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Sec. 263A, |.R C., enacted in 1986, requires the
capitalization of devel opnental costs. For plants with
preproduction periods that are 2 years or less, farners
may be excepted fromthe capitalization requirenents.
For certain plants, including citrus plants grown in
comercial quantities in the United States, the statute
requires that the standard for the 2-year test is to be
based on a national weighted average preproductive
period for that type of plant. |If the preproductive
period, so determned, is 2 years or |less, citrus
farmers coul d be excepted fromthe capitalization
requi renment of sec. 263A, |I.R C. No guidance had been
issued as to the national weighted average
preproductive period for citrus trees as of 1989, when
P began growing citrus trees. Due to the | ack of
gui dance, P did not deduct its devel opnental costs for
the first 2 years and then determ ned, based on its
growi ng experience, that sonme of its citrus trees were
productive within 2 years. Based on that experience,
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P, in 1991, clainmed to be excepted fromthe
capitalization requirenent of sec. 263A |.R C, and
deducted the preproductive costs for 1989, 1991, and
1992. R determned that P was not entitled to deduct
t he costs.

Held: P is not entitled to use its own grow ng
experience to neasure whether it nmeets the 2 years or
| ess standard. Held, further, P nust capitalize its
preproducti ve devel opnent costs for its citrus trees.

Philip A. Di anond and Daniel C. Johnson, for petitioner.

Charles A. Baer and Janes F. Kearney, for respondent.

CERBER, Judge: Respondent issued a notice of final S
corporation adm nistrative adjustnment (FSAA) for Pel aez and Sons,
Inc.”s (corporation), taxable years ended Septenber 30, 1992,
1993, and 1994, reflecting net adjustnents in the anmounts of
$1, 514, 209, $46, 148, and ($155,814), respectively. The question
we consider is whether the corporation is required, under the
provi sions of section 263A,! to capitalize devel opnental expenses
in connection with citrus trees. Respondent did not issue
gui dance as to the “nati onw de wei ghted average preproductive
period” for citrus trees (the standard in section 263A), and we
nmust deci de whether the corporation’s use of its own experience
wll suffice to neet the statutory standard. |f, under section

263A, the corporation is required to capitalize, it argues that

1 Unl ess otherwi se indicated, section references are to the
I nternal Revenue Code, as amended and in effect for the taxable
peri ods under consideration.
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respondent is precluded from maki ng any adj ustnment concerning the
corporation’s 1991 taxable year due to the expiration of the
limtation period.
FI NDI NGS OF FACT?

Pel aez and Sons, Inc., a Florida corporation, was
i ncor porated during 1955 and has continuously had its principal
pl ace of business and engaged in comrercial farm ng, through the
time of trial, in the State of Florida. Since 1989, S
corporation status has been el ected for Federal tax purposes, and
the corporation was a cash basis taxpayer for the years under
consi derati on.

Begi nning in 1955, the corporation engaged in conmerci al
cattle ranching and during the early 1960’ s began rai sing sugar
cane. In the late 1980’s the corporation entered into citrus
growi ng operations to increase profits and mnimze risk by nmeans
of diversification. After successfully accelerating the
reproduction time in its cattle-raising activity, the
corporation, in a favorable citrus nmarket, attenpted to
accel erate the production of citrus crops. The land to be used
for the citrus grove had been used for cattle grazing, which nmade

it nmost suitable for citrus production.

2 The parties’ stipulation of facts and the attached
exhibits are incorporated by this reference.
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| nnovations in citrus grow ng permtted accel erated grow ng
experiences. Sone of the innovations include: |nproved
irrigation, fertigation systens, higher density planting, virus-
free trees, disease control, pesticides, intensive fertilization,
and genetic devel opnent. Fertigation is a technol ogy that
conbines fertilization and irrigation to permt continuous
fertilizer application and thereby pronote nore rapid grow h.
The corporation invested in and enpl oyed the above-descri bed
technol ogies. The corporation invested extensively in | and
preparation, water managenent, fertilization, and other neasures
to maximze tree gromh and fruit production. Generally, the
corporation exploited techniques that woul d accelerate the growth
of its citrus crop and maximze its crop output. The corporation
enpl oyed Henry Hooker, educated in nechani zed agriculture and
experienced in fertigation, to assist in its citrus grow ng
activities.

Most citrus trees are grafted trees that consist of two
parts, the scion or variety which is grafted or “budded” onto the
root stock, which conprises the tree’s root system |In the citrus
industry, it is customary to neasure a tree’'s life fromthe date
it is permanently planted, and prior devel opnent is disregarded.

