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ENERGY TAX CREDIT

TUESDAY, MARCH 30, 1982

U.S. SENATE,
CoMMITTEE ON FINANCE,
SuBcoMMITTEE ON ENERGY AND AGRICULTURAL TAXATION,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9:30 a.m., in room
2221, Dirksen Senate Office Building, Hon. Malcolm Wallop (chair-
man of the subcommittee) presiding.

Present: Senator Wallop.

[The committee press release announcing this hearing; the bills
S. 1819, S. 2151; the description of these bills by the Joint Commit-
;;‘elel on] Taxation, and the opening statement of Senator Wallop
ollow:

09)



Press Release No, 82-112

(Revised)
PRESS RELEASE
FOR IMMEDIATE RELEASE i UNITED STATES SENATE
March 24, 1982 COMMITTEE ON FINANCE

Subcommittee on Energy

and Agricultural Taxation
2227 Dirksen Senate

office Building

FPINANCE SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION ADDS
8. 2151 TO MARCH 30, 1982 HEARING

Senator Malcolm Wallop, Chairman of the Subcommittee on Energy and
Agricultural Taxation of the Committee on Finance, announced today
that the Subcommittee will consider 8, 215) at the previously
announced hearing on Tuesday, March 30, 19825

S. 2151 would make modification to chlor alkali electrolytic cells
eligible for a 10-percent energy tax credit,

The hearina will begin at 9:30 a.,m. in Room 2221 of the Dirksen
Senate ce BuU ng .,

Requests to testify.--Witnesses who desire to testlf¥ on 8, 2161
must SUBMIt written requests to Robert E. Lighthizer, Chief Counsel,
Committee on Finance, Room 2227, Dirksen Senate Office Bullding, :
washington, D.C. 20510, to be received no later than noon on Prida
March 26, 1982, wit:nostsoﬁ"?i'ﬂil'56""6':':"5!!'{'e'a"ili"uoon'4:5''i?rat:'EI'cSEBTE"‘:'L
thareafter whether it has been possible to schedule them to present
oral testimony. If for some reason a witness is unable to appear at
the time scheduled, he may file a written statement for the record in

lieu of the personal appearance. 1In such a case, a witness should
notify the Committee as soon as possible of his {nability to appear,

P.RI '82‘112
(Revised)
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To amend the Internal Revenue Code of 1954 with respect to the taxation of
‘ ocrude oil purchasing cooperatives.

IN THE SENATE OF THE UNITED STATES

NoveMBER 5 (legislative day, NOvEMBER 2), 1981 -

WaLLoP (for himself, Mr. SymMMs, Mr. LoNG, Mr. BoReN, Mr, MATSUNAGA,
Mr. JounsTON, and Mr. BENTSEN) introduced the following bill; which was
read twice and referred to the Committee on Finance

Mr.,

£

A BILL

To amend the Internal Revenue Code of 1954 with respect to
the taxation of crude oil purchasing cooperatives. -

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,

SECTION 1. CRUDE OIL PURCHASING COOPERATIVES.

1 of the Internal Revenue Code of 1954 (relating to farmers’

1

2

8

4 (a) IN GENERAL.—Part IV of subchapter F of chapter
5

6 cooperatives) is amended by adding at the end thereof the
7

following new section:
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“S8EC. 522. EXEMPTION OF CRUDE OIL PURCHASING COOPERA-

TIVES FROM TAX.

‘“(a) ExeMpPTION FROM TAX.—A crude oil purchasing
cooperative shall be exempt from taxation under this subtitle
except as otherwise provided in part I of subchapter T (relat-
ing to tax treatment of cooperatives), and shall be considered
an organization exempt from income taxes for purposes of
any law that refers to organizations exempt from income
taxes, notwithstanding the application of such part.

“(b) DeEFINITIONS; SPECIAL RULES.—For purposes of
this section—

‘(1) CRUDE OIL PURCHASING COOPERATIVES,—

The term ‘crude oil purchasing cooperative’ means an

association— _

“(A) all of -the members of which (determined
at the close of the taxable year of such associ-
ation) are independent refiners or subchapter T
cooperatives,-and

“B) which is organized and operated on a
cooperative basis for the purpose of—

“(i) purchasing crude oil and reselling it
to members, nonmember inaependent refin-
ers, and nonmember ‘subchapter-T coopera-
tives and turning back ':to them the proceeds
of such resales, less necessary expenses

thereof,
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“(i1) purchasing supplies and equipment
for the use of members, nonmember inde-
pendent refiners, and nonmember subchapter
T cooperatives and turning over such sup-
plies and equipment to them at actual cost,
plus necessary expenses thereof,

“(iii) trading crude oil (not including the
transportation of such oil in connection with
such trading),

“(iv) storing of crude oil, and

“(v) insuring risks associated with any
of the activities described in clauses (i)
through (iv).

“(2) ORGANIZATIONS HAVING CAPITAL S8TOCK.—
An association having capital stock which is otherwise
described in paragraph (1) shall be treated as a crude
oil purchasing cooperative if—

“(A) the dividend rate of such stock is fixed
at a rate which does not ex'ceed the iegal rate of
interest in the State in which such association is
incorporated on the value of the consideration for |
which the stock was issued, and ,

“(B) substantially all such stock (other than
nonvoting preferred stock, the owners of which

are not entitled or permitted to participate, direct-
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ly or indirectly, in the profits of the association,
upon dissolution or otherwise, beyond the fixed
dividends) is owned by independent refiners and
subchapter T cooperatives who purchase crude
oil, supplies, or equipment through the associ-
ation. -

‘“(3) ORGANIZATIONS DOING BUSINESS IN FED-

ERATED FORM.—An association which—

“4A) is doing business in federated _form on
the basis of geographic regions, qualities of crude
oil, or on any other reasonable basis, and

‘“(B) is otherwise described in paragraph (1),

shall be treated as a crude oil purchasing cooperative.
“(4) TBANSACTIONS WITH NONMEMBERS.—An
association which—

“(A) purchases—

“@) crude oil" for noﬁmembers in an
amount the value of which does not exceed
the value of the crude oil purchased for
members, or

| ‘(ii) supplies and equipment for non-
members in an amount the value of which
does not exceed the value of the purchases
made for members, and

“B) is otherwise described in paragraph (1),
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shall be treated as a crude oil purchasing cooperative,-
if the value of all purchases for persons (other than
members, nonmember independent refiners, or non-
member subchapter T cooperatives) does not exceed 25
percent of the vniue of all its purchases.

T *Y5) OreER ACTIVITIES.—For the purpose of de-
termining whether an association is operated for the
purposes set forth in paragraph (1)—

“(A) the trading and transportation of crude
oil,
“(B) the insurance of risks associated with
such trading and transportation, or
“(C) any other activity incidental to the pur-
poses described in paragraph (1) or designed to in-
crease the efficiency of the association in carrying
out any activity described in paragraph (1),
shall be treated as an activity deseribed in paragraph
(1).
“(c) OTuER DeFiNiTIONS.—For purposes of this sec-
tion— : '
“(1) CruDE OI1L.—The term ‘crude oil’ has the
meaning given such term in section 4996(b)1).
‘“(2) INDEBPENDENT REFINER.—The term ‘inde-
pendent refiner’ means a refiner who, for any calendar

 quarter ending after June 30, 1973, obtained, directly
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or indirectly, more than 70 percent of his refinery
input of domestic crude oil (or 70 percent of his refin-
ery input of domestic and-imported crude oil) from pro-
ducers who do not control, are not controlled by, and
are not under common control with, such refiner.

‘(8) NECESSARY EXPENSES.—The term ‘neces-
sary expenses’ means, with respect to an activity de-
scribed in clause (i) or (i) of subsection (b)(1)(B), the
greater of—

‘“(A) 15 percent of the costs allocable to such
activity, or

‘“(B) the amount demonstrated by the tax-
payer to the satisfaction of the Secretary as prop-
erly allocable to the costs of such activity.

‘“(4) SUBCHAPTER T COOPERATIVE.—The term
‘subchapter T cooperative’ means an organization
exempt from taxation under section 521 or 522 or a
corporation described in section 1381 (a)(2).”.

(b) CONFORMING AMENDMENTS.—

(1) SUBCHAPTER T AMENDMENTS,—

(A) Paragraph (1) of section 1381(a) of such

Code (relating to organizations to which part I of

subchapter T applies) is amended by striking out

“section 521 (relating to exemption of farmers’

cooperatives from tax), and” and inserting in lieu
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thereof ‘‘part IV of subchapter F (relating to co-
operatives), and”.v

(B) Subsection (b) of section 1381 of such
Code (relating to tax on certain farmers’ coopera-
tives) is amended by striking out “Farmers’” in
the caption of such subsection.

(C) Paragraph (2) of section 1885(a) of such
Code (relating to amounts inclludible in patron’s
gross income) is amended by striking out “farm-
erg’.

(2) OTHER CONFORMING AMENDMENTS,—

(A) Paragraph (1) of section 116(b) of such

Code (relating to certain dividends excluded), as

in effect for taxable years beginning after Decem-

ber 81, 1981, is amended by inserting before the

- semicolon at the end thereof the following: “, or

section 522 (relating to crude oil purchasing coop-
eratives)”’.

(B) Subsection (a) of section 246 of such
Codé (relating to Ueduction not allowed for divi-
dends from certain corporations) is amended by
striking out “‘or section 521 (relating to farmers’
cooperative associations)”’ and inserting in lieu

thereof “, section 521 (relating to farmers’ coop-
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erative associations), o; section 522 (relating‘ to
crude oil purchasing cooperatives)”.
(C) Sections 48(a)(4), 52(c), 1245(b)(8),
1250(d)(8), 3121(a)(16), and 3306(c)(10) of such
Code (relating to certain tax-free transactions) are
each amended by inserting “‘or 522" after “‘sec-
tion 521", , ,
(D) Paragraph (2) of section 4421 of such
Code (relating to definition of wages) is amended
by striking out “sections 501 and 521" and in-
serting in lieu thereof ‘‘section 501, 521, or 522",
(c) CLERICAL AMENDMENTS.—

(1) The section analysis for.part IV of subchapter
F of chapter 1 of such Code is amended by adding at
the end thereof the following new item:

“Sec. 522, Exemption of crude oil purchasing cooperatives from
tax.”.

(2) The caption for part IV of subchapter F of
chapter 1 of such Code iz amended by striking out
“FARMERS’”.

(8) The part a;mlysis for subchapter F of chapter
1 of such Code is amended by striking out “Farmers’”
in the item relating to part IV.
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1 SEC.2 EFFECTIVE DATE.
2 The amendments made by this Act shall apply with re-
. 8 spect to taxable years beginning after the date of enactment
4 of this Act. ﬁ
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To amend the Internal Revenue Code of 1954 to include modifications to chlor-
alkali electrolytic cells in credit for investment in certain depreciable property.

- IN THE SENATE OF THE UNITED STATES

MarcH 2 (legislative day, FEBRUARY 22), 1982

Mr. RoBert C. BYRD introduced the following bill; which was read twice and
referred to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to include modifi-
cations to chlor-alkali electrolytic cells in credit for invest-
ment in certain depreciable property.

1 Be it enacted by the Senate and House of Representa-
2 tives of the United States of America in Congress assembled,
3 That (a) paragraph (5) of section 48(l) of the Internal Reve-
4 nue Code of 1954 (defining specially defined energy property)

5 is amended—

6 (1) by striking out ‘‘or” at the end of subpara-
7 graph (L),
8 (2) by redesignating subparagraph (M) as subpara-

9 graph (N) and by inserting after subparagraph (L) the
10 following new subparagraph: '
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“(M) modifications to chlor-alkali electrolytic
cells, or”’, and
(3) by _s_fﬁ!;ing out “(M)” in the second sentence
and ingerting in lieu thereof ‘“‘(N)”’.
(b) The_table=contained in clause () of section
46(a)(2)(C) of the Internal Revenue Code of 1954 (relating to

amount of credit) is amended by adding at the end thereof the

W I A Ot B W DD

following new subsection:

“VII. CHror-ALkaLl ErLec- 10 percent  Jan. 1, 1981 Dec. 31, 1986.”,
TROLYTIC CELLS.—Property .
described in section 48()(5)(M). <

3 .

-

94-802 O - 82 ~ 2
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DESCRIPTION OF S, 1819
RELATING TO

TAX TREATMENT OF CRUDE OIL PURCHASING COOPERATIVES

SCHEDULED FOR A HEARING
BEFORE THE
SusébMMITTEE ON ENERGY AND AGRICULTURAL TAXATION
| OF THE
SENATE COMMITTEE ON FINANCE
ON

MarcH 30, 1982

PREPARED BY THE STAFF
OF THE
JOINT COMMITTEE ON TAXATION
MARCH 29, 1982

©JCX-3-82
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INTRODUCTION

The Senate Finance Subcommittee on Energy and
Agricultural Taxation has schedu;eq‘a_hgarinq on

8. 1819 (introduced by Senators.yallqg!”8¥mms, Long, Boren,

Matsunaga, Johnston, and Bentsen) on March 30, 1982,
This pamphlet has been prepared by the staff of the
Joint Committee on Taxation in connection with this
hearing.

The first part of this document is a summary of
the bill. The second part is a description of the bill,
including present law, issue, explanation of the bill,

and effective date.
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I. SUMMARY OF THE BILL

Under present law, cooperatives generally are treated as
conduit entities for Federal income tax purposes. Amounts
derived from transactions with patrons (i.e., persons doing
business with the cooperative) which are aistributed or
allocated currently to patrons are not taxable to the
cooperative. In other respects, cooperatives generally are
taxed as corporations. Thus, income distributed to members
(i.e., the persons who share in the cooperative's profits and
are entitled to participate in the management of the cooperative)
derived from transactions with nonmembers is not deductible
and is taxed both to the cooperative and to the members.

An exception to this treatment is accorded to certain
farm cooperatives (referred to as "exempt farmers' cooperatives").
Exempt farmers' cooperatives are cooperatives of farmers, .
fruit growers, or similar producers which are organized
(1) to market the products of producers and to turn back
the proceeds less necessary operating expenses or (2) to :
purchase supplies and equipment for patrons at a price equal to actual
cost plus necessary expenses. In addition to the deductions
allowed to regular cooperatives for amounts returned to patrons,
exempt farmers' cooperativesg are .allowed deductions for earnings
distributed to members on capital stock and to patrons on income
derived from transactions with the United States Government or
from nonpatronage sources, However, the volume of purchase
transactions that an exempt farmers' cooperative can have with
nonmembers is restricted to (1) an unlimited amount with the
United States Government plus (2) an amount with other nonmembers
equal to 15 percent of the value of all purchasges.

The bill would provide special rules for the taxation of
"erude oil purchasing cooperatives." A crude_oil purchasing
cooperative would be a cooperative formed for the purpose of-=-
(1) purchasing and selling crude oil to a "qualified group”
consisting of members, nonmember independent refiners, and
nonmember cooperatives; (2) purchasing supplies and equipment
for the use of the qualified group at cost plus necessary expenses;
(3) trading crude o0il; (4) storing crude oil; (5) insuring
against risks involved with any of these activities; and (6) any
activity incidental to the foregoing purposes. The members of
a crude o0il purchasing cooperative must be independent refiners
(defined as refiners where 70 percent of its crude oil purchases
in any calendar quarter since June 30, 1973, are from unrelated
sources) or other cooperatives,

Under thé bill crude oil purchasing -cooperatives would be
accorded tax treatment similar to exempt farmers' cooperatives,
Thus, a crude oil purchasing cooperative would be allowed a
deduction for distributions to its members on capital stock and
to patrons on income derived from transactions with the United
States Government or from nonpatronage sources. Under the bill,
the volume of purchase transactions that the crude oil purchasing
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cooperatives could have with nonmembers would be restricted to
(1) an unlimited amount with the United States Government, all
nonmember cooperatives, and nonmember independent refineries

plus (2) an amount with other nonmembers equal to 25 percent _

of all of its purchases. Under the bill, "necessary expenses"
would be autometically deemed to be 15 percent of purchase costs.
The bill would also allow crude oil purchasing cooperatives to
operate in federated form,

The bill would apply with respect to taxable years beginning
after the date of enactment.
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II. DESCRIPTION OF THE BILL
A. Present law
Overview

The Internal Revenue Code provides special rules for the
taxation of cooperatives (secs. 1381-1388).1/ For Federal income
tax purposes, cooperatives are taxed as conauits in that they are
not taxed on amounts derived from transactions with patrons to
the extent that such amounts are returned to the patrons. This
conduit treatment is granted on the basis that the cooperative
is acting as the agent of the patron and, thus, the patronage
earnings™ are not income of the cooperative. -

Generally, conduit treatment is not accorded to distributions
of income to members of a cooperative derived from transactions
involving nonmembers since such income cannot be viewed as derived
by the cooperative in its capacity as an agent. An exception to
this treatment is accorded to so~called "exempt farmers' coop-
eratives." Exempt farmers' cooperatives are cooperatives created
for farmers, fruit growers, livestock growers, dairymen, etc.,
for the purpose of (1) marketing the products of such persons
and (2) purchasing supplies and equipment for such persons. Exempt
farmers' cooperatives are entitled to a deduction for distributions
to members of income derived from transactions with nonmembers.
However, the volume of business that an exempt farmers' cooperative
can engage in with nonmembers is restricted to (1) an unlimited
amount with the United States Government plus (2) an amount with
other nonmembers equal to 15 percent of the total value of its
purchases.

Rules Applicable to the Taxagion of Regular Cooperatives

Applicability.~-The special tax treatment provided coop-
eratives (secs. I§81—1388) applies to any corporation operating
on a cooperative basis and allocating amounts to patrons on the
basis of amount of the business done with or for such patron.

1/ A cooperative is a business entity created by persons in an
attempt to use the increased purchasing power, marketing power, and
efficiency associated with the use of a larger economic entity to
‘generate savings for such persons. A "patron" is the person who
produces or consumes the cooperative's products or services. A
*member" is the person who shares in earningg not returned to patrons
and is entitled to participate in the management of the cooperative.
In a cooperative arrangement, the benefits attributable to any
purchasing and marketing economies generally accrue to the benefit
of the cooperative's patrons in proportion to the business done
with the cooperative (referred to as "patronage") during the year.
However, some cooperatives are organized so that earnings from
business with certain groups is not returned to those groups but
is distributed to the cooperative's members.

-
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However, this special treatment does not apply to (1) organi- \
zations which are exempt from tax, (2) mutual savings banks,
building and loan associations, and cooperative banks, (3) insurance
companies, or (4) certain organizations engaged in furnishing
electﬁ§c energy or telephone service to persons in rural areas

(sec, '1381). ) -

Taxation of the cooperative.-~The taxable income of a
cooperative is determined in the same manner as a corporation,
except that the gross income of a cooperative is determined
without regard to (i.e., after reduction or exclusion of) amounts
paid within the current taxable year or within the first eight
and one-half months of the succeeding taxable year, in cash
or other property (as a "patronage dividend," as a "per-unit
retain allocation, or as a redemption of "nonqualified written
notice of allocation" or "nonqualified per-unit retain certifi-
cates") or in certain types of qualified script (called "qualified
written notices of allocation," or “qualified per-unit retain
allocationg").

Rules Applicable to the Taxation of Exempt Farmers' Cooperatives

In addition to the deductions and exclusions allowed to
regular cooperatives, exempt farmers' cooperatives are entitled
to deductions for (1) dividends on its capital stock and (2) amounts
paid (or redemptions of nonqualified written notices of allocation)
on a patronage basis to patrons from earnings derived from
transactions with the United States or from nonpatronage resources.

Exempt farmers' cooperatives are associations of farmers
organized on a cooperative basis for the purpose of (1) marketing
products of members or other patrons and returning any proceeds
therefrom (less necessary expenses) or (2) purchasing supplies
and equipment for the use of members or other persons and turning
such items over to the patrons at actual cost plus necessary expenses.
Any capital stock of an exempt farmers' cooperative must not
bear a dividend rate of the greater of the State's legal interest
rate or 8 percent and generally must be owned by persons who
patronize the cooperative.

