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AGRlCUL11JRAl. COOPERATIVE SERVICE 

A truck belonging to CENEV-a regional farm supply cooperative headquartered in St. Paul, Minnesota. 

Taxing Co-ops 
Current Treatment Is Fair, But Not For Reasons 

Given by Co-op Leaders 

T here is a long-standing debate 
over how cooperatives are taxed 
in this country. As the controversy 

smolders it may be ignited by impend­
ing tax reform. 

Some people have argued that the 
present treatment is unfair and causes 
co-ops to grow at the expense of ordi­
nary corporations and the economy in 
general. The arguments are usually 
couched in the framework of comparing 
cooperative/patron relationships to the 
corporation/shareholder relationship. 

Richard Sexton is Assistant Professor at 
the University of California, Davis, and 
Terri Sexton is Assistant Professor at the 
University of Kansas and Visiting Assist­
ant Professor at the University of Califor­
nia, Davis. 
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by Richard). Sexton and 
Terri Erickson Sexton 

We argue that the more appropriate 
analogy is with a vertically integrated 
corporation. This analogy, we believe, 
demonstrates d1at co-op tax rules are 
reasonable. 

When cooperatives refund income to 
their patrons on the basis of patronage, 
only the pau-on pays tax on the earnings. 
Opponents call this co-op tax treatment 
unfair-that it represents single-taxation 
of co-ops while there is double-taxation 
on corporate earnings. 

Proponents defending the present 
system stress d1e nonprofit nature of co­
ops. They argue that refunds to patrons 
are merely price adjustments, not distri­
butions of taxable income. 

These arguments overlook the fact 
that vertically integrated corporations 
are now doing exactly what some peo-

pie argue co-op members should not be 
permitted to do. If it can be demonstrat­
ed that a vertically integrated enterprise 
gets virtually the same tax breaks as a co­
op, then d1e argument over unwarrant­
ed favoritism of co-ops goes out the win­
dow. 

Rules of the Tax Game 
The main regulation governing coop­

eratives' taxation is subchapter T of the 
tax code. It allows co-ops to deduct dis­
tributions of pau-onage refunds to mem­
bers before calculating their corporate 
income tax. These refunds have to be 
based on business (patronage) with d1e 
co-op and originate from business con­
ducted with patrons. 

Patrons, in turn, are defined as d10se 
whom the co-op was established to ben­
efit. For example, a dairy marketing co-
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operative's patrons are tile member and 
nonmember c:Iaily farmers who sell milk 
ilirough tile cooperative. At least 20 per­
cent of tile refund allocation must be in 
cash. 

Pau-ons include me entire allocation 
(bom cash and noncash portions) in 
meir tax reports. Income omer tilan pa­
tronage refunds is taxable to me co-op at 
orcUnaIY corporate rates. A patronage re­
fund is deductible to tile co-op and tax­
able to me patron in me year it is re­
ceived. 

Thus subchapter T places only a single 
tax on all cooperative earnings. Eimer 
me cooperative pays tax on it or tile 
patron (co-op member) does. In con­
trast, corporate income is taxed twice­
as corporate profit at a graduated rate up 
to 46 percent on amounts over $100,000, 
and as shaI-eholder income in me form 
of dividends or capital gains. 

These rules imply that co-ops and 
meir patrons have a tax adVaIltage over 
comparable corporation-shareholder 
organizations. However, mere are sever­
al points to keep in mind when consid­
ering tile magnitude of tile adVaIltage: 

-How much corporations can lower 
their taxes through special deductions 
and credits. Corporations usually pay 
much less man mat implied by me statu­
tory tax rate, and tile effective tax rate 
typically varies considerably across in­
dustries. For exanlple, illTIong industries 
supplying faI-m inputs, me 1979 average 
corporate tax rate ranged from 17 per­
cent in petroleum refining to 46 percent 
in farm machinery manufacturing. 

-Tbe extent to which corporations 
plow their income into capital gains. In­
come a corporation retains for invest­
ment adds value to corporation stock 
and enables its owners to take advantage 
of me special tax status afforded long­
term capital gains. Presently, 60 percent 
of a long-term capital gain not offset by 
long-term capital losses is excluded 
from gross income, while tile remainder 
is taxed as ordinary income. 