During May through July 1989, 39,382 citrus fruit trees
(1989 trees) were planted. Eight varieties of citrus were

acquired froma comercial nursery and planted by a commerci al
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pl anting service under M. Hooker’s supervision. The parties
agree that the costs incurred in establishing the citrus grove,

i ncl udi ng purchase, bedding, installation of fertigation, and
irrigation of the trees are depreciable costs deductible over a
period of years.

After the 1989 trees were planted, the corporation incurred
certain devel opnental or cultivation expenses (including
herbi ci des, fertilizer, pesticides, interest, depreciation, and
care taking) that were not deducted for the years ended Septenber
30, 1989 or 1990, but they were deducted in |later years. The
corporation deferred the deduction of the devel opnental expenses
due to a lack of regulatory guidelines and because it was not
known whet her the citrus grove woul d produce a marketable crop
within 2 years of planting the 1989 trees. At the end of a 2-
year productive period, the corporation reviewed the sal es of
citrus in late 1990 and the potential for a 1991 crop based on
the spring bl oons and decided to deduct, on its 1991 return, the
devel opnment al expenses for the 1989 and 1990 taxable years. The
corporation did not deduct the cost of the trees but depreciated
t hem over a rateable period. For 1992 and subsequent taxable
years, the corporation deducted the devel opnental costs (i.e.,
herbi ci des, fertilizer, interest, depreciation, and care taking

expenses) for the 1989 trees for each year as incurred.



- 6 -

Additional citrus trees were planted during |late 1991 (1991
trees), and the planting costs were capitalized and depreci at ed.
Based on the performance of the 1989 trees, it was believed that
the 1991 trees would be productive within their first 2 years.
The corporation, for its 1992 year and successive years, deducted
t he devel opnent al expenses and depreciation for the 1991 trees.

Respondent, in the FSAA notice, under section 263A,

di sal l oned the follow ng deductions clainmed with respect to the

1989 and 1991 trees:

Taxabl e year ended 1989 trees 1991 trees
Sept. 30, 1991 1$1, 171, 949 - 0-
Sept. 30, 1992 244, 692 $90, 513
Sept. 30, 1993 - 0- 116, 980

1$649, 126. 11 of the anpunt clained was paid in the 1991 tax
year and the remainder in the 1989 and 1990 tax years.

Producti on Hi story--1989 Trees--The 1989 trees bore bl ossomns

during early 1990, fruit was visible during the spring 1990, and
80 boxes of grapefruit were sold for $220, which was net of the
cost of harvest borne by the buyer. The $220 of inconme was
reported on the corporation’s 1991 return. The 1989 trees were
affected by a 1989 frost, causing a | oss of about 50 percent of
the grove. The 1989 trees also bloonmed in early 1991, and fruit
was Vvisible during the spring of 1991. The harvest began in

Cct ober 1991, and the corporation sold the second crop for
approxi mately $14,600 net of the harvesting costs borne by the

buyer.
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Producti on Hi story--1991 Trees--There were bl oons on the

1991 trees during early 1993, fruit was visible during the spring
1993, and the corporation sold the fruit fromthe harvest
beginning in Cctober 1993. Fruit fromthe 1991 trees won an
award, based on size and quality, in a 1993 county fair.

The corporation, for the taxable periods 1991 through 1994,
harvested and sol d boxes of fruit as foll ows:

Tangeri nes/

Taxabl e year ended O anges G apefruit t angel os
Sept. 30, 1991 - 0- 80 - 0-
Sept. 30, 1992 4,465 967 118
Sept. 30, 1993 28, 906 30, 439 3, 469
Sept. 30, 1994 36, 242 36, 836 9,413

Production information for 1989 trees and 1991 trees was not
segr egat ed.

During October 1993, a group described as the “Florida
Citrus Liaison Teanf was fornmed, and it consisted of five citrus
i ndustry representatives, two tax practitioners, and six
representatives fromthe Internal Revenue Service (IRS). The
| RS Specialization Program coordinator (for the citrus industry)
was a participant in the liaison group. The group sought
gui dance fromthe Ofice of Chief Counsel of the IRS with respect
to i ssues concerning section 263A. There was a belief wthin the
iaison group that I RS exam ners were not uniformy applying the

section 263A provisions.



