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CHAPTER I 

INTRODUCTION 

Purpose and Objectives of the Studz. 

Today cooperatively-owned enterprises in which people 

have pooled their needs for a specific service or type of 

goods can be found all across this country. Such organiza

tions have been expanding in their scope of usefulness. 

The modern cooperative might be found running a consumer

owned supermarket or urban shopping center as well as func

tioning in the more traditional area of agriculture. Cer

tainly the cooperatively-owned enterprise is an entrenched 

form of business in our economy. 

The purpose of this independent study is to impart an 

understanding of the Internal Revenue Code, specifically 

Sections 521 and 1381 through 1388, as it applies to the 

cooperative organization. These sections of the Internal 

Revenue Code apply to any cooperative corporation except 

the following cooperatives: 1 

1. Organizations which furnish electrical energy or 

provide telephone service to people in rural areas. 

2. Organizations which are taxed as mutual savings 

banks. 

J. Organizations which are taxed as insurance 

companies. 

1 
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4. Organizations which have been specifically ex

empted. 

Although these corporations may be cooperative in nature, 

they are dealt with in other sections of the tax law and 

consequently are outside the scope of this study. A par

tial list of exceptions would include rural electrification 

cooperatives, credit unions, cooperative insurance com

panies, farm credit associations, building and loan associa

tions, and cooperative hospital service organizations. 

In line with the above purpose, the study will set 

forth: 

1. The nature of the cooperative organizational 

structure. 

2. The reasons for the development of the cooperative 

enterprise. 

J. The general attitude of the Federal Government 

toward its tax status. 

4. The unique tax treatment applicable to the co

operative enterprise. 

5. The taxation perspective of the cooperative pa~ ·

trono 

The Nature of the Cooperative Enterprise 

It was said above that a cooperative is a form of busi

ness. As such it assumes the risks and uncertainties of 

any other business form. Yet fundamentally, it differs 
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from other forms of business in that it is owned and con

trolled by patrons whose chief intention is to obtain the 

goods and services from the organization for themselves on 

the most advantageous basis possible. This is not to say 

that the cooperative transacts business with its members 

only. But nonmember business must not be in such excessive 

a.mounts as to violate restrictions applying thereto or ram

ifications concerning tax status will result. The restric

tions on nonmember business and the consequences of viola

tion are more appropriately discussed below. At this point, 

it is emphasized that the owners invest in the organization 

primarily for the purpose of availing themselves of the 

lowest economically practicable net cost of the desired 

goods and services, and only secondarily, if at all, for 

economic gain from dividends on invested capital. 2 The 

term 'lowest practicable net cost' is replete in the litera

ture expounding on the cooperative nature. The only way 

the purpose is achieved is for the customers or users of 

the services to be also the owners. It is in this way that 

the pooled needs of the patrons are fulfilled. 

In the term 'cooperative organization' . the word 'or

ganization' generally refers to a corporation. This is 

the dominant type of cooperative structure, although there 

seems to be nothing in any state statute requiring incor

poration for cooperatives. The Internal Revenue Code has 

r 
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no such requirement either. But from the members' point of 

view, a corporate charter from the Secretary of State is 

highly desirable to preclude any possible contentions th.at 

the cooperative is a partnership for tax purposes. How

ever, a charter of incorporation is not the controlling 

factor for determining the tax existence of a corporation. 

Thus, unincorporated cooperatives may be treated as corpora

tions for federal tax purposes if operations are truly on 

a cooperative basis. The corporate status is additionally 

desirable to limit members' legal liability. For the prac

tical reasons of relieving the incorporators from spelling 

out organizational characteristics in bylaws and contracts 

with members, all states have statutes adapted to the in

corporation of agricultural cooperatives.3 For the most 

part, separate incorporation laws have not been enacted by 

the states for incorporating non-agricultural cooperatives 

primarily because the diversity of cooperative business 

purposes makes it impractical.4 Instead, use of the gener

al corporation acts has been made. 

The enabling state statutes authorizing the formation 

and operation of cooperatives are designed to facilitate 

the non-profit or limited-profit operation with control 

vested in member-users, and the distribution of residual 

income to patrons in proportion to patronage, all of 

which are implied in the cooperative form of business. In 

order to accomplish these ends, the statutes generally 

embody the following principles of cooperative organization: 

,, 
! 
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5 
1. Membership is open to people regardless of class, 

creed or color. 

2. Earnings on stock are limited to not more than 

the usury rate of interest which in most states is not in 

excess of 8 percent. (Section 521 of the Internal Revenue 

Code has a similar stipulation regarding the relationship 

between cooperative tax status and earnings on capital 

stock.) 

3. Voting control is restricted usually to one vote 

per member, regardless of the number of shares held, or 

made proportionate to patronage. The former voting method 

is the more common. 

4. · The excess of receipts over expenditures and re

serve provisions is returned to the ~atrons in proportion 

to patronage. 

5. In the case of dissolution, net assets are to be 

distributed to patrons in proportion to volume of patron

age.5 

Thus in its organizational structure, the cooperative 

closely resembles the corporate form of business. Coopera

tives own property, enter into contracts and incur debt. 

Their charter is in perpetuity. Their members, like ordi

nary stockholders, have limited liability. Yet the rela

tionship between the cooperative corporation and the 

patron- owner is somewhat analagous to that between a part

nership and the partner-owner, in the sense of the one vote 

! 
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per member principle, since all partners in a partnership 

have equal rights in management regardless of the extent of 

contribution, that is in the absence of a contrary agree

ment. Insofar as the perspective of the Internal Revenue 

Code is concerned, there are vague considerations of both 

business forms present in the cooperatives' tax status. 

On the one hand, the Intern~l Revenue Code applies corporate 

tax rates to cooperatives. On the other hand, the legiti

macy of the cooperative deductions for distributions of 

earnings requires the member-patrons to be taxed on those 

distributions, which resemble a sharing of profits (albeit 

from one's own patronage) more than a dividend. It would 

seem the most accurate to say that a new economic form of 

business has been evolved to meet the needs of various 

people in society. Therefore, at this point, let us con

sider those needs in the light of the development of the 

cooperative enterprise. 

Reasons for the Development of 
the CooEerative Enterprise 

The cooperative enterprise has developed mainly for 

the reasons of business efficiency and economic relief. 

The economic cooperative movement got its generally ac

cepted start in Rochdale, England in 1844 among the oppres

sive circumstances of the Industrial Revolution. Essen

tially the movement was a reaction against the early abuses, 

or, at least, rigors of the capitalistic industrial system. 

I 
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Caught in a situation of low wages and high prices for 

goods, twenty-eight weavers each saved one pound sterling 

and then all invested in a consumer-owned nonprofit store, 

to establish for themselves a measure of financial relief.
6 

From this model, the Rochdalian principles were derived 

and are today embodied in state statutes adapted to incor

porating agricultural organizations. These were enumerated 

above. 

In the United States, cooperative organization matured 

in a different setting, ·that of agriculture, but for the 

same reasons--commercial efficiency and economic relief. 

After the Civil War, a significant transformation started 

from what might be called personal farming; which is reli

ance on one's own agricultural products for satisfaction 

of family needs, to commercial and capitalistic farming. 