-Tax rates of shareholders of corpo­
rations. Corporations may generally ex­
clude 85 percent of dividends received 
from otiler corporations. Individuals are 
granted a $200 dividend exclusion on a 
joint return and may also offset dividend 
income by interest expense in excess of 
$10,000 on debt incurred from purchas­
ing or carrying investment property. 
Omerwise, dividends are taxed as ordi­
nary income to individuals. 

A rough estimate of the overall tax rate 
paid on 1979 shareholder income is 19 
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percent. This reflects our estimate of 14 
percent on capital gains and Pamela Pe­
terson's estimate of 30 percent tax rate 
paid by individuals on dividends tilat ap­
peared in tile June 1985 issue of tile 
Journal of FillaI1Cial Economics. 

-Tbe tax mtes of co-op patrons. Pa­
trons must treat bOtil me cash aIld non­
cash portions of qualified refunds from 
cooperatives as ordinaJ.Y taxable ill­
come. Most faI-m co-op patrons are sole 
proprietors, so meir co-op refunds are 
taxed at tile margillal rates on meir indi­
vidual returns, which may be less tilan 
me effective corporate tax rate. 

For exillTIple, me mean maI-ginal tax 
rate ill 1979 for farm proprietors ranged 
from about 20 percent for dairy farmers 
to near 48 percent for fru it and nut 

growers. The opportunity to substitute 
individuals' tax rates in place of tile cor­
porate rate is an adVaIltage of coopera­
tive taxation in addition to tile more ob­
vious single versus double taxation ele­
ment. 

Closer Look at the Numbers 
Let us use an example to illustrate the 

effects of co-op-versus-corporation tax­
ation i11 tile dairy aIld fruit processing 
industries. uppose a corporation and a 
cooperative are identical except for meir 
organizational form. They each have 
identical plants, handle me arne volume 
of product, pay me sanle costs, receive 
me ame prices for tile processed prod­
uct, and consequently have me ame net 
il1Come of 100,000 as specified ill me 
table. The corporation in bom me dairy 

Comparison of the Corporate and 
Cooperative Income Tax Treatment 

Net income . 
Corporate income tax: 

Rate 
Amount 

Income available for 
distribution 

Shareholder/patron tax: 
Rate 
Amount 

Total income taxes 
collected 

Maximum income avail­
able for corporate 
investment 

Net income 
Corporate income tax: 

Rate 
Amount 

Income available for 
distribution 

Shareholder/patron tax: 
Rate 
Amount 

Total income taxes 
collected 

Maximum income avail­
able for corporate 
investment 

Corporation Cooperative 

Alternative A Alternative B 

Dairy products manufacturing 
(Dollars in Thousands) 

$100.0 $100.0 $100.0 

36% 36% 36% 
36.0 0 18.0 

64.0 100.0 50.0 

19% 20% 20% 
12.2 20.0 10.0 

48.2 20.0 28.0 

64.0 80.0 50.0 

Fruit processing 

$100.0 $100.0 $100.0 

32% 32% 32% 
32.0 0 16.0 

68.0 100.0 50.0 

19% 48% 48% 
12.9 48.0 24.0 

44.9 48.0 40.0 

68.0 80.0 50.0 
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turn earnings to its patrons in propor­
tion to patronage. The Simplest defense 
is that patronage refunds are not profit 
distributions but merely year-end price 
adjustments. 

Proponents also offer the "pricing­
out" argument: if necessary, co-ops 
could eliminate the appearance of profit 
and the need for refunds by setting 
prices to patrons at just break even, 

These arguments have not impressed 
subchapter T's opponents. The most ex­
tensive criticism of the co-op tax treat­
ment has been made by National Tax 
Equality Association spokesman and for­
mer IRS Commissioner Mortimer Ca­
plin, 

u.s. DEPARTMENT OF AGRlClJl11JRE BUREAU OF AGRlCUL11JRAL ECONOMICS, DMSION OF AGRlClJl11JRAL COOPERATIVES 

7be first cheese cooperative in the United States was started in 1810 in South 
Trenton, New jersey. 

