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Farmers Cooperative Association v. Commissioner, 58 T. C. 409 (1972)

A nonexempt cooperative must allocate dividends on capital stock proportionally
between member and nonmember earnings before calculating patronage dividends,
and an exempt cooperative must use dividends actually paid during the taxable year
to calculate net operating losses.

Summary

The case involved a cooperative’s tax treatment of dividends on capital stock and
patronage  dividends,  as  well  as  the  calculation  of  net  operating  losses.  The
cooperative  sought  to  charge  dividends  on  capital  stock  solely  to  nonmember
earnings and claimed a net operating loss carryback. The court ruled that dividends
must be proportionally allocated between member and nonmember earnings, and for
calculating net operating losses, dividends paid in the taxable year must be used,
not  dividends  declared.  This  decision  impacts  how cooperatives  calculate  their
taxable income and potential deductions.

Facts

Farmers Cooperative Association, an Oklahoma cooperative marketing association,
declared and paid dividends on its capital stock for the taxable years 1961, 1963,
and 1964. The cooperative sought to charge these dividends solely to earnings from
nonmember  business,  which  would  maximize  the  patronage  dividend  deduction
available from member earnings. For the taxable year 1964, the cooperative claimed
a net operating loss and sought to carry it back to 1961 to reduce its tax liability.
The cooperative’s method of accounting for dividends and net operating losses was
challenged by the Commissioner of Internal Revenue.

Procedural History

The Commissioner determined deficiencies in the cooperative’s income tax for the
years  1961  and  1963.  The  cooperative  contested  these  deficiencies  and  the
disallowance of its claimed net operating loss carryback from 1964 to 1961. The
case was heard by the Tax Court,  which reviewed the cooperative’s accounting
practices and the legal principles applicable to nonexempt and exempt cooperatives.

Issue(s)

1. Whether for the taxable year 1963, the cooperative may charge dividends on its
capital stock solely to net earnings arising from its nonmember business.
2. Whether the Commissioner is equitably estopped from attacking the cooperative’s
method of accounting for dividends due to inaction in prior years.
3. Whether for the taxable year 1964, the cooperative is entitled to a net operating
loss which would reduce its income tax liability for the taxable year 1961.

Holding
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1. No, because dividends on capital stock must be allocated proportionally between
member and nonmember earnings.
2.  No,  because  the  Commissioner  is  not  estopped  from challenging  erroneous
accounting practices despite prior inaction.
3. No, because the cooperative must use dividends actually paid during the taxable
year 1964 to calculate net operating losses, not dividends declared.

Court’s Reasoning

The court applied the principles of cooperative taxation as established in prior case
law and IRS rulings. For nonexempt cooperatives, the court relied on the method
described  in  A.  R.  R.  6967,  which  requires  dividends  on  capital  stock  to  be
subtracted  from  total  net  earnings  before  calculating  the  patronage  dividend
deduction.  This  method  assumes  equal  profitability  between  member  and
nonmember  business,  requiring  proportional  allocation  of  dividends.  The  court
rejected the cooperative’s method as it did not reflect the reality of the cooperative’s
operations. Regarding the net operating loss, the court followed the IRS regulations,
which mandate the use of dividends paid during the taxable year for calculating net
operating  losses.  The  court  also  dismissed the  cooperative’s  equitable  estoppel
argument,  citing  established  law  that  the  Commissioner  is  not  estopped  from
challenging erroneous tax practices even if they were previously unchallenged. The
court noted that the cooperative’s bylaws did not create a legal obligation to pay the
full amount claimed as a patronage dividend, further supporting the Commissioner’s
position.

Practical Implications

This decision clarifies how cooperatives should calculate patronage dividends and
net operating losses. Nonexempt cooperatives must allocate dividends on capital
stock proportionally to both member and nonmember earnings before calculating
patronage dividends, preventing the overstatement of member earnings. Exempt
cooperatives  must  use  dividends  paid  during  the  taxable  year,  not  dividends
declared,  when  calculating  net  operating  losses.  This  ruling  ensures  that
cooperatives cannot manipulate their earnings to minimize tax liability by selectively
charging  dividends  to  nonmember  earnings.  Legal  practitioners  advising
cooperatives should carefully review their clients’ accounting practices to ensure
compliance with  these principles.  The decision also  reaffirms that  the  IRS can
challenge previously  unchallenged tax practices,  emphasizing the importance of
accurate tax reporting. Subsequent cases, such as Des Moines County Farm Service
Co. v. United States, have upheld these principles, reinforcing their application in
cooperative taxation.


