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OPI NI ON
W LKI NSON, Chi ef Judge:

Si gnet Banki ng Corporation chall enges the Conm ssioner's deter-
m nation that the bank failed to properly report annual menbership
fee revenue fromits credit card operations in the year it was
recei ved.

The Tax Court upheld the Conm ssioner. Signet Banking Corp. V.
Conmmi ssioner, 106 T.C 117 (1996). Signet now appeals, claimng
that the fee incone represented paynent for services provi ded over
t he menbership year and therefore qualified for partial deferral
pur su-

ant to Revenue Procedure 71-21, 1971-2 C. B. 549. W disagree. The
nature of the fee and the terns of the cardhol der agreenent drafted
by Signet make clear that the annual fee is paid solely for the
i ssui ng

of a card and the establishment of a credit limt. Wile the
I nt er nal

Revenue Code permits taxpayers to structure their economc affairs
as they wi sh, they nust then abi de by the tax consequences. Accord-
ingly, we affirmthe judgment of the Tax Court.

During the tax years at issue in this case, 1983 t hrough 1985, Sig-
net issued MasterCard and VISA credit cards. The bank offered a
nunber of services to cardhol ders, including replacenent of | ost or
stol en cards, paynent processing, provision of periodic statenents,
and verification of credit to enable cardhol ders to make specific
pur -

chases. Prior to 1981, ninety percent of Signet's credit card
revenue

came from finance charges assessed when card users failed to pay
of f

their nmonthly balance. Rising interest rates narrowed the gap
bet ween

t he bank's cost of funds and the finance charge it could legally
| npose to the point where, in 1980, Signet's credit card operation
was

| osi ng noney. In 1981, the bank inposed a flat annual nenbership
fee of fifteen dollars which was charged to cardhol ders at the
begi n-

ning of the twelve-nonth period covered by the fee.

Si gnet provided all new cardholders with a copy of the Custoner
Agreenment, which described nmany of the various cardnenber ser-
vi ces. Under "OTHER CHARCES," the agreenent stated:
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4. You agree to pay a non-refundabl e annual nenbership

fee of $15.00 in consideration of the issuance of your Card
and the establishnent of your credit |limt. The nenbership
fee will be charged on your Periodic Statenment each year in
the nonth in which you opened your account.

The agreenent also permtted either the bank or the cardholder to
cancel the card at any tine.

Signet is an accrual nethod, cal endar year taxpayer. For the tax
years i n question, the bank did not report annual fee incone inthe
year of receipt but rather recognized it ratably over the twel ve
nont hs

covered by the fee. Thus, in the case of a cardnenber who opened
an account in July, Signet included half of the fee in incone that
sane

year and half in the succeedi ng year

Foll owi ng an audit, the Conm ssioner determ ned that under the
tax accounting rul es governing accrual nethod taxpayers, Signet
shoul d have reported all of the fee revenue in the year it was
recei ved.

The bank challenged this determ nation in the Tax Court, arguing
t hat

t he annual fee was conpensation for cardhol der services rendered
t hr oughout the menbership year and that the fee income therefore
qualified for partial deferral under an exception created by
Revenue

Procedure 71-21

The Tax Court held that Signet could not rely on Revenue Proce-
dure 71-21 because t he cardhol der agreenent itself stated that the
fee

was not paid for services to be performed over tinme, but rather in
con-

sideration of issuing a card and establishing a credit limt.
Si gnet

Banki ng, 107 T.C. at 117. The court noted that the bank reserved
t he

right to cancel the card at any time and that the bank "had no duty
under the agreenent to return any part of the fee even if [Signet]
or

the cardholder closed the account inmmediately” after it was
acti vat ed.

ld. at 127. Signet appeals.

.
Accrual nethod taxpayers are generally required to recogni ze pay-

ments for future services as inconme in the year of receipt. See
Schl ude






v. Comm ssioner, 372 U.S. 128 (1963); Anerican Autonobile Associ -

ation v. United States, 367 U S. 687 (1961). Revenue Procedure
71- 21 provides an exceptiontothis rule "in certain specified and
lim

Ited circunstances."” The Procedure permts taxpayers to partially
defer incone received in one tax year for services to be perfornmed
over a period ending no later than the conclusion of the next tax
year.

The portion which nmay be deferred is the portion attributable to
t hose

services which are to be perfornmed during the followi ng tax year.

Si gnet argues that its annual nenbership fee inconme qualified for
partial deferral under Revenue Procedure 71-21 because the fee
repre-

sents paynent for card services provided to cardhol ders over the

menber ship year. The bank asserts that the credit cards are usel ess
wi t hout paynent processing, credit verification, and the other

services

explicitly or inplicitly provided for in the cardhol der agreenent.

It

concludes that "[n]o one would pay a $15.00 annual nenbership fee
for . . . an inert piece of plastic."