Caplin, attacking in turn each of the 
traditional defenses of the present treat­
ment, argues that the no income-no tax 
defense is invalid because the tax ought 
to be levied on the income-producing 
entity (the co-op) and that anticipatory 
assignments of income between two tax­
ing parties have been expressly ruled 
out by the Supreme Court in Lucas v. 
Earl (281 U.S. 111, 1930). Moreover, in­
-come created in any organization ulti­
mately is "owed" to someone affiliated 
with the organization, so this fact of itself 
cannot justify the co-op treatment. 

and the fruit example pays tax at its effec­
tive corporate rate. We assume that its 
shareholders pay tax on both dividends 
and capital gains at the 19-percent aver­
age rate. 

Note that we include two columns for 
the cooperative. For the first, "alternative 
A," we assume that the co-op manage­
ment decides to transfer all of the 
$100,000 earnings to patrons as "quali­
fied allocations." Under IRS rules the co­
op then does not incur any tax liability 
but can "retain" up to 80 percent of the 
allocations for reinvestment. Therefore, 
both the dairy and the fruit cooperatives 
have $80,000 available for reinvestment. 

The fact that ordinary corporations 
have less than $80,000 available after tax­
es for investment is a big part of the co­
op tax controversy. The taxes collected 
by IRS on the co-op earnings are geared 
to the tax brackets of the patrons. We 
used 20 percent for the dairy example 
and 48 percent for the fruit example-­
industry averages for 1979. 

Now suppose as in "alternative B" of 
Table 1 that the co-op management de­
cides to distribute only $50,000 of the 
$100,000 as qualified allocations. The tax 
and the "available for investment" num­
bers change, of course. The total taxes 
collected by the IRS in the dairy situation 
is higher with B than with A 

It is the opposite for the fruit situation. 
The difference is tied to the marginal tax 
rates of the co-op patrons in comparison 
to the rate paid by the cooperative. In 
fact, under A, more total taxes are paid 
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on the fruit co-op earnings than on the 
corporation earnings because of fruit 
growers' very high marginal tax rate. 

Although these examples are over­
simplified, they illustrate the co-op ad­
vantage . .And they are consistent with 
computer simulation fmdings of Lee 
Schrader and Ray Goldberg of Purdue 
University and Harvard University, re­
spectively. These findings also affirmed 
the proposition that co-op tax treatment 
normally confers an advantage to the co­
op. 

The Traditional Debate 
Given that the tax code gives coopera­

tives a tax advantage, the question boils 
down to whether or not the treatment is 
consistent with the way other organiza-

Caplin further contends that patron­
age dividends do not resemble tax-de­
ductible price adjustments. First, price 
adjustments are normally tax deductible 
only if they represent valid business ex­
penses, motivated by profit consider­
ations. Since co-ops' allocations have no 
profit motive, they should not be de­
ductible. Second, the rebates closely re­
semble ordinary taxable shareholder 
dividends because members' patronage 
is usually roughly proportional to their 

The question boils down to whether or not 
the treatment is consistent with the way 
other organizations are taxed. We feel that it 
is, but not for the reasons usually given by 
co-op leaders. 

tions are taxed. We feel that it is, but not 
for the reasons usually given by co-op 
leaders. 

Traditional defense of the present 
treatment stresses cooperatives' non­
profit character. A cooperative is nor­
mally legally bound by its charter to re-

equity holdings in the association. Third, 
a large part of the adjustment usually 
remains within the association to func­
tion like a taxable corporation's retained 
earnings. 

Finally, Caplin assails the pricing-out 
argument, contending that the tax code 
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• 
AGRICULlURAL COOPERATIVE SERVICE 

A typical Midwest grain cooperative facility-Farmer Cooper.ative Grain Company, Haven, Kansas. 

The more fitting and effective analogy for the 
co-op/patron relationship is with the 
vertically integrated corporation. 

would, without subchapter T, allow the 
IRS to adjust cooperative-patron deal­
ings to reflect market prices. 

In the context of his corporation/shar­
eholder analogy, Caplin appears to pre­
sent an effective criticism of the conven­
tional arguments in support of the pre­
vailing tax treatment for cooperatives. 