By the turn of the century, the transformation was essen

tially complete. With the closing of the frontier, offici

ally recognized by the Census in 1890, there was a shift 

toward more intensive farming, because to be successful in 

farming, one had to improve farming efficiency. It was no 
7 longer easy to pull up stakes and go West. With land 

limited, the application of capital, in the form of expen

ditures for machinery and supplies, increased. As a result, 

farm output increased with the mechanization of farms and 

this increased supply exerted a downward pressure on farm 

prices in the period 1873 to 1896. Farmers depended upon 

distant markets for their raw products and drew finished 

f 
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products from the same distant markets. The farmer blamed 

much of his woes on this system of interchange whereby he 

was pinched in marketing his crops and also in purchasing 

his supplies.8 Viewing himself in this plight, the farmer 

turned to economic cooperation for relief. In the coopera

tive organization, farmers found a way to integrate market

ing and purchasing activities with their production activi

ties without surrendering the autonomy of the family farm, 

an institution entrenched from colonial days in this 

society.9 Also, cooperative financing institutions helped 

to alleviate the poor credit position which farmers found 

themselves in. The fact that farm prices began a quarter 

century upward climb in 1897 did not discourage coopera

tive organization in the least. On the contrary, the ever 

increasing capital requirements, the growth of urban mar

kets, and the realization among farmers that they needed 

to develop counter forms of organization to neutralize 

large business combinations, all promoted continued coopera

tion. Indeed, these reasons for cooperative development 

are still the motivating factors behind agricultural co

operative existence today. 

The modern farmer finds himself involved in a pro
ductive process, which, if efficiency is to be se
cured, demands a variety and frequently a size of 
capital equipment in excess of the carrying ca
pacity of the one-man farm and a labor specializa
tion quite outside the scope of the individual 
farm personne1.lO 
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After the turn ·or the century, not only did the agri

cultural cooperative amplify its scope of services to in

clude such activities as breeding and seed improvement, to 

name a few, but the idea of cooperative enterprise caught 

on in non-agricultural businesses. Thus, for example, the 

first retail merchandising associations were formed to pool 

merchandising experience and meet competition from mail

order firms and chain stores. Other examples would include 

the reorganization of the Associated Press in 1900 to pro

vide an efficient, comprehensive news gathering service and 

the development of commercial bank clearing house associa

tions to facilitate the settlement of inter-bank claims, 

prior to the establishment of the Federal Reserve System in 

1913.
11 

Again the recurrent reason underlying the develop

ment of these cooperative enterprises was business effici

ency. 

General Attitude of the Federal 
Government 

Up to this point, nothing has been said about the atti

tude of the Federal Government toward the cooperative move

ment. It might be helpful to survey, in a general way, 

that attitude before beginning the discussion of how co

operatives are taxed. Of course, the taxation structure ap

plicable to the cooperative organization will reflect Con

gressional and Treasury Department attitudes. 

I 
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Liberal may be the most suitable adjective for de

scribing the Federal Government's tax attitude toward co

operative enterprise. It is easier to describe the variety 

of federal aids reflecting that aGtitude than to endeavor 

to expose the rationale behind the aids. Certainly the co

operative attributes of independence, self-help, and busi

ness efficiency, besides being the reasons for cooperative 

development, are highly acceptable qualities in this so

ciety and were recognized and fostered by the Federal Govern

ment insofar as they are manifested in the cooperative or

ganization. But probably the primary reason for the ex

press favoritism shown to cooperative enterprise stems from 

fear of centralized commercial and financial power and the 

anathema which monopoly represents in this economy.
12 

Today one of the dominant cooperative privileges is 

the exemption, by way of legislative grace, from most of the 

burden of the corporation income tax. The mechanics of 

this privilege will be set forth in Chapter 2. Suffice it 

to say here that cooperatives may deduct from their income 

qualifying distributions of cooperative earnings to members 

or patrons. Clearly, taxable income can be reduced sub

stantially or eliminated completely by such a privilege. 

In the past the exemption from paying income tax has 

been a 1 complete• _exemption for certain cooperative organi

zations. The first federal statute to give tax exemption 

to farmer cooperatives was the War Revenue Act of 1898, 

'~ I 
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which, in levying a stamp tax, excluded the "farmers' 

purely local cooperative company or association. 1113 The 

Revenue Act of 1913, the first income tax law enacted af

ter the adoption of the 16th Amendment (which conferred 

the authority that 11The Congress shall have power to lay 

and collect taxes on incomes, from whatever source derived, 

without apportionment among the several states, and with

out regard to any census or enumeration."), in Section G 

(a), exempted certain types of nonprofit concerns in pro

viding that, "nothing in this section shall apply to labor, 

agricultural, or horticultL1ral organizations. 1114 Despite 

the absence of a specific reference to "cooperatives" in 

the 1913 Act, the precedent for lenient tax treatment was 

started. The Income Tax Statute of 1916 was more specific 

in its reference to "Farmers', fruit growers', or like as

sociations, organized and operated as a sales agent for 

the purpose of marketing the products of its members and 

turning back to them the proceeds of sales, less the neces

sary selling expenses, on the basis of the quantity of 

produce furnished by them. 1115 The Revenue Act of 1918 re

peated this provision.
16 

The Revenue Act of 1921 broadened 

the provisions to include farmer cooperatives acting as 
17 

purchasing agents for members. The Revenue Act of 1924 

continued the combined provisions.
18 

The 1926 Revenue Act 

elaborated significantly on the provisions for total tax 

exemption by reference that 
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exemption shall not be denied any such association 
because it has capital stock, if the dividend rate 
of such stock is fixed at not to exceed the legal 
rate of interest in the state of incorporation or 8 
percent per annum, whichever is greater ••• and 
if substantially all such stock ••• is owned by 
producers who market their products or purchase 
their supplies and equipment through the associa
tion; nor shall exemption be denied any such associa
tion because there is accumulated and maintained 
by it a reserve ••• for any necessary purpose.19 

This same Act allowed dealings with nonmembers of the co

operative and retention of a tax exempt status provided the 

value of nonmember purchases did not exceed 15 percent of 

the value of all purchases. These same provisions appear 

in the Revenue Acts of 1928 and 19320 Except for the addi

tion in the Revenue Act of 1934 of provisions permitting 

business done with the United States to be disregarded in 

determining the right to exemption, no change in the lan

guage of the 1926 Revenue Act was put into the Revenue Acts 

of 1936 and 1938. Section 101 of the Internal Revenue Act 

of 1939 set forth these summarized requirements for tax 
20 

exempt status: 

1. The association was to be for either marketing 

or purchasing. 

2o It was to be operated by fariners on a cooperative 

basiso 

J. Dividends on its capital stock were not to exceed 

either 8~, or the legal rate of interest of the state where 

incorporated, whichever was higher. 
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4. Business done with nonmembers was not to exceed 

that done with members, and purchases by nonmembers who 

were not farmers could not exceed 15% of the total volume, 

business done with the United States Government being dis

regarded. 

5. Only farmer patrons of the cooperative might own 

its voting stock, although anyone could own nonvoting, 

nonparticipating preferred stock. 

6. Nonmembers and members were to be treated alike 

with respect to allocated reserves and patronage dividends. 

7. Reserves were limited to the amount required by 

state law or any amount reasonabiy required for any neces

sary purpose, such as buildings, machinery and the like. 

The enactment of Section 314 of the Revenue Act of 

1951 was a step in the opposite direction to the prior liber

al tax treatments. That Section repealed none of the ex

isting law, but it added a special tax treatment for all 

cooperatives qualifying under existing law for exemption. 