Thi s observation, however, is imrediately countered by severa

ot hers which are far | ess favorable to Signet's position. To begin
with,

the fee that Signet charges is a flat one, taking no account of a
partic-

ular cardnmenber's actual use of the card. Such usage varies
dramati -

cally -- sonme cardhol ders do very little with their cards, while
ot hers

take advantage of the full spectrum of available benefits. The
record

al so suggests that the fee is not even calculated to cover the
aggregate

cost of providing card services. Signet's financial reports provide
no

correlation between the fee inconme and the expense of providing
such

services. Moreover, we note the coincidence in timng whereby the
annual fee was inposed shortly after Signet's credit card
oper ati ons

becane unprofitable. Indeed, WIIliam Binns, Executive Vice Presi-
dent of Signet's Bank Card Division at thetine, testifiedthat the
bank began consi dering an annual fee precisely because "[i]n 1980,
the bank card business . . . was |losing noney." Taken together
t hese

facts suggest that the annual fee represented a general revenue
rai sing

nmeasure as opposed to an attenpt to charge users for the cost of
ser -



vi ces render ed.

The terns of the cardhol der agreenent itself also do not link the
fee to services provided over the nmenmbership year. Under "OTHER
CHARCES, " Part 4, the agreenent clearly states:"You agree to pay

4



a non-refundabl e annual nenbership fee of $15.00 in consideration

of the issuance of vour Card and the establishnent of your credit

limt." (enphasis added). This is classic contract |anguage,

drafted by

Signet itself, and it requires the bank to do no nore than conpl ete
t he

di screte tasks enunerated to earn the fee. Whet her services or not,

t hose tasks are certainly not services to be provi ded over tine and
therefore cannot bring the fee incone within the terns of Revenue
Procedure 71-21

VWil e the distinction between i ssuance of a card and the provi si on
of card services may be an artificial one, as Signet contends, it
is a

di stinction created by Signet. The Suprene Court"has observed
repeatedly that, while a taxpayer is free to organi ze his affairs
as he

chooses, neverthel ess, once havi ng done so, he nust accept the tax
consequences of his choice, whether contenplated or not, and may
not enjoy the benefit of some other route he mi ght have chosen to
fol -

| ow but did not." Comm ssioner v. National Alfalfa Dehydrating &
MIling Co., 417 U S. 134, 149 (1974) (citations omtted).

Si gnet also objects to the Tax Court's reliance on the fact that

t he

fee was non-refundabl e and the card coul d be cancelled at any tine
by the bank or the cardhol der. The Tax Court suggested that these
provisions permtted Signet to cancel the card and keep the fee
wi t h-

out providing any services other than issuing a card and
est abl i shi ng

acredit limt. Signet Banking, 106 T.C. at 127. Si gnet argues that

this

reasoning is flawed because the inplied covenant of good faith

i nposed by Virginia | aw woul d prevent the bank fromarbitrarily
can-

celling an account and retaining the fee.

Signet's argunent m sses the mark. The inplied covenant woul d
have no i npact in the vast mgjority of cases where either the card-
hol der cancel s the card or the bank has cause to cl ose t he account.
Furthernore, the bank sinply cannot structure the terns of the
card-

hol der agreenent to its advantage and then rely on an i ndeterm nate
guestion of Virginia law to evade the federal tax inplications
t her eof .

None of Signet's argunents change either the nature of the fee or
the terns of the cardhol der agreenment, and the bank is bound
accord-

ingly under the Internal Revenue Code.






Signet insists finally that we nust take account of the fact that
t he

fee is denom nated an "annual nenbership" fee. The bank argues,
"the fee is paid for "nenbership' in the Signet MasterCard pl an
That

plan entails all of the Cardnenber Services contenplated by the
Cardnenber Agreenent," not just issuance of a card and establi sh-
ment of acredit limt. In particular, the bank asserts that use of
t he

term "annual " indicates that the paynent is for services to be
provi ded

t hr oughout the nmenbership year. Mere | abelling, however, cannot
alter the substance of the fee arrangenent as established by the
con-

siderations previously noted. For obvious reasons, a taxpayer's
cl assi -

fication of its own transaction cannot determ ne the appropriate
t ax

treatment. See Conmi ssioner v. Court Holding Co., 324 U S. 331
334 (1945).

Revenue Procedure 71-21 represents an attenpt to bal ance the
strai ghtforwardness of a report-upon-receipt requirenment with sone
sense of fairness to taxpayers receiving paynment for services
render ed

by t he cl ose of the succeedi ng tax year. The Procedure, however, is
a strictly limted exception. It does not sanction open-ended
efforts to

fine-tune fairness, a step that would threaten to sacrifice the
benefits

of sinplicity entirely. The Comm ssioner is correct to underscore
t he

presunption that accrual nmethod t axpayers are to recogni ze paynents
for future services as inconme when those paynents are received.
Rev-

enue Procedure 71-21 represents a limted exception to this rule,
one

for which the annual fee inconme at i ssue does not qualify. Accord-
i ngly, the judgnment of the Tax Court is affirned.

AFFlI RVED



