33 T.C. 266 (1959)

To exclude patronage refunds from gross income, a nonexempt cooperative must
allocate the refunds in a manner that complies with the Commissioner’s regulations,
including providing timely notice to patrons of their individual shares.

Summary

The Farmers Cooperative Company (Petitioner) sought to exclude patronage refunds
from its gross income for 1953 and 1954. The Commissioner of Internal Revenue
(Respondent) disallowed the exclusions because the Petitioner failed to provide
timely individual notice to its patrons of their share of the refunds, as required by
the regulations. The Tax Court agreed with the Commissioner, holding that for
patronage refunds to be excludible, the cooperative must allocate the refunds in a
timely manner, which includes notifying patrons of their individual amounts before
the tax return filing deadline. The court also ruled that the Petitioner’s attempt to
elect amortization for a grain storage facility was invalid because the election was
not made on its tax return for the year the facility was completed.

Facts

Farmers Cooperative Company, a nonexempt farmers cooperative, marketed grain
for its members. For 1953, the cooperative claimed a $2,415.35 exclusion for
patronage refunds, and for 1954, it claimed $10,470.72. While the cooperative’s
stockholders were notified of the total patronage dividends at annual meetings,
individual patrons were not notified of the amounts of their separate refunds until
after the tax return deadlines. The cooperative completed a grain storage facility in
June 1954 but did not elect to amortize the facility on its 1954 or 1955 tax returns.

Procedural History

The Commissioner determined deficiencies in the cooperative’s income tax for 1953
and 1954, disallowing the claimed exclusions for patronage refunds. The cooperative
contested the deficiencies in the U.S. Tax Court.

Issue(s)

1. Whether the Petitioner’s patronage refunds for 1953 and 1954 were excludible
from its gross income, given the timing of the notice to patrons.

2. Whether the Petitioner made a timely election to amortize a grain storage facility.
Holding

1. No, because the cooperative failed to properly allocate patronage refunds by
providing timely notice to its patrons of their individual shares, as required by the
regulations.
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2. No, because the Petitioner did not make the election to amortize the grain storage
facility on its tax return for the year the facility was completed.

Court’s Reasoning

The court began by acknowledging the longstanding administrative policy allowing
nonexempt cooperatives to exclude patronage dividends under certain conditions.
However, it noted that to be excludible, an allocation of earnings must have been
made according to a legal obligation that existed at the time of the transactions, and
that the allocation must be made from profits from transactions with the specific
patrons for whose benefit the allocation was made. The court emphasized that the
regulations required timely and proper allocation of these funds, including notice to
patrons of their individual shares before the tax return deadline. Because the
cooperative did not meet this requirement, the refunds were not excludible. The
court also held that the election to amortize the grain storage facility could only be
made on the tax return for the year the facility was completed, which the
cooperative failed to do.

Practical Implications

This case underscores the importance of strict adherence to IRS regulations
regarding the allocation and timing of patronage refunds for cooperatives.
Cooperatives must provide timely notice to patrons of their individual shares for the
refunds to be excludible from gross income. This case also highlights the specificity
required in making elections under the tax code, such as the requirement that the
election to amortize the grain storage facility had to be made on the tax return for
the year the facility was completed. Failure to comply with such requirements can
result in the disallowance of deductions. Attorneys advising cooperatives need to
ensure compliance with all applicable regulations. This case also has implications for
tax planning, emphasizing the need to take action before the tax return due date to
avoid negative tax consequences.
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