For taxable years beginning after December 31, 1951, com

pliance with the exemption requirements no longer conferred 

fully tax exempt status but it did authorize a complying 

organization to make certain additional deductions in com

puting its taxable income. Thus, even before the Revenue 

Act of 1951, there had developed two categories of coopera

tives for tax purposes: those that were the so-called 

11 exempt 11 coops because they complied with statutory 



requirements and those termed "nonexempt" for the contrary 

reason. Now after the 1951 law, there were still the two 

categories but the "exempt" status was a technical status, 

not automatically providing a zero tax liability. Passage 

of the Revenue Act of 1951 was a marked change in Treasury 

Department and Congressional attitude. In effect, the Act 

was a clarification that Congress may constitutionally tax 

cooperatives under the Sixteenth Amendment. In other words, 

the net margins of cooperatives are income to them within 

the meaning of that amendment. Net margin, sometimes called 

residual income, is defined as the excess of cooperative 

receipts in a fiscal year over cost of labor, management, 

materials, depreciation, and borrowing. Prior to this 

change in perspective, the prevailing attitude of the 

Treasury Department tended to consider patronage dividends 

as adjustments in the prices of products the cooperative 

sold to or bought from members, since the cooperative 

tries to transact its business at cost. The patronage 

dividends were thus in the nature of price rebates and would 

not be considered income within the meaning of the Six

teenth Amendment. Or alternatively, it was advanced that 

the marketing cooperative was merely the agent of its pa;;. .. 

trons, and when there was an excess after the cooperative, 

as bailee for the patrons, had paid expenses, that excess 

was returned to the patrons. It supposedly acted as trustee 

when it took legal title to products in order to facilitate 
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sales. Of course, these theories were based on the under

lying assumption that the cooperative had a contractual ob

ligation to distribute its net margin to the members as 

t d• . d d 21 pa·ronage 1v1 ens. 

The complete revision of the Internal Revenue Code in 

1954 mR.de no substantive changes in the law as it stood af

ter the 1951 Revenue Act became effective. Section 314 of 

the Revenue Act of 1951 subsequently became Section 522 of 

the Internal Revenue Code of 1954. For purposes of this 

Introduction, neither were substantive changes initiated by 

the Revenue Act of 1962 nor by the Tax Reform Act of 1969. 

Liberal tax treatment is not the only reflection of 

Federal Government attitude toward cooperatives. Obviously, 

when many producers join together to market their products 

collectively, one of their priorities is to obtain the 

highest possible prices. Soon after the enactment of the 

Sherman Antitrust Act, it was evident that the agricultural 

marketing cooperatives were on untenable grounds as far 

as "combinations in restraint of trade" were concerned. 

The remedy was Section 6 of the Clayton Act of 1914~ which 

exempted from the antitrust laws agricultural associations 

which had no capital stock. Soon after the Clayton Act, 

it was evident that this protection was inadequate, since 

increased capital requirements necessitated incorporation 

and the sale of stock. Again Congress obligingly passed 

remedial legislation, the Capper-Volstead Act in 1922. 

-~ 
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Under its provisions most cooperatives received the desired 

protection. For an association to qualify under the Capper

Volstead Act, the value of products handled by it for non

members could not exceed the value of products handled for 

members. Secondly, each member was allowed only one vote. 

That dividends could not exceed 8 percent was a third re

quirement. Lastly, the price of any agricultural product 

could not be "unduly enhanced" by the restraint of trade. 

Whether prices were raised unduly was to depend on the 

opinion of the Secretary of Agriculture, who was .empowered 

to order the cooperative to cease and desist from its 

1 . t· t· ·t 22 A t· 1 tt th S monopo is ic ac 1v1 y. s a prac ica ma er, e ec-

retary is unlikely to view high farm prices with excessive 

disfavor. 

Several credit facilities, enacted by Congress, also 

have been an aid to agricultural cooperatives. The War 

Finance Corporation Act of 1918, the Federal Reserve Act of 

1913, the Agricultural Marketing Act enacted in 1929, the 

Farm Credit Act of 1933, and the Rural Electrification Act 

of 1936, all allowed for loans to cooperatives under vary

ing statutory requirements. 

Especially with regard to agricultural cooperatives, 

it seems fair to sunnnarily say that the attitude of the 

Federal Government has been liberal toward the cooperative 

form of business. Basically this liberal attitude has 

taken the form of lenient tax treatment, antitrust law 
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exemption, and provision for credit facilities insofar as 

agricultural cooperatives are concerned. Even the non

agricultural or the so-called nonexempt cooperatives lw.ve 

been the recipients of a favorable tax status from Con

gress, when compared to the tax treatment of for-profit 

corporations. The concern of this study will now be focused 

on the technical application of the cooperative tax statuso 
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CHAPTER 2 

TAX TREATMENT OF COOPERATIVES 

Cooperative Tax Classifications 

From the discussion of the general attitude of the 

Federal Government toward the cooperative enterprise in the 

Introduction Chapter, it will be recalled that there are 

two broad classifications of cooperatives for taxation pur

poses. The terms "exempt" and "nonexempt" label the two 

classifications. In terms of actual tax treatment, the 

exempt cooperative category may be subdivided into two 

classifications, with the result that there are (l} "genu

inely" exempt cooperatives and (2} "technically" exempt 

cooperatives. A summary of Section 1381 of the Internal 

Revenue Code will clarify this situation. It in effect says 

that the cooperative tax provisions, which follow Section 

1381, apply to all cooperatives including the so-called 

"exempt" farmer cooperatives described in Section 521, and 

then Section 1381 goes on to exclude from its purview exempt 

organizations operating on a cooperative basis, and the 

other types of cooperatives (e.g., mutual savings banks, 

cooperative insurance companies, and cooperatives engaged 

in furnishing electric energy or telephone service to rural 

20 

l 

t 



21 

people) mentioned on page one. A clarifying example of a 

cooperative organization "genuinely" exempt from the appli

cation of Section 1381 and thus outside the scope of this 

paper would be a hospital service cooperative, providing 

computer or purchasing services to member hospitals. 

Since the "exempt" farmer cooperatives described in 

Section 521 are taxed (Section 1381 states that the corpor

ate income tax rates shall apply to all cooperatives under 

the scope of Section 1381), their status as an "exempt" or

ganization is here described as being a "technical" status. 

To the Section 521 exempt farmer cooperative, this means 

two things. They are entitled to special deductions in ar

riving at their taxable income. Secondly, they are consid

ered as organizations exempt from income taxes for purposes 

of any law which refers to organizations exempt from income 

taxes. The latter reference may or may not involve a tax 

benefit. For instance, if a tax law were to impose a spec

ial excess profits tax on all organizations except those 

"exempt from income taxes," the Section 521 farmers' co

operatives would be exempt from that hypothetical tax. By 

the same token they are not entitled to be treated as tax

able associations, despite their actually being subject to 

the corporate normal tax and surtax. For example, the 85% 

deduction for dividends received from a taxable domestic 

· corporation does not apply to distributions of exempt coop

eratives. 
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Requirements for Exemption of 
Farmers' Cooperatives 
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In order to qualify as a Section 521 exempt coopera

tive, several conditions must be met. The exemption in Sec

tion 521 is available only to organizations of producers 

of farm products which market or purchase for their patrons. 

The definition of a patron is an encompassing one, i.e., 

all persons with whom or for whom the cooperative does 

business, and includes members and nonmembers, whether an 

individual, trust, estate, partnership, corporation, or 

another cooperative.1 Associations of fruit growers, live

stock growers and dairymen can obviously qualify, too. 

The Internal Revenue Service has held that an association 

organized and opera·t;ed on a cooperative basis for marketing 

"farm-raised fish11 qualifies. 2 But an association pur

chasing supplies for fishermen or oyster growers is not ex

empt when the fish and oysters are not produced on a farm.3 

A cooperative association which served a marketing function 

for independent lumber companies was not exempt either.4 

Of course, the association must operate on a coopera

tive basis. To satisfy Section 521, this means, for a mar

keting cooperative, that the proceeds from sales of pro

ducts, less the necessary operating expenses, must be re

turned on a proportionate patronage basis of either quan

tity or value to the persons who furnished the products. 

