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UNI TED STATES COURT OF APPEALS
FOR THE FI FTH CI RCU T

No. 97-60504

AFFI LI ATED FQOCDS, | NC.
Peti ti oner- Appel | ant,
V.
COW SSI ONER OF | NTERNAL REVENUE

Respondent - Appel | ee,

Appeal fromthe decision of the United States Tax Court

Sept enber 25, 1998 .
Before POLI TZ, Chief Judge, and JONES and DUHE, Circuit Judges.

EDITH H JONES, G rcuit Judge:

Affiliated Foods, Inc. (“Affiliated”), the organi zati onal
conpany for a non-exenpt cooperative of small grocery stores,
instituted the present action for a refund of alleged tax
deficiencies for taxable years 1989 and 1990. Following a trial on
the merits, the Tax Court found that Affiliated had earned incone
through its nmanagenent of certain advertising funds destined for
its sharehol ders. Affiliated has appeal ed. For the reasons stated
below, this court affirnms in part, reverses in part, and renmands

the case to the Tax Court.



FACTS

Affiliated operates a wholesale food purchasing
cooperative for the purpose of supplying food and ot her consuner
products to retail grocery stores owned by Affiliated sharehol ders
(“Menbers”). By pooling their resources and using Affiliated as
t hei r purchasi ng agent for thousands of manufacturers and suppliers
(“Vendors”), the Menbers achieve economes of scale otherw se
unat t ai nabl e by them t hrough i ndependent operati on.

A The Pronotional Accounts

In order to increase the retail sales of Menbers, the
Vendors encourage pronotion of their products. O ten, Vendors
rei mourse Menbers directly for the costs of these pronotions.
However, Vendors also maintain pronotional accounts wth
Affiliated.? Wen received, the pronotional account funds are
deposited in Affiliated s general operating account with Amarillo
Nat i onal Bank. While the pronotional account noni es are conm ngl ed
with funds used by Affiliated in day-to-day operations, neticul ous
records are maintained with respect to the pronotional accounts.
| ndeed, each Vendor receives aregular statenent item zing receipts
and disbursenents of its pronotional account funds from

Affiliated s account.

Two of these pronotional accounts were maintained through
formal witten contracts. OQtherw se, the pronoti onal accounts were
retained, free of charge, based on oral agreenents between
Affiliated and the individual Vendor.
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The manner in which the pronotional account funds were
di sbursed was contested in the Tax Court. Adopting the
Commi ssioner’s theory of the case, the court found that Affiliated
essentially provided advertising services to Vendors in exchange
for the pronotional account funds. In particular, the court
focused on the size of Affiliated s advertising departnent and the
anount of pronotional account funds ultimately directed to that
departnent. The court discredited the testinony of Affiliated s
W t nesses regardi ng when and why pronotional account funds were
released. The court did, however, recognize that rel ease of the
funds in the pronotional accounts was contingent upon conpliance
W th standards pl aced on Affiliated by Vendors -- either witten or
oral .

B. The Food Show

Each year, Affiliated conducts a Food Show open only to
Menber s. At these Food Shows, Vendor representatives pronote
Vendor products by setting up booths, offering product sanpl es, and
provi di ng special discounts for products. |In order to participate
inthis event, Affiliated requires that Vendors offer special cash
di scounts for Menbers. Many Menbers agree to purchase an entire
year’s requirenment of a Vendor’s products at the Food Show. For
this reason, Vendor representatives nust have an anple supply of

avail abl e cash.



Vendors supply the funds for the cash rebates in several
different ways. Vendors may directly supply the cash to
representatives. More often than not, however, Vendors wite
checks to Affiliated or use the funds in their pronotional accounts
as a neans of supplying Vendor representatives with the necessary
rebate cash. The Vendors’ checks are deposited in Affiliated’ s
general operating account. Wen the Food Show begi ns, the Vendor
funds are dispensed fromAffiliated s general operating account to
the Vendor representatives. At the conclusion of the Food Show,
the Vendor representatives return the remaining funds to
Affiliated. Affiliated returns these funds to Vendors or accounts
for the funds in the respective Vendor’s pronotional account. As
with the pronotional accounts, Affiliated naintained neticul ous
records on the amount of funds received from Vendors and the
anounts returned to each Vendor’s pronotional account.