Exempt farmers' cooperatives are limited in the amount of
transactions that they can have with nonmembers. With respect
to marketing transactions, the value of products marketed for
nonmembers (other than the United States Government) cannot
éxceed the value of products marketed for members. With respect
to purchase transactions, the value of supplies and equipment -
sold to nonmembers” (other than the United States Government)
cannot exceed the lesser of (1) the value of supplies and
equipment sold to members or (2) 15 percent of the value of
all of its purchases. '
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Taxation of Patrons. -

The provisions dealing with the taxation of patrons of
both regular cooperatives and exempt farmers' cooperatives
generally mirror the provigions dealing with amounts excludable
or deductible from the gross income of a cooperative. Thus,

a patron must include in income--

(1) any patronage dividend paid in money, qualified written
notices of allucation, or other property (except nonqualified
written notices of allocation) received during the taxable year.

(2) the amount of any per-unit retain allocation paid in
qualified per-unit retain certificates and received during
the taxable year; and

(3) 1in the case of an exempt farmers' cooperative, any
nonpatronage distribution (amounts eatned with respect to
nonpatronage transactions and business done with the United
States or any of its agencies).

Amounts which would otherwise be gross income to a patron as

a patronage dividend or redemption of a nongualified written
notice of allocation received as a patronage dividend, are
excludable from gross income to the extent such amount is ..
properly used to reduce the basis of property or is attributable
to personal, living, or family items.

Because patronage dividends, per-unit retain allocations,
etc., are deductible if paid within eight and one-half months
after the close of the taxable year of the cooperative but -
such items are not includible in the patrons' income until
the taxable year of payment, a deferral of tax on such items
is possible under present law. This deferral period can be
lengthened by use of fiscal years and operating on a federated
basis.

B, 1Issues -
L3sues

The principal issue is whether cooperatives formed by
independent refiners and cooperatives for the purpose of purchasing
crude oil, equipment and supplies should be allowed deductions
for distributions on a nonpatronage basis of earnings derived
from transactions with the United States Government or from
nonpatronage sources and, if so, what should be the restrictions
on the volume of business done with nonmembers. A subsidiary issue
is whether such cooperatives should be permitted to operate in
federated form. .

C. Explanation of the bill

In general.~-~The bill would pfovidé ;ules for the tax treatm
——9-—-.—1—— ent
of "crude o1 purcha§ing cooperatives" which are similar to the
rules presently proyxded for exempt farmers' cooperatives. Thus,
a crude oil purchasing cooperative would be allowed a deduction
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for distributions to its members on capital stock and to patrons

on a patronage basis on income derived from transactions with

the United States Government and from nonpatronage sources. In
order to qualify for this treatment, the cooperative must meet
certain restrictions regarding its membership and capital stock,
the purposes for which it is organized and operated, and the amount
of transactions that it can have with nonmembers.

Membership and capital stock-~-In order for a cooperative to
be a crude oll purchasing-cooperative, all of its members would
have to be either (1) "independent refiners" or (2) nonmember
crude oil putchasing cooperatives, regular cooperatives, or
exempt farmers' cooperatives (collectively called "subchapter T
cooperatives"). An "independent refiner" would be defined as
any refiner who for any single calendar quarter after June 30,
1973, obtained more than 70 percent of its refinery input of
domestic crude oil or domestic plus imported crude oil from
unrelated producers.

Any capital stock of a crude oil purchasing cooperative
generally must be owned by persons who patronize the cooperative
and cannot have a dividend rate which exceeds the greater of the
legal interest rate in the State of incorporation or 8 percent.

Qualifying purposesg.--A crude oil purchasing cooperative
would have to be organized and operated for the following
purposes: (1) purchasing and reselling crude oil to a "qualified
group" consisting of members, nonmember independent refiners,
and nonmember subchapter T cooperatives at cost plus necessary
expenses; (2) purchasing supplies and equipment for the use of
the qualified group at cost plus necessary expenses; (3) trading
crude oil;. (4) storing crude oil; and (5) insuring all of the
above activities. 1In addition, the trading and transportation
of crude oil, the. insuarance of risks associated with trading and
transportation of crude oil, and any other activities incidental
to any qualifying purposes or designed to increase the efficiency
--of the cooperative in carrying out any qualifying purposes also
would be treated as a qualifying purpose.

The bill would provide a "safe harbor" rule under which
"necessary costs" would be deemed to be the greater of 15 percent
of an activity's cost or an amount shown to the Secretary of
the Treasury as being properly allocable to that activity.

Limitations on transactions with nonmembers.--The bill
would impose the tollowing restrictions on the volume of
transactions with nonmembers: (1) the value of crude oil
purchased for nonmembers could not exceed the value of
crude oil purchased for members; (2) the value of supplies and
equipment purchased for nonmembers could not exceed the value
of purchases for members; and (3) the value of all purchases
for nonmembers could not exceed an unlimited amount for nonmember
independent refiners and nonmember subchapter T cooperatives plus
an amount equal to 25 percent of the value of all its purchases.

Operation in federated form.=-<«The bill would permit a
cooperative to be a crude oll purchasing cooperative where
it is doing business on a federated form on the basis of
geography, regions, qualities of crude oil, or any other
reasonable basis.

D. Effective date

The bill would apply to taxable years beginning after
the date of enactment.
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INTRODUCTION

The Subcommittee on Energy and Agricultural Taxation of
the Senate Finance Committee has scheduled a hearing on S. 2151
‘on March 30, 1982, The bill (introduced by Senator Robert Byrd)
would add mcdifications to chlor-alkali electrolytic cells to
the list of equipment that would qualify as specially defined
energy property eligible for the l0-percent energy investment
tax credit.

This document, prepared by the staff of the Joint Committee
on Taxatfon in connection with the March 30 Subcommittee hearing,
provides a description of S. 2151. The first part is a summary
of the bill, and part two is a description of the provisions
of the Bill, including present law, issues, and effective date.

I. SUMMARY

Under present law, propercy that qualifies as specially
defined energy property is eligible for a l0-percent energy invest-
ment tax credit. Qualifying property includes "modifications to
alumina electrolytic cells." The Secretary of the Treasury has
discretionary administrative authority to add items to the list
of qualified property that meet certain statutory requirements.
This proQision for an energy credit expires after December 31, 1982,

S; 2151 would add "modifications to chlor-alkali electrolytic
cells" to the list of specially defined energy property, and the
bill would be effective to cover expenditures from January 1,

1981, through December 31, 1986.
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II. DESCRIPTION OF THE BILL

Energy Investment,K Tax Credit For
Chlor-alkali Electrolytic Cell

A. Present Law -

An energy investment tax credit of 10 percent is allowed for
investment in specially defined energy property (sec.: 48(£) (5),

Such property includes equiﬁhent used for heat transfer or heat
conservation purposes, an automatic energy control system, a com-
bustible gas recovery system, and modifications to alumina electrolytic
cells, In addition, the Secretary of the Treasury has the authority

to add items to the list which have as their principal purpose reducing
the amount of energy consumed, And which are installed in connection
with an existing commercial or industrial facility.

The Secretary, however, may not specify an item for the list
unless the item meets several minimum energy conservation and efficienc§
standards (sec. 44C(¢) (9)). For this purpose, the Secretary would have
to determine that the new equipment would reduce oil or natural gas
consumption by a sufficient amount to justify resulting revenue losses,
and would not increase use of items environmentally hazardous or a
threat to public health or safety, and production or use of the
equipment would not also receive any other Federal subsidy. The
Secretary has not yet exercised the administrative discretion pro-
vided to him in this section.

Under present law, section 48(f)(5) will terminate on December 31,
1982, For property which is part of a project with a 2 year or longer

normal construction period, the termination date is December 31, 1990,

-
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if all relevant engineering studies have been completed, and all
required Federal, State or local environmental and construction
permits have been applied for, before January 1, 1983. 1In addition,
before January 1, 1986, the taxpayer must enter into binding contracts
for at least 50 percent of the cost of equipment specially designed
for the project.

B, Issues

(1) Should the list of specially defined energy property be
expanded to include chlor-alkali electrolytic cells?

(2) Should the expiration date for this single item of specially
defined energy property be December 31, 1986, which is 4 years after
*the December 31, 1982, expiration date for section 48(() (5)?

C. Explanation of the Bill

S. 2151 would add "modifications to chlor-alkali electrolytic
cells" to the list of equipment that would qualify as specially de-

| fined energy property eligible for the l(0~percent energy investment

tax credit. Although section 48(2) (5) will terminate under present
law after December 31, 1982,‘the allowance of the energy credit for
these modifications under the bill woﬁld be retroactive to January 1,
1981, and extended forward through December 31, 1986. )

The chlor-alkali industry uses a brine solution in a bipolar
electrolytic cell process to produce chlorine gas and caustic soda.
This industry consﬁmes two percent of all electricity used in the
United States. The modifications invoive redesign of the use of
electricity in the electrolgtié process, a modification that closely

adheres in function to the modifications to alumina electrolytic
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cells, which qualify presently as specially defined energy property.
The planned modifications would reduce electricity consumption by
as much a3 20 percent--according to the proponents--but the modifi-
cations would not increase the productive capacity of the cells and
do not constitute periodic replacements of existing gell components,
which can continue in use for several more years without change or
raplacement,

Pirms in the industry have filed with the Secretary the
material needed for a determination ;s a qualified addition to'the
list of specially defined energy property. No action has been
taken on the application,

D. Effective Date

The amendment to section 48(f) (5) would be retroactive for
expenditures from January 1, 1981, and would continue in effect

through December 31, 1986..

Senator WaLLopr. Good morning, ladies and gentlemen.

I am amazed to find myself here on time this morning because
when I went out to my garage, I found that I had left the lights on
in the car all night, and it was mostly dead this morning, but we
got it going anyway.

The pur;s)ose of this morning’s hearing is to receive testimony on -
two bills. S. 2151, which was introduced by Senator Robert Byrd,
would add “modifications to chlor-alkali electrolytic cells” to the
list of specially defined property for purposes of the 10 percent
energy tax credit.

S. 1819, which I introduced with Senators Symms, Long, Boren,
Matsunaga, Johnston, and Bentsen, would provide special rules for
the taxation of “crude oil purchasing cooperatives.”

Before we proceed to hear from Mr. Glickman, who will offer the
Treasury Department’s view on these two measures, I would like to
make a few comments regarding the ‘“crude oil purchasing coopera-
tives’’ bill. .

It is almost 1 year ago to the date that I held hearings in this
subcommittee concerning problems confronting the domestic refin-
ing industry. One inescapable conclusion that came from that hear-
ing was that the problem of crude oil access experienced by inde-
ﬁndent refiners was attributable to their relativel; small size.

ring the course of the hearing we discussed the idea of “crude
oil purchasing cooperatives” as a possible alternative to help inde-
pendents cope with that problem.

At that time, the Treasury Department did not voice outright op-
position to the idea of purchasing co-ops, but instead stated that it
was their opinion that the same objective could be achieved
through the formation of a subchapter T cooperative. Further re-
search after those hearings made it clear that subchapter T did not
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offer the flexibility that was necessary to make a crude oil purchas-
ing cooperative a workable or reasonable alternative.

ereafter, I joined with six of my colleagues in the introduction
of S. 1819, which provides specific statutory for the tax-exempt
treatment of crude oil purchasing cooperatives.

And while the term ‘“tax-exempt’” is in large part a misnomer,
the basic structure, which is almost exactly the same as that pres-
ently offered for farmer cooperatives, provides the flexibility and
manageability that is necessary if these organizations are to have a
chance to succeed.

Last December, we asked the Treasury Department to consider
this legislation for inclusion in the miscellaneous tax bill. Treas-
ury’s response then, and that which is expected today, is not all
that different from that of a year ago. Now, instead of subchapter
T being sufficient, we will hear that the same thing can be accom-
plished with a very complicated partnership agreement.

There are a number of factors which indicate that the partner-
ship structure is not adequate. First, the idea of limited partner-
ship has been tried. Complications arising out of the difficulties of
making timely decisions and making credit arrangements on short
notice because of the partnership structure, spelled the eventual
dissolution of that partnership. -

Second, an exempt cooperative must, by law, treat members and

nonmembers alike. This is clearly not the case with partnerships,
organizations which would be perceived as competition, rather
than an organization that could be of help to the collective body of
independent refiners.
- This legislation is ql{i%g_r%gdgst. There is, in all likelihood, no
revenue loss caused by the bill. What it does do is offer the inde-
pelndent refining industry the chance to do something for them-
selves.

It is my sincere hope that it won’t be the Treasury Department’s
continued position that a very complicated, and most likely totally
unworkable beast in the form of a partnership agreement, will suf-
fice as an adequate alternative to a straightforward legislative pro-
posal which will add but two pages to the Internal Revenue Code.

We should proceed with the attitude that our purpose in govern-
ment is to help people help themselves, and not seek to place fur-
ther obstacles in the road of an industry that wants nothing more
than to be competitive in the open market.

With that statement, we will now call upon Mr. Glickman.

STATEMENT OF DAVID G. GLICKMAN, DEPUTY ASSISTANT
SECRETARY FOR TAX POLICY, DEPARTMENT OF THE TREASURY

Mr. GLickMAN. Thank you, Mr. Chairman.

I am pleased to appear before you today to present the Treasury
Department’s views on S. 1819, a bill to amend the Internal Reve-
nuet Code with respect to the taxation of crude oil purchasing coop-
eratives.

Under the bill, crude oil purchasing cooperatives would-be treat-
ed in a manner similar to that accorded exempt farmers’ coopera-
tives under section 521 of the code. Consequently, unlike so-called
“subchapter T"’ cooperatives, which are taxable on all nonpatron-
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age business, crude oil purchasing cooperatives would be able to
claim deductions against income for amounts paid to patrons from
nonpatronage sources, including income from business done with

the United States and its agencies.

Treasury opposes enactment of S. 1819, and I will cite the rea-
sons for that position in my statement. :

We were recently advised that this committee is also considering
S. 2151, a bill to amend the code to add an additional item to the
list of specially defined energy property.

We have not had sufficient time to study the bill and comment
on its provisions. However, we would be pleased to forward our
comments for the record, if the chairman would permit us to do so.

Senator WaLLop. Certainly that would be very agreeable.

[Statement was subsequently furnished:]

TRrREASURY DEPARTMENT'S COMMENTS WiTH RESPECT TO S. 2151

S. 2151 would amend section 48(1X5) of the Internal Revenue Code to add a new
item to the list of specialelg defined energy property eligible for the 10 percent
energy investment tax credit. The credit would be extended to modifications of
chlor-alkali electrolytic cells, The bill would also amend section 46(a)X2XC) of the
Code to make the credit available retroactively for such property, beginning on Jan-
uary J, 1981 and extending through December 31, 1982, Under present law all spe-
%%lzy defined energy property investment tax credits terminate on December 31,

The Treasury Department strongly opposes enactment of S. 2151 for the following
reasons:

(1) In general, energy tax subsidies are no longer justified. At the time the energy
tax incentives were enacted, price controls were in effect on both crude oil and nat-
ural gas and there was resistence to decontrol. Prices paid by consumers for both oil
and natural gas were substantially below replacement costs. Consequently, business
firms had an insufficient incentive to invest in energy-conserving property. In the
absence of free market prices, an economic rationale existed for tax incentives for
conservation.

However, since the enactment of the energy credits, crude oil prices have been
decontrolled. In addition, natural gas prices are being decontrolled under the Na-
tional Gas Policy Act. As a result, whatever the original justification for these cred-
its, tax subsidies are no longer needed because businesses now confront the true re-
placement costs of energy. Consequently, they have sufficent incentive to invest in
energy conservation without the need for additional tax credits. )

Indeed, PPG Industries, which seeks the credit under S. 2151, apparently was will-
ing to incur the $100 million expense of modifying it chlor-alkali electrolytic cells
without the availablity of an energy tax credit. Making such a credit available to
FPG Industries retroactively would bestow a windfall to that company of $10 mil-
ion.

(2) Since the enactment of the energy credits Congress adopted the Administra-
tion’s Accelerated Cost Recovery System (ACRS) which has removed tax impedi-
ments to business investment, including investments now eligible for energy tax in-
centives. ACRS is available to PPG Industries for its investment in modifications to
chlor-alkali electrolytic cells retroactively to January 1, 1981. An en::gy credit,
when combined with ACRS and the regular 10 percent investment tax credit, would
result in an excessive subsidy for such an investment.

(3) For the reasons discussed above the Administration proposed to the Congress
that business energy tax credits should not be extended beyond December 31, 1982
except for certain transitional investments. An investment in modifications to chlor-
alkali electrolytic cells has no justifiable claim than do other energy credit items for
an extension of the credits beyond the December 31, 1982 termination date.

(4) In testimony before this Committee the representative of PPG Industries
argued that the failure of the Treasury Department to consider adding modifica-
tions to chlor-alkali electrolytic cells to the list of eligible items somehow deprived
PPG Industries of a credit that it would have received had its application been con-
sidered. However, it is far from clear that PPG Industries would have been able to
satisfy the congressionally mandated standards that the Secretary of the Treasury
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must apply before he can add an item to the list of specially defined energy proper-
: !

y.
In order to qualify for addition to the list it is necessary that the principal pur-
of the investment be to conserve energy. It appears that a principal purpose
m was to construct a more efficient chlor-alkali electrolytic cell, albeit an inciden-
tal benefit of the modification is energy conservation. In addition, it must be demon-
strated that the energy savings of oil and gas will flow from the availability of the
credit. In PPG Industry’s case, the fact that the modifications are to be made with-
out a credit demonstrate that availability of the credit will have no incentive effect
whatsoever. Furthermore, the energy to be conserved is electric energy which can
be generated by the burning of coal. Other standards, relating to the cost to the
Government of energy conserved, must also be shown,

We do not believe that PPG Industries has demonstrated that investments in the
modification of chlor-alkali electrolytic cells are deserving of more generous tax
treatment than is available to any other corporation which invest in new equip-
ment, :

Mr. GLickMAN. Taxation of cooperatives. In general, cooperatives
governed by subchapter T of the code are not subject to tax when
operating on a cooperative basis with patrons. The advantage of op-
erating on a cooperative basis is that it allows small businesses to
form an association which may use its large size to obtain purchas-
ing and marketing economies and efficiencies for the benefit of its
patrons without incurring a corporate tax at the association level.

The elimination of the corporate level tax is accomplished by
permitting a deduction for distributions or deemed distributions
from cooperatives to patrons which are based on the amount of
business done by a group of patrons on a cooperative basis.

Such distributions are includible in the income of the patrons.
Use of the cooperative form enables patrons to defer the recogni-
tion of income in patronage transactions. These benefits are not
available with respect to transactions which are not carried out on
a cooperative basis.

“Tax-exempt’’ farmers’ cooperatives calculate their income in the
same way as subchapter T cooperatives but, in addition, receive
other significant tax benefits, including the ability to deduct from
gross income dividends paid on capital stock and amounts paid to
patrons with respect to earnings derived from business done with
the U.S. Government or its agencies or, to a limited extent, from
other nonpatronage sources.

S. 1819 is intended to provide crude oil purchasing cooperatives
the same tax benefits as are available to farmers’ cooperatives. In
addition, however, the bill would grant to such cooperatives signifi-
cant benefits not available to farmers’ cooperatives. :

S. 1819 would exempt from income tax crude oil purchasing coop-
eratives. The membership of such cooperatives must consist of in-
dependent refiners or subchapter T cooperatives and must be orga-
nized for one of the following purposes: ‘

One. Purchasing crude oil and resellin%eit to members, non-
member independent refiners and nonmember subchapter T coop-
eratives and turning back to them the proceeds of such resale less
something referred to as necessary expenses;

Two. Purchasing supplies and equipment for the use of members,
nonmember independent refiners and nonmember subchapter T co-
operatives and turning over such supplies and equipment to them
at actual cost plus the necessary expenses;

Three. Trading crude oil;

94-802 0 - 82 - 3
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Four. Storing crude oil; and

Five. Insuring risks associated with any of the enumerated activ-
ities.

The bill describes necessary expenses as being the greater of 15
percent of the costs allocable to such activity or the amount demon-
strated by the cooperative as being properly allocable to the costs
of such activity. Crude oil purchasing cooperatives under S. 1819
could operate in a manner which is far less restrictive than farm-
ers’ cooperatives.

