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CHILD HEALTH INCENTIVES REFORM PLAN;
AND LEGISLATION RELATED TO FARM CO.OPS

MONDAY, JULY 15, 1985

U.S. SENATE,
COMMITTEE ON FINANCE,

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT,
Washington, DC.

The committee met, pursuant to notice, at 9:30 a.m., in room SD-
215, Dirksen Senate Office Building, Hon. John H. Chafee (chair-
man) presiding.

Present: Senator Chafee.
[The press release announcing the hearing, a report prepared by

the Joint Committee on Taxation, and opening statements of Sena-
tors Chafee and Heflin, follow:]

(1)
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Press Release No. 85-052

PRESS RELEASE

For Immediate Release Contact: Sam Richardson
Wednesday, July 3,' 1985 (202) 224-4515

JULY 15 COMMITTEE ON FINANCE HEAXING TO REVIEW TWO PROPOSALS

Proposals on child health and farm co-operatives
will be reviewed by the Senate Committee on Finance's
Subcommittee on Taxation and Debt Management at a July 15,
1985, hearing, Committee Chairman Bob Packwood (R-Oregon)
announced today.

The hearing is scheduled to begin at 9:30 a.m.,
Monday, July 15, 1985, in Room SD-215 of the Dirksen Senate
Office Building in Washington.

Senator John H. Chafee (R-Rhode Island), Chairman of
the Taxation and Debt Management Subcommittee, will preside
at the hearing.

The two proposals to be examined:

* S. 376, the Child Health Incentives Reform Plan,
sponsored by Senator Chafee, which would amend the Internal
Revenue Code of 1954 to deny an employer a deduction for group
health plan expenses unless such plan includes coverage for
pediatric preventive health care.

* A proposal by Senator Mack Mattingly (R-Georgia) to
allow the netting of income and losses of different adminis-
trative units within a single farm co-operative.

"I'm happy we're able to provide this opportunity for
these proposals to receive a public hearing before our
Committee," Chairman Packwood said. "I'm sure the testimony
received will provide us with a solid base of information on
which to proceed."
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DESCRIPTION OF PROPOSAL
RELATING TO COMPUTATION OF
NET INCOME FOR COOPZR.ATIVIS
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INTRODUCTION

This document,1 prepared by the staff of-the Joint
Committee on Taxation, provides a description of a proposal
by Senator Mattingly relating to the computation of net
income for cooperatives. The proposal is scheduled for a
public hearing on July 15, 1985, before the Senate Finance
Subcommittee on Taxation and Debt Management.

The document provides a description of present law Code
provisions relating to the Federal income tax treatment of
cooperatives (including farmers' tax-exempt cooperatives) and
of the proposal by Senator Mattingly.

1 This document may be cited as follows: Joint Committee on
Taxation, Description of Proposal Relating to Computation of
Net Income for Cooperatives (JCX-8-85), July 12, 1985.
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DESCRIPTION OF PROPOSAL RELATING TO COMPUTATION OF NET
INCOME FOR COOPERATIVES -- SENATOR MATTINGLY

A. Present Law

in general

Cooperatives, including tax-exempt farmers'
cooperatives, and their members are subject to special tax
rules under subchapter T of the Code (sec. 1381 et seq.). In
general, these provisions operate to treat the cooperative
more like a conduit than a separate taxable business
enterprise. The primary reason for doing so is to avoid
penalizing (by imposing a corporate tax) a group of
individuals or business organizations who collectivize their
marketing or purchasing efforts in order to take advantage of
economies of scale.

Definition of cooperatives

In general, the subchapter T rules apply to tax-exempt
farmers' cooperatives described in section 521(b) or any
other corporation operating on a cooperative basis (except
mutual savings banks, insurance companies, other tax-exempt
organizations, and certain utilities).

A tax-exempt farmers' cooperative is specifically
defined in section 521(b) as a farmers', fruit growers', or
like association organized and operated on a cooperative
basis for the purpose of marketing the products of its
members or others, or for the purpose of purchasing supplies
and equipment for members and other persons. In the case of
a tax-exempt farmers' cooperative that markets products, the
proceeds of sale by the cooperative less expenses of sale are
turned over to the members or other producers on the basis of
the quantity or value of the products furnished; in the case
of a tax-exempt farmers' cooperative that purchases supplies
and equipment, the purchased goods are to be made available
at the cooperative's cost plus actual expenses.

Income tax treatment of cooperatives

For Federal income tax purposes, a cooperative generally
computes its income as if it were a taxable corporation, with
one important exception--the cooperative may deduct from its
taxable income patronage dividends paid. In general,
patronage dividends are the profits of the cooperative that
are rebated to its patrons pursuant to a preexisting
obligation of the cooperative to do so. The rebate must be
made in some equitable fashion on the basis of the quantity
or value of business done with the cooperative. This rebate
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may be in a number of different forms.

In general, cooperatives are permitted to deduct
patronage dividends only to the extent of net income derived
from transactions with its members. However, a tax-exempt
farmers' cooperative generally may deduct patronage dividends
to the full extent of its net income and may also deduct, to
a limited extent, dividends on common stock. The
availability of these deductions for the cooperative has the
effect of allowing the cooperative to be treated like a
conduit--in the case of tax-exempt farmers' cooperatives,
with respect to all profits, and in the case of other
cooperatives, with respect to profits derived from
transactions with members.

Members of cooperatives who receive patronage dividends
must treat the dividends as income, reduction of basis, or
some other treatment that is appropriately related to the
type of transaction that gave rise to the dividend. For
example, where the cooperative markets a product for one of
its members, patronage dividends attributable to the
marketing are treated like additional proceeds from the sale
of the product and are includible in the recipient's income.
Where the cooperative purchases equipment for its members,
patronage dividends attributable to equipment purchases are
treated as a reduction in the recipient's basis in the
purchased equipment (provided the recipient still owns the
equipment).

B. Description of the "Netting" Issue

Frequently, a cooperative's business consists of making
purchases or marketing goods in several product lines,
several geographic areas, or both. Some cooperatives both
make purchases and market qoods. A typical practice for a
cooperative that has such diverse activities is to calculate
its net income on a cooperative-wide basis, netting gains
from profitable products or geographic areas with losses from
unprofitable ones. The cooperative pays patronage dividends
based on the net income so computed. Assuming that the
entire net income is distributed and the entire amount of the
dividends is otherwise deductible, the cooperative takes the
position that it has no tax liability.

The Internal Revenue Service has taken the position that
the rules for taxing cooperatives do not allow a cooperative
to net gains and losses from different operations in any
manner it chooses. The IRS justifies this interpretation by
reference to the requirement that a cooperative must allocate
its profits and losses equitably among its patrons for
purposes of paying patronage dividends. The IRS maintains,
for example, that especially if not agreed to in advance by
all patrons, allocation of the losses of the marketing
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operations for product A against the gains from the marketing
operations for product B (perhaps in a different region), may
not be an equitable allocation, since it reduces the amount
of patronage dividends that the patrons who supplied product
B are entitled to. As a result, under this interpretation,
the cooperative may not have fully distributed its profit
attributable to the marketing of product B and is taxable on
the undistributed amount of profit. Thus, under the IRS
interpretation, unless netting were considered equitable
under the circumstances, in order to eliminate its tax
liability, the cooperative might have to pay dividends equal
to the total profits of its profitable allocation units
without reduction for the losses of its unprofitable
allocation units.