The Tax Court found that the Food Show cash rebates were
actual Iy disgui sed patronage dividends. Di stingui shing the cash
rebates as paynents nmade from Vendors to Menbers, the court
determ ned that Affiliated retained substantial control over the
funds before, during, and after the Food Show. The court construed
the deposit of Vendor funds in Affiliated s general operating
account as “earnings of the cooperative frombusi ness done with or
for its patrons.” The Tax Court noted that normally the incone
received fromthe Food Show rebates woul d have been deducti bl e as
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a “patronage dividend” when returned by Affiliated to the Menbers.
However, because Affiliated was unable to neet the statutory
requirenents for a patronage dividend deduction,? the adjusted
i ncone was not deducti bl e.

1. DI SCUSSI ON

Affiliated i s a non-exenpt cooperative taxed pursuant to
26 U.S.C. 88 1381-83. At year-end, Affiliated nmay avoid taxation
by distributing incone to Mmnbers in the form of patronage
di vidends. See 26 U S.C. 88 1382(b), 1388. Once these patronage
di vidends are paid, Menbers nust report the dividends as incone.
See 26 U.S.C. § 1385(a). To the extent Affiliated retains incone
at year-end, the cooperative nust report the anobunt as gross
i ncone.

The I RS adjusted Affiliated s 1989 and 1990 gross i ncone
to include the year-end bal ances of the pronotional accounts and
the total anobunt of cash distributed by Vendors to Menbers at the
Food Shows. The IRS construed all nonies paid into the Affiliated
pronoti onal accounts as inconme. However, Affiliated was allowed a
deduction for the anpunt of funds expended on pronotions. Thus,
only the year-end balances remained as taxable incone. Wth

respect to the Food Show paynents, all of the noney which passed

2See 26 U.S.C. § 1388(a).



through Affiliated s general operating account to Menbers was
i ncl uded as gross incone.
A Standard of Revi ew

The Tax Court’ s resol ution of the disputed factual issues
in this matter is subject to the clearly erroneous standard of
review. See Fed. R Cv. P. 52(a). Under the clearly erroneous
standard, this court will reverse the decision of a |ower court
only if “left wwth the definite and firmconviction that a m stake

has been nmade.” Streber v. Comm ssioner, 138 F.3d 216, 219 (5th

Cir. 1998). So long as there is evidence which supports a court’s
pl ausi bl e account of the evidence, this court nust affirm “even
t hough convinced that had it been sitting as the trier of fact, it

woul d have wei ghed the evidence differently.” Justiss Gl Co. v.

Kerr-Mqgee Ref. Corp., 75 F.3d 1057, 1062 (5th G r. 1996).

The inposition of tax by the Comm ssioner IS
presunptively correct; therefore, the petitioner nmust shoul der the
burden of proving that the tax assessnent was i nproper. See WIlch

v. Helvering, 290 U. S 111, 115 (1933). Because the Tax Court’s

di scussion of Affiliated’s pronotional accounts fundanentally
m sconstrues the operations of the cooperative, this court reverses
the Comm ssioner’s inposition of tax on the year-end bal ances of
t he pronotional accounts. However, because Affiliated was unable
to present records detailing the anmount of Food Show rebates
payabl e to individual Menbers, this court affirnms the Tax Court’s
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deci sion regarding the adjustnent to Affiliated s gross incone for

t he Food Show rebat es.

B. The Pronotional Accounts
1. The Tax Treatnent of Pronotional Accounts
In a line of cases beginning with Seven-Up Co. V.