- 8 -
Al bert W Todd, a C.P.A. wth 37 years of experience,

prepared the corporation’s Federal inconme tax returns, and he was

experienced in agricultural accounting issues. He had nore than

one client wth exposure to section 263A, and, prior to the tine

of the filing of the corporation’s 1991 return, M. Todd

concl uded that deferral of the decision to deduct the

devel opnental costs was prudent and that the 1989, 1990, and 1991

expenses woul d be deductible on the 1991 return. After

researching section 263A, M. Todd concluded that the U. S.

Departnent of the Treasury had not issued regul ations and/ or

gui dance as to the nationw de wei ghted averages for citrus

pl ants, that no other guidelines existed, and that there was no

requi renent that taxpayers determ ne nationw de guidelines. In

that setting, M. Todd advi sed the corporation to nake a deci sion

based on its individual experience as to whether section 263A

appl i ed.

Pel aez and Sons, Inc.’s, 1991 tax return was mailed on or
about January 10, 1992, and was received by the I RS on January
13, 1992. The notice upon which this case is based was nuil ed
June 2, 1997. The corporation’s 1991 taxable year was cl osed
when the June 2, 1997, notice was mailed. 1In calculating the
adjustnents in the notice, respondent reversed and included in
1992 incone the 1991 deduction of $1,171,949 for the 1989 tree

devel opnment al expenses.
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OPI NI ON

The parties have conflicting interpretations of section
263A. Petitioner argues that the statutory requirenment that the
standard be based on a national weighted average is invalid and
shoul d be disregarded in favor of an approach where each
t axpayer’s experience should be the neasure of whether the
section 263A “within 2 years test” is net. Respondent argues
that the nationwi de average is valid even though no gui dance had
been i ssued. Respondent al so notes that any gui dance that could
have been issued woul d not have supported petitioner’s position.

The statute requires taxpayers to capitalize certain direct
and indirect expenses or costs. See sec. 263A(a)(1l). Section
263A does not apply to “any plant which has a preproductive
period of 2 years or less” if produced by the taxpayer in a
farm ng business. Sec. 263A(d)(1)(A)(ii). A “preproductive
period” nmeans “in the case of a plant which will have nore than 1
crop or yield, the period before the 1st marketable crop or yield
fromsuch plant”. Sec. 263A(e)(3)(A)(i). For plants grown in
commercial quantities in the United States, that crop will be
Wi thin or without the 2-year period based on “the nationw de
wei ght ed average preproductive period for such plant.” Sec.
263A(e)(3)(B). Section 263A(i) provides that the “Secretary
shal | prescribe such regulations as may be necessary or

appropriate to carry out the purposes of this section”. Section
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263A was enacted during 1986, and, through the years in
controversy, no regul ations® or other notification had been

i ssued to provide guidance regardi ng the nati onwi de wei ght ed
average preproductive period for citrus trees.*

In these circunstances, respondent argues that petitioner
has failed to show the nati onwi de average preproductive period
for citrus trees and that the corporation should not be entitled
to meet the statutory requirenment by using its own citrus tree
experience. Respondent al so argues that congressional intent was
to include citrus trees within the capitalization requirenments of
section 263A; i.e., that Congress knew that the preproductive
period for citrus trees was nore than 2 years.

Petitioner argues that the corporation is not responsible
for determning the nationw de wei ghted average preproductive
period for citrus trees and that it should be allowed to neet the

requi renents by show ng that its actual experience resulted in a

3 Respondent nmkes the observation that the periodic
publication of a list of the national weighted averages for
preproductive periods for various plants would, as a matter of
practice, have been issued in sonme formof notice and not be
published in the nore formal vehicle of a regul ation.

“ No final regulation on this point has been issued.
Subsequent to the taxable years under consi deration, however, the
U S. Departnent of the Treasury issued tenporary regul ations,
whi ch included a statenent that the U S. Departnent of the
Treasury intended to publish a list of 37 plants, including
orange, grapefruit, and tangerine trees, that were expected to
have a preproductive period in excess of 2 years. See T.D. 8729,
1997-2 C. B. 38.
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| ess than 2-year preproductive period. In essence, petitioner’s
argunment is that the section 263A(e)(3)(B) nati onw de wei ght ed
average requi renment has no effect unless respondent issues a
regul ati on or gui dance providing the average. Petitioner, in the
alternative, argues that any adjustnent that is sourced in the
corporation’s 1991 tax year is time barred. The first question
we consider is whether the absence of gui dance and/or regul ations
changes the statutory requirenments.?®