The U.S. Tax Court decided in a 1980 case (Ford-Iroquois
PS, 74 T.C. 1213 (1980)) that losses from a nonexempt
cooperative's marketing operations could be carried forward
to offset income from its supply operations, even where the
losses that were carried forward were generated from
transactions with patrons other than the patrons the gains
from whose transactions were offset. The Tax Court has also
held for the taxpayer in cases involving somewhat different
circumstances where the IRS also argued that a cooperative
had taxable income because it failed to make an eqvitable
allocation among its patrons of its profits and losses
(Lamesa Cooperative Gin, 78 T.C. 894 (1982) (a small amount
of gains from a relatively insignificant supply operation
could be offset against marketing operation losses);
Associated Milk Producers, 68 T.C. 729 (1977) (losses from
one year's operations could be carried forward to subsequent
years)).

C. Explanation of Proposal

The proposal by Senator Mattingly relates to the
provisions of subchapter T and the definition of tax-exempt
farmers' cooperatives in section 521(b). The proposal would
specify that in computing its net income, a cooperative may
offset income from one or more of its allocation units
(whether functional, divisional, departmental, geographic, or
other) with losses from other allocation units. The proposal
also would specify that a tax-exempt farmers' cooperative
does not lose its exempt status merely because it offsets
losses incurred in either its purchasing or marketing
operations against earnings in either of such operations for
purposes of computing its net earnings available for
distribution to its patrons.

D. Other Congressional Action

The supplemental appropriations bill for fiscal year
1985, as reported by the Senate Committee on Appropriations

_j
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(H.R. 2577; S. Rep. No. 99-82), included an amendment by
Senator Mattingly to prohibit the IRS from disallowing
cooperatives subject to section 521 or subchapter T of the
Code from netting earnings and losses among any of their
purchasing and allocation units.

This provision was replaced by a Senate floor
sense-of-the-Senate amendment to H.R. 2577 (by Senators
Packwood and Mattingly) to have the Treasury Department study
the question of whether cooperatives subject to section 521
or subchapter T of the Code may net earnings and losses among
any of their purchasing and marketing allocation units in
determining the amount of patronage dividends to be issued
and their taxable income after the deduction for patronage
dividends (see 131 Cong. Rec. S 8554-56 (daily ed. June 20,
1985)).
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STATEMENT BY SENATOR JOHN H. CHAFEE TO THE SUBCOMMITTEE ON TAXATION AND
DEBT MANAGEMENT

Good morning. Before we begin, I wish to take a moment to welcome Senators
Thurmond, Nunn, and Mattingly. I know they are genuinely concerned about this
issue we are hearing about today and I look forward to hearing their views.

This morning we are to hold a hearing on Senator Mattingly's proposal to clarify
the tax treatment of farm cooperatives, specifically, the area of 'netting" of gains
and losses between allocation units.

Farm cooperatives sell goods or make purchases on behalf of its members, collec-
tively. Any profit is distributed to the members, in proportion to the amount of busi-
ness each conducts with the co-op, in the form of patronage dividends.

The issue we are to look at today arises when the coop which conducts business in
several different products or geographic areas wishes to "net" the losses experienced
in one product or area against gains in another.

This has been a controversy now for almost 20 years. The Internal Revenue Serv-
ice has taken the position that this "netting" between different units of the coop is
inequitable because the patrons of one unit are not identical to the patrons of an-
other. The cooperatives and also, I should note, the tax court strongly disagree,
viewing nettings as a business judgment permitted by the'tax code.

Several times this year Senator Mattingly has brought this matter to the atten-
tion of the Senate. I hope this hearing can lead the way to a resolution of this
matter.

I look forward to hearing from my colleagues and the other witnesses who have
come to discu&, this question this morning.

STATEMENT OF SENATOR HOWELL HEFLIN BEFORE THE SUBCOMMITTEE ON TAXATION
AND DEBT MANAGEMENT

Mr. Chairman, I appreciate the opportunity to testify before the committee on
behalf of the 6,000 farmer cooperatives across the nation. I join with my colleagues
in urging the Finance Committee to seek a legislative remedy to the recurring prob-
lem that farmer cooperatives are having with the Internal Revenue Service.

The issue is simple, Mr. Chairman. Will we continue to allow cooperatives the
right to offset gains and losses of various divisions within the cooperatives in deter-
mining the amount of the patronage refunds which will be paid. the tax deductibil-
ity of such refunds and the net taxable income of the cooperatives?

Over a period of nearly fifteen-years there has been a recurring effort by the IRS
to question this right of agricultural cooperatives to arrive at their taxable income
by netting gains and losses among their patron units. The issue has been litigated
on three different occasions, and in each instance the tax court ruled against the
IRS. Yet in January of this year, the IRS issued a ruling holding that cooperatives
may not net gains and losses.

Mr. Chairman, this legislation would simply reaffirm-the findings of the courts,
and allow agricultural cooperatives to function as they were designed, to allow
members to share in the risk and rewards. The American farmer is having enough
problems during this time of economic difficulty. Why should we further penalize
the nearly two million farmer/members of these cooperatives. Farmer cooperatives
should not be required to continue spending their funds to litigate the IRS a memo-
randum regarding netting.

Mr. Chairman, I would urge the committee to report out legislation that would
reaffirm and clarify the right of farmer cooperatives to net gains and losses within
and among their allocation units.

Thank you, Mr. Chairman.

Senator CHAFEE. Is there somebody here representing Senator
Mattingly?

o response.]
nator CHAFEE. All right. Let's start with the Treasury witness,

then.
Mr. MENTZ. Sure.
Senator CHAFEE. Before we begin, I would like to say that we are

going to hear testimony this morning on a proposal of Senator Mat-
tingly's to clarify the tax treatment of farm cooperatives, especial-
ly the area of netting of gains and losses between allocation units.
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Farm cooperatives sell goods or make purchases on behalf of its
members, collectively. Any profit is distributed to the members in
proportion to the amount of business each conducts with the co-op,
in the form of patronage dividends. The issue we are to look at
today arises when the coop which conducts business in several dif-
ference products or geographic areas wishes to net the losses expe-
rienced in one area or product against gains in another. Now, this
has been a controversy for almost 20 years. The Internal Revenue
Service has taken the position that this netting between different
units of the co-op is inequitable because the patrons of one unit are
not identical to the patrons of another. The cooperatives, and also I
should note, the Tax Court strongly disagree, viewing netting as a
business judgment permitted by the Tax Code. Several times this
year, Senator Mattingly has brought this matter to the attention of
the Senate. I hope this hearing can lead the way to a resolution of
the matter. I look forward to hearing from my colleagues and the
other witnesses who have come to discuss the question this morn-
ing. Now, I see Senator Nunn is here and Senator Mattingly is
here. Why don't you just step aside, Roger, and we will start with
the two Senators. Gentlemen, if you would be good enough to come
right up? We welcome you here. Senator Thurmond will be along
later, and he can join you at the table. As I mentioned earlier, this
is a hearing on Senator Mattingly's proposal to clarify the tax
treatment of farm cooperatives, especially the area of netting. So,
we welcome the two distinguished Senators from Georgia. Senator
Mattingly, since this is your proposal, why don't you go ahead?

