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PER CURI AM

Gold Kist, Inc. ("Gold Kist") is a nonexenpt farners
cooperative taxable under Subchapter T of the Internal Revenue
Code, 26 U.S.C. 88 1381-88 (1986). The Internal Revenue Service
("IRS") determned that Gold Kist's incone taxes for three tax
years were deficient because Gold Kist did not include inits gross
inconme the di fference between the stated val ue of qualified witten
notices of allocation and the di scounted value paid to patrons who
term nated their nenbership in the cooperative.

Gold Kist petitioned the United States Tax Court for a
redeterm nation of the deficiencies. The Tax Court, 104 T.C. 696,
(1995), held that, by virtue of the tax benefit rule, the
di fference shoul d have been included in Gold Kist's gross incone.
Gol d Ki st appeal s the decision of the Tax Court. W reverse.

| . BACKGROUND
Gold Kist, a corporation organized wunder the Georgia

Cooperative Marketing Act, operates as a cooperative. Gold Kist



sells farmsupplies to farners, buys crops and ot her farm products
fromthem and processes many of these products. Gold Kist does
busi ness both with farners who are nenbers of the cooperative
called "patrons,” and with farnmers who are not nenbers.

Gol d Kist annually determnes its net earnings from business
transacted with its patrons. These earnings are paid out to Gold
Kist's patrons as patronage dividends on the basis of the quantity
or val ue of business transacted with each patron. These patronage
dividends in part take the formof witten notices of allocation
(also called "notified equity")'. These instruments entitle the
patron to receive the stated anobunt of the witten notice of
allocation in cash at a future tinme when Gold Kist redeens the
witten notices. Wen these witten notices are redeened is at the
di scretion of Gold Kist's board of directors. Gold Kist's nornal
practice is to redeem the witten notices that have been
outstanding the longest. The timng varies, but twenty years has
been the typical holding period. |In 1986, for exanple, Gold Kist
redeenmed notices that had been allocated to patrons in 1966. Upon
redenption in this manner, a patron receives in cash the ful
stated value of the notice. In addition, upon a patron's death,
Gol d Kist redeens witten notices for full val ue.

Gold Kist also redeens witten notices of allocation when a
patron termnates his mnenbership in the cooperative—alled an
"early redenption.” Cold Kist, however, does not pay a patron who

termnates his nenbership ("termnating patron”) the full stated

'Gold Kist's board of directors determnes the formin which
pat ronage divi dends are paid.



value of his witten notices. I nstead, Gold Kist discounts the
notices to present value. Wen discounting, Gold Kist utilizes the
current interest rate on its 15-year Capital Certificates of
Interest and the earlier of either an estimated redenption date® or
the termnating patron's |ife expectancy (determ ned usi ng standard
nortality tables).

In accounting for early redenptions, Gold Kist decreases the
pat ronage reserves account on its financial statenment by the stated
anounts of the notices and decreases its cash account by the
amounts paid. The differences between the stated anobunts and the
amounts paid are recorded on Gold Kist's financial statenent as
additions to its retai ned earni ngs account.

For federal inconme tax purposes, Gold Kist operates as a
t axabl e cooperative under Subchapter T. As such, Gold Kist nust
first determine its gross incone wthout any adjustnent for any
allocation or distribution nade to a patron out of its net
earnings. |.R C § 1382(a). Next, Gold Kist nust calculate its
taxabl e incone, which does not include anpbunts paid out as (1)
pat ronage dividends to the extent paid in noney, qualified witten
notices of allocation, or other property but not nonqualified
witten notices of allocation; or (2) noney or other property paid
in redenption of a nonqualified witten notice of allocation. 8§

1382(b). These anounts paid out are treated in the sane manner as

’Gol d Kist bases the estinmated redenption date on its
current practice of redeenming its witten notices of allocation.
As such, the nunber of years between the date of early redenption
and the estinmated redenption date varies over tine, depending on
how | ong the notices that Gold Kist is currently redeem ng have
been out st andi ng.



deductions fromgross incone. 8 1382(b). So, if a witten notice
of allocation is "qualified,"” a cooperative receives a deduction
for the stated anbunt of the notice in the tax year in which the
correspondi ng patronage occurred. In contrast, if awitten notice
is not qualified, a cooperative only receives a deduction for the
anount of noney paid in redenption of the notice in the year of
redenpti on.