There is another aspect of the debate 
to keep in mind. Perhaps due to Caplin's 
critique, the nonprofit arguments are 
now heard less frequently. Instead, the 
co-op proponents have begun to stress 
the similarity between cooperatives and 
"S corporations" (subchapter S of the tax 
code) or partnerships. 

Like cooperatives, these organizations 
also enjoy. most of the advantages of in­
corporation, but their incomes are usu­
ally taxed only at the shareholder level. 
Thus; S corporations, partnerships, pro­
prietorships, and co-op corporations are 
taxed only at the owner level, and the 
double taxation of ordinary corpora-
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tions is the anomaly, or so the argument 
goes. 

However, attempts to compare mod­
ern co-ops to parU1erships or S corpora­
tions are on shaky ground. Average 
membership in agricultural marketing 
and supply co-ops is currently about 660 
and 1,160, respectively, while an S cor­
poration has a legal maximum of 35 in­
dividual shareholders. 

Under current rules, only about $6 
million in taxable corporate income 
could be divided among 35 individual 
shareholders before all reached· the 
maximum 50-percent tax bracket, even 
if each filed a joint return and had no 
other taxable income. Hence, S corpora­
tions (and most certainly proprietor­
ships and partnerships) are not effective 
ways to shelter large amounts of income 
from tax. Rather, most are familyenter­
prises concentrated in the traditional 
small business sectors of construction, 
retailing, and services. 

Average business receipts in 1981 for 
the 541,489 firm filing tax rerurns 
were 381,090. That is only 3 percent of 
the 1981 average sales volume for the 
nearly 6,200 agricultural marketing and 
supply co-ops. 

An Alternative Analogy 
We believe that both Caplin's corpora­

tion/shareholder analogy and the propo­
nents' comparison to S corporations are 
inappropriate. The more fitting and ef­
fective analogy for the co-op/patron rela­
tionship is with the vertically integrated 
corporation. 

Imagine an oil refmery. Suppo e the 
owners save or can borrow funds and 
buy a pipeline distribution system and 
retail gas stations. We consider this inte­
grated arrangement to be perfectly le­
gitimate even though the earnings of the 
parts of the corporation pass to the par­
ent company without being taxed. 

Similarly, a marketing co-op facilitates 
its members vertically integrating for­
ward into transportation, processing and 
distribution. A supply co-op integrates 
farmers backward into manufacturing 
and sale of supplies used in farm pro­
duction. Many modern co-ops cOhduct ; 
both marketing and supply activities. 

Farmecs form cooperatives instead of 
each Simply individually integrating into 
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Caplin's arguments hinge on the 
inappropriate comparison of a cooperative 
and its patrons to a corporation and its 
shareholders. 

the production process for the sake of 
efficiency. By integrating jointly, by 
forming cooperatives, farmers are able 
to develop efficient plants in the vertical­
ly adjacent industries. 

The cooperative-patron relationship 
is, therefore, more closely analogous to 
the tages of a vertically integrated busi­
ne , than to the corporation-share­
holder relationship. Consequently, the 
vertically integrated business i the ap­
propriate model to evaluate coopera­
tives' present tax treatment. 

Vertically integrated corporations un­
der unified ownership ordinarily are al­
lowed to file a single, consolidated tax 
return; thus, internal transactions are not 
taxed. The value generated by vertical 
ub idiaries is reflected in the parent 

company's taxable income via lower 
production costs or higher selling 
price. 

The corporation as a whole is consid­
ered to be the income-producing entity, 
not its individual parts. imilarly, trans­
action between a co-op (the vertical 
subsidiary) and the member-patrons are 
not taxed under subchapter T. The value 
generated at each co-op stage is reflect­
ed in patrons' taxable income either 
through improved prices or as patron­
age refunds. 

It is also appropriate from the vertical 
integration perspective that pau-onage 
refunds are deductible when made to 
both member and nonmember patrons. 
Patrons are those whom the co-op was 
established to benefit, or, analogously, 
those for whom it provides vertical inte­
gration. In contrast, when co-ops do 
bu iness with non patrons, (for example, 
when an agricultural co-op. deals with 
nonfarmers) the income generated is 
usually taxable to the co-op. This treat­
ment is appropriate because these trans­
actions do not represent the vel1ical in­
tegration which dle co-op was estab­
lished to provide. 