First, membership of farmers cooperatives is limited to farmers,
fruit growers and like organizations. Membership in crude oil pur-
chasing cooperatives is not limited in any respect since, in addition
to independent refiners, any subchupter T cooperative may be a
member. There is no requirement that the subchapter T members
must be independent refiners.

Second, section 521 does not specifically authorize farmers’ coop-
eratives to trade or store agricultural products, nor does it author-
ize the insurance of risks relating to such activities. S. 1819 does so
with respect to the activities of crude oil Furchasing cooperatives.

More importantly, S. 1819 allows the oil purchasing cooperative
to engage in ‘“‘any other activity incidental to” the itemized pur-
poses or “designed to increase the efficiency of the associations”’ in
carrying out the itemized activities. This would appear to permit
these organizations to engage in refininf activities and to purchase
and market refined products. It may also permit the cooperatives
to construct and sell refining equipment.

Third, S. 1819 contains a ‘“necessary expense” rule which would
permit the cooperative to treat as an expense, with respect to a pa-
tronage transaction, 15 percent of the costs allocable to such an ac-
tivity even when the actual cost attributable to the patronage ac-
tivity is less. This would permit the cooperative to make a profit on
cooperative transactions with patrons.

Furthermore, this profit would not be subject to tax to the extent
it is distributed to members as dividend on capital stock. Neither
section 521 farmers’ cooperatives nor any other cooperatives are
granted such benefits. .

Fourth, S. 1819 would increase the amount of business that can
be done on a cooperative basis by crude oil purchasing cooperatives
to 25 percent. Under section 521, farmers’ cooperatives are limited
in the amount of business they can do with nonpatrons to 15 per-
cent of the value of all the cooperative’s purchases.

Mr. Chairman, on March 27 of this year, as you stated, this com-
mittee held hearings on tax incentives for independent refiners.
One of the incentives then considered was a proposal to allow inde-
pendent refiners to organize crude oil purchasing cooperatives.

At that hearing, the Treasury Department opposed the adoption
of the exempt cooperative proposal since we thought that the same
ends could accomplished under subchapter T. Since that time,
we have studied the proposal in great detail and have met with .
representatives of the independent refiners. The Treasury Depart-
ment remains strongly opposed to the enactment of S. 18;3.

Statements submitted on March 27, 1981, on behalf of the Ameri-
can Petroleum Refiners Association and the Independent Refiners
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Association of America indicated that the rationale for the exempt
cooperatives proposal was:

One. To enable the independent refiners to negotiate long-term
oil supply contracts at a level equivalent to that of government-to-
government negotiations. That is, it was felt that in dealing with
oreign government oil marketing organizations, purchasing coop-
eratives would have greater bargaining leverage than an individual
independent refiner;

Two. To obtain broader access to financial markets; and

Three. To avoid antitrust complications.

It has not been demonstrated that the achievement of the three
avowed goals of this legislation cannot be accomplished under cur-
rent law in a variety of ways.

Independent refiners can combine to attain these goals without
incurring a corporate level tax through the use of the partnership
form of operation, the corporate form but with the additional cost
of a T-plus percent tax on the intercorporate dividends, or as a sub-
chapter T cooperative. :

Although the independent refiners contend that the partnership
and corporate forms are deficient for a variety of reasons, a conten-
tion with which we disagree, subchapter T of the code can clearly
accommodate the three goals.

First, independent refiners can establish cooperatives to pur-
chase crude oil from foreign suppliers under long-term contracts.
Their larger size may assist them in dealing with foreign govern-
ments on a more advantageous basis.

Second, the combined financial resources of the purchasing coop-
eratives may permit such organizations to obtain more favorable fi-
naacing than they would if they seek to purchase oil independ-
ently. .

Third, whatever antitrust implications exist for subchapter T co-
operatives presumably exist for crude oil purchasing cooperatives.

Since under subchapter T such cooperatives will not pay an
. income tax to the extent they deal with their members or patrons
on a cost plus expenses basis—under a cooperative basis—it is not
apparent why there is a need to amend the tax law to provide tax
exemptions for crude oil purchasing cooperatives. Obviously, inde-
pendent refiners in this bill must be seeking something more than
freedom to operate in a cooperative form on behalf of patrons.

S. 1819 would allow such cooperatives to operate in the same
manner as taxable corporations in dealing with nonmembers but
without obligation to pay a corporate income tax.

We see no justification for exempting crude oil purchasing coop-
eratives from income tax where they are not operating on a cooper-
ative basis with customers. In that capacity, they are not different
than any other business entity and should be taxed accordingly.

Although Congress has provided rules permitting cooperatives to
avoid a corporate level tax, these rules generally apply only to the
extent of business done with patrons on a cooperative basis.

While this restriction is relaxed somewhat in the case of farmers’
cooperatives, S. 1819 would grant to crude oil purchasing coopera-
tives benefits in excess of even those dvailable to farmers. There is
no justification for such a tax preference.
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Finally, such an amendment could have an adverse impact upon
the Federal corporate tax receipts to the extent that exempt coop-
eratives deprive taxable corporations of profits from crude oil pur-
chasing and related business. In addition, companies which must
pay corporate taxes currently would be placed at a competitive dis-
advantage.

Mr. Chairman, for all these reasons, we oppose the enactment of
E. 1819, and I will be happy to respond to any questions you might

ave.

[Statement of Mr. Glickman follows:]
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Mr. Chairman and Members of the Subcommittee:

I am pleased to appear before you today to present the
Treasury Department's views on S. 1819, a bill to amend the
Internal Revenue Code with respect to the taxation of crude
0il purchasing cooperatives. Under the bill, crude oil
purchasing cooperatives would be treated in a manner similar
to that accorded exempt farmers' cooperatives under section
521 of the Code. Consequently, unlike so~called "subchapter
T" cooperatives which are taxable on all nonpatronage
business, crude 01l purchasing cooperatives would be able to
claim deductions against income for amounts paid to patrons
from nonpatronage sources, including income from business
done with the United States and its agencies.

Treasury opposes enactment of S. 1819,

We were recently advised that this Committee is also
considering S. 2151, a bill to amend the Code to add an
additional item to the list of specially defined energy
property. We have not had sufficient time to study the bill
and comment on its provisions. However, we would be pleased
to forward our comments for the record if the Chairman would
permit us to do so.

-
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Taxation of Cooperatives

In general, cooperatives governed by subchapter T of the
Code are not subject to tax when operating on a cooperative
basis with patrons. The advantage of operating on a
cooperative basis is that it allows small businesses to form
an association which may use its large size to obtain
purchasing and marketing economies and efficiencies for the
benefit of its patrons without incurring a corporate tax at
the association level. The elimination of the corporate
level tax is accomplished by permitting a deduction for
distributions (or deemed distributions) from cooperatives to
patrons which are based on the amount of business done with
the patrons on a cooperative basis. Such distributions are
includible in the income of the patron. Use of the
cooperative form enables patrons to defer the recognition of
income in patronage transactions., These benefits are not
available with respect tc transactions which are not carried
out on a cooperative basis,

"Tax-exempt" farmers' cooperatives calculate their
income in the same way as subchapter T cooperatives but, in
addition, receive other significant tax benefits, including
the ability to deduct from gross income dividends paid on
capital stock and aisounts paid to patrons with respect to
earnings derived from business done with the United States
Government or its agencies or (to a limited extent) from
other nonpatronage sources,

Description of the Bill

S. 1819 is intended to provide crude oil purchasing
cooperatives the same tax benefits ai are available to
farmers' cooperatives., In addition, i ‘D111 would grant to
such organizations significant benefits not available to
farmers' cooperatives,

S. 1819 would exempt from income tax crude oil
purchasing cooperatives. The membership of such cooperatives
must congist of independent refiners or subchapter T
cooperatives and must be organized foy*the-pnrpuse*vf?"TTT
purchasing crude oil and reselling it to members, nonmember
independent refiners and nonmember subchapter T cooperatives
and turning back to them the proceeds of such resale less
necessary expenses; (2) purchasing supplies and equipment for
the use of members, nonmember independent refiners and
nonmember subchapter T cooperatives and turning over such
supplies and equipment to them at actual cost pius necessary
expenses; (3) trading crude oil; .(4) storing crude oil; and
(5) insuring risks associated with any of the enumerated
activities. .

V¢

1
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The bill describes necessary expenses as being the
dreater of 15 percent of the costs allocable to such activity
or the amount demonstrated by the cooperative as being
properly allocable to the costs of such activity.

Crude o0i) purchasing cooperatives under S. 1819 could
operate in a manner which is far less restrictive than
applied to farmers' cooperatives,

First, membership of farmers cooperatives is limited to
farmers, fruit growers and like organizations. Membership in
crude oil purchasing cooperatives is not limited in any
respect since, in addition to independent refiners, any
subchapter T cooperative may be a member. There is no
tequirement that the subchapter T cooperative members must be
independent refiners.

Second, section 521 does not specifically authorize
farmers' cooperatives to trade or store agricultural
products, nor does it authorize the insurance of risks
relating to such activities. S. 1819 does so with respect to
activities of crude oil purchasing cooperatives, More
importantly S. 1819 allows the oil purchasing cooperative to
engage in "any other activity incidental to" the itemized
purposes or "designed to increase the efficiency of the
associations” in carrying out the itemized activities, This
would appear to permit these organizations to engage in
refining activities and to purchase and market refined
products, It may also permit the cooperatives to construct
and sell refining equipment,

Third, S. 1819 contains a "necessary expense" rule which
would permit the cooperative to treat as a expense with
respect to a patronage transaction 15 percent of costs
allocable to™#m®%Ttivity even when the actual cost
attributable to the pattonage activity is less. This would
permit the cooperative to make a profit on cooperative
transactions with patrons., Furthermore, this profit would
'not be subject to tax to the extent it is distributed to
members as a dividend on capital stock. Neither section 521
farmers' cooperatives nor,other cooperatives are granted such

benefits. 44“&' a\i re .
o

24
Fourth, s, 1819 wouldgﬁncrease the amount of business
that can be done on a n basis by crude oil
purchasing cooperatives to 25 percent. Under section 521,
farmers' cooperatives are limited in the amount of business

they can do with nonpatrons to 15 percent of the value of all
the coorerative's purchases.
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Treasury Position
Lp., @warhas o=
¢ On March 27, 1981, this Subcommittee held hearings on
tax incentives for independent refiners. One of the r1~9»4*&1
incentives then considered was a proposal to allow I )
independent refiners to organize crude oil purchasing TR
cooperatives. At that hearing the Treasury Departmegﬁ,yi"
opposed adoption of the exempt cooperative proposal./ Since
that time we have studied the proposal in greater detail and
have met with representatives of independent refiners. The
Treasury Department remains strongly opposed to the enactment
of S. 1819.

Statements submitted on March 27, 1981 on behalf of the
American Petroleum Refiners Association and the Independent
Refiners Assocliation of America indicated that the rationale
for the exempt cooperative proposal was:4¥ (1) to enable
independent refiners to negotiate long-term oil supply
contracts at a level equivalent to that of government-to-
government negotiations (that is, it was felt that in dealing
with foreign government oil marketing organizations,
purchasing cooperatives would have greater bargaining
leverage than an individual independent refiners); (2) to
obtain broader access to financial markets; and (3) to avoid
antitrust complications.

It has not been demonstrated that the achievement of the
three avowed goals of this legislation can not be
accomplished under current law in a variety of ways.
Independent refiners can combine to attain these goals
without incurring a corporate level tax through the use of
the partnership form of operation, the corporate form (but
with the additional cost of a seven-plus percent tax on
intercorporate dividends) or as a subchapter T cooperative.
Although the independent refiners contend that the
partnership and corporate forms are deficient for a variety
of reasons (a contention with which we disagree), subchapter
T of the Code can clearly accommodate the three goals.

First, independent refiners can establish cooperatives
to purchase crude oil from foreign suppliers under long-term
contracts. Their larger size may assist them in dealing with
foreign governments on a more advantageous basis., Second,
the combined financial resources of the purchasing
cooperatives may permit such organizations to obtain more
favorable financing than they would if they seek to purchase
oil independently. Third, whatever antitrust implications
exist for subchapter T cooperatives presumably exist for
crude oil purchasing cooperatives,



37

an income tax to the extent they dea}l with their members or
patrons on a cost plus expenses basis\it is not apparent why
there is a need to amend the tax laws to provide tax
exemption for crude oil purchasing cooperatives. Obviously,
independent refiners in this bill must be seeking something
more than freedom to operate in a cooperative form on behalf
of patrons.

Since under subchapter T such cijperatives will not pay

S. 1819 would allow such cooperatives to operate in the
same manner as taxable corporations in dealing with
nonmembers but without the obligation to ray a corporate
income tax. We see no justification for exempting crude oil
purchasing cooperatives from income tax where they are not
operating on a cooperative basis with customers. In that
capacity they are not different than any other business
entity and should be taxed accordingly. Although Congress
has provided rules permitting cooperatives to avoid a
corporate level tax, these rules generally apply only to the
extent of business done with patrons on a cooperative basis.
While this restriction is relaxed somewhat in the case of
farmers' cooperatives, S. 1819 would grant to crude oil
purchasing cooperatives benefits in excess of even those
available to farmers. There is no justification for such a
tax preference,

Finally, such an amendment could have an adverse impact
upon the Federal corporate tax receipts to the extent that
exempt cooperatives deprive taxable corporations of profits
from crude oil purchasing and related business. In addition,
companies which must pay corporate taxes currently would be
placed at a competitive disadvantage.

For all these reasons we oppose the enactment of
- 8. 1819.

Senator WaLLopr. I gather from your statement the conclusion
would be what you just stated. . )

I guess, one problem that I have with your testimony is that it

“does address S. 1819 from the Treasury’s point of view, but it
doesn’t address the problem from the Government’s point of view,
when we said that we were going to try to do something about it.

So it seems to me that rather than addressing that directly, it
would have been useful to take some of those portions of the bill
which cause some problems and suggest amendment to them,
rather than simply an evasive way of doing it.

I doubt very seriously that there are very many independent re-
finers, former or present, who are in the Treasury Department and
can give first-hand advice as to what the problem is that they have
faced in making purchases of crude oil from foreign governments,
and that is, in essence, what we are trying to do.

Admittedly, since we all talked together a year ago, the problem
of foreign governments with crude oil on their hands are different
than they were, but I think that somewhere down the road they
will be back in a similar kind of way.

Certainly, subchapter T did not do for the independent refiners
what they sought, the official sort of government-to-government
kind of recognition that they felt was lacking and did not permit
them to fet their crude oil supplies.

Basically, what we are trying to do with this, or at least what I
am trying to do, is not to provide a segment of American industry

-with a tax position that is not endorsed by another, but I am trying
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to provide them with the means to access these markets which
they have demonstrated through a variety of events that they
could not do.

While I can understand some of the reluctance on this, I don’t
think I agree with the conclusion that it might cost you money. I
think that is rather reaching. Certainly the existence of an inde-
pendent industry, would seem to me to have a revenue return
aspect simply because of its existence, either as a competitive force
in the marketplace or an employer and a viable thing that is going
on,

It is my intention to attempt to proceed with it because I don’t
think that the revenue loss will be great. It would be a much ha

ier situation if the problems that you have identified, if you could
ave suggested amendments to them, rather than mere opposition
to the concept.

In my heart I cannot believe that it is the position of the Reagan
administration that they don’t want an independent refining
group.

Mr. GLiIcKMAN. Mr. Chairman, may I respond?

We tried to move in the direction which you are suggesting. We
tried to make sure we understood what the problems were, and for
that reason, as I stated in my testimony, we met with the industry
in trying to make sure that we understood what the prgblem was.

We kept coming back to the same question every time we started
tampering with this, and the problem that bothered us was that
they were not going to be taxable, not only on the patronage, but
on the amount that they would be dealing with outside third par-
ties. -

It seemed to us, in that situation, like in subchapter T, if they
deal with outside third parties, they have to pay that corporate tax.
To the extent that they make a profit there, they have to pay taxes
on it currently.

Thus, we had a great deal of difficulty understanding why they
should be dealing with third parties and not having to pay tax im-
mediately.

Senator WaLLor. That may be.

The biggest problem that remains unaddressed by the subchapter
T is this sort of recognized government entity that seems to be im-
portant to them as they deal with foreign governments for con-
tracts for crude oil supplies. That is what we have to get on their

- behalf.

Mr. GrickMAN. I followed this just to make sure I understood.
What you are saying, as I understand it, Mr. Chairman, is that you
think the subchapter T cooperative would take on a different
image with the foreign governments than this new cooperative?

Senator WaLLop. No. I am saying that the new cooperative takes
on a level of recognition, the way we had tried—I am not talking
about the taxes that are of concern to Treasury but the entity was
thought to be necessary, I think it is necessary, and the independ-
ent refiners find it necessary, to provide them with some stature
that they don’t now possess in the eyes of foreign governments who .
control the crude oil.

That seems to be where we ought to get, and if we could get
there in this relatively benign time where crude oil supplies are
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not a pressing problem for people, we ought to be able to do it with
some thought, and without some kind of emergency situation pend-
in%;)ver us which creates bad law and creates bad precedents.
the subchapter T, the fact that it does not appear to give
them sufficient stature in the eyes of people with whom they say
they have to deal, leaves us with the idea of a crude oil purchasing
cooperative, and if we can limit it to independent refiners, and take
care of some of the other problems and maintain our position that
we are not trying to cost the Treasury anything, that is really not
the purpose. We will try to ]proceed, unless there are some ideas
that you may have which will help us succeed in that, we would be
happy to proceed.
Mr. GrLickMAN. We will be happy to work with you in that

- regard.

nator WaLLop. Thank you very much.

The next is Mr. Ray Bragg, and Mr. Ray Stroupe. Mr. Bragg is
the executive director of the American Petroleum Refiners Associ-
ation. Mr. Stroupe is president of the National Tax Equality Asso-
ciation in Washington, D.C., and he is accompanied by Mr. Jeff
DeBoer, director of research and legislative counsel for NTEA.

Good morning, gentlemen. If you would proceed, Mr. Bragg.

STATEMENT OF RAY F. BRAGG, JR., EXECUTIVE DIRECTOR,
AMERICAN PETROLEUM REFINERS ASSOCIATION, ACCOMPA-
NIED BY CHARLES BRUCE, ESQ., ADVISORY COUNSEL TO APRA

Mr. BrRAGG. Good morning, Mr. Chairman.

I have asked APRA advisory counsel, Charles Bruce, to join me
up here to answer any technical questions you might have.

I would like to submit my full testimony, including technical
" comments, for the record, and focus my oral comments on the prac-
tical application of this idea from a businessman'’s viewpoint.

Senator WaLLop. All the testimony will be received in full into
the record.

Mr. BraGgaG. Thank you.

The American Petroleum Refiners Association, the largest indus-
try trade association, representing the independent refining indus-
try, appreciates the opportunity of testifying before your subcom-
mittee on the subject of crude oil purchasing cooperatives for inde-
pendent refiners.

APRA appeared before the subcommittee over a year ago to pre-
sent our views on a number of tax- and tariff-based incentives
which were designed to insure the survival of a healthy, diverse
U.S. refining industry. Unfortunately, the health of that industry
is much worse today than it was a year ago, or indeed at any point
in recent memory.

A recent API survey documents the permanent and temporary
shut-in of approximately 2.3 million barrels a day of U.S. refining
capacity during the 1 year period from September 1980 to Septem-
ber 1981. This represents 12 percent of total U.S. operable refining
capacity. APRA has noted the closure of some 1 million barrels per
- day of additional capacity since September of 1981.

ere is currently a worldwide surplus of refining capacity
which is a byproduct of both economic recession and increased con-
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. servation. Clesure of surplus U.S. refining capacity is, in the main,
a result of the reduced demand for refined petroleum products
working its way through the marketplace.

Certainly, to the extent that inefficient refineries are shut in, no
real economic loss to the Nation as a whole will be felt. However,
APRA is concerned that in the present economic contraction, the
United States is in some danger of losing an entire sector of the
petroleum industry, the locally based independent refining compa-
nies, which serve vital markets often not served by the major oil
companies. .

As many as 60 to 70 independent refiners may have been shut
down or mothballed in the last 12 months. In fact, yesterday, I was
informed of another company planning to shut down May 1, prob-
ably permanently.