For a witten notice of allocation to be "qualified," certain
conditions nust be net. A witten notice of allocation is
"qualified" if (1) the notice is redeemable by the patron in cash
at its stated dollar anmount at any tinme within 90 days of the date
of distribution, and the patron is notified upon distribution of

®to

this right of redenption; or (2) the patron has consented
include in his gross incone the stated anount of the witten notice
of allocation. § 1388(c)(1). * Cold Kist utilized the second
method to qualify the witten notices of allocation at issue in
this case

During the tax years ended 1987 through 1989, Gold Kist
redeened qualified witten notices of allocation in the manner

descri bed above.® For those three years, the differences between

the stated value of the qualified witten notices of allocation

°A patron may consent by one of three prescribed methods.
See § 1388(c)(2).

‘I'n either case, an additional requirement for a witten
notice of allocation to be "qualified" is that at |east 20
percent of the patronage dividend be paid in cash or as a
"qualified check." 8§ 1388(c).

®The tax consequences of Cold Kist's redenption of
nonqualified witten notices of allocation was not at issue in
the Tax Court and is not at issue here.



redeened by termnating patrons and the anmount Gold Kist actually
paid to such patrons were as follows: in 1987, $1,141,424; in
1988, $1,355,551; and in 1989, $2,193,036. Since these witten
notices were qualified, Gold Kist clained a deduction equal to the
stated value of the notices. Each witten notice had been
qualified by virtue of the receiving patron's consent to include
the stated value in his gross inconme in the year the notice was
recei ved
The I RS determ ned that these differences between the stated
amounts of the qualified witten notices and the ampbunts actually
paid to termnating patrons should have been included in Gold
Kist's gross inconme and that, consequently, deficiencies were due
for each year. Gold Kist petitioned the United States Tax Court
for a redeterm nation of these deficiencies. The Tax Court held
that, by virtue of the tax benefit rule, these differences should
have been included in Gold Kist's gross incone. In addition, the
Tax Court rejected Gold Kist's argunent that, notw thstanding the
tax benefit rule, 1.R C 8§ 311(a)-—which provides in general that a
corporation recognizes no i ncone upon redenption of its stock for
cash—applies to its redenption of qualified witten notices of
all ocation. Cold Kist appeals the Tax Court's deci sion.
I1. | SSUE ON APPEAL AND STANDARD OF REVI EW
W nust decide whether the tax benefit rule requires a
cooperative taxabl e under Subchapter T to include in gross incone
the difference between the stated value of witten notices of
allocation qualified under I.R C. 8§ 1388(c)(1)(B) and deductible

under 1. R C. 8§ 1382(b) and the di scounted val ue paid to term nating



patrons.® The Tax Court's conclusion that the tax benefit rule
requires inclusion of this difference in gross incone is a
conclusion of law and is, therefore, subject to de novo review
See Atlanta Athletic Cub v. C1.R, 980 F.2d 1409, 1412 (1l1th
Gir.1993).
[11. CONTENTI ONS OF THE PARTI ES

Gold Kist contends that the Tax Court msapplied the tax
benefit rule. Gold Kist maintains that its deduction of qualified
witten notices of allocationis prem sed onits patrons' inclusion
of that anount in gross incone and that the |ater discounted
redenptions are not fundanentally inconsistent with this prem se.
In fact, Gold Kist contends, there is no requirenent that any
anount ever be paid out to the patron to support its deduction.

The I RS contends that the tax benefit rule requires the
inclusionin Gold Kist's gross incone of the difference between the
stated value of qualified witten notices of allocation and the
di scounted value paid to term nating patrons. The I RS asserts that
this difference ceased to be patronage di vi dends—and t hus ceased to
be deducti bl e—when CGol d Ki st redeened the qualified notices early
and reclassified the difference as retained earnings on its
financi al statenent.

| V. DI SCUSSI ON

The Suprene Court gave its nost detailed analysis of the tax

benefit rule in the consolidated cases of Hillsboro Nat. Bank v.

Conmi ssioner and United States v. Bliss Dairy, Inc., 460 U S. 370,

®Qur disposition of this issue obviates the need to address
CGold Kist's § 311 argunent.



103 S.Ct. 1134, 75 L.Ed.2d 130 (1983). That analysis inforns the
application of the tax benefit rule in this case.

The tax benefit rule is a judicially created principle which
serves to correct transactional inequities created by an annua
accounting system Hillsboro, 460 U S. at 377, 103 S.C. at 1140.
That is, "[o]ften an apparently conpleted transaction will reopen
unexpectedly in a subsequent tax year, rendering the initial
reporting inproper.” 1d., 460 U.S. at 377, 103 S.Ct. at 1140. 1In
such a situation, the tax benefit rule corrects the inproper
initial reporting by requiring the taxpayer to report a tax
l[iability to offset the previous, and now undeserved, tax benefit.
The classic exanple of the need for the tax benefit rule is an
apparently uncol | ect abl e debt —+or whi ch a deduction was taken in a
previous tax year—that becones collectable in a subsequent tax
year. Odinarily, return of capital is not taxable. But in this
exanple, the tax benefit rule requires the taxpayer to report
income in the amount of the previous deduction, so as to prevent
himfrombenefiting froma deduction, the prem se for which is now
under m ned.