In this connection, purchasing life insurance for members 

I 
I 
i 
' b 
t 
I 

I' 

r 

\ 
i 

l 
r 
I 



23 

is not a necessary marketing expense.5 The requirement 

that operations be on a cooperative basis may be rephrased 

to say that members and nonmembers must be treated alike. 

11 Anyone who shares in the profits of a farmers' cooperative 

m.~rketing association, and (emphasis added) is entitled to 

participate in the management of the association, must be 

regarded as a member of such association within the meaning 
. 6 

of Section 521." Profits cannot be diverted from non-

members to members. All patrons must receive patronage 

dividends in proportion to their patronage. Yet this is not 

to say that a member's patronage dividend must be based on 

the profit made on his particular transaction. However, a 

marketing cooperative cannot sell more in value of products 

for nonmembers than it does for members, if it wishes to be 

exempt. 

If the cooperative purchases supplies and equipment 

for producers of farm products, it also must treat members 

and nonmembers alike. 

The term 'supplies and equipment' as used in Sec
tion 521 includes groceries and all other goods and 
merchandise used by farmers in the operation and 
maintenance of a farm or farmer's household.? 

Again, a purchasing cooperative may not purchase more for 

nonmembers than the value of purchases for members. Fur

ther, the value of purchases ma.de for nonmembers who are 

not producers cannot exceed 15~ of the value of total pur

chases, although business done with the United States or 

any of its agencies is disregarded in computing total 
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purchases. The Service considers a producer to be an owner 

or tenant who 11 bears the risks of production, cultivates, 

operates, or manages a farm for gain or profit, 11 including 

a person who receives a rental based upon farm production. 8 

A stock.holder of a producer corporation must qualify as a 

producer on a basis independent of his stock ownership.9 

For purposes of this 15% limitation, supplies and equipment, 

which are used by a member for non-agricultural or nonfarm 

purposes, are considered to be purchases made for nonmembers-
10 nonproducers. For example, the purchases of gasoline for 

a member's use in a nonfarming business are nonmember-non

producer purchases. If an exempt cooperative is proposing 

to exchange any of its surplus products for unlike products 

processed by a nornnember-nonproducer in order to have an 

increased stock, the consequences of so doing should be 

checked beforehand. The Service will consider the exchange 

transaction to be a sale to a nonmember-nonproducer and a 

subsequent purchase of the product using the "sale" pro

ceeds. Thus the original purchases when combined with 

other nonmember-nonproducer purchases may exceed the 15% 
limit and cause termination of the exempt status. The ex

changing nonmember-nonproducer becomes a pa tron as well 
. 11 and is entitled to a proportionate share of net margin. 

If a coopera tive engages both in marketing farm pro

ducts and purchasing supplies and equipment, it must meet 

the requirements of Section 521 as to each function in 
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order to deserve the exemption. 12 Obviously, business 

records must be of such a sufficient and permanent nature 

as to prove compliance. 

Section 521 also requires that if a cooperative 

issues capital stock, the dividend rate must be fixed not 

to exceed 8% or the legal rate or the state of incorpora

tion, if that is higher, on the stock purchase price. A 

stock dividend to shareholders is not considered to increase 

the purchase price of their stock.13 Further, substantially 

all or the voting connnon stock must be owned by producers. 

"Substantially all" means a.t least 85 percent.14 Addition

al capital may be raised by issuing preferred stock or 

bonds without exemption consequences, provided the holders 

of those securities cannot vote and are entitled to no 

profits other than a fixed return on their investment.15 

Exemption status requires that the cooperative be 

able to establish that it has no net income for its own ac

count other than that reflected in an authorized reserve. 

Authorized reserves are of two kinds. The first is a re

serve required (not merely permitted) by state statute. 

The second kind refers to reasonable reserves for any neces

sary purpose, the two descriptive adjectives being of 

great importance. Examples of necessary reserves include 

those for capital expenditures and amounts to retire in

debtedness i ncurred for those expenditures. Capitaliza tion 
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of a part of a reserve in the form of a stock dividend may 

be indicative of lack of need and result in denial of ex

emption.16 

At times, farmers' cooperatives have joined together, 

for reasons of business efficiency, to form a federated 

cooperative which then operates on behalf of the member co

operatives. Since a federated coop really serves the in

terests of the patrons of its member cooperatives, the Ser

vice has held that it is necessary to look through to those 

patrons to determine whether the federated cooperative meets 

the exemption requirements.17 Thus, the federated coop is 

considered to be dealing directly with the patrons of its 

member cooperatives for purposes of determining its tax 

status. 

Distributions Treated Similarly By 
~xempt, and, Nonexempt nooperatives 

Al though coopera·t;i ves which do not meet the exemp

tion requirements set forth above are termed nonexempt co

ops, the distinction will not be crucial in this section. 

This is so because both kinds o.f cooperatives receive simi

lar tax treatment in some areas. The additional tax ad

vantages accruing to an exempt cooperative are deferred 

until a later subchapter heading. 

Both exempt and nonexempt cooperatives treat qualify

ing patronage dividends and per-unit retain allocations 

alike. The distinction between patronage dividends and 

per-unit retain allocations is best made by defining the 
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terms. Patronage dividends are amounts paid out to the 

patron with reference to his pa·tronage and to the net earn

ings of the cooperative. A per-unit retain allocation is 

a patron's share of the proceeds from products marketed 

for him during the tax year that the cooperative retains 

at a specified amount per-unit sold. Thus they are com

puted with reference to units of product marketed and with

out reference to net earnings. The actual written notice 

informing the patron of the amount which the cooperative 

retained is called a per-unit retain certificate. It should 

be noted at this point that Section 1382 (b} considers 

patronage dividends as an item of gross income and a subse

quent deduction therefrom while per-unit retains are ex

clusions from gross income. This is so because per-unit 

retains are considered as contributions to capital by 

patrons.18 

The initial requirement for deductibility of a patron

age dividend is that the cooperative must have a pre

existing and enforceable writ·ten obligation to distribute 

a patronage dividend on the basis of quantity or value of 

business done with the patron. That obligation may be im

posed by state law, by-law provisions, articles of incor

poration, or any written contract.19 The deduction will be 

disallowed any time discretionary action by a board of 

directors is required to initiate the patronage dividend. 

The extent to which the Tax Court had in the past required 
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a firm pre-existing obligation is illustrated in the follow

ing case decided in 19!~4. The Tax Gou.rt determined that 

if a board of directors had the discretion of paying a per

centage of par value on connnon stock or of refraining from 

paying it as a dividend and instead paying it as a patron

age dividend, then, to the extent of the percentage on par, 

there was no pre-existing patronage dividend obligation or 

deduction.20 The Service took a more lenient position in 

a 1969 Revenue Ruling. Therein it was held that if a board 

of directors is permitted to pay dividends out of net 

profits up to 8% on the amount paid for the stock, but 

only pays out the equivalent of 2%, the entire amount in 

excess can qualify as a pa·t;ronage dividena. 21 A patronage 

dividend deduction was disallowed in a situation where it 

was possible for the board of directors to have absorbed 

the entire amount of patronage dividends in setting up a 

surplus fund, which was to be credited until it equaled 20% 

of the paid-in capital. The surplus fund was to be used 

for "conducting the business," according to the cooperative 

by-laws. The Tax Court concluded that the patronage divi

dend "depended upon some corporate action subsequent to 

its receipt of the money later so distributed. 1122 Yet the 

Tax Court recognizes the legitimacy of a cooperative's 

patronage dividend distribution after setting aside neces

sary reserves and the payment of dividends on capital stock 

as required by by-lawso 23 
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The requirement that a cooperative have this pre