In the hearing before your subcommittee last year, one idea
emerged as a uniquely appropriate way to assist independent refin-
ers in controling their crude oil costs without Government subsidy.
The concept of member-owned independent refiner purchasing co-
operatives, organized along the same lines as farmers’ cooperatives,
is an idea which APRA enthusiastically supports.

An independent refiner, by definition, owns and controls less
than 30 percent of the crude oil processed in his refinery. Crude oil,
perhaps more so than any other raw material input, is a commod-
ity whose price, as well as availability, is determined to a signifi-
cant degree by the volume purchased.

An independent refiner, purchasing crude oil in limited volumes
on the normal world market, will find his average per barrel crude
cost significantly higher than his major oil company competitors,
particularly in times of tight supply. A crude oil cooperative will
permit independent refiners to channel their purchasing efforts
through a central organization thereby reducing average per barrel
costs.

Crude oil, in effect, is bought and sold at different tables, and the
cooperative idea will permit independent and small refiners
through the cooperative to sit at the table where the large crude
contracts are available. Generally, these contracts have been avail-
able only to the major oil companies, governments, or very large
international traders in the past.

APRA endorses the passage of S. 1819 introduced by yourself and
Senators Symms, Boren, Long, Matsunaga, Bentsen, and Johnston.
This bill should make it much easier for independent refiners to or-
ganize for the purpose of purchasing suitable crude oil in bulk vol-
umes.

No subsidy is contained in S. 1819. Cooperatives, like regular cor-
porations, are only as sound or successful as their management. If
a crude oil purchasing cooperative makes unsound business deci-
sions, the member patrons will bear the loss. If the cooperative is
successful in making bulk purchases at competitive prices, then the
crude oil cost of each member will be reduced.

The principal advantage that the cooperative form brings to this
particular industry is central purchasing. Independent refiners will
have a large central creditworthy member-owned purchasing de-
partment through which they can submit their crude oil orders.
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This form of organization should prove to be an advantage in a
normal market where volume can command discount.

Additionally, permitting these cooperatives to organize in a fash-
ion similar to exempt farmers’ cooperatives. should have certain

ractical advantages, including the ability to do business with the

ederal Government without fear of losing cooperative status and a
guarantee that nonmember. patrons will be treated the same as
members. . :

Provision of a special place in the Internal Revenue Code to the
prescription of rules under which crude oil purchasing cooperatives
must operate will have the practical effect of enhancing the ability
of cooperatives in negotiations with foreign producer nations, and
this is true for two reasons: :

First, the producer country will view the cooperative as having
the tacit approval of the U.S. Government; second, the producer
will only have to deal ‘with 6ne entity as opposed to several as is
the case with various consortia of independent refiners which have
been attempted in the past.

The cooperative concept is one which has become accepted as a
business entity throughout the world by most foreign governments.
Numerous discussions with crude oil traders have convinced APRA
of the soundness of the coop idea. :

Second, a crude trader can buy crude oil for a number of refiner-
ies as easily, perhaps more easily, than for one particular facility.
The purchase of large volumes of crude also improves the econom-
ics of transportation to the ultimate refining facility.

A successfully organized and competently staffed crude oil pur-
chasing cooperative cofild-reduce the historical practice of smaller
independent refiners relying on crude oil middlemen or resellers
for the purchase of their crude at premium prices.

This is certainly not to say that all independent refiners will
wish to join a cooperative if this legislation passes. Independent re-
finers are very independent businessmen and the cooperative form
of business is an anathema to many. Yet, others realize that if any
semblance of an independent refining industry is to remain in the
United States some consolidation of effort is required.

APRA views S. 1819 as a modest attempt to encourage independ-
ent refiners to help themselves. The legislation should %ave no rev-
enue effect on the budget during fiscal year 1982 or in outyears.

Indeed, inasmuch as independent refiners are historically high
marginal rate taxpayers, revenues may be increased if the coop
ideg is successful in returning some independent refiners to a tax-
paying status. There certainly seems to be little to lose in giving
the idea a chance to succeed, and allowing the independents in this -
industr{‘ to g‘raft themselves to the recognized and respected con-
cept, which has proven so successful for independent businessmen
in agriculture. _

Mr. Chairman, I would like to submit for the record memoranda
offering detailed reasons why a partnership or a subchapter T
would not adequately address this issue. ‘

Finally, I would like to emphasize, our concern is that business
with the Federal Government will not harm the crude oil purchas-
ing cooperative. However, if the Government is concerned about
the benefit accruing to a crude oil purchasing cooperative resulting
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from business with the Government, we would suggest that the
Government would be treated as a patron, thereby insuring that

that will not occur.
That concludes my comments. I will be happy to answer any

questions you might have.
[Statement of Mr. Bragg follows:]



43

STATEMENT
OF ;
RAYMOND F. BRAGG, JR.

EXECUTIVE DIRECTOR OF THE
AMERICAN PETROLEUM REFINERS ASSOCIATION

BEFORE THE
SENATE COMMITTEE ON FINANCE 4
SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION
REGARDING THE NEED FOR
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MR. CHAIRMAN: THe AMERICAN PETROLEUM REFINERS ASSOCIATION,
THE LARGEST INDUSTRY TRADE ASSOCIATION REPRESENTING THE
INDEPENDENT REFINING INDUSTRY, APPRECIATES THE OPPORTUNITY
OF TESTIFYING BEFORE YOUR SUBCOMMITTEE ON THE SUBJECT OF
CRUDE OIL PURCHASING COOPERATIVES FOR INDEPENDENT REF INERS
APRA APPEARED BEFORE THE SUBCOMMITTEE oN Marcw 27, 1981, 7o
PRESENT OUR VIEWS ON A NUMBER OF TAX AND TARIFF BASED INCENTIVES
WHICH WERE DESIGNED TO INSURE THE SURVIVAL OF A HEALTHY, DIVERSE
U.S. REFINING INDUSTRY. UNFORTUNATELY, THE HEALTH ofF THE U.S.
REFINING INDUSTRY IS MUCH WORSE TODAY THAN WAS THE CASE A
YEAR AGO, OR INDEED AT ANY POINT IN RECENT MEMORY. A RECENT
AMERICAN PETROLEUM INSTITUTE (API) SURVEY DOCUMENTS THE
PERMANENT OR TEMPORARY SHUT IN OF APPROXIMATELY 2.3 MILLION
BBLS/DAY OF U.S. REFINING CAPACITY DURING THE ONE-YEAR PERIOD
FROM SEPTEMBER 1980 To SepTEMBER 1981. 2/ THIS REPRESENTS
TWELVE PERCENT OF TOTAL U.S. OPERABLE REFINING CAPACITY.

APRA HAS NOTED THE CLOSURE OF SOME 1 MILLION BBLS/DAY OF
ADDITIONAL CAPACITY SINCE SEPTEMBER oF 1980.

THERE 1S CURRENTLY A WORLDWIDE SURPLUS OF REFINING CAPACITY
WHICH 1S A BIPRODUCT OF BOTH ECONOMIC RECESSION AND [NCREASED
CONSERVATION. CLOSURE OF SURPLUS U.S. REFINING CAPACITY IS,

IN THE MAIN, A RESULT OF THE REDUCED DEMAND FOR REFINED

PETROLEUM PRODUCTS WORKING 1TS WAY THROUGH THE MARKETPLACE.

*/ As reporTED IN THE Q1L DAILY OF MARCH 22, 1982.
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CERTAINLY, TO THE EXTENT THAT INEFFICIENT REFINERIES ARE SHUT
IN, NO REAL ECONOMIC LOSS TO THE NATION AS A WHOLE WILL BE
FELT. HoweveEr, APRA 1S CONCERNED THAT, IN THE PRESENT ECONOMIC
CONTRACTION, THE UNITED STATES IS IN SOME DANGER OF LOSING
AN ENTIRE SECTOR OF THE PETROLEUM INDUSTRY--THE LOCALLY BASED
INDEPENDENT REFINING COMPANIES. As MANY AS 70 INDEPENDENT
AND SMALL REFINERS MAY HAVE BEEN SHUT DOWN OR MOTHBALLED IN
THE LAST 12 MONTHS.

IN THE HEARING BEFORE YOUR SUBCOMMITTEE LAST YEAR, ONE
IDEA EMERGED AS AN ESPECIALLY APPROPRIATE WAY TO ASSIST INDE-
PENDENT REFINERS IN CONTROLLING THEIR RAW MATERIAL (CRUDE OIL)
COSTS WITHOUT GOVERNMENT SUBSIDY. THE CONCEPT OF MEMBER OWNED
INDEPENDENT REFINER PURCHASING COOPERATIVES (ORGANIZED ALONG
THE SAME LINES AS FARMERS' COOPERATIVES) IS AN IDEA WHICH APRA
ENTHUSIASTICALLY SUPPORTS. AN INDEPENDENT REFINER, BY DEFIN-
ITION, OWNS OR CONTROLS LESS THAN 30 PERCENT OF THE CRUDE OIL
PROCESSED IN HIS REFINERY. CRUDE OIL, PERHAPS MORE SO THAN
ANY OTHER RAW MATERIAL INPUT, IS A COMMODITY WHOSE PRICE AS
WELL AS AVAILABILITY IS DETERMINED TO A SIGNIFICANT DEGREE BY
THE VOLUME PURCHASED-. AN INDEPENDENT REFINER, PURCHASING
CRUDE OIL IN LIMITED VOLUMES ON THE WORLD MARKET, WILL TYPICALLY
FIND HIS AVERAGE PER BARREL CRUDE COST SIGNIFICANTLY HIGHER )
THAN HIS MAJOR O1L COMPANY COMPETITORS-~PARTICULARLY IN TIMES
OF TIGHT SUPPLY-

A CRUDE OIL PURCHASING COOPERATIVE WILL PERMIT INDEPENDENT
REFINERS TO CHANNEL THEIR PURCHASING EFFORTS THROUGH A CENTRAL

ENTITY, THEREBY REDUCING AVERAGE PER BARREL C0sTS. CRUDE oOIL

94-802 0 - 82 - 4
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IN EFFECT IS BOUGHT AND SOLD AT DIFFERENT “TABLES"; AND THE
COOP IDEA WILL PERMIT INDEPENDENT AND SMALL REFINERS, THROUGH
 THE COOPERATIVE, TO SIT AT THE TABLE WHERE LARGE CRUDE
CONTRACTS ARE AVAILABLE-

APRA ENDORSES THE PASSAGE OF S. 1819, INTRODUCED BY
SENATORS WALLOP, Symms, LonG, BOREN, MATSUNAGA, BENTSEN, AND
JounsTON oN NoveMBer 5, 1981. THIS BILL SHOULD MAKE IT MUCH
EASIER FOR INDEPENDENT REFINERS TO ORGANIZE FOR THE PURPOSE
OF PURCHASING SUITABLE CRUDE OIL IN BULK VOLUMES. No suBs1DY
IS CONTAINED IN S. 1819. CoOOPERATIVES, LIKE REGULAR CORPORATIONS,
ARE ONLY AS SOUND OR SUCCESSFUL AS THEIR MANAGEMENTS. I[F
A CRUDE OIL PURCHASING COOPERATIVE MAKES UNSOUND BUSINESS
DECISIONS, THE MEMBER PATRONS WILL BE PROPORTIONATELY AFFECTED.
IF THE COOPERATIVE IS SUCCESSFUL IN MAKING BULK PURCHASES
AT COMPETITIVE PRICES, THEN THE CRUDE OIL COSTS OF EACH
MEMBER WILL BE REDUCED. THE PRINCIPAL ADVANTAGE THAT THE
COOPERATIVE FORM BRINGS TO THIS PARTICULAR INDUSTRY IS
CENTRAL PURCHASING- INDEPENDENT REFINERS WILL HAVE A LARGE,
CENTRAL, CREDIT-WORTHY, MEMBER-OWNED PURCHASING DEPARTMENT
THROUGH WHICH THEY CAN SUBMIT THEIR CRUDE OIL ORDERS. THIS
FORM OF ORGANIZATION SHOULD PROVE TO BE AN ADVANTAGE IN A
MARKET WHERE VOLUME CAN COMMAND DISCOUNT.

ADDITIONALLY, PERMITTING THESE COOPERATIVES TO ORGANIZE
_IN A FASHION SIMILAR TO EXEMPT FARMER COOPERATIVES SHOULD HAVE

CERTAIN PRACTICAL ADVANTAGES.
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UNDER SECTIONS 521 AND 1382(c)(2), oF THE
INTERNAL REVENUE CODE, EXEMPT FARMER COOPERATIVES
ARE PERMITTED DEDUCTIONS FOR DISTRIBUTIONS TO
MEMBERS FROM NON-PATRONAGE EARNINGSe A SUB-
STANTIAL PORTION OF A LARGE CRUDE OIL CONTRACT
MAY NEED TO BE TRADED FOR CRUDE OIL OF A MORE
SUITABLE GRADE FOR REFINING BY A COOP MEMBER.

ENACTMENT OF THE NEW SECTION 522 PROVISION FOR
CruDe O1L PURCHASING COOPERATIVES WILL ALLOW

THE COOPERATIVE TO DEDUCT DISTRIBUTIONS

TO MEMBERS WHICH ARE RELATED TO THE RESALE

OR EXCHANGE OF THAT PORTION OF A CRUDE OIL
CONTRACT WHICH CANNOT BE PROFITABLY REFINED-

BY COOP MEMBERS. THIS NEEDED FLEXIBILITY,
OCCASIONED BY THE PARTICULAR NATURE OF THE
COMMODITY BEING PURCHASED, WILL ASSIST THE
COOPERATIVE IN ITS PURCHASING EFFORTS. HOWEVER,
IT SHOULD BE REMEMBERED THAT THESE DISTRIBUTIONS
WILL BE FULLY TAXABLE TO THE MEMBER PATRONS.

AS PREVIOUSLY NOTED, THERE IS NO “EXEMPTION"
WITH SO-CALLED EXEMPT COOPERATIVES, JUST

AN AVOIDANCE OF DOUBLE TAXATION.

UNDER EXISTING STATUTES AND IRS PRACTICE, 1T
IS UNCLEAR WHETHER A FEDERATED OR MULTI-TIERED
NON-EXEMPT CRUDE O1L PuRCHASING COOPERATIVE
COULD PROPERLY BE FORMED UNDER SUBCHAPTER T OF
THE INTERNAL ReEvenue CobpE.

A CRUDE OIL PURCHASING COOPERATIVE WOULD BEST
OPERATE AS A FEDERATED COOPERATIVE, FOR REFINERS
COULD ORGANIZE ACCORDING TO THE TYPE OF CRUDE

OIL THEIR COMPANIES WISHED THE COOPERATIVE TO
ORGANIZE. A FEDERATED COOP COULD ALSO GIVE
RECOGNITION TO DIFFERENT SEGMENTS OF THE INDUSTRY,
SUCH AS ASPHALT REFINERS. S. 1819 wouLd

ALLOW FEDERATED COOPERATIVES TO BE ESTABLISHED.

S. 1819 MAKES IT CLEAR THAT THE STORAGE OF
CRUDE OIL CAN BE A PRINCIPAL PURPOSE OF THE
COOPERATIVE. MuUCH HAS BEEN SAID IN RECENT
MONTHS REGARDING THE NEED FOR ADDITIONAL CRUDE
OIL STORAGE BY PRIVATE INDUSTRY. INDEPENDENT
REFINERS CAN ILL AFFORD TO INDIVIDUALLY
CONSTRUCT ADDITIONAL CRUDE STORAGE CAPACITY
AT TODAY’'S HIGH CONSTRUCTION COSTS AND INVEN-
TORY CARRYING RATES. WHILE THE PROVISIONS

ofF S. 1819 AS -PRESENTLY DRAFTED CONVEY NO
SPECIAL TAX INCENTIVES FOR THE CONSTRUCTION
OF STORAGE CAPACITY, INDEPENDENT REFINERS

MAY WELL FIND IT LESS COSTLY AND MORE CONVEN-
1IENT TO CONSTRUCT STORAGE ON A COOPERATIVE
BASIS.
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*

ACCORDING A SPECIAL PLACE IN THE INTERNAL
Revenue CODE TO THE PRESCRIPTION OF RULES )
UNDER wHICH CRUDE 01t PuRCHASING COOPERATIVES
MUST OPERATE WILL HAVE THE PRACTICAL EFFECT OF
ENHANCING THE ABILITY OF THE COOPERATIVE IN
NEGOTIATIONS WITH FOREIGN PRODUCER NATIONS.
THIS IS TRUE FOR TWO REASONS: THE PRODUCER
COUNTRY WILL VIEW THE COOP AS HAVING THE

TACIT APPROVAL OF THE UNITED STATES GOVERNMENT.
ALSO, THE PRODUCER WILL ONLY HAVE TO DEAL

WITH ONE ENTITY AS OPPOSED TO SEVERAL, AS

IS THE CASE WITH VARIOUS CONSORTIA OF INDEPENDENT
REFINERS WHICH HAVE BEEN_ATTEMPTED IN THE

PAST. -

NUMEROUS DISCUSSIONS WITH CRUDE OIL TRADERS HAVE CON-
VINCED APRA OF THE SOUNDNESS OF THE COOP IDEA. A CRUDE TRADER
CAN BUY CRUDE OIL FOR A NUMBER OF REFINERIES AS EASILY, PERHAPS
MORE EASILY, THAN FOR ONE PARTICULAR FACILITY. THE ABILITY
TO PURCHASE OIL IN LARGE VOLUMES PERMITS A PURCHASER ACCESS
TO THE LARGER CRUDE DEALS WITH MORE FAVORABLE ECONOMICS.
PURCHASE OF LARGE VOLUMES OF CRUDE ALSO IMPROVES THE ECONOMICS
OF TRANSPORTING THE CRUDE TO THE ULTIMATE REFINING FACILITY.

A SUCCESSFULLY ORGANIZED AND COMPETENTLY STAFFED CRuDE 0IL
PurcHASING COOPERATIVE COULD REDUCE THE HISTORICAL PRACTICE OF
SMALLER INDEPENDENT REFINERS RELYING ON CRUDE OIL MIDDLEMEN OR
RESELLERS FOR THE PURCHASE OF THEIR CRUDE AT PREMIUM PRICES.

