin 1981, all of its grapes to third parties at market
value on terns that did not entail the same period of deferral as
its sales to Wnery. To the contrary, it appears to us that
Vi neyards was able to sell to unrelated buyers all of the grapes
that Wnery did not require wi thout such a deferral of paynent of
t he purchase price.® Accordingly, we conclude that petitioner

has not established that there was a | egitinate business purpose

8 M. Goth testified that he had significant experience
selling Vineyards' grapes to unrelated parties.
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for Vineyards' generous paynent terns to Wnery and that no
material distortion of Vineyards' inconme occurred.

We further conclude that petitioner has failed to establish
that respondent’s determ nation that use of the cash nethod to
report Vineyards' inconme from sales of grapes and other property
did not clearly reflect Vineyards' inconme and that use of the
accrual nethod was required in order to clearly reflect its
i ncone was an abuse of respondent’s discretion.

To reflect the foregoing,

Deci sion will be entered

for respondent.