existing obligation to pay a patronage dividend in order 

for it to be deductible or excludable has an interesting 

history ·t;o it. Prior to the enactment of Section 314 of 

the Revenue Act of 1951, there was no statutory authority 

for exempt or nonexempt cooperatives to "deduct" patronage 

dividends. Instead, the concept that patronage dividends 

operates to reduce a cooperative's (exempt or nonexempt) 

taxable income was advanced by the Treasury Department 

through administrative rules and recognized by the courts 

upon the theory that such dividends were in reality rebates 

or refunds on business transacted by the cooperatives with 

its stockholders or members where the cooperative was com

mitted to make such refunds. Thus, this concept excluded 

the amounts from the scope of the word "income" in the 

16th amendment with regard to the cooperative. The courts, 

prior to 1951, did not attempt to deny the tax.payer an ad

vantage 'Which the Treasury Department was willing to grant. 24 
As stated in the Introduction, the 1951 legislation took 

away a categorical tax exempt status from exempt coopera

tives and subjected them to income tax to the same extent 

as the nonexempt cooperatives, except that the law allowed 

exempt cooperatives additional deductions. In doing that, 

the 1951 Revenue Act was really an assertion that the 

amounts were income to the cooperative within the meaning 

of the 16th Amendment; and a subsequent provision out of 
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legislative grace for an exempt cooperative's patronage 

dividend deduction. This assertion underlying the law may 

be best exposed by quoting the study prepared by the 

staffs of the Treasury Department and the Joint Committee 

on Internal Revenue Taxation, prior to passage of the 

Revenue Act of 1951. The study opens with the following 

statement: 

The fact that cooperatives are corporations 
and that Congress has the constitutional power to 
tax them as corporations may appear so obvious that 
discussion of the proposition is unnecessary. How
ever, general statements have been made to the ef
fect that the cooperatives are only agents, part
nerships, or trusts, with the implication that they 
are not entities in their own right capable of 
having income subject to tax. For this reason it is 
necessary to establish beyond question the fact that 
the cooperatives are separa~e corporate entities 
which are taxable as such.2~ 

Now the 1951 Revenue Act did not deal in any way with 

nonexempt cooperatives. The statute did make it clear that 

the patronage dividends o.f both exempt and nonexempt coop

eratives should be treated alike, i.e., as deductions from 

income. It did so, rather oddly, by reference to the pre

vailing nontaxable condition of the patronage dividends 

of the nonexempt cooperatives, which had come about by 

means of administrative determinations upheld by the courts. 

These determinations had always required a pre-existing 

obligation for deductibility of patronage dividends based 

upon the rebate theory. As a result, the deduction of 

patrona.ge dividends by nonexempt cooperatives continued 

until 1963 to be a matter of administrative rather than 

I 
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legislative grace. It was the Revenue Act of 1962 which 

provided the statutory basis for the tax treatment of non

exempt cooperatives, and exempt cooperatives as well by 

repealing Code Section 522, which was the equivalent ex

pression in the 1954 Code to Section 314 of the Revenue Act 

of 1951. The 1962 Revenue Act enacted Code Sections 1381 

through 1388. Thus, up until 1963 ~ with regard to non

exempt cooperatives, the courts were ordinarily limited 

to determining whether, or to what extent, the cooperative 

had complied with all the conditions under which the 

Treasury had expressed its willingness to forgo the tax on 

the cooperative level. 

Deductions for Patrona~e Dividends; 
Exclusion of Per-Unit etains 

The patronage dividends and per-unit retain alloca

tions which may be deducted or excluded in determining the 

cooperative's taxable income are only those that are paid 

in the payment period and fall into one of the four follow

ing categories: (the payment period for any taxable year 

consists of the taxable year plus the following 8\ months 26 

--the last day of this period is the due date for the tax 

return.) 

1. patronage dividends to the extent paid in money, 

property, or encompassed within a qualified written notice 

of allocation, with respect to patronage occurring during 

the taxable year, or 

I 
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2o money or property paid in redemption of a previ

ously distributed nonqualified writ·hen notice of allocation 

paid as a patronage dividend during the payment period for 

the taxable year during which th.a patronage occurred, or 

3o per-unit retain allocations to the extent paid in 

money, property, or qualified per-unit retain certificates 

with respect to the coop's marketing during its tax year, 

or 

4. money or property paid in redemption of a non

qualified per-unit retain certificate which was paid as a 

per-unit retain allocation during the pa'Ylll,ent period for 

the taxable year during which the marketing occurred. 

From a practical standpoint, patronage dividends are 

usually not paid out in cash immediately after the close of 

the accounting periodo Rather the distributions are made 

by written inst~uments of various types. A few examples are 

certificates of interest, or preferred stock redeemable at a 

fixed date or at the coop's discretion. These instruments 

are not patronage dividends as such but they may contain a 

patronage dividend if the stated dollar amount is fixed with 

reference to the cooperatives net patronage earnings and 

they "qualifyo" To qualify for a patronage dividend deduc

tion (under the first category above with reference to a 

qualified written notice of allocation), these instruments 

must meet all three of the following tests: 
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1. The instrument must be in writing, disclosing 

to the recipient the dollar amount allocated to him and the 

portion constituting a patronage dividend, 

2. The notice must be redeemable in cash at its 

stated dollar amount at any time within 90 days after the 

date of payment and the patron must be advised simultane

ously with the instrument of his redemption right;££_ the 

patron must have consented in advance to the inclusion of 

the amount in his income (discussed in Chapter 3), 

3. 20% of the distribution must be in cash or paid 

by "qualified" check., although any nondeductible written 

allocations are disregarded in accumulating a total to 

which the 20% is applied 0

27 

Basically, a qualified check is any instrument redeemable 

in cash by the cooperative and accompanied by a consent 

statement notifying the patron that he consents to be taxed 

on the full stated .dollar amount of the written notice of 

allocation by endorsing and cashing the qualified check. 

In practice, the qualified check is used chiefly for non

members. The qualified written notice of allocation is 

treated as the equivalent of money at its stated dollar 

amount for purposes of deduction by the cooperative. 

The various written instruments which do not meet 

these three requirements when issued in the payment period 

as a patronage dividend may be correctively paid during 

the payment period, thus qualifying for the patronage de-

d t . 28 uc ion. However, if the payment period lapses and such 
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instruments are still unqualified, later redemption will 

not result in a deductible patronage dividena. 29 

Like the various written instruments which may con

tain a patronage dividend, a per-unit retain certificate 

is either qualified or unqualified for tax purposes. It 

is emphasized again that per-unit retain allocations are 

patrons' sh.a.res of proceeds from products marketed for them 

that the cooperative retains at a specified amount per 

unit sold. The informative written notice sent to the pa

tron is the per-unit retain certificateo Whether they are 

qualified or not depends on whether the patron has consent

ed to include the amount in his income& The manner of the 

patron's consent is more appropriately discussed in Chapter 

3. When the per-unit retain certificate is nonqualifying, 

the amount involved is deductible by the cooperative only 

at the time the certificate is redeemed. 

The legitimate extent of the patronage dividend de

duction also depends on how the cooperative treats nornnember 

patronage. Frequently, a cooperative will have nonmember 

sales which provide a portion of net patronage earnings. 