STATEMENT OF HON. MACK MATTINGLY, U.S. SENATOR FROM
THE STATE OF GEORGIA

Senator MATTINGLY. Thank you, Mr. Chairman. I first want to
thank the subcommittee for arranging this hearing in such a
prompt and cooperative manner.

Senator CHAFEE. And at such ar, early hour. [Laughter.]
Senator MATI'NGLY. Yes. As you all recognize, the topic that we

are discussing today is of great importance to the nearly 2 million
members of our Nation's farmer-owned cooperatives. I might add
that this issue is of some urgency to the co-ops, which are in immi-
nent danger of being told by the IRS that they must go back into
past years and pay taxes, penalties, and interest because they uti-
1ized the practice of netting their gains and losses among the sever-
al areas of cooperative business activity for the purpose of deter-
mining their taxable income. This practice of offsetting profits
made in one area of business activity against losses incurred in an-
other area of activity conducted by the same organization is not an
exception to the rule. Indeed, it is a practice available to all types
of business enterprises, whether sole proprietorships, partnerships,
or corporations. The U.S. Tax Code has distinctly found that
farmer-owned cooperatives are also eligible to employ the same
practice of netting gains and losses among their several divisions
for tax purposes. But, despite the clear and unambiguous language
used by the Tax Court. in overturning the IRS decisions against co-
op netting, the farmer finds himself faced again with another at-
tempt by the Service to change the law by administrative fiat.
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Now, Mr. Chairman, I respect that fact that both you and Chair-
man Packwood were somewhat concerned when I earlier attempted
to introduce amendments to rectify this problem. I understand and
even appreciate your completely proper actions taken to preserve
the jurisdiction of this committee and the integrity of Senate proce-
dure. However, I can only speculate about the kinds of thoughts
which must pass through your minds when an executive branch
agency, such as the IRS, blatantly attempts to completely circum-
vent not only this committee but the entire Congress. Their cava-
lier attitude has obviously raised the concern of at least 32 of our
Senate colleagues who have either addressed their complaint to
Secretary Baker or who signed as cosponsors of the amendment
which I had earlier intended to introduce to the imputed interest
bill. I would just note that, among the 32, seven were members of
the Finance Committee. Mr. Chairman, I have copies of those two
letters. I would ask that they be netered in the record as though
fully read.

Senator CHAFEE. Yes.
[The copies of the two letters follow:]
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DEPARTMENT OP AGRICULTURE
OFFICE OP TMa 89COUTANY
WASHINGTON, 0.. 20250

APR2 I

The Honorable James A. Baker, III
Secretary of Treasury
Washington, D.C. 20220

Dear Jim:

The Internal Revenue Service recently issued a technical advice memorandum
stating that a farmer cooperative may not offset losses in one of its divisionsagainst the gains in another to determine its net taxable income if, In the IRS'opinion, the offset is "inequitable," This common practice, called netting"
could cause a farmer cooperative to lose its tax status if gains and losses arecombined in its purchasing and marketing divisions to. compute patronage
dividends.

The IRS memorandum also says that when a cooperative's board of directors makesnetting decisions, the cooperative will lose its statutory right to deduct
patronage refunds from taxable income.
I would appreciate your review of the IRS technical advice memorandum for the
following reasons:

1. Farmer cooperatives must have the authority to net gains and
losses In their various divisions in order to survive in today'shighly volatile agricultural industry. By netting gains and
losses among several divisions, a cooperative may spread
economic risk and significantly reduce the effect of catastrophic
failure in any one of them.

2. IRS' determination imputes values and principles to the
internal cost accounting methods of cooperatives that appear to beinappropriate under tho laws governing cooperatives.

The Department of Agriculture previously expressed Its concerns to the IRS andthe Department of the Treasury on the issue of netting. Withdrawal of the IRS
memorandum would aid efforts to reach accommodation between Department ofAgriculture and Department of Treasury on this important tax issuu.
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This matter Is of vital concern to the nation's farmer cooperatives. 1 believe
that your thorough view of this issue wi1l show that the IRS position merits
reconsideration. I appreciate your consideration in this matter.

Sincerely,

JOHN R. BLOCK
Secretary
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'ltdtcd Ates natt,,
WA5N~I4TON. DC 20110

April 22, 1985

Honorable James A. Baker, III
Secretary, Department of the Treasury
15th Street S Pennsylvania Ave.? M.N.
Washington, D. C. 20220

Dear Xr. Secretary

Over a period of nearly fifteen years there has been a
recurring effort by the Internal Revenue Service to question
the right of agricultural cooperatives to arrive at their
taxable income by netting gains and losses among their patron
units.

Secretaries of Agriculture over the years have
submitted extensive and detailed analyses on behalf of the
farmer-owned cooperatives but the is*ue remains unsettled.
Recently Secretary Block wrote to you asking for your
assistance and intervention reading withdrawal of the
recent IRS memorandum relating to this issue.

This is a vitally important matter to a great many of
this Nation's farm cooperatives. The nearly two million
farmer/members of these cooperatives are, as you know, having
great economic difficulty.

We urge you, Mr. Secretary, to give this important
matter your prompt and favorable attention.

Sincerely,

7$/4~ 4of
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Secretary James A. Baker, III
April 22, 1985
Page two

Xt~ZAtS

4
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WASHINGTON. C 20510

June 25, 1985

Dear Colleague:

For nearly twenty years the Internal Revenue Service has
attempted to deny farmer-owned agricultural cooperatives the
right to offset losses in one area of busines* activity against
gains from other areas of activity. This practice--referred to
as netting--is allowed routinely for all other proprietary
business enterprises. However, in 1965, the IRS started to
question the right of cooperatives to net gains and losses.

The issue has been litigated on three different occasions,
and in each instance Tax Court rulings against the IRS -learly
reaffirmed the right of agricultural cooperatives to net gains
and losses among their various divisions. Never known to take
Ono" for an answer, the IRS again in January of this year issued
a ruling holding that cooperatives may not net gains and losses.

Thus, we are now seeking your support for an amendment to
H.R.2475, the imputed interest simplification bill. The
amendment will merely spell out what the Tax Court has been
trying to tell the IRS--that agricultural cooperatives shall be
allowed to net gains and losses in determining taxable income.

We are enclosing an issue brief on the subject and a copy of
the proposed amendment. If you would like to join us in
co-sponsoring this measure please contact Cliff Humphrey at
4-3643.

Sincerely,

ell
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Agricultural Cooperative Amendment
Dear Colleague, June 25, 1985
Page Two

/AYl %

M4
N7AOxk--A
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Senator MArTINGLY. Now, Mr. Chairman, you were also aware of
the concerns expressed by Secretary Block over the IRS actions.
He, too, expressed his feelings on this issue in writing to both Sec-
retary Baker and to this committee. I would ask that copies of his
letters also be entered in the record as though read in their entire-
ty.