As the Suprenme Court pointed in out in Hillsboro, however,
"[n]ot every unforeseen event will require the taxpayer to report
incone in the anount of his earlier deduction.” Id. at 383, 103
S.C. at 1143. Instead, the general rule is that "the tax benefit
rule will "cancel out' an earlier deduction only when a carefu
exam nation shows that the later event is indeed fundanentally
i nconsistent wwth the prem se on which the deduction was initially

based."” Id., 460 U.S. at 383, 103 S.C. at 1143. "That is, if



that event had occurred wthin the same tax year, it would have
foreclosed the deduction.” ld. at 383-84, 103 S. C. at 1143
Applied to the exanple of the bad debt deduction, the taxpayer
woul d not be allowed a deduction had the seenmi ngly bad debt been
collected wthin the same taxable year

We apply this general formulation of the tax benefit rule on
a case- by-case basis. ld. at 385, 103 S.C. at 1144. And, in
doing so, we "nust consider the facts and circunstances of each
case in the light of the purpose and function of the provisions
granting the deductions.” I1d., 460 U S. at 385, 103 S.C. at 1144.

Wth this framework in mnd, we turn to the present case
Subchapter T was enacted by Congress in 1962 in reaction to a
series of court decisions that held that noncash allocation of
patronage dividends by cooperatives were not taxable to the
recei ving patron, although they were deducti bl e by the cooperati ve.
See S. Rep. No. 1881, at—{1962) reprinted in 1962 U S.C. C A N 3304,
3414. Congress enacted Subchapter T to clarify and enforce its
intention that earnings of cooperatives be taxable at a single
| evel, either at the level of the cooperative or at the |evel of
the patron. 1d. at 3419. So, with regard to business it conducts
with its patrons, a cooperative serves as a conduit, a
fl owthrough, for federal incone tax purposes.

To carry out this intention, Congress required that witten
notices of allocation be "qualified" in order for a cooperative to
cl ai ma deduction for patronage dividends paid in that formto its
patrons. 8§ 1382(Db). In the present case, qualification was

achi eved by the consent of the patrons to include the stated anount



of the witten notice in their gross incone, pursuant to 8§
1388(c)(1)(B). This approach insures single-Ilevel taxation.

Under Subchapter T, once consent is given (and assum ng 20
percent has been paid in cash or as a qualified check), all
conditions for the deduction are net. The statutory schene created
by Congress does not require the cooperative to guarantee that
witten notices of allocation qualified by consent pursuant to 8
1388(c)(1)(B) will be redeened at a certain time or at a certain
anount. Inthis regard, witten notices qualified by consent stand
in contrast to witten notices qualified via the "90-day" nethod
established by § 1388(c) (1) (A) under which a cooperative nust make
the entire stated dollar anobunt available to the patron for
redenpti on.

Congress views t he deduction transacti on as conplete after the
patron has given consent—dpon consent, "the patron has in effect
acknow edged constructive receipt of the entire anount of the
pat ronage di vi dend and has voluntarily reinvested the anount of the
allocation in the cooperative." S.Rep. No. 1881, at—{1962)
reprinted in 1962 U S.C.C. A N 3304, 3418. The Tax Court
interpreted this legislative statement as "nerely serv[ing] as
justification for taxing the patrons prior to recei pt and does not
necessarily dictate that the redenption of the qualified witten
notices of allocation is no longer connected to the original
al I ocati on of patronage dividends for which a deducti on was taken."
104 T.C. at 715, 1995 W 376486. \Wile this statenent serves as
such a justification, it also describes the nechani sm Congress

chose to achi eve single-level taxation: once taxation is achieved



at the patron level, the character of the transaction changes and
|ater events are judged in light of that changed character.
Moreover, we disagree with the Tax Court's conclusion that Gold
Kist's paynents ceased to be deducti bl e as patronage di vi dends when
Gold Kist redeened the qualified witten notices for |less than
their stated amounts and reclassified the difference on its
financial statenment. Follow ng consent, Congress instructs us to
treat the patrons' allocation as a reinvestnment—+t is no |onger
treated as a patronage dividend. The patronage di vi dends here were
paid in the formof qualified witten notices of allocation; the
cash with which Gold Kist redeened those notices were not the
pat ronage dividends as described in 8§ 1388(a). The requirenent
that these notices be paid on a patronage basis as defined by 8
1388(a) is properly analyzed at the tinme the deduction is taken.