If a cooperative does not pay any patronage dividends to 

nonmembers, any portion of the a.mount paid to members that 

is out of net earnings from patronage with nonmembers is 

not deductible as a patronage dividendo30 In the discussion 

of the requirements for attaining exempt sta·bus under Section 

521, it was said that one necessary condition was equal 
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treatment of all patrons. This statement must now be ap

propriately modified for certain exceptions, which will not 

cause loss of the exempt status but will affect the amount 

of the deduction for patronage dividends. These exceptions 

are discussed now rather thR.n earlier for two reasons. The 

reader should now have an understanding of qualified written 

notices of allocation. Secondly, it is here emphasized 

that these exceptions to the equal treatment requirement 

have an impact on the amount of the patronage dividend de

duction. The otherwise qualifying Section 521 farmers' 

cooperatives can distribute non-qualifying written notices 

of allocation to patrons who have not consented to including 

the amount in their income and at the same time make pay

ments of 20~ in cash and the rest in qualified written 

notices of allocation to consenting patrons. Also, there 

are no exempt status consequences when the cooperative makes 

payments of less than $5 in nonqualified written notices 

of allocation while payments of $5 or more are made in the 

form of 20% cash and the rest in qualified written notices. 

Thirdly, the cooperative can pay less interest or dividends 

on nonqualified written notices of allocation to non

consenting patrons than it pays ·on deductible written no

tices of allocation to consenting patrons. But unequal 

treatment is present in a stipulation that a patron, who 

does not cash the qualified check accompanying the written 

notice, will forfeit his patronage dividena.31 
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In order to compute the amount of the patronage 

dividend deduction in cases where nonexempt cooperatives 

make distributions to members only, the Service has set 

forth an accounting format as follows: 

Net earnings from patronage 
less fixed dividends paid 
or payable on outstanding 
capital stock 

Total member's business32 

x Total business 

For both exempt and non-exempt co operatives, the term "net 

earnings from patronage" means the gross patronage income 

less the total of all business expenses and "includes the 

excess of amounts retained by the organization to cover ex

penses or other items over the amount of such expenses or 

other items. 1133 The patronage dividend must come from all 

patronage business earnings included in the cooperative's 

gross income for its taxable year, even though the patron

age may have occurred in the previou~ taxable year.34 A 

patronage dividend deduction cannot be claimed if the dis

tributions come from sources other than patronage. For 

example, invPstment income, rental income, and income from 

business done with the government are nonpatronage busi

ness earnings. However , exempt cooperatives are allowed 

special treatment with regard to government business income 

as will be shown later. 

The Internal Revenue Service's formula above obvi

ously assumes that member and nonmember business is equally 

profitable. When there is no evidence to the contrary, 
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the use of the formulR has been validated by the courts. 

Though it is an administratively formulated rule, the 5th 

Circuit, in United States v. Mississippi Chemical Co., said 

in regard to its applicability that "As a matter of fact 

and law, administrative practice has no effect upon the de

termination of what constitutes gross income, except insofar 

a.s the practice is in accord with the rules of law governing 

that determination. 11 The use of the formula has been sus

tained in the following cases: 

The Trego County Cooperative Association, 6 B.T.A. 
1275 

Farmers Union Cooperative Exchange, 42 B.T.A. 1200 

Valparaiso Grain and Lumber Co., 44 B.T.A. 125 

The Tax Court has held that where there is definite evidence 

that sales to nonmembers were not profitable, those sales 

cannot be included in total sales for purposes of calculating 

patronage business income available for deductible patron

age dividends.35 In this case, there was testimony that 

sales were classified into retail sales which were to mem

bers and wholesale sales which were to nonmembers. 

The "fixed dividends paid or payable on outstanding 

capital stock" must be subtracted from net patronage earn

ings and not charged solely to income from business done 

with nonmember patrons (i.e., in the absence of any con

trary evidence). At times, cooperatives have attempted to 

deduct the entire dividend paid on capital stock from 
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nonmember-generated income, thus modifying the amount to 

which the rRtio of member business to total business is ap

plied. Such calculation would result in a larger patron

age dividend deduction. The Tax Court has uniformly dis

allowed such a move in the absence of any proof that non-

member business is not equally profitable. An eloquent 

opinion of the Tax Court on this matter follows: 

On the one hand the stockholder-patron receives 
a distribution from its cooperative solely in res
pect of its status as stockholder. This is a normal 
dividend from net earnings which is not deductible 
at the cooperative level in the same manner that a 
distribution of earnings and profits by an ordina ry 
corporation is not deductible at the corporate 
level. The distributions are based on the stock
holder's investment in the cooperative and repre
sent~ return on that investment--the greater the 
investment, the greater the dividend on capital 
stock. 

On the other hnnd, the stockholder-patron also 
receives a distribution solely in respect of its 
status as patron. This latter distribution is 
based on patronage with the cooperative during 
the year--the greater the patronage, the greater 
the patronage dividend. 

In attributing the entire dividend paid on 
capital stock to nonmember business, petitioner is 
saying, in effect, that its stockholders have in
vested only in those of petitioner's operations 
and assets which were used to transact nonmember 
business. Such attribution ignores the dual nature 
of the stockholder-patron's interest in its non
exempt cooperative. We are unable to find any in
dication that the stockholders have invested in 
anything but the undivided totality of petitioner's 
operations and assets. By following a computa
tional path tha t fails to reflect the reality 
underlying its mode of operation, petitioner has36 substituted accounting fiction for taxable f act. 

Up to this point, this study has demonstrated what is 

technical compliance with two out of the three basic prin

ciples recognized by the courts37 under which an allocation 
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of a cooperative's earnings qualifies as a patronage divi

dend deduction. The first of the three requirements was 

thRt the allocat.ion must be made pursuant to a legal obli

gation which existed at the time the participating patrons 

transacted their business with the cooperative. The second 

requirement is that the allocation must have been m..qde out 

of profits or income realized from transactions with the 

particular patrons for whose benefit the allocations were 

made, and not out of profits realized from transactions 

with other persons who are not entitled to participate in 

such allocations. This was discussed in the portion of the 

paper dealing with the extent of the patronage dividend de

duction when members receive distributions out of net earn

ing from nonmember patronage. Yet to be discussed is the 

third qualifying principle which requires that the alloca

tion of earnings be made ratably to the particular patrons 

whose patronage created the income from which the allocation 

refund was made. 

The basis of the patronage dividend must be the amount 

of the patron's business with the cooperative during its 

taxable year. But the Code specifies that patronage in 

one year, which results in earnings includible in the co

operative's gross income in a succeeding taxable year, be 

treated as patronage occurring in that succeeding taxable 
38 year. Accordingly, the deduction will be disallowed if 

the patronage dividend is paid on the basis of salaries 

I 
\ 
' 
l 



.•. 

40 
received as employees of the cooperative.39 But if the co

operative : is a worker's association and it distributes its 

net earnings to its member stockholders based upon the num

ber of man-hours worked by them for the association, both 

the Tax Court and the Service consider the distributions to 

be patronage dividends.4° 

The Additional Deductions of the 
Exempt Cooperatives 

If a farmer's cooperative is able to comply with the 

requirements mentioned above for exempt status, two addi

tional advantages accrue to it from a tax perspective. 

First of all, the Code provides statutory authority for 

these cooperatives to deduct amounts paid as dividends on 

capital stock during their taxable year. The Regulations 

specify that the term capital stock encompasses "connnon 

stock (whether voting or nonvoting), preferred stock, or 

any other form of capital represented by capital retain 

certificates, revolving fund certificates, letters of ad

vice, or other evidence of a proprietary interest in a 

t · · t · 1141 
I d t th d d coopera ive associa ion. nor er o secure e e uc-

tion, the dividend must be paid actually or constructively 

in the taxable year. Thus, it is the payment date rather 

than the declaration date that is important. The Service 

has held that a dividend declared in a year in which a co

operative was nonexempt but paid the following year when 

the cooperative was exempt is deductible in the later year .42 

From a practical standpoint, the dividend check is presumed 
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to be pR.id in the taxRble year when mailed early enough to 

be received through the mail within the taxable year of the 

cooperative. Further, the coop's method of accounting has 

no role to play in the determination of time of deductibil

ity. 