Senator CHAFEE. Yes, that will be done.
[A letter of Secretary Block to Senator Packwood follows:]
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DEPARTMENT OF AGRICULTURE
OFFICE O' THE SCIC-CAfy
WASHIWOTON. 0 C. 20250

S2S Or
Honorable Robert Packwood, Chairman
Comittee on Finance
United States Senate
Vashington, D.C. 20510

Dear r. Chairman:

&n amendment vill probably be offered during full 3snate consideration of H.R.
1475, the imputed Interest tax bill, to amend sections 1188(a) and 521(b) of
the Internal Revenue Code. The changes are intended to make it undisputably
clear that cooperatives can net earnings and loses from different lines of
bustess when computing their taxable income.

The U.S. Department of lriculture supports enactment of this amendment.

Cooperatives are owned and controlled, on a democratic basis, by their
members. The member may decide to have their cooperative only provide one
ser.-v=e, such as marlceting their gra n. F.nanctal resut.a of this activity
are figured on an annual basis and a tax is paid on any margins generated by
the business.

The zenbers may also decide to have their cooperative provide more than one
#0:-1 .ce, such as marketing grain and purchasing supplies. When this happens
the :A:er-a: Revenue Serv:-c has ruled the association must, for tax purposes,
assue it is not a single cooperstive but rather that separate cooperatives
ezs for sach. function performed.

The ",S position Is con:rary to a basic tenet of corporations operating on a
cooperate 'e basis: the the members decide the extent to which they share the
risks it the cooperative venture. A decision by members to diversify risk by
netting the rsul'ta of two or sore operations is a legtizats business
decision which ought to be immune from challenge by IRS. Cooperatives are
volunta-y orianzaions. Members who do not "~ke the ray aargns are computed
are free to do business elsewhere, or star, a competing cooperative which
accounts for margins as its members prefer it done.

The U.S. Departant of Agriculture favors enactment of leglslative language
making it clear that members of a cooperative may net margins and'losses on
any bassa that they decide is equitable among themselves.

Sincerely,

Jow R. Ricoh
Searetary

-I
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Senator MATTINGLY. Now, as I have indicated in my earlier state-
ments on the issue, we are here today to simply seek fairness and
equity for our farmer-owned cooperatives in the application of the
Tax Code. We do not ask the statute be changed, only that lan-
guage be added which makes perfectly clear to the Inteinal Reve-
nue Service what the Tax Court has tried to tell them on three dif-
ferent occasions: that farm co-ops are entitled to use netting proce-
dures in determining patronage dividends for tax purposes. One
would think that such legislative action would be unnecessary,
given the rather blunt language found in the court decisions. Un-
fortunately, the Service seems rather prone to selective deafness
when anyone tells them something they don't want to hear. Mr.
Chairman, I again thank you and your staff for accommodating us
here at this early hour and request that the subcommittee act as
expeditiously as possible in reporting language similar to that
which was contained in my proposed amendment. I would ask that
a copy of the amendment be included for the record as though
read. And I encourage and urge your continued assistance in this
effort to put an end to what the court referred to in one decision as
"the IRS unwarranted tinkering with the tax structure applicable
to cooperatives." Thank you, Mr. Chairman.

Senator CHAFEE. Thank you very much, Senator Mattingly. I
know you have worked on this a long time; and as you mentioned,
you were anxious to put it on the imputed interest when we were
dealing with that, and you withheld so that this committee would
have a chance to look at it. You have vigorously pursued it, and I
recognize that, and we will try to move rapidly ahead.

Senator MATTINGLY. Thank you. Mr. Chairman, would you also
include in the record a copy of a report of the analysis of coopera-
tive taxation prepared by the USDA?

Senator CHAFEE. Yes, we will do that also.
Senator MArINGLY. Thank you.
[The prepared written statement of Senator Mattingly and the

proposed amendment and the report of the USDA follow:]
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STATEMENT BY MR. MAT INGLY

SUBCOMMITTEE ON TAXATION AND )F.3T MAfAGF.M.NT

SENATE COMMITTEE ON FINANCE

MONDAY, ,JULY 15. 1985

--- --- ----.. . - .-- .............. ... .

TRIK YOU MR. CHAI R14ARI. I FIRST '.ANT TO THAr' THE SUBCOMMITTEE FOR

ARRANGINi TIIS 14FRIOG It] SUCH A Pr YO1PT AND COOPERATIVE MANNF., AS ¢"

ALL RECOGNIZE, THE TOPIC NE ARE DISCUSSING TODAY IS OF GREAT IPORTACEi

TO THE NEARLY 2 '1ILLIOt' 'lEMlBERS OF OUR NATION'S FARPER-(, NED

COOPERATIVE., I 'AIGHT 4o rHAT T!IS ISSUE IS OF SOME URGENCY TO CO-^

WIlCH W9E I," IMfI-NENT DANGER OF BEI',i TOLD BY THE INTERNAL REVENUE

SERVICE THAT THEY JST 5O-BACK INTO PAST YEARS AWD PAY TAXES, PENALTIES

A'l) INTEREST BECAUSE THEY UTILf7ED THE PRACTICE OF "NETTING" THEIR GAI'NS

AN, LlSSS A'YI"IG THEIR SEVERAL AREAS OF COOPERATIVE BUSINESS ACTIVITY

FOR THE PURPOSE OF DETERlINUG THEIR TAXABLE INCO'IE.

THIS PRACTICE 11F OFFSETTING 0 ROPITS 'ADE IN ONE AREA OF BUSINESS

ACTIVITY AGAINST LOSSES INCURRED IN ANOTHER AREA OF ACTIVITY CONDUCTED

BY THE SAMIE ORGANIZATION IS NOT AN EXCEPTION TO THE RULE... INDEED, IT IS

A PRACTICE AVAILABLE TO ALL, TYPES OF BUSINESS EITERPRISES WHETHER THEY

BE S,"LE o ,)Pl"ICTORSHlDS, PARTNERSHiPS OR CORPORATIONS. THE U. S. TAX

COURT HAS qISTINICTLY FOu1Yf THAT 'A, IER- ,',NED COOPERATIVES ARE ALSO

ELIGIBLE TO EPIPLOY THIS SAME PRACTICE OF NETTING GAINS AND LOSSES AiOlG

THEIR SEVERAL '.IVISIO'NS FOR TAX PURPOSES.
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,4ATT I NGLY--PAGE TWO

15 JULY 19l

DESPITE THE CLEAR AND UN BIGUOUS LANGUAGE USED BY THE TAX COURT IN

OVERTURN I NG THE I.R.S. POS I T ION AreAI NST CO-OP NETT I NG, ',,F F I N) OURSELVES

TODAY FACED WIT'A YET ANOTHER ATTEMiPT 3Y THE SERVICE TO CHANGE THE LAW BY

ADlINISTRATIVF FIAT. M R, CliAIR'IAN, I RESPECT THfE FACT THAT BOTH

YOU ANIf CHAIRlA PACKOO I.ERE SO E.IAT CONCERNED 1'!HEN I EARLIER

ATTEMPTED TO INTRODUCE ANIEN)MENTS TO RECTIFY THIS PROBLEM. I UNDERST'ID

Atl EVE'I APPRECIATE YOU)R COMPLETELY PROPER ACTIONS TAKEN TO PRESERVE TIE

JURISDICTION1 OF THE COtllITTEE AN!) THE INTEGRITY OF SENATE PROCEDURE.