Petitioner’s argunent assunes that the only possible source
for a nationw de wei ghted average is the Conm ssioner or the
Secretary. Although the statute requires that regul ati ons be
prescribed as may be necessary or appropriate, the statute does
not specifically mandate that the Secretary cal cul ate the
nati onal averages for various plants. The statute does require
that the period in question be neasured based on the nationw de

wei ght ed average.® Accordingly, if taxpayers were able to show

> CGeneral ly, where regul ati ons have been necessary to
i npl enment a statutory schenme providing favorabl e taxpayer rules,
this Court has found that the statute’s effectiveness is not
condi ti oned upon the issuance of regulations. See Estate of
Maddox v. Conmi ssioner, 93 T.C 228, 233-234 (1989); First
Chi cago Corp. v. Conmm ssioner, 88 T.C 663, 676-677 (1987), affd.
842 F.2d 180 (7th Cr. 1988); Qccidental Petroleum Corp. v.
Comm ssioner, 82 T.C. 819, 829 (1984). W have held that the
U S. Departnent of the Treasury’'s failure to provide the needed
gui dance shoul d not deprive taxpayers of the benefit or relief
Congress intended. See Hllman v. Conm ssioner, 114 T.C 103,
___(2000) (slip op. at 14).

6 Congress expected the Secretary periodically to publish
(continued. . .)
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t he nati onw de wei ghted average was | ess than 2 years, they could
be excepted fromthe capitalization requirenent of section 263A.
In other words, Congress has provided for a standard that is not
static and could change fromyear to year

Next, we consider respondent’s argunent that Congress
i ntended that the section 263A capitalization requirenent apply
to citrus farnmers. W first consider the statute to discern

congressional intent. See United States v. Anerican Trucking

Associations, Inc., 310 U S. 534, 542-543 (1940); Hospital Corp.

of Am v. Conmm ssioner, 107 T.C 116, 128 (1996). If the

| anguage of the statute is clear, we need | ook no further in

deciding its neaning. See Sullivan v. Stroop, 496 U S. 478, 482

(1990). If the statute is silent or anbiguous, the legislative

hi story may reveal congressional intent. See Burlington No. R R

v. Okl ahoma Tax Commm., 481 U. S. 454, 461 (1987); United States

v. Anerican Trucki ng Associations, Inc., supra at 543-544;

Hospital Corp. of Am v. Commi Ssioner, supra at 129.

Respondent contends that Congress’ intent is denonstrated by
t he I anguage of section 263A(d)(3)(C. That section prohibits

farmers fromelecting out of the section 263A capitalization

5(...continued)
lists of preproductive periods for various plants. H Rept. 99-
426, at 628 (1985), 1986-3 C.B. (Vol. 2) 1, 628 & n.45. The
| egi sl ative history, however, is silent on the effect, if any, of
the Secretary’s failure to so publish the preproductive periods
as expected, the very question we consider.
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requi renent with respect to the costs incurred to devel op and
maintain a citrus or alnond grove for the first 4 years after the
trees are planted. W note that growers of plants that produce
other than citrus and al nonds may el ect out of these

requi renents. Respondent al so points out that section
263A(d)(3)(C) is simlar to fornmer section 278 and reflects that
Congress consi dered the preproductive period for citrus trees to
be nore than 2 years.’

Subsection (d) of section 263A provides for exceptions from
the capitalization requirenents for certain farm ng busi nesses.
As expl ai ned above, section 263A(d)(1)(A)(ii) excepts farners
growing plants with a preproductive period of 2 years or |ess
fromthe section 263A capitalization requirenents. Paragraph (3)
of subsection (d) permts certain farm ng busi nesses to el ect out
of the section 263A capitalization requirements (i.e., the
requi renents otherw se applicable to growers of plants with a
preproductive period of nore than 2 years). One exception from
the election out provisions is contained in section
263A(d)(3)(C), as follows:

SPECI AL RULE FOR Cl TRUS AND ALMOND GROVERS. - - An

el ection under this paragraph shall not apply with

respect to any itemwhich is attributable to the

pl anting, cultivation, maintenance, or devel opnent of

any citrus or alnond grove (or part thereof) and which
is incurred before the close of the 4th taxable year

" Sec. 263A(d)(3)(C and fornmer sec. 278, in effect, contain
a 4-year threshold period of mandatory capitalization.
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beginning with the taxable year in which the trees were

pl anted. For purposes of the preceding sentence, the

portion of a citrus or alnond grove planted in 1

t axabl e year shall be treated separately fromthe

portion of such grove planted in another taxable year.
Respondent contends that the 4-year limt on the ability of
citrus farners to elect out of section 263A reflects a statutory
i nference and congressional recognition that citrus farners were
subj ect to section 263A.8

