Mississippi Chemical Corp. v. Commissioner, 86 T. C. 627 (1986)

Patronage dividends paid by a cooperative to its patrons based on purchases are
deductible if the cooperative has a pre-existing obligation to pay such dividends, but
dealer credits require proof of ordinary and necessary business expenses.

Summary

Mississippi Chemical Corporation, a nonexempt cooperative, sought to deduct
patronage dividends paid to Southern Nitrogen Supply Corp. (SNS), Southern
Farmers Association (SFA), and MFC Services (MFC) based on their purchases of
fertilizer. The Tax Court held that these payments were deductible as patronage
dividends under Section 1382 because they were made to patrons with a pre-
existing obligation. However, a payment to Pro Rico Industries was not deductible as
it was not a shareholder at the time of purchase and lacked a pre-existing obligation.
Additionally, dealer credits granted to SNS were not deductible as ordinary and
necessary business expenses due to insufficient evidence that SNS met the required
purchasing conditions during the off-season.

Facts

Mississippi Chemical Corporation, a nonexempt supply cooperative, sold fertilizer
primarily to its shareholders, including Southern Nitrogen Supply Corp. (SNS),
which purchased fertilizer directly and through assigned patronage rights from
other shareholders. SNS resold the fertilizer without taking physical possession.
During the tax years in question, SNS, Southern Farmers Association (SFA), and
MFC Services (MFC) purchased fertilizer from the cooperative, and the cooperative
paid them patronage dividends, which were then assigned to SNS. Pro Rico
Industries also purchased fertilizer through assigned rights but was not a
shareholder at the time of purchase. The cooperative also granted dealer credits to
SNS based on off-season purchases, which it claimed as business expenses.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the cooperative’s
federal income tax for the tax years ending June 30, 1976, through June 30, 1979,
disallowing the deductions for patronage dividends and dealer credits. The
cooperative appealed to the United States Tax Court, which consolidated the cases
and heard them together.

Issue(s)

1. Whether the amounts paid by the cooperative to SNS, SFA, and MFC constituted
patronage dividends deductible under Section 1382?

2. Whether the payment made by the cooperative to SNS as a result of a purchase
by Pro Rico was deductible as a patronage dividend or excludable as a purchase
price refund?
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3. Whether the dealer credits granted by the cooperative to SNS were ordinary and
necessary business expenses deductible under Section 162?

Holding

1. Yes, because the cooperative had a pre-existing obligation to pay patronage
dividends to SNS, SFA, and MFC based on their purchases as shareholders.

2. No, because Pro Rico was not a shareholder at the time of purchase and the
cooperative lacked a pre-existing obligation to pay a patronage dividend or a
purchase price refund.

3. No, because the cooperative failed to provide sufficient evidence that SNS met
the off-season purchasing requirements to justify the dealer credits as ordinary and
necessary expenses.

Court’s Reasoning

The court analyzed the cooperative’s obligations under Sections 1382 and 1388,
finding that patronage dividends must be paid to patrons based on purchases and a
pre-existing obligation. The cooperative’s bylaws established such an obligation for
shareholders, including SNS, SFA, and MFC, making the payments deductible.
However, Pro Rico was not a shareholder at the time of purchase, and the
cooperative’s bylaws prohibited payment of patronage dividends to non-
shareholders, thus the payment to SNS on Pro Rico’s behalf was not deductible.
Regarding the dealer credits, the court required proof that SNS met the off-season
purchasing requirements to justify the credits as ordinary and necessary expenses
under Section 162. The cooperative failed to provide such evidence, leading to the
disallowance of the deduction.

Practical Implications

This decision clarifies that cooperatives must have a pre-existing obligation to pay
patronage dividends, which must be evidenced in their bylaws or articles of
incorporation. For non-shareholder purchases, a written contract or state law must
establish the obligation. Cooperatives should ensure their bylaws and practices align
with these requirements to claim deductions for patronage dividends. The decision
also emphasizes the need for cooperatives to document and prove the ordinary and
necessary nature of dealer credits, particularly regarding off-season purchasing and
payment terms. This case may influence how cooperatives structure their operations
and documentation to comply with tax regulations on patronage dividends and
business expenses.
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