Commi ssioner, the Tax Court set forth the standard controlling the

present dispute. 14 T.C. 965 (1950). In Seven-Up, the
manuf acturer of 7-Up extract established a national advertising
fund for the beverage produced fromthe extract. See id. at 968-
69. 7-Up bottlers that participated in the national advertising
progrant made paynments to the manufacturer based on the nunber of
gal l ons of extract purchased. See id. at 974. The manufacturer
pl aced these funds in one or nore regular operating accounts --
comm ngling the advertising funds with operating funds. See id.
Al t hough no separate bank account was established for the funds,
t he manuf act urer mai nt ai ned t he advertising funds separately onits
books as accounts payable. See id. The advertising funds were

viewed by the manufacturer as a whole -- no individual bottler

3The manufacturer nmade no specific conmmtnent regarding the
ultimte use of the funds other than the foll ow ng:

Expendi tures for national advertising are a matter of
public record, in advertising and busi ness journals. Qur
books on advertising receipts and expenditures wll be
open to any bottler at any tine.

Seven-Up, 14 T.C. at 978.



retained the right to the funds after paynent. See id. The
advertising agency in charge of the canpaign billed the
manuf acturer; however, the parties involved understood that the
advertising funds remtted from bottlers actually paid the
advertising expenses. See id. at 972. If a balance remained in
the advertising fund at year-end, the anount was carried over as an
account payable for the next tax year. See id. at 975.

On these facts, the Tax Court found that the adverti sing
funds channel ed t hrough the manufacturer to the adverti si ng agency
did not constitute gross incone. See id. at 979. The court noted,

The paynents made by the participating bottlers were not

for services rendered or to be rendered by [the

manuf acturer]. Neither were they part of the purchase

price of the extract. They did not, therefore,

constitute earnings received by the petitioner under a

claim of right without restriction as to disposition,

whi ch petitioner would have had to include in its gross

i ncone.
ld. at 977. Finding the manufacturer nerely constituted a conduit
for the passing of funds frombottlers to the advertising agency,
the court determ ned that the restrictions placed on the use of the
advertising funds and the manner in which the nmanufacturer
consistently treated the advertising funds precluded the i nposition
of additional tax on the manufacturer. See id. at 977-79.

The Tax Court has confirnmed the vitality of Seven-Up in

other settings. Two instances are of particular note. In Ford

Deal ers Advertising Fund, Inc. v. Comm ssioner, the Tax Court




overturned the inposition of tax on the contributions of Ford and
| ocal dealers to a fund designed to increase advertising of Ford
aut onobi | es. See 55 T.C. 761, 772-74 (1971). Even though sone
fund resources were used to finance an incentive program for
sal esmen and a car-|locator service, the court held that,

[Aln internmediary may be enployed as a depository for

funds in trust which are destined for an ultimte use

that is specified within defined limts. The benefit,

profit, or gainis not to accrue to the internedi ary but

rather to sone other entity.
ld. at 773. Even though the Advertising Fund held significant
di scretionregarding the ultimte disposition of the contributions,
the parties involved intended that the Fund nerely serve as an
intermediary for the channeling of resources to a third-party --
W thout any resulting gain to the internediary. Accordingly, the
Tax Court refused to tax the year-end bal ance of the advertising

fund as i ncome.

In Florists’ Transworld Delivery Ass’n v. Conmi Ssioner,

the Tax Court further defined the relevant inquiry. 67 T.C 333
(1976) . A cooperative of florists -- simlar to Affiliated --
recei ved funds fromnenber florists for the purposes of supporting
a Cearing House Division and a Marketing Division. See id. at
335. The contributions to the Marketing Division funded nati onal
advertising for nenbers. See id. However, the Marketing Division
al so perforned services such as the printing and acquisition of
pronotional materials and office supplies for nenbers, the
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processi ng of custoner billing, the conpilation and distribution of
mar ket research, and the arrangenent of custoner gifts. See id. at
340. The Tax Court found that any benefit or gain received by the
cooperative by virtue of the allocation of a portion of nenber
contributions to the general adm nistrative and operati ng expenses
of the Marketing Division were nerely “incidental and secondary.”