HOWEVER, I CAN ONLY SPECULATE ABOUT THE KINDS OF THOUGCHTS IIHICH tMJST

PASS THROUGH YOUR MINDS NHEN AN EXECUTIVE BRANCH AGENCY SUCH AS THE

I .R.S. BLATANTLY ATTEMPTS TO COMPLETELY CIRCUMVENT NOT ONLY THIS

CO(VIITTEP, r3UT THE ENTIRE CONGRESS, THEIR CAVALIER ATTITUDE HAS

OrVI",JSLY RAISED THE CONCERN OF AT LEAST TW'IRTY-T1O OF OUR SENATE

COLLEAGUES *0FO HAVE EITHER ADDRESSED THEIR CO,,LAI NT TO SECRETARY BAKC.'

OR WHO SIGNED ON AS CO-SPONSORS OF THE AMENDMENT !AICH I HAD EARLIER

INTENDED TO INTRODUCE TO THE I ,,PUTE) INTEREST BILL. I WO,).D JUST NOTE

TH-"r AMO!IG THE THIRTY-TW ',)ERE SEVEN 1EI BERS OF THE FINANCE COMMITTEE.

., CHAIR.A!J, I HAVE COPIES OF THOSE T LETTERS AN') I MIJLD ASK THAT

THEY BE ENTERE) Itl THE RECORD OF THIS HEARING AS THOUGH FULLY READ.
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MATTIN(LY--PAGE THREE

15 JULY 199Y

MR, CHAIRMAN, YOU ARE ALSO AWARE OF THE CONCERNS EXPRESSED BY

SECRETARY LOCK OVER Tl-I I .?.S, ACTIONS, !IE TO() !IAS EXPRSSE1 HIS

FEELINGS ON THIS ISSUE TO 30TH SECRETARY BAKER AND TO THIS COMMITTEE. I

9,[,LD ASK THAT COPIES ,F HIS LETTERS ALSO BE ENTERED IN T'I: lECOR3 AS

THOUGH REAr IN THEIR ENTIRETY, U.SD.A. HAS STUDIED THIS ISSUE UNDER

SEVERAL ADMINISTRATIONS, AND SECRETARY BLOCK'S LETTERS OF SUPPORT ARE

BASED O THE RESULTS Or INTENSIVE STUDIES CONDUCTht) OVER THE YEARS.

1989 US.,.A. DIEPARED AN UPDATED ANALYSIS OF THE ISSUE WHICH I THI4(

THE SUBCO -?IITTEE C.IML FNfl VERY EtLIGHTENING. I ".'ULD SU85IIT A COPY OF

THAT 1989 lJS.,A, REPOPT FOR THE RECORD, MIR. CHAIR IAN, AND ASK THAT IT

3E PRINTED THEREINl.

AS I HAVE INDICATE' IN iY EAr-LIER STAT."IENTS O! THIS ISSUE, WE AR,:

HERE TOOAv TO SI'IPLY SEEK FAIRNESS AIND EQUITY FR OUR FARMER-OWNED

COOPERATIVES IN THE APPLICATION OF THE TAX CODE, 'AE DO NOT ASK THAT TiE

STATUTE BE CHANGED, ONLY THAT LANGUAGE BE ADDED 1,4t!rl-I 1AES PERFECTLY

CLEAR TO THE I .R.S, ',,iAT THE TAX COURT HAS TRIED TO TELL THEM' ON THREE

DIFFERENT OCCASIONS..THAT FARM CO-OPS ARE ENTITLED TO USE NETTING

PROCEOLIRES I"i DETER"IIlING DATRONAGE DIVIDENDS FOR TAX PURPOSES. ONE

WOULD THIIN< THAT SUCH LEGISLATIVE ACTION WLID BE UNNECESSARY GIVEN THE

RATHER BLUNT LANGUAGE FOUND IN THE COURT DECISIONS, UIFORTIJNATELY, TUIE
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M ,TT1NrLY--PAGE FOUR

15 JULY 1915

SERVICE SEE",S RATHER -RONE TO SELECTIVE DEAFNESS ,HEN ANYONE TELLS THEl'

SOMETHING THEY DON'T -W,'T Tl HEAR.

MR. CHAIRMAN, I AGAIN T4A, , YO THE THE STAFF FOR KINDLY

ACCOOATING US HERE TODAY. I WOULD REQUEST THAT THE SUBCOWITTEE ACT

AS EXL'EDlTIOUSLY AS POSSILE Il REPORTIN(3 LANGUAGE SIMILAR TO THAT WHICH

WAS CONTAI N E N iY P")POSED AM CEMENT, AND I WOULD ASK THAT A COPY

OFTHE NAErJDMENIT BE IfUCLUIOED -CR TUE RECORD AS THOUGH READ. NE URGE YOUR

CONT!IUE9 ASSISTANCE )II THIS EFFORT TO PUT AN E1JD TO 4iAT THE COURT

REFERRED TC !I NE DECISION AS ThE I .R.S. 's "l...UtARRANTED TINKERING

MITH TUE TAX STUCTURE APPLICABLE TO COOPERATIVES."
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AMENDMENT NO ............---- .... Calendar No.
To amend the Internal Revenue Code In order to clarify the

Purose .47 ................ ....... .. . . . . . . ... . ,
from different liji.- --..... .... ...... c..............

INI TIlE SENATE oF THlE UNITED STATES- 2.0 . CoPg. JL.. 818.

0 ----------------------
IMn At ----- _---s (or Treaty.----- muonj~ ------

(due) .4I.P.aV.b Jt1LJ.xJuL.VI~ .- ;.UiLJE...thapu ted
interest rules of sections 1274 and 483, and for other purposes.

--...-. -- ....................-..... .....-.......................... .... .......... __

( ) RaerredtothbeOommittooon ----- _---
and ordered to bo printed

( ) Ordered to lie on the table and to be printed

IXT DDtobepropose by r. Mattingly, for himself and Mr. Abdnor, ir. Nunn,
Hr. Zorinsky, Mr. Cochran, Nr. Thurmond, Mr. Heflin, Mr. Ifelms, Mr.Boren

Vi aMr. Nickles, Mr. Denton, Mr. East, Mr. Trible, Hr. Dixon, Mr. Warner,
14r, Boschwitz, Hr. Pressler, Mr. Harkin. Mrs. Kassebau, Nr. Hollings,

2 At the end of the bill add the following new section:

8 "Sec. _ . (a) The Internal Revenue Code is amended by adding

4 the following new sentence at the end of section 1388(a):

'For any year to which this subchapter applies, where, an

6 organization. computes its net earnings from business done

with or for patrons, losses in one or more of the organization's

allocation units (whether functional, division3l, departmental,

geographic or other) may he offset against earnings from

business done with or for patrons in one or more allocation
10 units of the organization.'.