THIS IS CERTAINLY NOT TO SAY THAT ALL INDEPENDENT REFINERS
WILL WISH TO JOIN A COOPERATIVE IF THIS LEGISLATION PASSES.
INDEPENDENT REFINERS ARE VERY INDEPENDENT BUSINESSMEN AND THE
COOPERATIVE FORM OF BUSINESS IS AN ANATHEMA TO MANY. YET
\

OTHERS REALIZE THAT, IF ANY SEMBLANCE OF AN INDEPENDENT
REFINING INDUSTRY IS TO REMAIN IN THE UNITED STATES, SOME
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CONSOLIDATION OF EFFORT MAY BE REQUIRED. APRA views S. 1819
AS A VERY MODEST ATTEMPT TO ENCOURAGE INDEPENDENT REFINERS
TO HELP THEMSELVES. THE LEGISLATION SHOULD HAVE NO REVENUE
EFFECT ON THE BUDGET DURING FY 1982 oR IN ouT YEARS. INDEED,
INASMUCHAS INDEPENDENT REFINERS ARE HISTORICALLY HIGH MARGINAL
RATE TAXPAYERS, REVENUES MAY BE INCREASED IF THE COOP IDEA IS
SUCCESSFUL IN RETURNING SOME INDEPENDENT REFINERS TO A TAXPAYING
POSITION. THERE CERTAINLY SEEMS TO_BE LITTLE TO LOSE IN GIVING
THE IDEA A éHAuce TO SUCCEED. .
IN cLosING, APRA wouLD MAKE THE FOLLOWING MINOR TECHNICAL
COMMENTS CONCERNING S. 1819:
* WITH REGARD TO MEMBERSHIP IN THE COOPERATIVE,
SOME CONCERN HAS BEEN EXPRESSED REGARDING THE
EXTENSION OF MEMBERSHIP TO “OTHER SUBCHAPTER T
COOPERATIVES.” AS WE UNDERSTAND IT, THE INTENT
OF THIS PROVISION WAS TO ALLOW RANCHERS, OTHER
NON-EXEMPT FARMER COOPS AND CONSUMER COOPS TO
JOIN THE PURCHASING GROUP. SOML HAVE EXPRESSED
THE FEAR THAT OTHER LARGE CORPORATIONS INCLUDING
LARGE INDUSTRIAL USERS AND MAJOR OIL COMPANIES
COULD FORM SUBCHAPTER T COOPERATIVES FOR CRUDE
PURCHASING REASONS: WHILE APRA DOUBTS THIS WILL
HAPPEN AND BELIEVES ANTITRUST STATUTES WOULD
PREVENT THIS FROM OCCURRING, WE WOULD NOT
OPPOSE LIMITING MEMBERSHIP IN THE COOPERATIVE
ONLY TO INDEPENDENT REFINERS, AS IS THE CASE
IN HeRe 4739, INTRODUCED BY CONGRESSMAN JENKINS.
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A SECTION SHOULD BE ADDED TO THE BILL DEFINING
NON-MEMBER PATRONS OF CRUDE O1L PURCHASING "
COOPERATIVES TO CONSIST OF ALL 'INDEPENDENT
REFINERS WHO ARE NOT MEMBERS OF THE COOPERATIVE
(1+E+, HOLD NO CAPITAL STOCK). AS EXEMPT
COOPERATIVES MUST TREAT ALL MEMBER PATRONS AND
NON-MEMBER PATRONS ALIKE, THIS WILL ENSURE THAT
ALL INDEPENDENT REFINERS DEALING WITH THE COOP
RECEIVE EQUAL PATRONAGE REFUNDS SHOULD ANY

DISTRIBUTIONS BE ACHIEVED-

S. 1819 AS PRESENTLY DRAFTED WOULD NOT PERMIT
Crupe O1L PurRcHASING COOPERATIVES TO ENGAGE

IN THE TRANSPORTATION OF CRUDE oIL. APRA

WOULD PROPOSE THAT THE COOPS BE PERMITTED TO
ENGAGE IN THE TRANSPORTATION OF CRUDE OIL,
PARTICULARLY SO LONG AS PIPELINE DEREGULATION

1S A POSSIBILITY. AS PIPELINE DEREGULATION COULD
INCREASE TRANSPORTATION CHARGES FOR INDEPENDENT
REFINERS, THEY SHOULD BE GIVEN EVERY INCENTIVE

TO REDUCE THE COSTS OF TRANSPORTING CRUDE OfL-.

WITH REGARD TO S. 1819, IT IS IMPORTANT THAT
A CRUDE OIL COOPERATIVE BE GIVEN MAXIMUM
FLEXIBILITY TO SELL OR TRADE THAT PORTION
OF A CRUDE CONTRACT WHICH CANNOT BE REFINED
BY ITS MEMBERS. APRA wouLD PROPOSE THAT UP

TO 25 PERCENT OF THE COOPERATIVES INCOME
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COULD BE DERIVED FROM NON-PATRONAGE SOURCES
WITH SALES TO THE U.S. AND FOREIGN GOVERNMENTS
NOT COUNTING FOR PURPOSES OF THE 25 PERCENT
RULE. THE PECULIAR NATURE OF CRUDE OIL AS A
BULK COMMODITY NECESSITATES THIS. IN FACT,
THE SECTION-BY-SECTION ANALYSIS oF S. 1819
INCLUDED IN THE CONGRESSIONAL RECORD OF
NoveMBER 5, 1981, CONTEMPLATES THIS MINOR

CHANGE IN EXISTING LAW.

THE DEFINITION OF "TRADING” IN Section 522 (B)(1)
(C) SHOULD INCLUDE HEDGING AND OTHER FORMS OF

RELATED COMMODITY TRADING- .

MR. CHAIRMAN, THIS CONCLUDES MY TESTIMONY. APRA THANKS YoU
FOR THE OPPORTUNITY TO TESTIFY AND WOULD OFFER TO ANSWER ANY
QUESTIONS THAT YOU OR OTHER MEMBERS OF THE SUBCOMMITTEE MAY

HAVE «
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Crude Oil Purchasing Cooperatives

Independent and small refiners strongly support H.R. 4739
(Jenkins) and 8. 1819 (Wallop, Symms, Long, Boren, Matsunaga,
and Johnston) that would permit independent refiners to create
Crude '0il Purchasing Cooperatives (COPCs) similar to farmers'
cooperatives.

Reasons for proposal

The rationale of the legislation is that since independent
and small refiners are prevented due to their size from bidding
for large crude contracts, and thus must deal through expensive
middlemen, they should be permitteq ~- indeed, encouraged -- to
operate on a cooperative basis. COPCs would be the equivalent
of jqintly‘owned and operated purébasing departments; and it is
hoped that they will be able to compete successfully with the
purchasing departments of the major oil companies.

Revenue effects

This p}oposal would result in no additioﬁai iévénue loss.

Indeed, it is believed that b& helping some independent refiners
stay afloat, it will result in revenues being collected which
otherwise would not exist. It should also be noted that every
dollar earneé by a Crude 0il Purchasing Cooperative will be

taxed either at the cooperative level or the members level.

.



Explanation of proposal

The proposed COPCs are modeled closely on farmers'
cooperatives. The differences between the two are occasioned
by the fact that crude oil is traded in larger bulk than, say,
seed or fertilizer. The COPCs are expected to deal in 200~400
M/BPD contracts. The combined refining capacities of the mem-
ber refineries may not at all times accommcdate these contracts,
so some portion of a new contract may have to be "hived off"
to non-members. In the absence of the proposed provisions,
income on such a transaction, unlike similar income earned by
a farmers' cooperative, would be taxed at both the cooperative
and the members level.

Other than the fact that farmer's cooperatives and COPCs
deal in different commoditiés; the only signifiéénf'aifferences
between farmers' cooperatives (existing section 521) and COPCs-
(proposed new section 522) are: (1) COPCs could make purchases

.for nonmembers up to 25% of the value of all their purchases,
rather than 15%, in the case of farmers' cooperatives (this is
necessary because of volumes of crude that will be purchased)
and (2) for COPCs, the definition of "necessary expenses” which
can be held at the cooperative level is the greater of 15% of
the costs allocable to purcﬁasing crude or refining supplies
and eauipment or the amount demonstrated t6 the IRS as proper-
ly allocable to such activiéies, rather than relying upon a
”faéts and circumstances" test, as in the case of farmers'

cooperatives (a "bright line" rule will reduce the likelihood

of controversies upon audit).
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Under the proposal, éOPCs, like farmers' cooperatives,
could be organized in a federated form. Also, as with farmers'
cooperatives, business done with the Federal government would
not count against the COPC when judging its activities.

The proposal is necessary in that independent and small
refiners cannot presently utilize the provisions of.section
521 (relating to farmers' cooperatives). Nor can they obtain
the same results by forming a Subchapter T non-exempt coopera-
tive. Moreover, a purchasing cooperative is the most natural
route to pursue.” Consortia of separate companies have proved
to_have drawbacks. A partnership comprised of specially
created subsidiaries of refiners would not arrive at the same
results or be as feasible or as likely to be embraced by the
industry.' ’ o o

It is desirable for COPCs to be formed under a new

section 522 as opposed to existing Subchapter T because:

Q) wurkhient vonvaihirs Nt onue shonld be haaked U she 02

4) as a section 522 cooperative, distributions to

memberé from nonpatronage éarnings would be deductible
(this flexibility is required because of the volumes
of crude to be purchased):

(2) at present .it is unclear whether federated
cooperatives can be formed and operated under Subchapter
T (federation will allow.tecognition to be given to
different types of refiners located in diffe;ent

geographic regions); and
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(3) creatibn of & separate provision for COPCs may
.be perceived by foreign crude sellers as a mild form of
U.S. government abproval(it is hoped that the result
will be greater wiilfhgness to enter into sales agreements

with the COPCs).

An elaborate partnership structure is not a feasible substitute

for the cooperative idea for the following reasons.

(1) Independent and small refiners have evidenced a
willingness to attempt to form cooperatives under the
proposed provisions. For reasons listed below, it is

unlikely that they would form a partnership.

(2). A limited partnership, as well as a consortium,
has been attempﬁed but h#s:;ot sbcéeeded, i;.féét be-
cause of the "unwieldiness" of the partnership, the
difficulty of making timely decisions and producing

a single letter of credit for tens of millions of
dollaré on short notice, a;d the reluctance of
producer countries to vigw the partnership as a
single entity as opposed to a "middleman" representing

an aggregation of purchasers. This limited partnership

has been dissolved.

(3) Independent and small refiners are generally
familiar with the workings of farmers' cooperatives
-and are aware of the "patronage" and "egalitarian"

features of cooperatives. These features are guaran- -
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teed from the outset and cannot be denied by subsequent
actions. "Patronage" means that the fruits of dealing
in bulk must be shared on the basis of utilization of
the cooperative rather than ownership of capital.
"Egalitarianism", in this context, means that nonmember
patrons (users) must be treated the same as member

patrons.

(4) Underlying the cooperative provisions, which
are among ghe oldest in the Internal Revenue Code, is
a "common law" of cooperatives based on the Rochedale
principles (develqped by the Rochedale Pioneers in
England in the midf;SQO‘s). These same principles
would adher;,tq COPC§Ib§t not. to a fartnezship ot -

.a joint venture. Puget Sound Plywood, Inc., 44 T.C.

305 (1965). See also, Holt, "Farmers' Cooperatives --

Distribution of Profits and Losses" (unpublished paper).

(5) In'particuiar, exempt cooﬁeratives must deal with
nonmember patrons on a patronage basis whereas one who
is not a member of a partnership can never be assured
that he will always be treated by the partnership in a
particular fashion. When organizing and building a
cooperative, it will be essential to present this
"egalitarian" facet to éotential patrons and members

alike.



57

Senator WaLLop. Thank you very much, Mr. Bragg.
I think what we will do is to have your testimony, Mr. Stroupe,
and then if there are some questions, we will ask you both.

STATEMENT OF RAY M. STROUPE, PRESIDENT, NATIONAL TAX
EQUALITY ASSOCIATION, ACCOMPANIED BY JEFF DeBOER, DI-
. RECTOR OF RESEARCH AND LEGISLATIVE COUNSEL, NTEA

Mr. StroupE. Thank you, Mr. Chairman.

Mr. DeBoer and I, Mr. Chairman, do not appear here as experts
in regard to the production or refining or distribution of oil, or oil
products. Our concern is with what we believe to be an equally sig-
nificant matter, and that is the creation of additional cooperative
corporations. _

We are opposed to the extended tax exemption for crude oil pur-
chasing cooperatives as envisioned in S. 1819 for several reasons.

The National Tax Equality Association does not believe that this
legislation is warranted on claims of providing a greater access to
the world supplies of crude oil. We support the operation of an un-
fettered market economy and believe that such an economy will
adequately allocate crude oil to efficient small and independent do-
mestic crude oil refineries.

We see no reason for tax-exempt cooperative involvement in
maintaining the U.S. strategic oil reserve. We are additionally op-
posed to any intentions of forming a Federal tax-exempt crude oil
purchasing cooperative entity designed to enter into government-
to-government type contracts. We believe that the use of the Tax
Code in any manner other than as a means to fund the Govern-
ment is undesirable because of the longrun effects on resource allo-
cation and product prices. :

Our main objection to the legislation is the implied support for
the continued cooperative special tax status. Our organization sup-
ports the reform of existing Federal income tax laws which permit
the virtual tax exemption of certain cooperative forms of business
enterprise.

In our view, this special cooperative corporate income tax treat-
ment results in a substantial loss of Federal revenue, distorted tax
liability, and product pricing facing other U.S. taxpayers, and a sti-
fling of the traditional system of American competition.

We recommend that the fundamental two-tier system of taxation
now applicable to corporations and shareholders be extended to co-
operatives and their owner-patrons. The present system of coopera-
tive taxation allows a cooperative to retain, at the corporate level,
a pool of tax-free capital which can be used for competitive expan-
sion.

In sum, the National Tax Equality Association recommends that
this subcommittee take no action which is favorable to the adop-
tion of S. 1819, the crude oil purchasing cooperative bill. Further-
more, we respectfully request that during the search for a more
equitable budget, Congress investigate and correct this unwarrant-
ed area of Federal income tax favoritism.

Mr. Chairman, I thank you again for the opportunity to appear.

[The statement of Mr. Strcupe follows:]
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STATEMENT
OF THE

NATIONAL TAX EQUALITY ASSOCIATION
TO THE

SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION

OF THE

U.S. SENATE COMMITTEE ON FINANCE

RE: CRUDE OIL PURCHASING COOPERATIVES
MARCH 30, 1982

SUMMARY OF TESTIMONY

We are opposed to the extended tax-exemption for crude oil purchasing cooperatives
as envisioned in S, 1819 for several reasons.

The National Tax Equality Association does not believe that this legislation
is warranted on claims of providing a greater access to the world supplies of
crude oil. We support the operation of an unfettered market economy and believe
that such an economy will adequately allocate crude oil to efficient small and

independent domestic crude oil refineries.

) We see no reason for tax-exempt cooperative involvement in maintaining the

United States strategic oil reserve, And we are additionally opposed to any inten=-
tions of forming a federal tax-exempt crude oil purchasing cooperative entity designed
to enter into government-to-government type contracts. We believe that the use of

the tax code in any manner other than as a means to fund the government is undesirable
because of the long run effects on resource allocation and product prices.

Our main objection to this legislation is the implied support for the continued
cooperative special tax status. Our orxganization supports the reform of existing
federal corporate income tax laws which permit the virtual tax—exemption of certain

cooperative forms of business enterprise.

In our view, the special cooperative corporate income tax treatment results in:
--a substantial loss of federal revenue;

~-distorted tax liability and product pricing facing other U.S
taxpayers;

~-a stifling of the traditional system of American competition.

We recommend that the fundamental two-tier system of taxation now applicable
to corporations and shareholdexrs be extended to cooperatives and their owner-patrons.
The present system of cooperative taxation allows a cooperative to retain, at the
corporate level, a pool of tax~free capital which can be used for competitive

expansion.

In sum, the National Tax Equality Association recommends that this Sub-
commitee take no action which is favorable to the adoption of S. 1819, The Crude
0il Purchasing Cooperative bill. Furthermore, we respectfully request that during
the search for a more equitable budget, Congress investigate and correct this un-
warranted area of federal income tax favoritism,
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I am Ray M. Stroupe, President of the National Tax Equality Association (NTEA),
and I am accompanied by Jeff DeBoer, our Director of Research.

The National Tax Equality Association appreciates this opportunity to express
our views on S.1819, proposed legislation authorizing the formation of Internal
Revenue Code section 521 tax-exempt crude oil purchasing cooperatives.

NTEA consists of some 2,000.firms, mostly small businesses, which support tax
equality and are opposed to government-instituted discrimination against taxpaying
business. We are opposed to the extended tax-exemption for crude oil purchasing
cooperatives as envisioned in S.1819 for several reasons. -

We do not believe this legislation is warranted on claims of providing greater
access to the wo?id supplies of crude oil. Currently existing, low-tax, Subchapter
T cooperative refineries support this belief. Additionally, we cite to the statement
presented to this committee one year ago by the Vice President, Energy Resources of

", . .Farmer cooperatives

the National Council of Farmer Cooperatives1 asserting,
have already attempted several approaches similar to crude purchasing cooperatives
and have had limited success in that effort. . . .In conclusion,. . .ﬁhey will not
assure equitable access to crude oil at competitive prices."

The appropriate method of obtaining crude oil access is the unfettered operation
of competition. Much as oil producing countries have recently lowered their
crude spot and contract prices in response to industry supply and demand, we
believe that the market will adequately allocate crude oil to efficient small and
independent domestic crude oil‘;efineries.

Neither do we see any special national security risks which might justify tax-
free co;perative involvement in maintaininé the U.S. strategic oil reserve.

We feel it totally inappropriate to use the tax system in any manner other than

as a means of funding government. Special tax-exemptions and inequitable tax

treatment among competing .sectors of industry are not the answer to every economic

‘see Statement of R. Thomas Van Arsdall, Vice President, Energy Resources,
National Council of Farmer Cooperatives, Hearings on Tax Incentives For
Domestic Refining Before the Subcommittee on Enmergy and Agricultural Taxation
of the Senate Committee on Finance, 97th Cong., 1st Sess., at 51 (1981).
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problem that this country may face. Classic economic‘theory holds that such
provisions, in the long run, create capital resource dislocations and upward
pressures on product prices. ,
We advocate a neutral tax code void of special exemptions, deductions and
preferences. We are, therefore, additionally opposed to any intentions of forming
a federal tax-exempt crude oil purchasing cooperative designed to enter into govern-
ment-to-government type contracts. )
Furthermore, and of the greatest importance to our business members, NTEA
advocates the complete reform of cooperative corporate taxation in general. NTEA

is aware of the specious theories used to justify the special co-op tax status. We

agree with former IRS Commissioner Mortimer M. Caplin's recommendation that:2

", . .the fundamental two-tier system of taxation now
applicable to corporations and shareholders be extended
to cooperatives and their owner-patrons. Cooperatives
should be made fully taxable on income which they earn,
and where those earnings are subsequently distributed to
the owner-patrons of the cooperatives, they should be
taxed again -- just as corporate dividends are now."

The right of cooperative corporations to exist and grow unaided by federal
subsidies is not objected to or questioned by this organization. However, we totally
object to the present cooperative tax-exemption and Subchapter T treatment with its
attendant loss of federal revenue (estimated by the Congressional Budget Office to
be $670 million for the agricultural cooperatives alone in FY 1983) and stifling
effect on traditional American enterprise.

During the search for a more balanced-equitable budget, we suggest that the
cooperative accumulatTon of tax-free capital, at the corporate level, is unjustified
and warrants Congressional investigation and correction.

Finally, with your permission, Mr. Chairman, we ask leave to submit, before the
record closes, a more detailed statement on the issue of cooperative taxation and ask

that it be included in the record.

Thank you.

2Cap1in, M.M., Taxing The Net Margins Of Cooperatives: Application of Basic
Tax Principles and Analysis of Constitutionality, 58 Georgetown Law Journal
1 at page 4 letter of transmission NTEA reprint (May,.1969).
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INTRODUCT ION

The Natiénal Tax Equality Association (NTEA) subports the xeform of existing
federal corporate income tax laws which permit the virtual tax-exemption of certain
cooperative forms of business corporation. The current system of taxation is out-
moded and has resulted in economic inefficiency through diminished competition as
well as a substantial loss of federal revenue. The right of cooperative corporations
;o exist and to grow unaided by federal subsidies is neither iévolved nor questioned
by this orgarnization.

The proper taxation of cooperative corporations has been a matter ihak has been
reviewed by the Congress, by the Treasury Department, and by the staff o;'the Joint
Committee on Taxation many times. It has been the subject of controversg; hearings,
proposed legislation dnd Treasury rulings almost continuously since 1947. In that
time, however, relatively little has been achieved toward eliminating the unfair t;%
advantage that these corporations enjoy to the detriment of other competing, taxpayving
corporations. )

Cooperatives are a form of business entexprise in which the patron of the fimm
is also the owner. Most co-ops are organized under state incorporation laws and thus
possess the peculiar corporate legal characteristics of limited liability, entity
status, and perpetuity. The act of incorporation necessarily, by definition, entails
the céeation of a legal entity with an existence independent and apart from its owners.

Individuals who form céoperatlve corporatiéﬁs generxally constiéute a particuliar
group wishing to consolidate their buying or selling power in order to increases the
financialghenefits of the marketplace. For example, an agricultural cooperative is
generally an organization of farmers banding together for the purpose of selling
agricultural products or purchasing hecessary farm operational inputs.

As a corporation, the cooperative enters into contracts in its own name and the
patrons are not bound by the corporate acts. Co-ops operate for their own account
and retein corporate employees. The legal relationship between the co-op and its

owner-patrons is essentially identical to that of any other corporation. For a detailed
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discussion of this relationship please see Caplin, Mortimer M., Taxing the Net

Margins of Cooperatives: Application of Basic Tax Principles and Analysis of
Constitutionality, 58 Georgetown Law Journal 1, (May 1969).
I

Generally speaking, the notion of cooperative organization includes three basic

features absent in investor-owned corporations. First, the earnings of the co-op are
distributed to the owners on the basis of patronage, or trade, conducted between the
patron and the cooperative corporati9n. Second, the return on capital is usually
limited to a maximum of 8 percent. Third, the amount of stock ownership w}:i;:h any
one individual stockholder may possess is limited, and that:.‘, regaxdless }:f"the amount
owned, each stockholder has only one vote at the stockholders' meeting.