Petitioner argues that section 263A(d)(3)(C sinply provides
that the subsection (d)(3) election out of section 263A is not
generally available to citrus farnmers. Petitioner contends that
section 263A(d) (1) defines which farnmers are subject to section
263A, whereas section 263A(d)(3) allows certain farnmers to el ect
not to be subject to 263A. In other words, petitioner contends
that section 263A(d)(1) should be read separately from section
263A(d)(3). Finally, petitioner contends that respondent’s
conparison of section 263A(d)(3)(C) to repeal ed section 278,
creates, rather than solves, any anbiguity in section 263A.

We agree with respondent that the inclusion of section
263A(d)(3)(C), as part of section 263A(d), is an indication that

Congress intended or expected that the section 263A

capitalization rules would apply to citrus farners (i.e., citrus

8 Respondent al so surm ses that by setting a 4-year
threshol d on el ection out of sec. 263A, Congress was aware that
t he nati onwi de wei ghted average preproductive period for citrus
trees woul d exceed 2 years.
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farmers would not neet the “2 years or |ess” standard). In
general, it would be incongruous to include section
263A(d)(3)(C), if it was expected or intended that citrus farners
woul d neet the “2 years or |ess” standard.

Former section 278 provided that expenses, incurred before
the close of the fourth year, for planting, cultivation,
mai nt enance, or devel opnent of citrus groves, were to be “charged
to [the] capital account.” Sec. 278(a).° Section 278 was
repealed in connection with the enactnent of section 263A in the
Tax Reform Act of 1986, Pub. L. 99-514, sec. 803(b)(6), 100 Stat.
2350. The 4-year limtation on electing out of section 263A
conports with a simlar 4-year requirenent that such expenses
were to be charged to the capital account under section 278.
Accordingly, for citrus farnmers, the requirenent that expenses be
capitalized, at least for the first 4 years, did not change by
repeal of section 278 and the enactnent of section 263A. W are
not in a position to say, however, that the 4-year limt in
either statute indicates recognition by Congress that the

preproductive period for citrus trees was or is 4 years.?0

® Sec. 278 was added in 1969 as part of the Tax Reform Act
of 1969, Pub. L. 91-172, sec. 216(a), 83 Stat. 615.

0 1n the General Explanation of the Tax Reform Act of 1969,
the staff of the Joint Commttee on Taxation (J. Comm Print
1970), explained the reason for enacting the now repeal ed sec.
278 was to address a situation where certain high-incone
t axpayers were taking advantage of the benefit of ordinary

(continued. . .)
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The evidence in this case appears to reflect that during the
1989 through 1994 years, the preproductive period for citrus
trees was, generally, nore than 2 years. It is evident that in
1989 when the corporation entered into the citrus grow ng
business it enployed the | atest technol ogi cal advances.
Enpl oyi ng the nost current technol ogy, the corporation produced
only imted anounts of citrus froma l[imted nunber of its trees
within the first 2 years. W cannot assune that, nationally,
other citrus farnmers had achi eved the sane technol ogi cal state of
the art. It therefore appears possible, if not |likely as argued
by respondent, that the nationw de average preproduction period
for citrus was nore than 2 years.

The reports and testinony of the parties’ trial experts and
the reference sources provided by the parties al so denonstrate
that the preproductive period for citrus plants was at |east 2

years. A text on Florida citrus grow ng (received as Exhibit 23-

10¢, .. conti nued)
deductions currently avail abl e agai nst ordi nary incone and
eventual capital gain upon sale of citrus groves. This benefit
had resulted in “unfavorabl e econom c consequences for the citrus
i ndustry”, in the form of overproduction and depression of
prices. The capitalization requirenent specifically addressed
that problem by requiring that the expenses be “charged to [the]
capital account” at least until the end of the third year after
the year of planting (4-year rule). The |legislative history,
however, did not contain specific recognition of an established
or recogni zed preproduction period wth respect to citrus trees.
Congress, however, may have set the 4-year period to coincide
with the then (1969 or 1986) preproduction period for citrus
trees. As evidenced in this case, however, the period may be
becom ng shorter due to advanced farm ng technol ogy.
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R), in the opening two paragraphs of a chapter on “Bringi ng
Citrus Trees into Production”, contains the foll ow ng:

During the first two or three years after planting a
citrus tree, growers should not seek to obtain the
earliest possible production of fruit but to develop a
sturdy tree to good size so that it will bear
productively over a long life. * * * Gowers need to
aid the growth of the trees only by supplying favorable
conditions for their developnment. Wth no crop to
consi der, growers can devote all attention to pronoting
vegetative gromh. Sonetines growers will give m ninmm
attention to these young trees because they are not yet
returning any incone, but to neglect themis a m stake
that will be regretted for a long time because of its
adverse effect on the trees’ future bearing.