That Congress did not intend for later events to affect a
cooperative's deduction for witten notices of allocation once
qualified by consent is reinforced by Subchapter T s treatnent of
nonqual ified witten notices of allocation. Patronage dividends
paid as nonqualified witten notices of allocation are not
deducti ble; a cooperative only receives a deduction for noney or
property paid in redenption of nonqualified witten notices of
all ocation. 8 1382(b)(2). This distinction is additional evidence
that qualification by consent is the premse that supports a
cooperative's deduction of the full stated value of qualified
witten notices of allocation.

So, as the structure and |egislative history of Subchapter T

make clear, Gold Kist's deduction is premsed on its patrons'



consent to include the stated anmount of the witten notice in gross
income. W cannot say that Gold Kist's redenption of qualified
witten notices of allocation for | ess than their stated anobunts i s
fundanmentally inconsistent with this prem se. A tax year 1987
deduction, for exanple, is not initially prem sed on a conmm tnent
by Gold Kist to pay in real dollars the stated value of the
qualified witten notice of allocation; paynment twenty years |ater
of that amount of noney is sinply not the equivalent of the 1987
stat ed val ue.

Moreover, if the early redenption had occurred wi thin the sane
t axabl e year’, Gold Kist's deduction woul d not be forecl osed. Once
the witten notice of allocation is qualified, the prerequisites
for the deduction are satisfied and any |ater events—whether
occurring in the sane tax year as the deduction or in a subsequent
tax year—are properly viewed as separate transactions.

Qur conclusion is consistent with the Supreme Court's
application of the tax benefit rule to the two situations presented
in HIllsboro and Bliss. In Bliss, the taxpayer corporation took a
deduction for cattle feed as an ordinary and necessary business
expense under |I.R C § 162(a). During the follow ng tax year,
Bliss liquidated and distributed its assets, including the cattle
feed on hand, to its shareholders. The Supreme Court concl uded
that the tax benefit rule applied because the § 162(a) deduction is

predi cated on the consunption of the asset in a trade or business

‘Al though this timng mght be inpossible in the present
case, the Tax Court properly pointed out that the Suprene Court
in Hllsboro directs us to performa hypothetical analysis: what
woul d have happened had the qualified witten notices of
al l ocation been issued and redeened in the sane tax year.



and distribution to shareholders is -equivalent to personal
consunpti on. 460 U.S. at 395-96, 103 S. Ct. 1149-50. Bliss,
therefore, was required to report incone equal to the anount of the
deduction attributable to the grain on hand.

In H |lsboro, the Suprenme Court concluded that the tax benefit
rule did not apply. There, the section at issue was 8 164(e),
whi ch grants a corporation a deduction for taxes inposed on its
shar ehol ders but paid by the corporation. Hillsboro, an Illinois
bank, ordinarily paid the property tax i nposed on its sharehol ders
shares and, in turn, received an equival ent deduction by virtue of
§ 164(e). In 1970, Illinois prohibited ad val orem taxation of
personal property of individuals. Wile this prohibition was being
chal  enged in court, the bank paid the sharehol ders' taxes into a
state escrow account and continued to take a deduction for this
amount. After Illinois" prohibition was upheld, the taxes were
refunded to the individual shareholders. The IRS contended that
this anbunted to a deduction for the paynent of a dividend, which
is generally not permtted. The Supreme Court disagreed. The
Court pointed out that the effect of § 164(e), and other Code
sections as well, is to permt a deductible dividend in certain
situations. After |ooking at the I egislative history of 8§ 164(e),
the Court concluded that Congress intended to provide relief to
cor porations payi ng taxes for their sharehol ders and that Congress
focus was on the corporation's act of paynent, not on the later
di sposition of the funds.

In both cases, the Suprene Court |ooked to the structure of

the sections at issue and their legislative histories to discern



the prem se of the deductions. In Bliss, the prem se was busi ness
use; in Hllsboro, the prem se was the paynent of taxes on behalf
of the shareholder. W have done the sanme here. Hi | | sboro
particularly inforns our decision. The Hillsboro Court |ooked to
| egi sl ati ve st at ement s—st at enment s ar guabl y nuch nor e anbi guous t han
the statenments available to us here—+to conclude that |ater events
did not affect the bank's deduction. GCold Kist's deductions were
prem sed on its patrons' consent to include the stated anount of
the witten notices of allocation in gross incone. Because the
| ater redenption of the notices for |ess than the stated anount is
not fundanentally inconsistent with this prem se, the tax benefit
rul e has no application here. Accordingly, the decision of the Tax
Court i s REVERSED.
REVERSED.