Thus, widl dle switch of analogies 
from the corporation-shareholder rela-

Second Quarter 1986 

tionship to that of the vertically integrat­
ed firm, the present tax treatment of co­
operatives becomes strikingly consistent 
with the rest of the tax code. To assert 
that cooperative-patron transactions 
should be treated differendy from those 
between vertical subsidiaries of a corpo­
ration is equivalent to arguing that coop­
erating firms should be punished be­
cause they are too small to undertake 
integration by themselves, a position at 
odds with most anyone's sense of fair­
ness. 

As it turns out then, Caplin's argu­
ments hinge on the inappropriate com­
parison of a cooperative and its patrons 
to a corporation and its shareholders. 
His illustration of "pricing-out" illus­
trates why the comparison is inappropri­
ate: 

A cooperative mat markets wheat for a 
farmer is entitled to a profit for proc­
essing and marketing his products. In 
essence, the farmer has elected to 
split his business into two controlled 
entities: his trade or business of pro­
ducing crops and a separate associa­
tion which performs functions of 
processing [and] marketing[.] Both en­
tities would be required to report a 
fair profit on dealings between them . 
under Section 482 [po 39]. 
The logical extension of Caplin's argu­

ment is to urge taxation of "income" 
created from transactions between an oil 
refiner and its pipeline, an automaker 
and its body-stamping facility, or dle in­
ternal stages of any such vertically inte­
grated operation. To demonstrate dlat a 
co-op's patrons are also its owners does 
not give a logical basis for thinking pa­
tronage refunds are equivalent to share­
holder dividends. Rather, it merely illus­
trates the obvious: a vertical subsidiary 
(cooperative) is owned by its parents 
(the farmers) who are also its patrons 
and who must ultimately receive and be 
responsible for its income. 

Then there is the oft-made appeal to 
dle Lucas vs. Earl ruling against anticipa-

tory assignment between separate taxing 
parties. It is sinularly futile because 
transactions between vertically integrat­
ed entities are not normally assignments 
between separate taxing parties. 

We conclude, therefore, that coopera­
tives' subchapter T tax treatment is fair 
and consistent with dle rest of the tax 
code. However, resolving the fairness 
controversy does not address dle argu­
ment dlat cooperatives' tax advantage 
has stimulated their growili which, in 
turn, has been harmful to the economy. 
We focus on that part of the debate in a 
coming issue of CHOICES. [!I 
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For Further Reading 
For a succinct summary of some 

traditional defenses of the co-op tax 
treatment, see Tax Treatment of Co­
operatives by Donald A Frederick. It 
is CIR 23 and was published by and is 
available from The Agricultural Coop­
erative Service, U.S. Department of 
Agriculture, Wasllington, D.C. 20250, 
without cost. 

Definitive statement of the co-op 
opponent's position is given in Morti­
mer M. Caplin's article "Taxing the 
Net Margins of Cooperatives," 
Georgetown l£lw Journal. Vol. 58, 
No.6, 1969, pp. 6-45. 

For an authoritative apalysis of co­
op tax rules and excellent historical 
background, obtain a copy of the in­
formation bulletin written by Morri­
son Neely andJames Baarda. It's tide 
is Legal Phases of Farmer Coopera­
tives: Federal Income Taxes. It is "In­
formation 100" and printed in May 
1976 and is also available free from 
the Agricultural Cooperative Service, 
U.S. Department of Agriculture. 

Lee F. Schrader and Ray A Gold­
berg address co-op \:a'{ rules and dle 
tax controversy and dley report on a 
computer simulation analysis of co­
op taxation in dleir book Farmer Co­
operatives and Federal Income Tax­
es. It was published in 1975 by Bal­
linger Publishing Company. The 
company reports that it is out of print. 
If you would like to see a copy, we 
suggest that you contact the agricul­
turallibrary at the land grant uluversi­
ty in your state. 
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