By established customin Florida, citrus trees are
cl assed as nonbearing during the first four years after
they are planted as yearling trees. Although they may
bear a few fruits as early as the second or third year
all efforts are correctly directed toward tree grow h,
and any fruit production is incidental. * * *

[ Jackson, Bringing Citrus Trees into Production,
Citrus Gowing in Florida, 137 (3d ed. 1991).]

The | ast paragraph of the same chapter, contains the foll ow ng
statement :

Beginning wwth the fourth or fifth year, when the
trees are considered of bearing age, practices in grove
managenent differ somewhat fromthose outlined above.

The follow ng chapters are devoted to the care of

bearing trees. [ld. at 146.]

O her cont enporaneous nmaterials offered by respondent
generally reflect that no neani ngful production occurs until the
third year, with full production comrencing in the fourth to
sixth year of tree gromh. Petitioner’s experts highlighted the

fact that the corporation’s particul ar experience denonstrates

that citrus trees are capable of producing sonme fruit by the end
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of the second year. Statistically, however, any such production
was incidental and not necessarily representative of an average
pattern for preproductive periods. Petitioner’s experts also
confirmed that the corporation took full advantage of the newest
technology. |In that regard, one of petitioner’s experts opined
that technology was to a point where the fourth year standard or
convention for citrus devel opnent, as had been contained in
repeal ed section 278, was no |longer the standard. Petitioner’s
experts concluded that the corporation’s use of advanced

technol ogy likely caused the citrus trees to begin producing
earlier than woul d have been experi enced under ol der technol ogy.
During the years under consideration, it appears that technol ogy
and net hodol ogy existed that permtted the possibility of sone
production within 2 years of “planting”.!!

Simlarly, one of respondent’s experts opined that a citrus
tree needed about 18 nonths after planting to reach a m ni num
size to flower and that “Young trees are typically about 24
nmont hs ol d and have reached their second flowering opportunity

when small anobunts of fruit are produced.” Respondent’s expert

11 The parties differed in their views concerning when the
2-year preproductive period began. Essentially, petitioner
argues for a later starting period, when the farnmer plants as
opposed to the tine when the plant may have been prepared by a
comercial nursery for use by farnmers. There is no need to
deci de when the preproductive period begins because the result in
this case would be the sanme no matter which party’s belief we
fol | ow.
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concl uded that, industryw de, citrus plants begin their
productive life at about 30 to 36 nonths old. Respondent’s ot her
experts concluded that, generally, citrus is ready for harvest in
the third year. The experts did not preclude the possibility
t hat production could occur earlier. Accordingly, petitioner’s
and respondent’s experts are relatively close in their views.
Their opinions permt the conclusion that citrus trees can
produce a small anmount of fruit within 2 years, but they vary
regardi ng whet her that production is commercially viable within
the second year. None of the parties’ experts was able to
provi de enpirical or statistical evidence of a “nationw de
wei ght ed average preproductive period” for citrus plants.

We can deduce fromthe el ection-out provisions applicable
exclusively to citrus farners, that it was expected that citrus
tree farners would not neet the section 263A(d)(1)(A)(ii) 2-year
test for being excepted fromthe section 263A capitalization
requi renents. To conclude that citrus trees would neet the 2-
year test would render section 263A(d)(3)(C superfluous. In
addition, the 4-year limtation on electing-out of section 263A
requi renents conports with the simlar 4-year capitalization
requi renment in repealed section 278 that, to sone extent, section
263A replaced. This supports our holding that Pel aez and Sons,
Inc., is subject to the capitalization requirenents of section

263A.
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Petitioner’s argunment that the corporation should be all owed
to use its individual experience because respondent failed to
i ssue regul ations or guidance as to the national weighted average
preproduction period for citrus trees is without nerit. The
pl ai n | anguage of section 263A requires that for a citrus farnmer
such as petitioner, the preproductive period in the section
263A(d) (1) (A (ii) exception fromsection 263A capitalization is
measured by neans of the nationw de wei ghted average
preproductive period for citrus trees. As indicated above,
neither party was able to show that average.