ld. at 346 (citing Angelus Funeral Hone v. Conm ssioner, 47 T.C

391, 395 (1967)). Thus, although the Marketing Division supplied
menbers with services and used nenber advances for expenses ot her
t han national adverti sing, the Tax Court rejected the
Comm ssioner’s argunent that nenber contributions should be
included as gross incone in the taxable year received. See

Florists’ Transworld, 67 T.C at 347.

In its opinion, the Tax Court conpared the Affiliated

arrangenent to KrimKo Corp. v. Conm ssioner, 16 T.C. 31 (1951).

Kri m Ko manuf actured chocol ate syrup for use in the production of
chocolate mlk. See id. at 32. KrimKo and its custoners engaged
in an advertising programwhereby custoners paid KrimKo a certain
anount per gallon of syrup, and, in return, KrimKo furnished
“advertising features and sal es pronotion services.” |d. at 33-34.
Al t hough the paynents were conmmngled in KrimKo s general
operating account, KrimKo naintained separate records for each
custoner’s contribution to the advertising pool. See id. at 34-35.
The Tax Court found that KrimKo was not acting as a nere
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repository for the advertising funds. I nstead, the court
characterized the advertising arrangenent as follows: “At nost,
Kri m Ko, as an adjunct to its principal business, had undertaken to
sell special advertising material and services to its custoners.”
Id. at 39. “[The advertising funds] were paid in consideration for
Krim Ko s promse to furnish designated advertising material and
services.” 1d. at 40. Significantly, no restrictions were placed
on the use of the funds, and KrimKo treated the funds as its
property. See id.

2. The Proper Tax Treatnent of the Affiliated
Pronoti onal Accounts

The Tax Court fundanentally m sconstrued t he operati on of
Affiliated s pronotional accounts and, in so doing, inproperly
assessed tax on the year-end bal ances of the pronotional accounts.
As the Tax Court’s determ nation rested on an exam nation of the
facts and circunst ances surroundi ng the pronotional accounts,*this
court carefully reviewed the Tax Court’s findings. Based on the
stipulations of the parties and the uncontroverted testinony of the
W tnesses, Affiliated nerely served as an internediary for its
Menbers with respect to the funds placed in Vendor pronotiona
accounts. Accordingly, Affiliated was not required to report these

anpunts as incone during the 1989 and 1990 tax years.

‘See Angelus Funeral Honme, 47 T.C at 395; Seven-Up, 14 T.C.
at 977.
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The Tax Court characterized the inner workings of the
pronoti onal accounts as follows: (1) a Vendor inforns Affiliated of
a pronotional program (2) Affiliated chooses which pronotions to
perform (3) the Vendor then deposits an anount in the pronotional
account representing a cost plus allowance for performng the
pronotion; (4) upon proof of performance, the Vendor rel eases the
funds fromits pronotional account as rei nbursenent and paynent for
Affiliated s advertising services. The court further found that
the pronotional account funds were rarely, if ever, refunded to
participating Vendors. Specifically, the court seened to focus on
the revenue generated by Affiliated’ s advertising departnent.
These findings, however, do not conport with the evidence and
stipul ations.