The primary focus of this paper is on the farmer or agricultural coopjerati.ve.
Howevexr, the basis of cooperative taxation applies to all cooperative corporations -
regardless of their industry or marketplace.l ' .

It must be recognized that in today's world, cooperatives are BIG BUSINESS.
Farmer cooperatives had combined business volume in 1979 of $56.3 billion., Seven
coopexativel corporations are listed on Fortune magazine;s list of the nation's 500
largest industrial corporations. Three cooperative corporations had assets in 1980
of at least $1 billion.

Cooperative growth continues, and, NTEA maintains, primarily becapse oé favored
government policy. v

Before examining the tax status of cooperative corporations, please consult the

following .tables which indicate cooperative markets and cooperative size.

Yror instance, Cotter & Company, a wholesale hardware cooperative is exempt
from federal income taxes on all profits distributed or allocated to members
as patronage dividends. Cotter & Company, and its cooperatively held sub-
sidiary, True Value Hardare, had sales volume of $1.35 billion in 1981.



TABLE I

1979
FARMER COOPERATIVE BUSINESS MARIETS

PRODUCTS MARKETED COOPERATIVZS SUP?LIES PURCHASED
- HANDLING
‘Beans and Peas 59 | 2,243 Building materials
Cotton and cotton products 473 637 Containers ‘
Dairy Products 495 | 3,877 Farm Chemicals
Fruits and vegetables © 405 1 1,940 Farm machinexy and Equip.
Gxain, soybeans, oil 2,488 3,795 Feed
Livestock and products 499 3,972 Fertilizer
Nuts 48 485 Meats and groceries
Poultry preducts 76 3,052 Petroleum products
Rice 60 | 3,805 Seed \ !
Sugar products 47 | 4,517 Other supplies s,
Tobacco 32 :
Wool and mohair 150
Miscellaneous 111
Total 4,429 5,212
TABLE II |, e

**Source:

: Sales - :
Cooperative (in thouSandsy - Fortune List
* 1980 1979
Farmtand Industries, Inc. $4,774,605 . 80 - 87
Land O" Lakes, Inc. ) - 3,303,719 109 142 -
Agway Inc. . 2,658,610 147 171 .
Associatzd Milk Progucess Inc. 2,396,600
Groin Terminal Association 1,993,305 .
Gold Kist Inc. 1,881,562 193 200
AGRI Industsiss, Inc. 1,733,071 ’ o ’
GROWMARK, Inc. . 1,423,760 .o
. CF Industsizs, Inc. 1,233,107 . 267 270"
Indiana Farm Burean Cooperatwe Assn. - 1,219,925 .
CENEX . " ),209,78%
Mid-America Daxryman 11,056,299
Dairymen, Inc. 88},133
MFA Incorporated © 868,635 -
Landmark, Inc. 793,719 .
Union Equity Coopzrative Exchannc 663,437 -
Sunkist Growess, Inz. . 653,503
Southizm States Cooperative, Inc_ 625,932
Riceland Foods, Inc. DR - -+ . 630,680 A
Midland Cooperatives, Inc. © T 523,529 464 . 436
National Cooperative Refinery Assn. 510,938 470 - - 53%
Michigan Milk Producers Assocmt on 473,502 L

This chart shows thy gricultorss

parotives on Fortore mayexine’s list of ths

notion’s 500 Isrg2st industeial corporations (based onp 1980 soles) =5 wali b5
those copperstivas witly sales volume yreat enough to be on the list, bur not

meating Fortons's cther qualifications .

UsDA
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! SECTION I

.
SWMARY OF FEDERAL INCOME TAX TREATMENT OF COOFERATIVES

I. INTRODUCTION

Corporations operating on a c;operative basis fall into several categories insofar
as their federal income tax treatment is concerned.

This section summarizes the tax situation respecting cooperatives in the ordin-
arily understood sense. The tax treatment of such organizations is covered by IRC
§521 and Subchapter 'l'. of the XnCe;'nal Revenue Code which is entitled "Coopexative‘s
and their Patrons." Subchapter T specifically excludes from its coveraga\ ;: group of
specialized institutions, such as mutual savings banks, rural electric an'd telephone
cooperatives, and certain charitable organizations, each of which is especially provided
for either in other parts of the Internal Revenue Code ox in.the substantive law
govexning the institution. .

The cooperatives with which NTEA is concerned may be divided into three major
categories: tax-exempt farm cooperatives: nonexempt farm coope.rativem and nonfaxm
cooperatives. These categories are treated alike in at least one major respect.
Specifically, patronage dividends which cooperative corporations allocate to their
patrons may be deducted in determining taxable income of the cooperative provided the

patron consents to take the same amount into his own individual income tax liability,

II, CURRENT FEDERAL INCQME TAX TREATMENT OF COOPERATIVES
Cooperatives generally, whether farm or nonfarm, whethex exempt ox nonexempt,
may dedugt the face amount of certain distributions made to their patrons in computing
their taxable corporate income. ‘ :
Sections 1381 to 1388 of the Internal Revenue Code provide the method of

computing the taxable incomes of cooperatives and their patrons. These sections were
enacted in the Internal Revenue Act of 1962, Prior to that legislation, cooperatives
had been :llowed to exclude from their income the face amount of noncash patronage-
dividends while the patrons, although reguired to include the fair mirket value of
these patronage dividends, valued them at zero. Since only the fair market value of

the distributions wag subject to individual income taxation, the patron also avoided

The balance of this paper will be divided into five sections. Section I will
provide a summary of the federal income tax treatme'r;t of coopexatives and compare
that with investox-owned coipotate‘ tax?ztion. Section IX will discuss the negative
effacts of this special tax status on the marketplace genez;uy. In section IIXI ve
refute the main co-op justifications for their favox;ed treatment. Section IV presents
examples of co-op market growth. Finally, a summary and suggested solutions are

presented in section V.
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federal income tax. The Internal Revenue Act of 1962 attfempted to close this
loophole under which neither the cooperative nox thelpatxon paid any tax on non-
cash patronage dividends. The theory of the 1962 act was to assure that these
distributions would be taxabla to either the cooperative o the patron. Briefly,
the Act required that in the case of noncash dividends, at least 20% of the
distribution must be in cash and the patron must include, in his individual income,
the face amount of noncash distribution--esven if there was no fair market value.

The present state of cooperative taxation, and the main axea of concern to
the National Tax Equality Association, is the continued ab;.lity of co-opﬂt'o deduct
from their taxable income allocations known as patronage dividends ox, in ‘the case
of marketing cooperatives, per-unit retains. After taking the deductions fox .patronage
dividends and/or per-unit retaing, the cooperative is subject to the regular corporite
income tax rates. A
‘ All of the federal income tax law applicable to cooperatives, eriacted since
1962, has related to patronage dividends or per-unit retains,

1, Patronage Div!;dends L

Patronage dividends are distributed by a cooperative to its patrons out of
the earnings of the cooperative. Patronage dividends may be paid in money, property
or certit:lca.tes of allocation. Patronage dividends are defined as amounts: (a) dis-
tributed under an obligation existing before the paid amount was earned by the qzéanizati-
(b) determined on the ba;in of business done with or for the pafz'ollr_n:,' amd (c) doum[ne&
by reference to net earnings from business done With or for'patrons- IRC B 13884a) . .
These amounts, patronage dividends, may ke deducted from gross income of the cooperatim
under certain conditions. The principle condition is the previous consent of tha
patron to include the same amount in his individual income. To be deducted by the
cooperative for a particulax taxable year, the patronage dividend must relate to
patronage during that year and must be paid or allocated to the patron within &y
months after the end of tke year. If a noncash notice of allocation it declared tiren

20% of more must be in the. form of money, or qualified check. IRC 8 1388(c).
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This provision effectively allows the cooperative corporation to retain 80% of
the declared dividend as tax-free at the corporate lével. While considering the
Tax Reform Act of 1969, the House of Representatives enacted a provision to increase
the 20% cash payout to 50%; but this provision was not adopted by the Senate and
did not become law.

2., Per-Unit Retains

A per-unit retain certificate is issued to a patron to reflect the retention
by the cooperative of a portion of the proceeds from the marketing of products for
the patron. Through the Revenue Act of 1966 and the Tax Refarm Act of 96?, per-unit
retains are treated equally, for deductibility purposes, as patronage dividends. In
other words, cooperative corporations are allowed to deduct amounts allocated to their

patrons as per—unit retains. Again, the patron must include the amount allocatad to
-

.

‘his account in his gross individual taxable income. See generally IRC Sj33gs5,

IIX. TAXATION OF THE PATRON

Section 1385 of the Internal Revenue Code provides the rules governing the tax-
ability of patronage dividends and per-unit retain allocations received ;rm an
exempt or nonexempt cooperative,and nonpatronage dividends from a tax-exempt farmers®
cooperative. Generally, these amouits are taxable when received only {f the payments
consist of money, other propexty, or qualified written notices of allocation. 1In
the latter event at least twenty percent of the stateg amount must be in money or
qualified check.

IV. SIMMARY

Coo['\’.‘:atives are nominally subject to corporata rates of taxation., However,
co-ops are allowed a deduction from taxable income equal to the amount of co-op earnings
allocated to the co-op patron. This allocation is usually referred to as either a
patronage dividend or a pir-unit retain. .

Patronage dividends and per-unit retains do not need to be cash :ayouts to qualif

the co~op for the deduction. The tax code only requires that 203 of the dividend be
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in cash. The balance may be returned to the patron in certificate form--bearing no
interest. It is true that the patron pays individqal income tax or the entire alloc-
ation, whether cash or certificate. It is also true that the co-op may retain--in
the corporate control--80% of the declared patronage dividend as untaxed capital to
be used for expansion, merger and market competition. ’

The above described cooperative taxation system is clearly much different from
that of non-cooperative corporations. Non-cooperative, conventional corporations
are subject to tax at the corporate level without the benefit of any dividend deduction
whether allocated or actually distributed to atockholdaxs.'. Thus, the 1nca'n of
ordinary non-cooperative corporations is subject to federal taxation at two levels—
corporate and individual (when distributed as dividend income)-—while coopsrative
earnings are virtually tax free at the corporate level.

The different tax treatment clearly places the co-op at an advantage vis-tdvia‘*
competing non—cooperative enterprises. See table 3 <for a comparison of the effective

taxation rates of the largest agribusiness co-ops and their competing non-cooperative

agribusiness corporations.

The next section will detail the negative effects of the co—-op tax status on

the economy in general,
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Table 3 Effective corporate taxation of cooperatives compared with
Compating agribusiness non-cooperatives ——.tax vear 1975

THE 10 YARGEST U.S. AGRIBUSINESS CO220ORATIONS

Standard Oil (Indiapa) .
Dow Chemical . . . . , .
Kraft . . . . . . . . . ..
Monsanto . . . - . . . . ., , .
W.R. Grace . . . . . .
Ralston Purirna. . . . . . . ., .
International Minerals & Chemical
Williams Cos. . . . . . . . . . .
International Multifoods. . . . .
10. Texasgulf e e e e e e e e s

.

v

voe o

\D@\l(h'\h:thH

THE 1Q IARGEST

U.S. COOZERATIVES

1. Farmland Industries . . . . . . .
2. MAssociated Milk Producers . . . .
3. RBgway . . . . - 4 e e e e e e
4. Grain Terminal Association. . . .
5. Land O' Lakes . . . «. « . &« « .« .
6. Far-Mar—Co . .« « « v =« o o + .
7. Gold Kist . . . .. . ... ..
8. IXllinois Grain . . . . . . . . . .
9. 1Indinia Farm Bureau Cooperative .

“ s s s s v e

10. Farmers Grain Dealers Association of Iowa . . . . .

*Percent of 1975 income paid as income taxes (including foreign

**Agway which for various reasons is taxed as a corporation indicates that

Tax Rate®

. 55.7%

. 36.7%
45.8%
30.5%
34,7%

\‘3‘8,.5%
37.7%
10.6%
46.8%

9,28~

4.8
-3.3%
42_9ev*
11.3%
5.43
5.9%
0.0%
19.2% -
14.8%
l6.2%

for coxporations)

cooperatives lLave the ability to pay federal income tax—and still compete |

effectively.

Da:3 nonzc~: Apnual zegneIs as Comsillisd Dy Bes:—w3s Yesy, Februoazy 7, 1O77.

.-

94-802 0 ~ 82 ~ 6
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HECTION IIX

‘
NEGATIVE. EFFECTS ON THE_U,S$, ECONOMY

Section T of thig paper has demonstrated that cooperative earnings romain
untaxed at the corporate level as long as the earnings arc‘allocated to an individ-
ual patron who has consented to fnclude the same amount in hio individual taxable
incoms. Thia reduced co-op tax liability is known as a "tax expenditure”. Recent
estimates prepared by the staff of the Joint Committee on Taxation indicate that
this tax expanditurce is approximately $950 millfon in fiscal year 1983, and will
axceed $1 billlon by 1‘!8‘5.2 This fiqure becomes even mota;srarti.llnq whl\n Vo
recoynize that ft measures only the tax expenditure henefiting the agricuitura).
cooperativas, a mexe 10 percent of all U.S. cooperative corporations, As cooperatives
continue to grow, po will this tax expenditure. It mugt ba noted here that when

.
the government requires a certain leval of tax revenus to meet its budgetary needs, '
a shortfall in incoming receipts must be met by other sactors of the economy, or
result in deficit spending. Although there arxe no concrate facts which we can point
to, we must assume that all U.S$. taxpayers are faced with i{ncreased tax burdens in
order to offget the tax axpenditure glven to the coopsrative corporations. Again,
as cooparativas grow, 8o grows the tax expendfiture, and so grovs the resulting tax
burden of the non-cooperative U.S. taxpayer.

However great the loss of federal revenue actually ig, it is still a nfnor
conslideration when compared with the significance of the co-op tax privilege as an
impediment to fres market compatition.

A co'-np is a coupetitive business entity. Cooperative corporations compete with
non=cooperativaes in the same marketplace for the same business (refer back to table
vl Lo ure tne agribusiness mackeca anvolived) ., Lurvival and growth, 1a a competitive
economy, depend to a large extant upon productive efficiancy and management decision-
makinj. In other words, survivability depends upon a rolatively low unit cost of out-
put. Relative to what? -~you ask--relative to the computition,

ZEnrimatos of Foderal Tax Experdltures for Viscal Yeacs 1982-1987, Joint
Committee on Taxation, p.11 (March 8, 1942).
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Tax exemption or special tax privileges tend to subsidize the recipient, in
this case, the cooperative corporation. Subsidies are sought because, admittedly,
they lower the real costs of operation| and shift those cozits to other sectors of
the economy, NTEA contends that the cooperative tax subsidy shifts a corresponding
amount of the co-op operational costs directly to the government and indirectly to all
other (non-cooperative) U.S. taxpayers. ‘

Artificially low real costs of operation clearly provide a cooperative corpora-
tion with a competitive advantage over conventional taxpaying businesses. ‘Businesses
that may be superior because of greater efficiency may be d‘riven from th\é‘.h\arketphce
by those businesses that are subsidized. Examples of the increasing macrket doripation
of cooperatives are presented in Section IV. It must be remembered that when a
cooperative increases its market share of an industry, then the non-cooperative b
market share is corresporndingly decreased. Basically, in such a situation, taxpaying
businesses are displaced by tax-exempt cooperative corporations.

1f cooperatives continue to be subsidized through special tax privileges then
gradually, but most assuredly, ordinary businesses will be displaced. Resources will
be shifted., When this occurs, and it has (milk, for examsil?\) , then competition ceases
to exist. Established economic thinking, the basis of which is the traditional
theory of American enterprise, holds that a lack of competition generally results in
higher prices and lower output. Clearly, the economy suffers from this tax-induced.
decline in competition.

Some commentators (usually cooperative spokesmen) claim that th; special tax
treatment for co-ops is designed to assist, and does assist, the individual patron;
the farmer in an agricultural cooperative. This 15 diZficult to understand especially
since the patron does not benefit financially from the cooperative arrangement unless
he patronizes the cooperative. Even for the farmer-patron, the porticn of the
patronage refund returned to him in cash is quite small in comparison vith that locked

into cooperative equity. Table #5, follosing, shows the distribution of net savings
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by farmer marketing and supply cooperatives. That portion of the bar graph

e
representing "allocated patronage rxefunds" is the farmer equity interest--it also
represents that portion of a patronage dividend deducted from the cooperative

- '
corporate tax liability and retained st the corporate level.

Table #5

Farmer Marketing and Supply Cooperatives -
Distribution of Net Savings

35
22 7
Federal and state  [///577 617/
income taxes R N 3.8
- Dividends and -
W interest on -
equity capital
Allocated l“
E[[Hﬂmm patronage
relunds
Cash patronage 5.6 -
refunds
1962 . 1970 - 1976
Fiscal years IR

* . g . . - -
Figures in bars are percent ol total net savings at closs of fiscal years, - K

usoA - ' ‘ : R

The difficulties a farmer-member faces in getting the co-op to which he belc;ngs'm
to redeem his equity investment may actually be individually detrimental. Offlcials
of the Farmers Home Administration (FmHA) in the USDA say it is becoming increasingly
difficult for farmers to repay loans, The national rate of delinguency on payments
is the highest in memory--58 percent. Perhaps this delinquency rate would be lower
if the cnoperative paid out a greater percent of the patronage dividend in cash.

The following chart reveals that one third of all the members cf local farm
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supply cooperatives belong to co-ops that do not redeem equity investment at alll.
Nost of the remainder belong to cooperative cozporati:ons that only redeem equity

at the member's death or retireu;ent‘. Clearly the true direct beneficiary of this
cooparative tax arrangement is the cooparative corporation {tselt' and not its patrons.

‘ENTRALIZED FARM SUPPLY COOPERATIVES EQUITY REDEMPTION PROGHAMS, FISCAL.YEAH 1974-75

100%
R 7 }
i (¥
i i i -
: SYSTEMATIC ONLY SPECIAL OMNLY TOYAL WITH SOME SPECIAL AND NO PROGRAM
: . PROGRAM SYSTEMATIC
: % 54X BS%{69%)" 28% 15%133%)"
ll - . _{. :
e X . - X T " 1. -
NO LONGER N . S
roestares] | 206 AT RETIREMENT on(cau nanosuip] | ornen
25% ) ™ 5% P k2 33
AGE RECUIREMENTS

£ ag% ..

66-70 B4 RN

70+ 43%

1
FIAST 19, FIRST OUT PEACENTAGE OF REVOLVING PLAN
NEVOLYING PLAN ALL EQUITIZS - L PLUS S?ZCIAL PAOGRAMS
2.7% o L o
LENGTH OF T2am ’ RS ' - | renernoz ream
15 yorrs . . ’ . - 11.8ysrs

SHCT R Timaesziaparatn

iryrenrerant Dereentins 0l U 5. ixateSired Forey Gupaly Conperative mrormbyerhio.

SQURCE: Farmer Coopritivs Samies, Equity Rademption Proctices of Azrzubreral Cooprrotives,
FCS Resevrch Hoport 41 (Washingtan: U.S. Drpartment of Ajrizvlturs, Apsld 1377).



74

Supporters of the current cooperative taxation scheme have also clajmed that
this tax savings on the part of the cooperative is passed along to consumers in the
form of lower prices and is therefore desirable. NTEA does not subscribe to this

1
view because, as was stated above, tax privileges tend to diminish competition and
it is competition which generates lower prices. Also, regardless of the truth of
any price savings, NTEA again maintains that the increased amount of taxes which the
consumer-taxpayer must pay because of the tax expenditure to the cooperative corp-
oration offsets any price benefit. '
\
N
\

THUS, the special cooperative corporate income tax treatment results in:

--a substantial loss of federal revenue;

~--higher tax payments by other non-cooperative U.S. taxpayers;

--a stifling of the traditional American system of competition. -
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SECTION III

Cooperative Justifications )

Cooperative spokesmen defend their favored tax status with two basic
arguments : (1) the cooperative taxable income has been shifted from the corporation
to the owner-patron; (2) patronage dividends are actually price rebates which are

deductible by all corporations.