Petitioner also argues that the use of a nationw de average
preproduction period for each type of plant is a vague standard
or concept and that the statutory standard is vague and shoul d be
i nval i dated. Respondent counters that although no gui dance was
publ i shed by the Secretary or respondent, the standard is not
vague. Respondent al so explained that the reason that Congress
used a nationwi de wei ghted average preproductive period for each
type of plant was to ensure that one region of the country did
not have an econom ¢ advantage over another region because of
nmore favorable growi ng conditions. So, e.g., if southern farners
enjoy a |longer grow ng season, they may be able to neet the 2-
year test and currently deduct their cost of production, whereas
northern farmers would not be able to take the current deductions

and would be required to capitalize the sane expenses or costs.
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That is a reasonabl e explanation for the nationw de average
requi renment for each type of plant.

Accordingly, the corporation nmust neet the statute’'s 2-year
t hreshol d based on the nati onw de wei ghted average preproductive
period for citrus trees. Though neither the Secretary nor
respondent has published guidelines, we are not in a position to
hold that the statute is “invalid’ as petitioner suggests. In
that regard, the ternms of the standard are not vague, and there
is reasonable justification for the statutory requirenent that
the exception fromsection 263A be on a uniform or nationw de
basis for each type of crop

Finally, we consider petitioner’s argunent that respondent
is time barred from maki ng any adjustnents to the corporation’s
i ncone for the years before the Court to prevent duplication of
anounts that had been deducted in the corporation’s 1991 year, a
year that the parties agree is closed. Respondent, admtting
that the corporation’s 1991 tax year was otherw se closed at the
time the notice was nailed, contends that the corporation’s 1991
choice no longer to capitalize its production costs constitutes a
change of accounting nethod that triggers section 481(a) and
permts adjustnents in the 1992 tax year with respect to itens
deducted in the 1991 year. Accordingly, respondent’s ability to
make an adjustnent in the 1992 year for deductions taken in the

1991 year is solely dependent on whether the corporation’s 1991
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choice to deduct rather than capitalize the production costs was
a change in the accounting nethod.

Respondent explains that the corporation, under section
263A, had capitalized (not deducted)?!? its citrus grove
production costs for its taxable years ended Septenber 30, 1989
and 1990. Beginning in 1991 and in later years, the
corporation began deducting its production costs for the 1989 and
1991 trees. Respondent contends that the corporation changed its
met hod of accounting for costs of citrus production in its 1991
t axabl e year. Under respondent’s change in the accounting nethod
contention, respondent would be entitled to rely on section 481
to make an adjustnent(s) to prevent a distortion of taxable

i ncone. See sec. 481; Gaff Chevrolet Co. v. Canpbell, 343 F.2d

568, 572 (5th Cr. 1965); WS. Badcock Corp. v. Conm ssioner, 59

T.C. 272 (1972), revd. on other grounds 491 F.2d 1226 (5th G
1974). Under section 481 respondent increases the corporation’s

1992 tax year incone to adjust for the 1991 tax year deductions

12 Petitioner argues that it did not capitalize the 1989 and
1990 costs for the 1989 trees, but that it deferred deducting
themuntil it could be determ ned whether they net the 2-year
test of sec. 263A(d)(1)(A)(ii). Petitioner’s characterization of
the corporation’s actions as deferring the deductions as opposed
to choosing to capitalize, however, is a distinction without a
difference. In the context of this case and the subject statute,
the failure to deduct is necessarily the equivalent of a choice
to capitalize.

13 1n 1991, the corporation deducted the costs for its 1989,
1990, and 1991 taxabl e years.
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t hat shoul d have been capitalized under section 263A. Qur
hol di ng sustai ns respondent’s position that the corporation nust
use capitalization principles, beginning in 1992, to account for
the expenditures of developing its trees. Unless a section 481
adj ustnent is nmade, the anounts already deducted for the 1991
year as devel opnent costs of the 1989 and 1991 trees would in
effect be deductible a second tine, in 1992 and |ater years, if
not through depreciation, then as accunul ated costs set off

agai nst the proceeds realized fromthe sale of fruit grown on

t hese trees.