11 (b) The Internal Revenue Code is amended by renumbering

12 subsection (5) of section 521(b) as subsection (6) and inserting

13 a new subsection (S) as follows:

'4 '(S) NETTING OF LOSSES.--Exemption shall not be denied any such

15 association because it offsets losses incurred in either its purchasing

16 or marketing operations against earnings incurred In either its

17 purchasing or marketing operations for purposes of computing its net

earnings available for distribution to Its patrons for any year to

which this section applies.'."

20

21

we lst - 9-9
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ANAYSIS OF COOPERATIVE TAXATION SAFE HARBOR PROPOSALS

1. Introduotlon

Farmer cooperatives were given apecial tax treatment in the earliest

Income tax las enacted In the United States. The treatment was essentially

en exemption for some cooperatives and single tax treatment for others. In

1951 Congress attempted to define further the tax treatment of cooperatives to

Impose a single tax on net margins returned to patrons. Court decisions

several years later, however, defeated the purposes of the 1951 Aot, and some

income escaped taxation where patronage refunds vere retained for capital

purpose

In 1962 the Internal Revenue Code was modified to ensure fair application

of tax las to ooperatives and to achieve the single tax objectives attempted

earlier. 3ubchapter T was added to the Code to define the single tax

treatment $*als established by Congress. In practice, the Sub chapter T rules

were found to be workable both by the Internal Revenue Service charged with

their enforcement and by cooperative attempting to comply. Those rules

permitted the range of activities, accounting methods and financing techniques

necessary for effective cooperative conduct to prevent tax abuses.

Principles of tax law with regard to cooperatives were well settled and

consistently applied following institution of the statutory single tax in 1951

with the exception of the noncash valuation problem. The 1962 amendments

clarified tis one remaining Issue.

In toe late 1970"*, however, several new theories were developed by the

Internal Revenue Service about cooperative operation and the proper

application of Sub*spter T to cooperatives. These theories were initially

51-770 0 - 86 - 2
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expressed in a number ot articles advocating greater IRS scrutiny of entities

seeking Subchapter T stat8u to determine whether they were, in roat,

"operating on a cooperative basis is the statute requires. Application of

this new approach was tested in several recent Cases In which courts generally

rejected the IRS position, sometimes in rather forceful terms.

We, as an appellate court, are not here to decade what is the most
"fair" for the embers of Peninsula and we seriously question whether
that is properly within the province of the IRS either. 4/
We sit only to decide whether Peninsula Is a tax-exempt mutual
organization. £ven assuming that Peninsula's system is unfair to
aome members, It, is the mbers themselves, utilizing their equal
voting power, who should change it, If that is their wish and if they
can muster the strength.

4/ In a very real sense the fairnesss" principle has already been
decided by the Washington Legislature, the terms of the articles and
bylaws and the embers of this mutual company.
-Peninsula Light Co., 552 T.2d 678 (9th Cir. 1977) (Footnote by the
Court* .

There Is some doubt whether the Comilssioner has sufficient standing
to object to the taxpayer's method of allocating what would normally
be Income excludable to the taxpayer among Its member-patrons In a
manner. apparently soceptable to suoh members as an equitable
distribution of profits.
-Pomoroy Cooperative Grain Co., 388 F.2d 326 (8th Cir. 1961).

We fail to se any legitimate Interest of (IR3 in the mechanics of
petitioner's allocation of losses among its past, current, or future
mesmer-patrons.
-Associated Milk Pro~uoera, Znc. 68 T.C. 729 (1977).

in Ajjjgmg, !l Producers the Colmasioner &ought to deny the net
opeFiatin lo" carry forward for all members, while here he would
deny It only for terminated members. Zn rejecting his argument In
Associated Milk Producers, we stated that his position Was "not only
contrary to the express provisions of section 172, but conceptually
strained and looking any fundamental policy support; In short. an
unwarranted tinkering with the tax structure applicable to
cooperative." 68 T.C. at 736. We think this characterization is
equally applicable to respondent'a argumenta In this case.

The "operation at cost" principle describes a feature of a
cooperative's relations with Its member, not a codified
requirementof tax accounting. Accordingly, we reject respondent's
argument that the principle of "operating at o*at" absolutely bare
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a cooperative from carrying forward and deducting losses allocable to
Its terminated members.
--Ford-Zroquols PS, Inc., 74 T.C. No. 88. (Sept. 9. 1980).

Zn late 1978 MSDA prepared a memorandum in response to a tentative 1RS

proposal to prohibit cooperatives with more than one department from netting

gains and losses across departmental lines in calculating patronage

dividends. The memorandum, submitted to IRS, disOused the proposal fully and

explained the reasons for USDA opposition. We have reviewed the premises,

rationales, and conclusions presented in our 1978 paper ad rind them still

valid. 1/

On June 13, 1980, Donald C. Lubick, Assistant Secretary, Department or the

Treasury, transmitted a preliminary memorandum o the Department of

Agriculture that outlined some rather strict tax rules which would be applied

to cooperatives in accordance with the new view of cooperative taxation

advocated In the past few years by the 11S. The rules would greatly restrict

the situations In which netting arose departmental lines could ocor. In

addition, the memorandum proposes a afte harborO approach which would define

certain netting practices aoceptable to 115. A cooperative which adhered to

the very specific requirements of the safe harbor proposal would be protected

against further IRS scrutiny of its nettins practices. The IRS memorandum

Invites U3DA coments both generally and on specific topics. Our response to

this memorandum follows.

I/ Ten years earlier, in 1968, IRS had proposed a rule that would have
had the opposite effect. At that time the proposal was to recuife
cooperatives to offst losses against gains across departmental lines in
calculating net margins allocated to patrons. USDA opposed that proposal as
well.
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A. The Issue-In Brief

Interunit netting (also called interdepartmental netting) occurs when a

cooperative that provides several different services to its patrons through

two or more units comoines the margins and losses from Its various units and

does not treat each unit as a completely separate cooperative operation. 2/ A

loss occurs when a cooperative's expenses exceed Its gross income and the

cooperative does not requLre patrons to make up the difference during that

see tax period. The strict view by some officials In the Internal Revenue

Service is that an organization "operating on a ooperative basis" is neither

permitted to net across units nor incur a true loss. It is this view with

which the Department of Agriculture disagrees.

D. The Problem

The Internal Revenue Service must determine, as a practical matter, which

organizations are governed by Wbahapter T rules. Interpretation of

"operating on a cooperative basis" is critical to this task. Also, as a

practtal matter, general principles and defLnitions must be reduced to some

workable rules that can be applied in individual cases by I1S agents as they

enforce the income tax laws.

Differences of opinion on such rules are serious, and their resolution

will have significant consequences for farmer ooperatives and farmer

patrons, These differences of opinion have focused on interunit netting

practices and loss treatment, though te scope of th 1e S' safe harbor

proposal suggests that the 1l3 also views numerous other structural and

/ A cooperative may, after netting across departmental or unit lines,
elect lo pay refunds to all members on a patronage basis or simply to members
of units which generated net margins during the year.
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functional characteristics of cooperatives as subject to scrutiny for tax

abuse potential.

