Farmer’s Cooperative Elevator Co. v. Commissioner, 85 T. C. 609 (1985)

A cooperative’s method of allocating patronage dividends to its members based on
the year of receipt rather than the year of patronage is equitable if the cooperative’s
membership is stable and the allocation method is consistently applied and approved
by members.

Summary

In Farmer’s Cooperative Elevator Co. v. Commissioner, the court addressed the
equitable allocation of patronage dividends under the Internal Revenue Code’s
Subchapter T. The cooperative allocated dividends received from regional
cooperatives in the year they were received, rather than in the year the underlying
patronage occurred. The IRS argued this method was inequitable, asserting
dividends should be traced back to the patrons whose business generated them. The
court, however, upheld the cooperative’s method, emphasizing the stability of its
membership, consistent application of the allocation method, and member approval.
This decision underscores the flexibility cooperatives have in determining equitable
allocation methods, provided they do not discriminate against patrons and align with
cooperative principles.

Facts

Farmer’s Cooperative Elevator Co. (petitioner), a local farmers’ cooperative,
allocated patronage dividends from regional cooperatives (Union Equity and
Farmland) based on its members’ patronage in the year the dividends were received.
The cooperative’s membership was stable, with less than 5% turnover annually, and
most terminations resulted from retirement or death. The cooperative consistently
applied its allocation method, which was approved by members annually. The IRS
disallowed part of the patronage dividend deduction, arguing that the dividends
should be allocated to the patrons who generated them, not to those who were
members when the dividends were received.

Procedural History

The IRS determined a deficiency in the cooperative’s federal income tax, disallowing
part of the claimed patronage dividend deduction. The cooperative challenged this
determination before the Tax Court, which ruled in favor of the cooperative,
upholding its method of allocating patronage dividends.

Issue(s)

1. Whether the cooperative’s method of allocating patronage dividends based on the
year of receipt, rather than the year of patronage, violates the equitable allocation
principle under Subchapter T of the Internal Revenue Code?

Holding
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1. No, because the cooperative’s method was equitable given the stability of its
membership, consistent application of the method, and member approval.

Court’s Reasoning

The court applied the equitable allocation principle under Section 1388(a) of the
Internal Revenue Code, which requires that patronage dividends be allocated on the
basis of business done with patrons. The court rejected the IRS’s argument that
dividends must be traced to the patrons who generated them, citing the practical
difficulties of such tracing and the lack of statutory requirement for it. The court
emphasized that equitable allocation is a general principle aimed at preventing
discrimination among patrons, not a strict accounting requirement. The
cooperative’s method was upheld as equitable because it was consistently applied,
approved by members, and did not discriminate against past patrons, given the
stable membership. The court also noted the complexity of tracing earnings through
various fiscal years and levels of cooperatives, supporting the cooperative’s
approach as more practical and in line with cooperative principles.

Practical Implications

This decision allows cooperatives flexibility in allocating patronage dividends,
particularly when membership is stable and the method is consistently applied and
approved by members. It underscores that equitable allocation does not necessarily
require tracing dividends to the exact patrons who generated them, especially when
such tracing is impractical. Legal practitioners advising cooperatives should focus
on ensuring allocation methods are fair and approved by members, rather than
strictly adhering to a tracing method. This ruling may influence how cooperatives
structure their allocation practices, potentially reducing the administrative burden
of tracing and enhancing member satisfaction with the allocation process.
Subsequent cases involving cooperatives may reference this decision when
addressing equitable allocation issues.
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