Petitioner does not question respondent’s authority to make
t he adj ustnent under section 481 but argues that there has not
been a change in the accounting nethod that woul d make section
481 avail able to respondent. Wthout section 481, petitioner
contends that respondent is tine barred from adjusting the 1992
taxabl e year. Accordingly, we nust deci de whet her respondent, by
requiring the corporation to capitalize such costs under section
263A for 1992 and future years, has changed the corporation’s
met hod of accounting for such costs.

Respondent relies on the definition for change of accounting
met hod contained in Rev. Proc. 92-20, 1992-1 C. B. 688, as
fol |l ows:

Section 1.446-1(e)(2)(i1)(a) of the regul ations
provi des that a change in nmethod of accounting includes

a change in the overall plan of accounting for gross
i ncone or deductions, or a change in the treatnent of
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any material item A material itemis any itemthat

i nvol ves the proper time for the inclusion of the item
in incone or the taking of a deduction. |In determ ning
whet her a practice involves the proper tinme for the
inclusion of an itemin incone or the taking of a
deduction, the relevant question is generally whether
the practice permanently changes the amobunt of taxable
i ncome over the taxpayer’'s lifetine. |[If the practice
does not permanently affect the taxpayer’s lifetine

t axabl e i ncome, but does or could change the taxable
year in which taxable incone is reported, it involves
timng and is therefore considered a nethod of
accounting. See Rev. Proc. 91-31, 1991-1 C B. 566.

Petitioner argues that the corporation was on the cash
met hod of accounting and did not change fromthat for any year,
including 1991. |In addition, petitioner contends that in 1989
and 1990 the corporation intended to defer deducting the costs
until such time as it was able to determ ne whether it net the “2
years or less” test. |In that regard, petitioner argues that
exercising the election to deduct or capitalize in section 1.162-
12(a), Incone Tax Regs., does not constitute a change in the
accounting nmethod. Petitioner, relying on WIbur v.

Comm ssioner, 43 T.C. 322 (1964), contends that the choice

avai |l abl e under the regulation is not a change in the accounting
met hod. Respondent contends that the holding in Wlbur is
contrary to petitioner’s interpretation.

W bur, which was decided prior to the 1969 enact nment of
section 278, does not address the question of change of

accounting nethod, and, accordingly does not support either

party’s argunent on that point. See WIbur v. Conm ssioner,
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supra, involved an interpretation of section 162 and section
1.162-12(a), Income Tax Regs., concerning a farmer/taxpayer’s
ability to make or change an election to either deduct or
capitalize mai ntenance expenses in connection wth preproductive
fruit and nut trees. The regulation was interpreted by this
Court to permt a farmer/taxpayer to choose to capitalize sone
and deduct sone expenditures in the sane taxable period.
Further, it was held that a taxpayer may not be required to
capitalize certain expenditures that were inadvertently not
included with rel ated expenditures that had been capitalized.

See W/ bur v. Conm ssioner, supra at 326. It was al so held that

with respect to the expenditures that were capitalized, the
el ection was irrevocabl e.

In the setting of this case, section 263A governs whet her or
not the corporation is required to capitalize the costs incurred
in connection with the citrus trees. In the context of section
263A, the corporation did not have the choice to capitalize or
deduct due to the prohibition contained in section 263A(d)(3)(C).
The choi ce not to deduct was based on the self-conceived
predi cate that the question of whether the outlays were
deducti bl e could not be determ ned until it was known whet her the
trees had a preproductive period of 2 years or |ess under section
263A(d) (1) (A) (ii). As discussed above, the statute did not offer

that choice. By not deducting the costs for 1989 and 1990, the
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corporation actually conplied with the section 263A
capitalization requirenent. As we have held, Pelaez and Sons,
Inc., was not entitled to deduct the 1989, 1990, and 1991 costs
on its 1991 return.

There is no doubt that the question of whether to capitalize
or deduct the preproduction costs is, in the setting of this
case, a timng question and not a one-tine inclusion or
deduction. Qur holding that Pelaez and Sons, Inc., nust
capitalize rather than deduct such costs beginning with 1992
involves a “material itenf so as to constitute a change in the
accounting nethod that would trigger section 481. Accordingly,
within the established definition for change in the accounting
met hod, Pelaez and Sons, Inc., as a result of being required to
capitalize the preproduction costs beginning in 1992, has changed
its accounting nmethod for the deduction of a material item Such
a change warrants respondent’s use of section 481 to make the
adj ust nent necessary to prevent a distortion of incone.

To reflect the foregoing,

Deci sion will be entered

for respondent.