The present memorandum supplements the comments and views articulated In

an issue paper entitled Cocprative Interunit Setting prepared In 1978 by

USDa Economics. Statistics, and Cooperatives Servlo and submitted to the

Assistant Secretary of Treasury and to personnel of the IRS.

The present paper consists of tour parts. First, some general

observations are made to plae the issues in perspective. Second, we respond

to Specific questions, though our information on some item Is inadequate to

provide all Information requested. Third, we address, as requested, the safe

harbor portion of the memorandm. Fourth, we ofter some general conclusions

regarding tne approaches to cooperative taxation oontemplated In the

memorandum.

11. General Observatiors

A. UIA": Perspective

It Is not the purpose of USDA to advocate Oliberal" or 'easy" application

of tax laws to cooperatives. To the contrary, it h"s been our experience that

cooperatives operate well when tax laws are applied carefully and thoroughly.

USDA, In tact, tends to take fairly strict views of what constitute&

operation u a ooperative basis. It Is Mith these firm requirements in mind

that our response is drafted.

Second, USDA does not wish to address technical discussions of tax law

application. Such functions are correctly left to the expertise of the 113.

We feel very strongly, however, that the issues addressed in the new tax

position with respect to interunit netting are not essentially technical in
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nature. They are, rather, major policy decisions that we believe deviate

sarKedly from Congress' view of cooperatives, the Views of cooperatives held

by scholars of cooperative enterprise, as well as from concepts of

cooperatives held oy those who create and use cooperatives.

Finally, it is nOt our intent merely to balance practicality against

principles. Where a cooperative principle requires a certain course of

conduct, the difficulties associated with It must be accepted as a burden of

doing business cooperatively (and there are numerous such burdens).

It Must be carefully understood and appreciated, however, that cooperative

concepts and principles developed from practical experience and needs in the

'real world. Prtnlples followed by tne Rochdale Pioneers ot 1844, often

viewed as the first collection of cooperative principles, were rules for

successful business, not theoretical ideals. Likewise, in the United 3tates,

the principles devised by the Patrons of Husbandry In 1876 were adopted

specifically to strengthen foundering local (ranges. Our conclusion mist be

that when "principles" are devised and applied in such a manner as to mae

true cooperation imposLble, something Ls aMiss with the "principles," not

with the legitimecy of the cooperative.

8. Restatement of general Principles

1. Basic Cooperative Taxation. Subohapter T of the Znternal Revenue Code

applies a single tax principle to 'any corporation operating on a cooperative

basi," This rule Is not restricted to agrtaultural cooperatives.

The cooperative mist pay tax at tne ordinary corporate rate on any Income

not based on patronage or not returned or allocated to the patrons. The only

difference in treatment, between cooperatives and non-cooperative corporations

is that Subhapter T permits a cooperative to deduct patronage refunds from
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its not Inama before paying taxes. (In certain limited circumstances

described in section 521 same farmer cooperatives may receive additional

deductions .)

Under Subchapter T rules, a cooperative may retain up to 80 percent of the

net margins as patron capital with the patron's permission. The capital mit

be allocated to tne patron, however. It is not treated as Income to the

cooperative but rather is taxable Income to the patron with a oonourrent

capital investment in the cooperative. It does not escape taxation.

Currently accepted tax principles extend the single tax treatment of

&ibohapter T only to those cooperatives which have no authority to retain for

their ovn use, without the consent of their patrons, net margins generated by

the patrons' business. The fact that the cooperative may guide the not

mrgina to various patrons on the basis of their business with the cooperative

does not give the cooperative possession of those not margins for its own

'use. This concept of cooperative taxation, which we doem funamental, vill be

noted sain.

2. Cooperative Principle&. The cooperative form of business enterprise

Is defined and distinguished trom other torm of business by the set of

relationships that exist between the members and their cooperative, and among

the members. These relationships are usually suaried as Ooooperative

principles," established by Oustom and usage, historical development, and

sonalarly and legal documents (though not In 3ubhaptor ).

The disagreement over permAssible c*operative interunit netting, though

one over application of specific tax rules, Is based on a difference of
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opinion on fwncamental cooperative principles, represented on th' one hand by

a strict view apparently adopted in the afte harbor memorandux and on the

otner hind by more generally held views of cooperative representatives,

experts, sonolars, and all legislation at both State end Federal levels

defining and regulating cooperatives.

The single most comprehensive statement in law that combines all

cooperative principles Is that a cooperative is an organization operated "for

the ritual benefit of its members " This Implies three principles. First,

the cooperative must be owned and controlled by members. A number of

equitable voting procedures are in use to exercise this control; among them

are one vote per member and voting bsed on amount of business done with the

cooperative . Second, returns to capital are limited, thus restricting

benefits gained from the coopertive to those who use and control it. Finally,

the excess of gross income over expenses belongs to embeor patrons or all

patrons in proportion to tneir us of the cooperative, sometime called the

*operation at aostm principle.

C. The Conduit Conc*pt

The analogy of a cooperative to a conduit has been used frequently.

Though simple in form, the analogy may be useful to demonstrate the above

noted principles.

The cooperative entity is viewed as a hand holding a pipe. Net margins

enter the pipe at the top, pass through the conduit, and are returned to

patrons at the bottom of the pipe. A narrow view of a cooperative that would

require traoLnx patronage refunds Oac* to the transaction that gave rise to
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the net margin would visualize a bundle of pipes, each one passing a

particular part of the net margin back to a particular patron.

Another view of the conduit concept would visualize a Single pipe passing

the net margins (by its terms an aggregate amount) bao to the patrons. The

conduit concept of a cooperative permits either approach, Including

Intermediate cases where each unit is represented by a separate pipe.

The member patrons control the hand that directs the pipe or pipes.

Likewise, the patrons direct the hand as to how many pipes are used and how

they are used to direct the flow of funds through the cooperative.

In every oase, however, the funds flow through the pipes-they cannot be

grasped by the hand holding the conduits. This is the esene of the single

tax rule.

Because the hand Itself (the cooperative entity) cannot take possession or

the funds for its own use, it should not be taxed as If it could.

So long as the hand (the cooperative itself) cannot possess the money

flowing tnrougf the pipes, requirements for single tax treatment have been

mt. There is no need to analyze how the members control the hand so long as

the right to control rests solely with those at the end of the conduit. There

is no need to analyze the size of the pipes or how many patrons are Included

in aeon pipe.

Subohapter T requirements are megt when:

1. The conduit system is controlled by members at the end of the pipe.

2. Returns that flow through the pipe or pipes are based on net mrgins

generated at the top of the pipe by patrons at the bottom of the pipe.

3. Returns coma to patrons In proportion to amount of business done with

the cooperative.
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4. The fhnds flow through the conduit, however directed, and not into the

hand holding the pipe.

The primy of the single tax rule end the view that the single tax rule

Is applicable Ao long as the cooperative, as an independent entity, may not

maintain possession for its own benefit of the net margins to be passed baok

to patrons, lead to a tax policy that seems to relieve the 11S of many

enforcement burden discussed In the safe harbor memorandum. Our view is that

when cooperative members have the absolute right to control their

organization, when that organization passes net margins back to patrons on the

basi of business done with the cooperative, and when the organization itself

cannot maintain possession of th' net margins for ite own benefit, the single

tax rule should apply. DtaLled analysis of voting habits, netting praotiOes,

equity redemtion preotioes, etc., are neither relevant nor necessary for tax

enforcement purposes.