X. Cooperatives cannot shift taxable incone.

Cooperative have relied upon the argument that an obligation to pay\?ei cxonage
dividends shifts. cooperative corporate income to the owner-patrons. This\‘is in
direct conflict with one of the fundamental findings of the Supreme Court in this
area; namely, that the party earning income cannot by agreement shift that income to

.

another U.S. taxpayer , Lucas v. Earl, 281 U.S. 111 (1930). 1In Lucas v. Earl, a

husband had irrevocably assigned to his wife the right to receive half of any salary
he would@ earn duxing an indefinite period. IXIn holdirng the salary taxable to the
husband, notwithstanding the fact that he had no legal right to receive it, the
Supreme Court stated:

There is no doubt that the statute could tax salaries

to those who earned them and provide that the tax could

not be escaped by anticipatory arrangement and contracts
however skillfully devised to prevent the salary when

paid from vesting even for a second in the man who earned it.

281 U.S. 114-~115,

A later decision, National Carbide Corporation v. Comm'r., 336 U.S. 422,436

(1949), p.ut it this way: "Our decisions require that income be taxed to those who
earn it, despite anticipatory agreements designed to prevent vesting of the income
in the earner. . . . " )

Cooperatives are separate corporate entities engaged in carrying on business.
They perform a variety of customary business functions--distribution, wholesaling,

manufacturung, and the like. These functions are carried out by the c¢ooperatives'

oin employ:es, officers, and directors, and utilize the cooperatives' o#n assets.
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By any standaxd, such activities create or augment wealth; and in doing so, they
produce income. Whatever is done through combinations and arrangements of factoxs
of production, all along the route from extraction of xaw nlaterials to sale of finished
products (including marketing activities), adds to the value of the products. Under
competitive conditions the value added is fully used to reward the factors that have
made the added value possible, including payment for the use of capital and a xeturn
for the assumption of risk. All this is just as true for the cooperatives as for
other forms of ente.rptise.

The staffs of the Treasury and the Joint Committee on"-’l‘axation have\‘a‘dmit:ted that
cooperatives are corporations and have income which has remained untaxed to the
cooperative. In 1951, a joint study entitled, "The Power of Congress to Tax Cooper—.
atives on Net Margins," stated that: "The net margins of the cooperatives are “
income to them within the meaning of the Sixteenth Amendment and may constitutionally
be taxed as such.” .

Again in 1960, a Treasury spokesman stated to the Ways and Means Committee thats
"Opponents of the Treasury proposal. . . will argue that a cooperative, because of
its legal relationship to its patrons, has no income. As X pointed out earlier. . .,
we do not believe that such an argument is well founded.”

According to the rules that apply to other businesses, this profit or income
of the cooperative corporation may not be shifted to the patron. It would not
matter, from the standpoint of the taxing authority, whether the cooperative elects
to distribute the income in the form of patronage dividends or retain the same as

additions to capital. The obligation to pay a tax on the earnings of the coopurative

rests with the cooparative corporation itself.

II. Patronage Dividends are not price adjustments.
a. General principles.
A corporation cannot rxeduce its taxable income by paying dividencs to its owrers,

Section 316 of the Code defines a dividend as "any distribution of pruperty made by a
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corporation to its shareholders . . .out of its earn;ngs and profits. . . ." On
the other hand, a corporation can reduce its taxable income by deducting "oxdinary
and necessary expenses paid or incurred. . . in carrying on any trade or business,"

!
IRC §162(a).

The cooperatives' most vigorously advanced argument as to why there should be
no corporate income tax applicable to coopsratives stems from their characterization
of patrorage dividends as price adjustments., This theory views the initial prices
paid by a cooperative to its patrons for their produce (or charged its patx:ons for
goods sold them) as underpayments (or overcharges). Subseqfuenc distribu‘:i_c,ms of the
funds remaining in the hands of the cooperative after the deduction of its expenses
are considered to be final adjustments of the prices originally owed by the co-op for
the produce it purchased (or refunds of the overcharges for the goods sold). .

b. Nature of price adjustments.

Businesses often give price rebates or discounts to customers in connection with
the sale of merchandise to them. Such rebates are normally deductible as ordinary and
necessary business expenses even when they are not made simultaneously with the sale.

SEE, e.g., Polley v. Westover, 77 F.Supp. 973 (S.D. Calif. 1948). They are deductible

as a part of the expense of selling because their objective is the production of profit:
they are intended to increase ;arnings by (a)increasing the volume of business or
(b) retaining present business by~meeting competition. Similarly.' where a business
buys goods at a premium, the premium portion of the price is excludable from gross income
(as a part of the cost of goods sold) when the goods are subsequently resold.

¢. Patronage dividends differ from price adjustments.

Unlike customary price rgbates, patrorage dividands are not properl;,r clagsifiabk
as business expenses. It is settled that expenses lacking a profit objective are not
deductible business expenses. See, e.g., Samuel Yanow, 44 T.C. 444 (1965); Lamont v.

Comm'r, 339 F 2d 377 (2nd Cir. 1964). By the very nature of the cooperative's organ-

izational structure, the purpose and function of patronage dividends is to eliminate

rather than to increase profits. Patronage dividends could not, therefore, gualify

for the deduction under the basic section 162 rules.

The discussion presepted here is limited. An e;cpanded view on this topic .

may be found in the law review article, .'l‘axing the Net Marqins of Cooperatives:

Application of Basic Tax Principles and Analysis of Constitutionality, Mortimer M.

I
Caplin, 58 Georgetown Law Journal at page 31 ( Mdyl 1969) .
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SECTION IV

’

COOPERATIVE MARXET GROWTH

Statistics compiled by the U.S.D.A. indicate that the number of U.S. agricultural
cooperatives is declining reflecting a continuing trend of to-op merger, consolidation‘l
and acquisition. While the exact number of non-agricultural U._S. cooperatives is
not available, the Cooperative League of the USA estimates there to be at least 45,000
cooperative businesses now operating. All of these co-op enterprises, agricultural
and non-agricultural, compete in the marketplace under a favored Federal income tax
status. : \ !

The consolidation and merqlngf of coopzrative businesses has coincided‘ with a
period of tremendous growth in co-op business volume and overall market share. For
example, net agricultural cooperative marketing volume has increased from $6.4
billion in 1950 to a record $56.3 billion in 1979. This represents a 29 percent
increase in just two years from 1977 volure of $43.6 billion. Total cooperative
business volume consists of marketing products , sales of supplies and receipts from

related services such as trucking, storage, ginning, and drying. o

Gross business volume, which includes sales among cooperatives, was $77.4 biilion
in 1979 or 30.1 percent greater than the 1977 gross volume of $59.5 billion. The
nation's 100 largest agricultural co:')peratives have grown even quicker., Even with
inflation, overall sales growth looks,and is, impressive., From 1976 to 1980, the
price index for all farm products rose 32.4 percent and the consumer price inde;( 44.9
percent. In comparison, sales of the top 100 increased 71.7 percent in the same
period, $29.3 billion to $50.3' billion. Three of these large cooperative corporatic;ns
had assets of at least $1 billion in 1980 compared to only 1 in 1976. .

The fact that cooperative sales growth generally outpaced the rate on inflation
underscores the increasing market share of U.S. agriculture going to the agricultural
cooperatives.

The grovth in market share per product is equally astounding. Between 1950 aind

1974 the coopacatives' share of the total grain market jumped from 26 percent to 44
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percent. In this same period, the cooperative market share of dairy and milk
products climbed from 48 percent to 77 percent. Méanwhtle, the share of the farm
market supplied by purchasing cooperatives also increased 'dtamatically/.’ Cooperatives
doubled their shaxe of the fertilizer market, from 15 percent to 30 percent. The
amount of petroleum| products sold by cooperatives rose from zi pexcent to 30 percent,
an increase of about 50 percent.

As the market share of the cooperatives has increased, the proportion of the
market held by private business has declined. The NTEA does not attribute this
phenomenal coopefative market growth entirely to their spei:ial tax statt};‘.
Additionally, cooperatives enjoy other favorable government policies. N'I‘EIS, and
other groups, question the merits of continuing to favor the well—entrench.ed

cooperatives. .

Tax Discrimination and Antitrust Immunity

The detrimental effects arising from the tax exemption of cooperative corporations
are exacerbated by the antitrust immunity granted them under the Cappet—Vglstead
Act. This Act has been loosely interpreted to allow, within a certain u;defined
sphere, the exercise of monopoly power by farm cooperatives. The Act permits
cooperatives to raise prices, although section 2 of the Act prohibits "undue price
enhancement”--unfortunately without deflrf%r}?] precisely what this phrase means.
Courts have interpreted the Act in such a way as to extend a siqnificant deg'zée ..of '
antitrust immunity to cooperatives, especially with respect to section ) of the '
Sherman Pict, and section 7 of the Clayton Act, which restricts mergers injurious to
competition. .

In addition, section 6 of the Clayton Act widans the cooperative antitrust immunity
even further.

The result has been increasingly centralized local and regional markets for
agricultural products--demonstrated by abnormally high concentration ratios. This

problem is particularly acute in the dairy industry, where, according to a Department
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of Justice study, "In December 1970, in nine of the Jpixty-two federal orders,
100 percent of all producers serving the market belong to one‘cooperative. In
more than half (thirty-two) cvtj the orders, 80% or more of t}\e producers in the
oxder market belonged to one cooperative."3

Their antitrust immunity has enabled cooperatives to take over many private
firms and other cooperatives with impunity. Funded by the capital generated by
tax subsidies. cooperatives, like other types of business, find expansion through
acquisition to have significant advantages over internal expansion. Cooperative
acquisition of private firms is steadily eroding the corpo;ate tax base, thereby
increasing the tax burden of the remaining taxpaying concerns. This only accentuates
the effects of tax discrimination and further accelerates the trend towards
cooperative concentration,

The resulting concentrated structure of many agricultural markets is most con-
ducive to the exercise of monopoly power. Although this situation is problematical
enough, the tax exemption and market order system together may generate a further
tendency towards cooperative monopol;/ As noted in a FIC staff report, "In practically
every market where a cooperative has achieved a dominant position in its market, thaé
market has been regulated through either a federal or a state warketing order or bot;h.
The evidence . . . does suggest that marketing oxrder provisions facilitate the pre-
servation and spread of market power by a dominant cooperative and may increase the

returns to a cooperative.*? . e

Theré is widesprezad recognition among economists that one of the most essential
prerequisites for effective competition and econonic efficiency is freedom of entry.
* .
tlowever, the genaral effect of most federal market orders is to limit or prevent free

market en':ry.5 Because of the foreclosure of new entrants by the market orders, dominant

cooperatives, flushed with tax subsidies, can concentrate on the elimination of existing

3Dupartment of Justice, Federal Milk Market Orders and Price Surports, 1976.

4Federal Trade Commission, Staff Report on Agricultural Cooperatives, 1975, p.138.
5See National Commission for the Review of Antitrust laws and Procedures
Report, 1979, p.266.
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competitors by predatory pricing, and then take over,/their undervalued asgets
through acquisition. Certainly a most glaring example of manipulation of market
orders and predatory behavior is that of Rysociated Milk Prpducers, Inc., which
according to the Department of Justice, has utilized such tl:actics to establish a
monopoly of milk production throughout much of the central United States.

The Capper-Volstead Act supposedly grants only a limited antitrust immunity to
cooparatives, and section 2 of the Act authnrizes the Secretary of Agricultural to
police and eliminate "undue price enhancement.” But in the entire time sl:\ce the Act
became law, the secretary has never once reprimanded a coo';;erative for éxé' exercise
of monopoly power. The National Commission for the Review of Antitrust Laws and
Procedures noted that, "That Commission is concerned that the Cappar-Yolstead Act
creates the potential for cooperative monopoly. . . . Testimony before the Commissb.‘?n
shows that the threat of monopoly by some cooperatives is now substantial. . . . in
the future less than twenty cooperatives will control the nation's milk suppl.y.6

Ultimately, of course, it is the American consumer who foots the bill for the
monopoly pricing of cooperatives. According to a Department of Justice study, the
milk market order system alone is costing consumers about $100 million each year.

The chart on the next page illustrates the benefits of tax-free capital and
antitrust immunity. The corporate structure of this large cooperative, Farmland
Industries, Inc., does not appear to NTEA to be anything other than a corporate
conglomerate, which has integrated itself both vertically and horizontally into the
marketplace. This corporate structure, which is not unusual for large cooperatives,
provides a clear example of why the special cooperative tax breaks are unwarranted

and must b2 removed.

see chart on next page

6 National Commission for the Review of Antitrugt Laws and Prccedures
Report, 1979, p. 258-259.




P fakTNEs e A
'81 Sales $5.5 Bill.
etk 78 on fosruse 500

JeFILATES ' B o T T e | s Sanan '

1 4 : L) 0 )

CSA ISTERRATIORAL FARIAND MUTEAL KANSAS C{TY . FAR-MR (0, 1nc, FARLAD FCODS, tne, TARNURHE FCOS SERVICES, 1ag. ! , AL oY
OIL, 843 CxMORATION INSUSANCE €0, TERAINL ELEVATOR, coo, ' GRAIR MARKETING, BLLF, POXK PAOCLSSIAG, IASTITUTIONAL £33 PIALESEING
sr00UETION CASUALTY, LIABILITY, GRAIR MARXITING KATION'S LARGEST FOOD MARKETING PROCLSSING SOTSCAN PRICCESIRS
LA, OKe sungty sates $125 miicton RANSAS CITY, M. FRAKELIN PARL, oL,
| W‘ NUTCHINSON, KANLAS {
R K F-—_-L-“_‘ - el hymy N
m‘,“{ Ve W' A, 2ic, CRA OIL EXPLORATICY co. TERSA RESCUACES, 1nc. [EHITUNTFITY
IRUIC OIL PIPCLISE _ JCCOPERATIVES, 1xe, INSURMICE co. * rerroLLw ktl’mfm OlLs GAS IXPLORATION CIL, GAT LXTMASTION RESOUALES, inc,
JRNLIVILLE, O, DisTarziTion oF FARR, Mg, { casuauty INSURANEE. CRUZE PURCHASING . PRODUCTION #RGRICTION A HUN TN
AUTO goutereaT RAXSAS CITY, ro, PIPLLISE oPEaTION A, CK. ExPLOMTI0Y
w PARSAS C1TY, PO,

. Y Y - Y > - I
COEPATINE Floice 1 m TFARESS EXPORT co. TARMUAXD IKTERVATIONAL FARLAND ACRISERVICES, Ihc }‘ccomwnx AR PARCSS GIEATCAL Coy
ASSOC., 2k, PROCESSING, ASSOC. CXBORT CRALR MAPKETING ENERGY CC. Juvstocx, rowrar QIKICALS Assy, AN PR3SPAATE
CCVIDLTY LoaYs FoR 2ov PRocessing OVERLAID PARK, KA, OIL, CAS [XPLOMATICH rurcRASING KITAOGLA FLRTILIZCR TEATILIZER PacOvCTIOR
L0CAL €o02s CAGLE ChovE, 1w PrRoBUCTIOR PARSAS CITY, PO, "““""“:“""“ FUSTAR
TANIRS CITY, M. HOUSTON, TEXAS LAALRCE, XANSAS

u— 'P"""‘ T oy b4 N 0 =1
HATIONAL COOP FARLAND INSUTANCE cov XRISAS FARERS FAVANID INSUSANCE FARMLAKD SEXVICL €O, inc. [N SRS SVILGPRCKT
RFILERT ASSN, CASUALTY, IEURANCE SERVICE ASSOK. AOENCY AUDITIRG FOR LOCAL NITAOGCN FLATILIICR (CRP,

PETROLEWN REFINING KANSAS €TV, MO AVITING, IhsuRAKCE IASUAANCE FOR COORS 1N ALRN, STORACL, AC. CHCMICAL RLAL L3TATE
" Mersow, s, Yrentson, x, . FANMLAYD FACILITITS $T. PAR, mixn, saLts KANSAS CITY, AU,
TARSAS CITY, MO, TANSAS CiYY, m3,

r 1, L L R 4
TXTERFATIGNAL HSSOUR!T CHERICAL €O, FARLAND SECURITIES co, | {CGOPERATIVE SCRVICE (0. XRWKD tuc.
SEROY 0P FORMAATEN, DISTIBUTOR BAOKCASCEALLR AUBITIXS, INSURANCE BLAL LSTATL
ML CXPLEMTION OF AS CHTMICALS RANSAS CITY, rO, FAIACERENT STAVICLS KANSAS CITY, MO,

oLt ovik $50 xiten
GASHINSTOR, B¢,

Em

1981 Federal Income Tax
Liability approximately
$22 Thousand

$Te JOSCPR, M,

LINSowN, Kt3,

é8



83

SECTION V
SUMMARY--SOLOT IONS

Cooperatives provide useful services to theix owners, and have afforded
member-producers with a suitable corporate form with which to market their products.
But it is an illusion to believe that government promotion of cooperative monopoly
power constitutes anything other than a means of transferring wealth from consumers
to producers. As such it is at variance with the principles of a free market
economy and consumer sovereignty. The differential tax treatment of cooperatives
and conventional corporations megns that in the long-run, ‘g:'apita). invest\ed:in the
cooperative sector earns a higher rate of return than the same capital i;Qested in the
non~cooperative sector. The result of such differential rates of return is. in-
evitable.

.

Capital will flow to those markets where its after—tax rate of return is highest.
In the long run, non-cooperatives simply cannot compete with cooperatives in the
same markets. The steady growth in market share by cooperatives is_ample demon-
stration of this point. The absence of competition, in any market, tends to drive
prices up and output down. Only equal competition serves the best interests of
both the consumer and the producer.

T

Now is the time to put Uo?pﬁ'a’fiﬁé"a‘ﬁa"cbnventional corporations on an equal

competitive footing so that the entire U.S. economy may benefit from the economic

effects of competition. Now is the time to end this area of income tax favoritism

that results in nearly $1 billion in uncollected federal revenues.

Suggested solutions to this situation of federal income tax favoritism follow.’

Suggested Solutions

(1) Retain current tax law-Under current law the cooperative corporation, by

paying 20 percent of its earnings in cash patronage dividends, can allocate the other
80 percent of the earning: and retain them for market expansion purpcses. This
special tax privilege has no justification and gives co-ops an unfair competitive

advantage over conventional, taxpaying corporations.
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(2) Tax co-ops in the same manner as ordinary corporations-This suggestion
taxes all business corporations including cooperatives in the same manner and on
the same basis. It makes cooparative corporations bear their fair share of the
tax burden, and is the only solution that achieves total talx justice.

(3) 1Increase co-op cash payouts-In order to ease the competitive advantage of

cooperatives, NTEA suggests increasing the required cash payout (currently 20 percent)
to at least 50 percent of cooperative patronage dividend distributions. This would
result in greater competitive equality through a reduction in the cooperative pool

o ]
of tax-free capital. Note this solution was suggested, and. agreed to by\ s:l"le u.s.

House of Representatives in 1969, but did not pass the Senate.

(4) Repeal of the corporate income tax on dividends distributed to shareholders-
Although this proposal would be a step towards co-op--private investor corporate
tax equality, it has several disadvantages, m_ainly political.

(5) Excise tax on cooperatives-It would not be unconstitutional to levy on

cooperatives an excise tax measured by their net income. For those who insist that
cooperativé corporations have no taxable income, an excise tax equal to the income

tax for corporations might be the answer.

Although NTEA regularly advocates taxing the net margins of cooperatives in

the same manner as ordinary corporate profits, (suggestion #2) we believe that any

of the above suggestions(suggestions #2-5) represent a step towards tax equali;éy

and certainly warrant Congressional consideration and investigation.
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Senator WaLLopr. Thank you, Mr. Stroupe.

Mr. Bragg, the biggest concern has been voiced against the idea
of crude oil purchasing cooperatives is that the same result can be
accomplished by other means, subchapter T or other more complex
. parinership arrangements. Would you elaborate as to why these

structures are not adequate? '

Mr. BracGg. Yes, Mr. Chairman. As a section 522 cooperative
under the proposed law, distribution to members from nonpatron-
age earnings would be deductible. This is a flexibility that we un-
derstand, in talking with the industry people, would be required
because of the volumes of crude oil that need to be purchased. We
are looking at somewhere in the neighborhood of 50,000 to 100,000
barrels per day contracts. Substantial amounts of this oil may need
to be sold to third parties who are not patrons of the cooperative,
depending upon the type of crude oil involved.