Wil e Vendors infornmed Affiliated of the pronotions and
advertising that would trigger release of the pronotional account
funds, Affiliated neither controlled the ultimte decision to
participate in the prograns nor mandated the anount of funds a
Vendor placed in the pronotional accounts. Vendors deposited funds
in the pronotional accounts at their convenience and in increnents
of their choosing. Subsequently or as provided by contract, the
Vendor woul d informAffiliated of the pronotion requiredto trigger
the rel ease of the funds. Affiliated would then place all of these
pronoti onal opportunities in a weekly “deal sheet.” The deal sheet
was forwarded to Menbers. Menbers then chose which pronotions to
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i npl ement. Once the Menbers perfornmed these pronotions, proof of
performance was submtted, through Affiliated, to the responsible
Vendor . Upon recei pt of proof of performance, the Vendor would
authorize Affiliated to rel ease funds fromthe pronotional account
as proposed in the advertising program

The Tax Court’s primary concern with the pronotiona
account arrangenent was Affiliated s advertising departnment. Wile
Affiliated did naintain a |large advertising departnent, no gain
accrued directly to the advertising departnment based on
Affiliated s recei pt of pronotional account funds. After choosing
to perform a pronotion, Mnbers were not required to use the
depart nent. More often than not, however, Menbers did take
advant age of the cost savings associated with using Affiliated s
advertising departnent. Though Affiliated generated revenue
through the advertising departnent, this revenue was earned by
provi ding services to Menbers -- not to Vendors.

Under Seven-Up and its progeny, Affiliated was not
required to enter formal trusts with Vendors in order to avoid the

accrual of incone.® As the Tax Court stated in Ford Deal ers,

[When a taxpayer receives trust funds, which he is
obligated to expend in entirety for a specified purpose
and no profit, gain, or other benefit is to be received

°See Schochet v. Commi ssioner, 44 T.C M (CCH) 556, 565 (Tax
Court 1982) (“Qur use of terns such as ‘trustee,’ ‘agent,’ and
‘conduit’ serves for purposes of anal ogy, not as a requirenent of
a specific legal relationship.”).
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by himin so doing, the funds are not includable in gross
i ncone.

55 T.C. at 771. The fact that Affiliated conm ngled the funds in
its general operating account and retained the funds at year-end,
W thout refunding them to the Vendors, does not alter the
appropriate tax treatnent of the pronotional accounts. See Seven-
Up, 14 T.C. at 974. Simlarly, reporting the interest earned on
the pronotional accounts as inconme does not affect the status of

the funds under the tax | aws. See Schochet, 44 T.C M (CCH) at 566

n.20; Florists' Transworld, 67 T.C. at 346 n. 18.

Vendors retained control of all the funds placed in

Affiliated s pronotional accounts. See Schochet, 44 T.C M (CCH)

at 564. No evidence, testinony, or stipulation controverts this
fact.® Affiliated reported the pronotional accounts on its
corporate books as liabilities to Vendors and woul d not rel ease the
funds until ordered to do so by Vendors. Any discretion vested in
Affiliated regarding the use of the funds does not destroy the nost
i nportant operative facts in this dispute. Nanely, Affiliated had
no right to receive the pronotional account funds, supplied no

service to Vendors based on the receipt of the funds, and was

8Al t hough the Tax Court discounted the testinony of several
W tnesses as vague and inprecise, no testinony or docunentary
evi dence contradi cts the essentially consistent testinony of these
W tnesses. Thus, while the court afforded this testinony little
wei ght, no evidence was presented by either party to rebut the
t esti nony.
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sufficiently constrained in the disposition of the funds. See Ford
Dealers, 55 T.C. at 771-73. Under these circunstances, the Tax
Court clearly erred by including the pronotional account funds in
Affiliated s gross incone for the 1989 and 1990 tax years.
C The Food Show

Based on this court’s reviewof the record, the Tax Court
properly found that the Food Show cash rebates were actually
di sgui sed patronage di vidends.’ Vendors participated in the yearly
Food Show by perm ssion of Affiliated. 1In order to participate, a
Vendor was required to offer special discounts to Menbers. Instead
of passing on these discounts through the cooperative, Affiliated
requi red Vendors to offer these discounts directly to Menbers at
the Food Show. By structuring the transaction in this manner
Affiliated sought to avoid the proper nethod of accounting for
pat r onage di vi dends.