It was recognized by the courts from the beginning of 

tax law that a dividend paid on capital stock of a nonexempt 

cooperative was not deductible and had, in fact, the same 

character as a dividend paid on a noncooperative corporat:i.on' s 

stock.1-t3 

The second advantage accruing to the exempt coopera-
' 

tives is the authority to deduct distributions from nonpat

ronage business earnings. Such income may result from in

vesting and renting activities and from doing business with 

the government. To be deductible, these requirements must 

be met: 

1. The distributions must be paid on a patronage 

basis. 

2. They must be paid in money or qualified written 

notices of allocation. 

3. They must be paid within the payment period Ji4 

If the written notices of allocation were unqualified at 

their time of issuance, a subsequent redemption in the pay

ment period will legitimize the deduction, provided there 

was a patronage basis for distribution originally. 

It is these additional types of deductions which make 

the attainment of the exempt status described in Section 

; 
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521 desirable from the cooperRtive 1 s point of view. Atten

tion will now be turned to the point of view o.f the patron. 
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CHAPTF.R 3 

TAX PERSPECTIVE OF COOPERATIVE PATRONS 

Additions to Patrons' Incomes
Qualified Distributions 

From the tax perspective of the cooperative, Chapter 

Two presented the basic structure that patronage dividends 

and per-unit retain allocations are transient dollar 

amounts which, in effect, do not alter the cooperative's 

taxable income if their outflow follows their intake within 

the form and time requirements prescribed by law. As a re

sult of the dist~ibution of qualifying per-unit retain al

locations and patronage dividends, the tax paying entity 

is shifted from the cooperative to the patron. The present 

chapter is concerned with this shift. 

It is an aid to the understanding of this chapter to 

recognize the underlying objective of the Internal Revenue 

Code in dealing with cooperatives and their patrons. That 

objective is simply to insure that a current single tax be 
1 

paid at either the cooperative or patron level. Thus, as 

a general rule, the patron is not taxed on income from a 

cooperative unless the distribution is deductible by the 

cooperative. Recalling that deductibility by the coopera

tive for patronage dividends within written notices of 

allocation and for per-unit retain allocations hinged 

45 
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around the patron's consent to inclusion of the amount in 

his income, it is obvious that the determination of what 

constitutes consent becomes very important. In effect, 

consent becomes constructive receipt. 

Proper consent by the patron to include in his income 

the amount of a per-unit retain certificate makes the allo

cation deductible by the cooperative because the patron's 

consent "qualifies11 the per-unit retain allocation. Con

sent is indicated by a written agreement between the patron. 

and the cooperative. This is one way. This agreement is 

to apply to all products delivered by the patron during the 

taxable year of the cooperative in which the agreement is 

n~de, and all subsequent yearso The agreement may be re

voked at any time by a written document. A second way of 

consenting is by the patron obtaining or retaining member

ship in the cooperative after the organization has adopted 

a bylaw providing that membership in the cooperative con

stitutes such consent and the patron has received a written 

notification to that effect and copy of the bylaw. 2 
a 

This kind of consent ceases to be effective with respect 

to products delivered after the patron ceases to be a. member 

of the cooperative or after the bylaw containing the pro-

vision that membership constitutes consent is repealed. 

This second manner of expressing consent to include the per

unit retain allocation in the patron's income was provided 

in 1966 by Public Law 89-809. That legislation amended 
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prior law to treat per-unit retain certificates in a paral

lel manner to the tax treatment of patronage dividends 

within written notices of allocation, which tax treatment 

had been codified by the Revenue Act of 1962. 

Consent by a patron to report the stated dollar amount 

of a written notice of allocation occurs in one of the 

following ways. The first way of expressing consent is by 

signed written notice from the patron to the cooperativeo 

The notice need not take any special form and the Regula

tions mention signed invoices, sales slips, delivery tickets, 

or marketing agreements as possible documents. Section 

1388{c)(3){B){i) provides that a written consent may be re

voked by a patron at any timeo As a result, a document 

purporting to be irrevocable is not consento If a revoca

tion is executed, it will not be effective until the begin

ning .of the next taxable year of the cooperative. 3 Another 

possible expression of consent to :r;'8POrt written notices 

of allocation in income ~is by membership. If membership is 

acquired or retained after the cooperative has adopted a 

bylaw, which constitutes membership as an expression of con

sent and has sent to the patron a written notice to that 

effect and a copy of the bylaw, then consent is presento 

Such consent is deemed to· .cover all patronage with the co

operative that occurs after receipt of the notice and by

law copy. It terminates along with the patron's member

ship or upon a change in bylaws repealing the consent pro

visiono4 
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A third form of consent by cooperative patrons is de

si~ned chiefly for nonmembers. A patron who has not con

sented throu~h either of the two forms mentioned above ls 

deemed to have consented to include the full stated dollar 

amount of a written notice of allocation if and when he 

endorses and cashes a qualified check, which is paid as 

part of a patronage dividend together with the allocation 

notice. on or before the 90th day after the close of the 

cooperative's pa yment period for its taxable year for which 

the dividend is pald.5 In order to qualify. the check 

must be accon pa nied by the allocation notice and inform the 

payee in a clea rly i~printed statement tha t by endorsing 

and cashing the check, the pa tron consents to the inclusion 

of the full amount in his gross income.6 These indications 

of consent were codified by the tlevenue Act of 1962, which 

provided in detail for the t~x treatment in this area. 

Prior to January 1,1963, there was no sta tute dealing 

specifically with a patron's income from cooperative 

distributions. Rather the distributions issued after 1957 

as patronage dividends were taxed under Section 61. clari

fied by Reg. 1.61-5. This Regulation. effective after 

1957, did not differentiate between cash or accrual b a sis 

t a xpayers. It required that amounts allocated to the 

pa tron by the coopera tive (exe~pt or nonexempt) on the 

b a sis of pa trona ge in cash. merchandise, c a pita l stock, 

I . 
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revolving fund certificates or in whatever manner, be in

cluded in income in the taxable year when received to the 

extent of fair market value of the merchandise or document 

at the time of receipt.? If any previous allocation docu

ment wRs later redeemed, the patron picked up as ordinary 

income in the year of redemption, the excess of the amount 

realized over the previously included amount of income. 8 

Under these regulations, measurement problems as to fair 

market value abounded. Further complicating the system 

prior to the Revenue Act of 1962 was the tendency of the 

courts not to find fair market values in noncash alloca

tions of patronage dividends, bt1t at the same time holding 

that the patronage dividends were deductible by the coopera

tive. Thus, the intent of the Congress since the Revenue 

Act of 1951 that "earnings of cooperatives would be currently 

taxable {to the extent they reflected business activity) 

either to the cooperatives or to the patrons, 119 was frus

trated by this judicial position. In 1955, the 5th Circuit 

affirmed the Tax Court's decision that revolving fund 

certificates, which were issued to patrons under an agree

ment that the cooperative could keep a part of the proceeds 

from marketing patron's produce in order to maintain ade

quate reserves, had no fair market value and did not con

stitute taxable income to the patron. In the case, the 

agreement between the cooperative and the patron allowed the 

cooperative the sole discretion as to redemption of the 
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certificates. The Commissioner argued that the re.spondent 

should be treated as if he had actually received the cash 

in the amount evidenced by the certificate and then rein

vested the cash in the cooperative. Both the Court of Ap

peals and Tax Court rejected that argument, asserting that 

the respondent never actually or constructively received or 

had any right to receive anything but the certificates. 