‘ econd, at present it is unclear whether federated cooperatives
can be formed and operated under subchapter T. Federation will
allow the recognition to be given to different types of refineries lo-
cated in different types of geographic regions, whether we are talk-
ing about Wyoming or Indiana. . ,

Third, creation of a separate provision for crude oil purchasing
cooperatives may be perceived by foreign crude sellers as a mild
form of U.S. Government approval, and it is hoped that this will
result in more willingness on their part to enter into sales.

I will point out to you, in your opening comments you spoke of
the problems of free market in this particular commodity. I guess
the best example was the Saudi Arabian Government, which has
not only made it clear to anyone interested in entering into con-
tracts with them, but also has made consistent public statements
that it is their plan to enter into no further arrangements with
customers who are not foreign governments or already existing cus-
tomers of their production company.

This situation is reasonably consistent throughout. It is much
easier for foreign governments to go in and negotiate contracts
with oil-producing countries”than it is for the independent busi-
nessman today.

Senator WaLLoP. Do you think that they would recognize a struc-
ture like this as an entity of the United States, do you have any
reason to believe that they would?

Mr. Braga. There is continued interest on their part in wanting
to_know what our strength is and whether or not we are function-
ing officially. We certainly know that other types of partnership
and consortia of various structures have not been successful.

In fact, to date, we have not been able to locate a single effort
jointly done by small and independent refiners that has successful-
‘{, resulted in long-term competitively priced crude oil contracts.

e see no reason not to try this, particularly when there is no cost
to the Federal Government.

Senator WaLLopr. Right now in terms of access, as Mexico comes
along and Canada increasing their crude oil supplies to maybe
China or some other parts of the world, would this be a moment in
time for independent refiners using a subchapter T-type of corpora-
tion for purposes of obtaining long-term contracts?

94-802 ©0 - 82 - 7
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Mr. BrAaGG. Quite possibly this may be the only window in this

- whole decade where we will have an opportunity to negotiate and

establish a working relationship that has never been established

before. We certainly know that in times of tight crude supplies, we
cannot establish those relationships.

Senator WaLLopr. Would you take a look at Mr. Glickman’s testi-
mony? It seems to me that he raises some valid points, but not spe-
cific in an attempt that we could accommodate those without doing
violence to the concept of crude oil purchasing cooperative for inde-
pendent refiners.

Mr. Stroupe, under ordinary circumstances it might be so that a
small independent refiner can compete in the marketplace and can
compete without this, but I don’t believe that can exist given the
dominance of certain areas of the crude supply situation that exists
in the world both by foreign government in cooperatives, namely
OPEC, and by the natural and sometimes beneficial and sometimes
complicated power of the major oil companies.

They are a force that does not exist so much in other areas of
competition in the industrial market, both from the standpoint of
dealing with governments who have made up their minds that they
themselves will act not as a purchasing cooperative but a sales co-
operative.

So, you know, the world changes a little bit where you have that
as an entity plus the obvious power that the major oil companies
have in dominating crude oil supplies both here and abroad, but
particularly abroad.

While I appreciate generally the concept that you are expressing,
when I balance that against whether there is a fundamental bene-
fit to having breadth in our economy as well, and to see that we
don’t subsidize, because I don’t think that it is my idea and I don’t
think that it is Mr. Bragg’'s expression that they seek subsidy, but
simply access in a very complicated market which is not a free
market already because of Government actions and present other
entities that exist.

I appreciate everybody’s testimony and we will work on it. If you
would comment on those things that Mr. Glickman brought up be-
cause I do think he raises some valid points. It is not your intent
and certainly not mine that we run up a big subsidy process, but
that we do provide the means whereby the independent industry

can survive. :

Mr. Braca. I will be glad to continue to work with the Treasury
to see if we can resolve any of their concerns.

Senator WaLLop. Thank you both very much.

Mr. Stroupk. Thank you, Mr. Chairman.

Senator WaLLor. Now on to S. 2151, and we have Mr. Robert
Mitchel, vice president of finance of Pittsburgh Plate Glass Indus-
tries, Inc., Pittsburgh, Pa., accompanied by Mr. Edward Sproull,
vice president, tax administration.

Good morning, gentlemen. You may proceed, Mr. Mitchel.
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STATEMENT OF ROBERT H. MITCHEL, VICE PRESIDENT OF FI-
NANCE, PPG INDUSTRIES, INC., ACCOMPANIED BY EDWARD 1.
SPROULL, VICE PRESIDENT, TAX ADMINISTRATION

Mr. MircHEL. Thank you, Mr. Chairman.

My name is Robert H. Mitchel. I am vice president, finance, for
PPG Industries. Accompanying me this morning is Edward I.
Sproull, vice president, tax administration, for PPG.

We appreciate this opportunity to present PPG’s views in sup-
port of g 2151 and request that PPG’s written statement, as previ-
ously submitted, be included in the record.

Senator WaLLop. It will be included in the record in its entirety.

Mr. MircHEL. Thank you.

PPG is a major manufacturer of glass, chemicals, coatings and
resins, and fiberglass. It employs some 28,000 people domestically
in 41 manufacturing and research facilities in 17 States.

In 1980, PPG consumed about 105 trillion Btu's of energy. This
was down from 1976 consumption of 139 trillion Btu’s. Overall, the
company has improved its energy efficiency by more than 23 per-
cent since 1972 while increasing production and sales.

PPG spent approximately $187 million for energy in 1981. This
represents about 7 percent of the company’s U.S. sales dollars. In
the competition for corporate investment dollars, energy-saving
projects or other types of investments are considered in light of
projected economic benefits. Therefore, the blind pursuit of energy
conservation for conservation’s sake is a luxury PPG, and I suspect
most companies, cannot afford in their highly competitive markets.

The legislation before the subcommittee, S. 2151, would allow the
chlor-alkali industry to realize the incentive to save energy intend-
ed by Congress when it passed the Energy Tax Act of 1978. The
chlor-alkali industry is the second largest industrial user of elec-
tricity in the United States and is highly energy intensive.

The bill would add modifications to chlor-alkali electrolytic cells
to the list of specified energy property under the Energy Tax Act of
1978, and thus qualify investments in such property as eligible for
a 10-percent energy investment credit.

The 1978 act provided for 11 specified items of energy property to
qualify for energy tax credits, and for authority for the Secretary
of the Treasury to specify additional qualifying property for tax
credits by regulations. To our knowledge, the Secretarial authority
has not been exercised to qualify a single item in this category de-
spite the fact that these provisions are scheduled to expire at the
end of 1982.

Proposed regulations were issued concerning the procedures for
applying for qualification as specially defined energy property in
January 1981, public hearings were held in April, ané) there has
been no other action.

Aware of the fact that the energy tax credits would expire at the
end of 1982, PPG attempted to satisfy the administrative require-
ments for obtaining a determination of eligibility for energy-saving
modification of its chlor-alkaii electrolytic cells. There has been no
response.

e proposed regulations require that an item added to the list
of specially defined energy property must be “similar in function”
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to certain items specifically listed in the Internal Revenue Code.
The chlor-alkali electrolytic cell is similar in function to modifica-
tions to alumina electrolytic cells, which are specifically eligible for
the energy tax credits as specially defined energy property under
the Tax Code.

Chlor-alkali electrolytic cell modification save energy in essen-
tially the same manner as the presently eligible alumina electrolyt-
ic cell modifications. These modifications are motivated by energy
efficiency. They would not increase the productive capacity of the
cells and are not periodic replacements of cell components.

The modifications to alumina electrolytic cells were specified by
congressional amendment in 1980 after no action was taken by the
IRS on the aluminum industry’s application. We seek a remedy to
a problem identical to that encountered by the aluminum industry.
As a member of the chlor-alkali industry, PPG supports S. 2151 to
allow the same energy-efficiency investment incentive. )

Without a favorable tax ruling or legislative action and an exten-
sion of the time to qualify, a current $100 million project at one of
PPG’s chlor-alkali facilities will be denied the tax credits anticipat-
ed when it was funded, and installation of energy-saving technol-
ogy by PPG and other companies in the chlor-alkali industry will
likely give way to other corporate investments for a number of
years. For example, PPG’s current project alone, if completed, will
reduce energy consumption by some 450,000 barrels of fuel-oil
equivalent per year.

We believe S. 2151 provides a mechanisn for realizing the intent
of Congress because, in our opinion, industrial energy tax credits
pay for themselves, free up generated capital for other investment,
and are significant incentives to encourage industry in total to help
move our country toward energy self-sufficiency.

I appreciate this opportunity to testify before the subcommittee
on this issue of importance to the chlor-alkali industry. I would be
happy to try and answer any of your questions.

Thank you very much.

[The statement of Mr. Mitchel follows:]
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Mr, Chairman, distinguished Members of the Subcommittee, my name is
Robert H. Mitchel. I am Vice President, Finance, of PPG Industries, Inc.
(PPG). I am accompanied by Edward I. Sproull, Jr., Vice President, Tax
Administration, for PPG. We sincerely appreciate the opportunity to appear

before the Subcommittee to express PPG's views in support of S. 2151.

PPG is a major manufacturer of_glass, chemicals, coatings and resins,
and fiber glass products, headquartered in Pittsburgh, Pennsylvania. The
company operates 41 major manufacturing and research facilities in 17

_states, employing approximately 28,000 people nationwide.

’

As an industrial manufacturer, for which energy is a substantial
portion of operating needs and costs, we have a significant interest in
legislation which encourages investments in energy-conserving property.
Specifically, we would like to focus on the chlorine and caustic soda
portion of our chemical manufacturing business, and why we beliéve S. 2151

provides a mechanism for equitably implementing the intent of Congress

regarding energy tax credits when it enacted the Energy Tax Act of 1978.

While energy is a substantial cost item to PPG (in 1981, it totalled
about $187 million), it is not our only cost and represents some five to
seven percent of total sales dollars. Thérefore, although energy costs
have soared and are expected to increase further, they are still only one-
important cost item among many costs. Within a corporation, competition
for the capital expenditure dollar requires management to consider the
ultimate cost. As such, the blind pursuit of energy conservation for
conservation's sake 1is a luxury we cannot afford to pursue in our highly

competitive markets.
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S. 2151 would make modifications to chlor-alkali eleotrolytic cells

specifically eligible for the 10 percent energy investment credit. The
chlor-alkali industry is highly energy-intensive, requiring large amcunté
of electricity. It is the second largest industrial user of electrical
energy in the United States, just behind the aluminum industry.

Electrolytic cells are used to electrically charge a salt brine which, in
“turn, generates two co-products: chlorine and caustic soda. Chlorine is a
basie chemical, widely produced in this country and the world, and is used
as an intermediate feedstock in producing a host of organic and inorganic
chemicals. For example, chlorine is a basic component of solvents for
degreasing and dry cleaning, insecticides, refrigerants, lubricant
additives and monomers for making plastics such as polyvinyl chloride. The
second major use of chlprine is as a bleaching agent in the pulp and paper
and textile industries. Another major use, of course, is for the

sanitation of water.

The co~product, caustic soda, is a basic raw material for the
chemical, pulp and paper, rayon, cellophane, aluminum, soap, textile and

petroleum refining industries.

The use of tax credits as an incentive to stimulate the modernization
of industrial processes is a concept that is well established in our tax
system. Tax credits were first approved by Congress in 1962 with the

enactment of the investment credit.
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Congress appropriately recognized the incentive effects of tax
credits when it enacted, as part of the Energy Tax Act of 1978, busipess
energy credits to encourage industrial energy conservation. It realized
that the energy marketplace, with its myriad of price controls, was not
sending the proper price signals to oonéumers, and, therefore, offered an

incentive to reduce U. S. dependence on foreign oil supplies and bring:

energy supply and demand into balance.,

The Energy Tax Act of 1978 included a tax é;edit for one category of
energy conservation investment called "specially defined energy property".
This category of eligible investment included a 1list of 11 specified items
of property, such as heat wheels and recuperators. In addition, authority
was given to the Secretary of the Treasury or his delegate to specify
additional qualifying property by regulations. To our knowledge, since
Congress enacted these provisions in 1978, the Secretary and the I.R.S.
have not exercised their authority to qualify a single item in this
category despite the fact that these provisions are scheduled to expire at
the end of this year. Virtually all that has been done by the Treasury and
the I.R.S. is to issue proposed regulations concerning the procedures for
applying for qualification as specially defined energy property under the

Secretarial authority.
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Representatives of PPG testified at hearings on the proposed
_procedural regulations }ast year. However, we were aware of the fact that
the credit would soon expire, and PPG filed an application under the
proposed procedural regulations for qualifying its chlor-alkali cell
'modifications for the energy tax credit. We also proceeded with a
modification program at one of our chlor-alkall facilities with the

expectation that this application would be approved.

Proposed Regulation section 1.48-9(f)(15)(v)(A) requires that an item
added to the 1ist of specially defined energy property must be "similar in
function" to items specifically listed in the Internal Revenue Code. The
chlor-alkall electrolytic cell is "similar in function" to "modifications
to alumina electrolytic cells" which are specifically eligible for the
energy credit as specially defined energy property under Code section
48(1)(5)(L). Cnlor-alkali electrolytic cell modifications save energy in
essentially the same manner as the presently eligible alumina electrolytic

cell modifications.

We are here today to express our support for S. 2151 which will allow
' the same energy-efficiency investment incentive to the chlor-alkali
industry as was earlier provided to the aluminum industry by Congressional_
action. At one of PPG's chlor-alkali plants, which uses electricity
generated by oil and natural gas, cell modifications will reduce energy
consumption by some 460,000 barrels of fuel-oil equivalent each year. We

would also like to point out that these modifications are basically
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motivated by energy efficiency. They would not increase the productive
capacity of the cells and are not periodic replacements of cell components,
since the existing cell configurations can continue to be used for a number

of years.

PPG's current cell modification project represents a single
expenditure at one plant of approximately $100 million and, if completed,
would result in an energy saving estimated at 25 percent of current energy
usage. We have calculated that the investment and energy saving would fall
within the mid-range of eligibility under the "qualified industrial energy
efficiency property" (QIEEP) concept contained in S. 750, on which we
testified before this Subcommittee last October. Without a favorable
Treasury Department ruling or legislative action to specifically make
eligible these electrolytic cell modifications for a sufficient period of
time to qualify for a credit, this project will be denied the energyv tax
credits which were anticipated when funding for the project was approved by
our Company. In addition, a failure to allow the energy credit for
“installations of cell modification technology at other PPG plants and those
of others in the chlor-alkali industry may well cause these proposed energy

conservation investments to give way to less risky corporate expenditures.

The problem confronting the chlor-alkali industry for its
electrolytic cell modifications is identical to that which confronted the
aluminum industry in 1980. As was the case with alumina cell

modifications, an application was submitted to the I.R.S., but no action



95

was taken on this application, A specific amendment was then enacted in
1980 to make alumina cell modifications specifically eligible for the
ocredit retroactive to 1978 in order to cover investments which had been
made in anticipation of a favorable ruling under the application. A
similar approach should be taken for chlor-alkali modification investments
which were made in anticipation of a favorable ruling on a previously filed .
application. We therefqre support the legislationts effective date of
January 1, 1981, Passage of S. 2151 would ensure completion of PPG's
ourrent project and enable similar modifications at other facilities after
December 31, 1980, to be treated equally with other energy properties such

as the legislatively-qualified alumina electrolytic cells, -

We believe S. 2151 provides a mechanism for realizing the intent of
Congress for the second largest industrial user of eleétricity in the
Nation, continues national efforts to move toward greater energy
independence, and complements the economic direction set by President
Reagan to strengthen the economy, reduce inflation, inorease productivity,
and add to in-place capital formation efforts. We believe energy tax
oredits pay for themselves, free up generated capital for further
investment, are incorreotly characterized as revenue losses, and are

significant incentives to encourage industry in total to help move our

country toward energy self-sufficiency.
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Senator WaLLor. Thank you, Mr. Mitchel.

I have two questions from Senator Long, which he asked that
you might respond to. _

The first one is, how many chlor-alkali producers are there?

Mr. MircHEL. There are approximately 20, something in that
range. About eight or nine of them are major producers. There are
a number of smaller producers.

Senator WALLoP. Do you expect all of them to be beneficiaries of
this legislation, or do you think PPG will be the primary benefici-

ary?

K'Ir. MircHEL. We would expect that PPG would have benefits of
something in the ranie of $10 to.$15 million on our total program.
We can’t speak for the rest, but we believe that they would also
have the need for certain modernizations and that this incentive
might well encourage them to make some energy savings invest-
ments that otherwise might not be made.

Senator WaLLopP. You have not had any contact with other pro-
ducers?

Mr. MircHEL. No, sir.

Senator WALLop. I don’t think they have made any contact with
ghe.committee on the bill, or prior to it, and that is why I was won-

ering.

What do you expect the impact of the current decline in ener
prices to be on your decision to proceed with conservation? ,
Mr. MircHEL. We believe that the current decline in oil prices is
probably temporary. As you know, most other energy sources are
continuing to increase in price. At this stage, since our projection is
" that energy costs are going to continue to increase, we have made
no change because we are making our decisions on the basis of our
long-term expectations of energy costs, and we still expect them to

continue to increase.

Senator WALLOP. Are you aware of my bill S. 750, the Industrial
Energy Act?

Mr. MircHEL. Yes, sir. I believe one of our people testified in
regard to that bill.

enator WALLOP. It would appear that that might be an area of
perhaps greater success because it is not likely that we will get
those conservation tax credits extended this year, I think, given all
the problems that are on our plate, and it is a pretty full plate.

Are there any other Federal, State, or local government incen-
tive programs or assistance programs available for chlor-alkali
electrolytic cells?

Mr. MircHEL. No, sir, not that we are aware of at this time. How-
ever, the State of Louisiana passed a law late last year under
which the project might qualify for a sales tax exemption on cer-
tain items. )

Senator WarLLor. Does the accelerated cost recovery assistance
passed in last year's tax act provide any incentive for chlor-alkali
cell modification investment?

Mr. MircHEL. Actually, it doesn’t. The new ACR legislation
would allow us to write off this investment over a S-i;ear period, as

ou realize. The chemical industry, under the ADR had a 7%-year
ife with a double declining balance method of depreciation.
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On a $100 million investment, the present value difference from-
a tax view point of the ACR versus the ADR is about-$1.5 million,
and that is a very minor change in the present value benefits of
the ACR's in this particular industry. -

Senator WaLLop. I am somewhat lost in that. It would sound by
your answer as though there was some.

Mr. MircHEL. There is a minor benefit of the ACR’s to invest-
ment in the chemical industry. Our calculations indicate that the
different economic effect is $1.6 million for each $100 million of in-
vestment.

Senator WaLLop. Or 1%z percent?

Mr. MiTcHEL. Yes, sir,

Senator WaLLoP. I appreciate your coming here to offer us your
testimony on it. You can be certain that the subcommittee will
look at it.

The whole area of conservation credits is one which continues to
capture the imagination, and I think it still has sufficient means of
changing the attitude and industrial performance of the country as
any. I still believe that conservation is by definition efficiency, and
_efficiency in conservation is production, and that ought to do some-
thing for us in the world market.

It is hard, frankly, when you are facing the kinds of budget prob-
lems and revenue problems that exist today, which exist for a vari-
ety of reasons, but one of the things that they exist for is the slow-
down in the world’s economy, to say nothing of our own. Those
chickens and those eggs, I guess, will be identified by those who
can look back on this moment.

I honestly believe that there will be a way out of this, but I don’t
think that it is a particularly useful time for people to be running
around in circles quoting each other, which seems to be basically
what we ‘are hearing from big business, a lot of concern expressed
and very little resolution expressed, except “if you do anything
about it, fellow, don’t do it at my expense.” This is one of the frus-
trations of sitting on this committee.

So I appreciate Kour coming down.

Mr. MircHEL. Thank you very much.

Senator WaLLop. Thank you very much.

- There being no other business to come before the subcommittee,
_ we will stand adjourned.

(Whereupon, at 10:30 a.m., the subcommittee adjourned to recon-
vene at the call of the Chair.]
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