Tax i s assessed according to the econom ¢ substance of a

transaction -- form is not controlling. See Giffiths wv.

‘I'n Buckeye Countrymark, Inc. v. Conmissioner, the Tax Court
defi ned a patronage dividend as foll ows:

In general, a patronage dividend is an anount that is
allocated or paid to a patron out of the net earnings of
the cooperative from busi ness done with or for patrons
and that is based upon the quantity or val ue of business
done with or for the patron, wunder a preexisting
obligation to pay such anount.

103 T.C. 547, 555 (1994) (citing 26 U.S.C. § 1388(a)).
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Hel vering, 308 U. S. 355, 356-57 (1939). In this nmanner, a taxpayer
is unable to subvert the tax | aws based nerely upon the structure

of a transacti on. See M ssissippi Valley Portland Cenment Co. V.

United States, 408 F.2d 827, 833 (5th Cr. 1969). By negotiating

for Food Show rebates, Affiliated provided for the direct paynent
of nmoni es fromVendors to Menbers that woul d ot herw se have accrued
to Affiliated as earnings, i.e., rebates fromVendors to Affiliated
for product purchased for sale by Affiliated. Mreover, a Mnber
recei ved Food Show r ebat es based on t he anount of product purchased
at the show Thus, greater product purchases neant nore Food Show
rebates. The product, however, was not purchased directly fromthe
Vendors at that tinme. Menbers commtted to nake purchases at the
Food Show and subsequently bought the product through Affili ated.
In this manner, a Menber received rebates based on the anmount of
product purchased through Affiliated, and Affiliated was able to
provi de a patronage dividend wi thout conplying with the statutory

requi renments. See 26 U S.C. § 1388; see generally Buckeye

Countrymark, 103 T.C. at 558 (“Patronage dividends are considered
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rebates on purchases. . . .”).%8 As such, this court affirns the
deci sion of the Tax Court with respect to the Food Show rebates.
I11. CONCLUSI ON

The court finds no clear error with respect to the Tax
Court’s rulings on the Food Show rebates and, therefore, AFFIRM
the court’s decision for the reasons stated.

The Tax Court inpermssibly erred by characterizing the
funds deposited in Affiliated s pronotional accounts as paynent for
services it perforned for the Vendors. Affiliated nerely served as
a cl eari nghouse -- receiving informati on and funds fromVendors and
passing on the information and funds to Menbers. Any gain that
accrued to Affiliated as a direct result of its role as

internmediary was incidental. On this issue, this court REVERSES

8As the 1989 and 1990 Food Show rebates will now have been
taxed, potentially, to both Affiliated and its Menbers, this
holding effectively inposes a dual tax on the cooperative’s
patronage divi dends. Nor mal | vy, W th pr oper supporting
docunent ati on, a patronage di vi dend woul d be reported as i ncone and
then deducted by Affiliated. |In the case of the Food Show rebates
involving Wstern Famly Foods, Affiliated was able to
substantiate, through bookkeeping entries, the extent of the
rebates, and the Tax Court allowed Affiliated an appropriate
deduction for business expenses. Wth respect to the other
r ebat es, however, because Affiliated destroyed the only
docunentation, the cooperative was unable to neet its burden of
proof regarding the patronage dividend deduction. The Tax Court
al so found that Affiliated had conceded that the rebates were not
deducti bl e as busi ness expenses and, noreover, that Affiliated had
failed to support such a deduction with appropriate evidence at
trial. As such, Affiliated cannot support a deduction for the
anounts that, based on the Tax Court’s hol di ng, nmust be included in
gr oss i ncone.
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the decision of the Tax Court. W REMAND to the Tax Court for
recal culation of the Conm ssioner’s deficiency assessnents on
incone realized by Affiliated in 1989 and 1990 and such further
proceedi ngs as are appropriate and consistent herewth.

AFFIRMED in part, REVERSED in part, and REMANDED.
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