10 And the certificates were not the equivalent of cash. 

The 4th Circuit Court of Appeals in 1957, held that 

even an accrual basis taxpayer could not be taxed on a pa

tronage refund credit on the cooperative 1 s books. The by

laws of this cooperative provided that its members and pa

trons would furnish money for . its capital through their 

patronage. The Commissioner's argument of constructive re

ceipt or assignment of income was refuted by the fact that 

the petitioner taxpayer never had any dominion or control 

over the funds represented by the certificates. The Court 

said, "To require the inclusion in income of contingent 

credits such as are here involved, would be to require the 

patrons of cooperatives to pay tax upon income which they 

have not received, over which they have been given no con

trol and which they may never receive. It is a safe as

sumption that Congress never intended to impose upon the 

patrons of cooperatives the hardship and burden which the 

taxability of these contingent credits would involve. 1111 
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About five yea rs l a ter, th~ t safe assumption was 

proven pa rtially invalid with the passage of the Revenue Act 

of 1962, which provided Sections 1381 through 1388 or Sub

chapter T to the Internal Revenue Code. (Correctly speak

ing, the rang e of Subchapter T from section 1381 through 

1388 is not all inclusive, since possible Sections 1384, 

1386, and 1387 do not exist.) The Revenue Act of 1962 spel

led out the qualifying requirements elucidated in Chapter 2. 

It is 1nterestin~ to note the s y rnp~thetric reason underlying 

the 20% cash payment requ irement from the perspective of 

the patron. The reason can be gleaned from the law's ac

compa~ying Senate · Report: 

Your Comir. it t ee believes th~ t it would be un
fortuna te to require the patrons to report these 
qualified allocations for tax purposes without bein~ 
sure that the cooperative made available to the pa
trons enough c a sh to pay a t leas t the first · btacket 
income tax. To g ive assurance that the coo~erative 
provides the pRtron with at least enough money to 
pay this first bracket tax, your committee has pro
vided that cooperatives must pay at least 20% of 
their patronag e dividends (and in the case of tax 
exempt cooperatives other income distributed on a 
patrona ~e basis) in ca sh if the cooperatives are 
to be required to include any such amounts in 
their income).12 

Qualified written notices of allocation paid as a patronage 

dividend and qualified per-unit retain certificates are in

cludible in the recipient's g ross income for the t a xable 

year in which received, even though the organiza tion was 

allowed a deduction for those amoun ts for its preceding 

taxable year because they were pq id during the payme~t peri

od for tha t preceding t a xa ble year.13 
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Additions To Patrons' Incomes
Unqualified Distributions 

When a cooperative issues unqualified written no

tices of allocations as a patronage dividend or nonquali

fying per-unit retain certificates, it must pay the tax 

on the dollars represented by those documents. They do not 

become deductible until they are redeemed, at which time 

the patron does become taxable upon receipt of money or 

property in redemption. Even if the patron should sell the 

unqualified notice or certificate, he still is taxable as 

the result of a sale. His gain in both cases is considered 

as a gain from the sale or exchange of property which is 

not a capital asset. His basis for determining the gain 

is zero in both redemption or sale. However if the notice 

or certificate was acquired from a decedent, the basis is 

the same as the basis it had in the decedent's hands.14 

Special Consequences to the Patron 

For certain patronage dividends or amounts received 

in the redemption of nonqualified written notices of allo

cation which were paid as patronage dividends, exceptional 

tax treatment is warranted to the patron. When a distribu

tion to the patron is in one of the forms above and is re

ceived either (a) with reference to the patron's purchase 

of personal, living, or family items, which would be sup

plies, equipment or services not used in the patron's trade 

or business and the cost of which items is not deductible 

under Section 212 as a nonbusiness expense, or (b) with 
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reference to the marketing or purchasing of a capital as

set or depreciable property used in the trade or business, 

then these distributions Rre excluded from the patron

recipient's gross income. 15 But they then become subject 

to the following special rules. First, if the distribution 

has reference to the purchase by the patron through the 

cooperative of a capital asset or depreciable asset and the 

patron has owned that asset any time during the taxable 

year in which the distribution was received, then the dis

tribution reduces the asset's basis as of the first day 

of the taxable year. If there is an excess of the distri

bution over the basis of the asset, that excess is then 
16 ordinary income to the patron. Secondly, if a patron 

receives patronage dividends or amounts in redemption of 

nonqualified written notices of allocation based on the 

patron's sale of a capital asset or depreciable asset in 

the same taxable year in which he sold the asset, the 

amounts are added to the sale proceeds he realized.17 

Thirdly, when a patron purchases or sells a capital asset 

or depreciable asset through the cooperative and did not 

own the asset at any time during the taxable year of re

ceipt of the distribution, then the amount is included in 

the patron-recipient's gross income.
18 

The fourth special 

rule requires the patron to treat the distribution as 

ordinary income if he cannot identify the transaction or 

item to which the distribution relates.
19 
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An example out of the Regulations illustrates the ap-

1 . t· r th r· t · 1 1 20 
p 1ca ion o. e irs specia rue. "On July 1, 1964, 

P, a patron of a. cooperative association, purchases an im

plement for use in his fRrming business from such associa

tion for $2,900. The implement has an estimated useful life 

of three years and has an estimated salvage value of $200 

which P chooses to take into account in the computation of 

depreciation. P files his income tax returns on a calendar 

year basis. For 1964 P claims depreciation of $450 with 

respect to the implement pursuant to his use of the 

straight-line method at the rate of $900 per year. On July 

1, 1965 the cooperative association pays a patronage divi

dend to P of $300 in cash with respect to his purchase of 

the farm implement. P will adjust the basis of the imple

ment and will compute his depreciation deduction for 1965 

(and subsequent taxable years) as follows: 

Cost of farm implement, July 1, 1964 

Less: 
SRlvage value 
Depreciation for 1964 (6 mos.) 
Adjustment as of Jan. 1, 1965 for 

cash patronage dividend 

Total 

Basis for depreciation for the remaining 
2\ years of estimated life 

Depreciation deduction for 1965 
($1,950 divided by the 2\ years 
of remaining life) 

$2,900 

200 
450 

300 

950 

1,950 

780 

I 
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CHAPTER 4 

CONCLUDING REMARKS 

In the two preceding chapters of this independent 

study, the interrelationship of the application of the In

ternal Revenue Code to the cooperative organization and 

its patrons was exposedo The codification of this inter

relationship has been the result of a relatively recent 

legislative enactment, essentially coming from the Revenue 

Act of 1962. Prior to 1963, cooperative and patron tax 

treatment steillilled largely from rulings of the Treasury De

partment and precedent from court decisions, although be

tween 1951 and 1963 the tax treatment of the exempt coopera

tive was based upon statutory authorityo Under the pre-

1963 applications, this interrelationship between coopera

tive and patron for purposes of tax policy was never ef

fectively establishedo Thus, dollars of coopera.tive's net 

incomes were not being taxed to the cooperative because 

they were allocated to patron's accounts as patronage divi

dends and those same dollars were not taxable to the patron 

because they were not distributed in the form of cash or 

property with a fair market value. Under present law, 

such a situation, frustrating to the objective intent of 

the tax law, cannot existo Today the intent of Congress 

57 
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that either the cooperative or the pa tron be subjected to 

a single tax on the amounts involved is a legal ~ality. 

Certainly the intent of the tax law is a recognition 

by Congress of the unique nature of cooperative business, 

different from that of other forms of business. It is a 

recognition that patronage dividends are not dividends in 

the sense of the normal signification of the word. Lastly, 

it is recognition that the function of this institution is 

a beneficial one, with a useful role to play in our com

mercia l economyo 

I 
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