D. Two Views of CoopIretive Prinoples

because "operating on a cooperative basil io not further defined In the

Internal Revenue Code. workable enforcement rules mat be derived from

cooperativt principles. The manner in which theme cooperdive principles are

applied will determine whether two particularly Important and presently

widespread cooperative practices are permitted or prohibited in the future.

One Is netting of margins and losses among separate allocation urLts

(departments or branches) within m single cooperative; the other Is the

ability of cooperative organizations to incur true losses.

Kany cooperatives perform several different services for their members.

Iach type of service my be performed for a somewhat different group of
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patrons and may have a different net margin In any given tax year, or some May

have net margins while others suffer a net loss. The "netting" issue

questions to what extent net margins In one unit my be combined with a lesser

net margin or a loss in another unit. The "strict" view of some tax officials

is that such netting is not lequitable" to patrons and violates the operating

or. a cooperative basis" requirement. Because margins Bust be returned to

patrons In proportion to business done with the cooperative, this view holds

that patronage rotund& m1st also be based on margins generated by that

business, not business done with other patrons. The "general view* of most

cooperative representatives and scholars Is that the members themelves must

determine what is an equitable allocation of margins and losses for then.

This allocation may vary with particular cooperatives under a wide range of

oircumtanoea. The strict view, based on idealistic cooperative theory, Is

not practical.

The strict view on losses holds that because ooopertive operation

requires that net margins be returned to patrons on the basis of the patronage

generating the mrgins, cooperative principles prohibit a cooperative from

inourring a true loss for certain tax purposes. In that view the loss mat be

made up bY patrons with direct assessments or current reserve reductions as if

it were a Onegative' net margin, and it is impermissible to have a net

operating loss that can be worried to either prior or subsequent years in

acoordano with tax preatiOes available to all other corporations. This

method of handling losses Is prescribed In section 11 5 of the safe harbor,

and we discuss it more fully in our specific comments on the "fe harbor. The
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general view is, however, that the members themselves should decide how to

recoup losses and May use ordinary loss rules applicable to other corporations

in so doing.

The interdepartmental netting question is technically separate from the

loss question. However, the sae differences of opinion over cooperative

principles and equitable treatment are the bases for both issues. In

addition, most litigated netting problems have been generated by a dispute

over the status of a loss In one unit as compared to a net margin In another

rather than netting positive margins in each unit.

Refusal to apply ordinary loss rules to cooperatives Is a position

logically consistent with the IRS proposal to disallow interunit netting and.

as noted above, It is the position that the IRS appears to take in Its safe

harbor proposal. LiKe the disallowance of netting, however, failure to

reoonWiae true losses would severely restrict the financial flexibility of

cooperatives with no consequent benefit to the tax system.

. Perceived Abuses

The examples used in the section of the IRS memorandum on potential abuses

in cooperative operations, and the conclusion that extensive changes In tax

policy May be Justified to prevent such abuse*, are somewhat disturbing.

In section A (pp. 4-7 of the sate harbor memorandum) no example of an

abuse of tax laa is given that is not now strictly prohibited by court
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decisions with which we agree. I/ We do not understand how this recitation of

prohibited practices mandates application of new tax principles to existing

practices that are not abuses.

In Section 8 (pp. 7-9 of the memorandum) no cause and effect relationship

is defined between tha structure or practice mntioned and an abuse of tax

laws. Z abuses are found, they can be prevented under present tax laws.

Praetloes that have legitimte cooperative business purposes should not be

subjected to s:rutiny where tax abuses do not follow from them. In the

extreme, every action by a cooperative and every cooperative structural and

operational characteristic May conceivably be a precursor to an abuse of tax

lava. The tone of the section on abuses seems to reach in the direction of

Scrutiny of all those characteristics even though the tax statute (Subchapter

T) singles out only the patronage refund relationship as a relevant subject

for taxation purposes.

F. Present 3tatua of the Law

A survey of 113 ruling& on the netting and loss issues shows a somewhat

mixed approach to the variety of cirumstanOes under which cooperatives

operate. Some rulings have recognized the need to net across units while

others have severely restricted such practices.

,/ The arm Service case, discussed in greater detail later in this
paper, prohibits netting of margins and losses between units doing patronage
and non-patronage business by non-exempt cooperatives. However, in the case
at exempt ooperatives, the Code spe*iMclly allows a deduction for
nonpatronae sourced earnings returned to patrons. There is no abuse of the
tax laws because cooperatives that met the strict requirements of Section 521
are entitled to single tax treatment of such earnings.
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A recent Tax Court decision, however, addressed the netting and loss

issues and specifically rejected the strict IRS position. In a 1977 3ase the

Tax Court said of the loss issue:

We Consider (IRS's] position herein not only contrary to the express
provisions of (the Code] but conceptually &trained and lacking any
fundamental policy support; in short, an unwarranted tinkering with
the tax structure applicable to cooperatives. The deductions claimed
are clearly authorized by section 172. There is nothing within that
section or the regulations thereunder which indicates that the net
operating lose deduction Is not applicable in the case of a
cooperative subject to subchapter T. In fact, quite to the contrary,
the utilization of the net operating lose deduction by cooperatives
Is clearly implicit in certain subsections of the Code and the Income
Tax Regulations, and in various of (IRS's] rulings dealing with
cooperative.... We fail to see any legitimate interest of [11S] in
the mechanics of (the cooperatives's) allocation of losses among Its
past, current, or future member-patrons.... [I1S] has referred to no
compelling policy considerations or dangers of tax avoidance which
might even warrant en attempt to deny such carry over in the face of
the letar language of (the Code].
-Lssooiated Milk Producers, Inc., 6 T. C. 729 (1977)

G. The DepartMnt' Position and Reasoning

The Department of Agrioulture supports sound application of proper tax

principles and rules to farer-owned cooperatives. It appears that such

application could be defeated by the misoonception of cooperative principles

and practices as reflected tn the strict view of some Federal officials, vith

a consequent Impact on cooperatives unintended by Congress and oontrary to

usual tax revenue.generation principles.

The Department's position is that no cooperative principle prohibits

corporations operating on a cooperative basis from netting among units within

the cooperative organization. Neither does any cooperative principle prohibit

a cooperative from sustaining a loss or using ordinary loss rules available to

other corporate organizations.
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On the contrary, owner-user control, operation for the mutual benefit of

the aemoers, and the nonprofit nature of cooperatives require that members

themelves decide what Is equitable for them as -hey use their cooperative.

Because each organization is different, and each member has different needs,

equitability requires flexibllLty, and nonnetting or nonloss rules do not

satisfy that requirement.

The Department bases its adherence to the more generally held view on a

number of points that fall broadly into five categories outlined below.

1. Interunit Nettint Serves The Mutual Interests of Patrons. All of the

specific, economic Justifications for the practice of interunit netting

presented below are really expressions of the fundamental concept of

cooperatives, reoognized throughout the law of cooperatives and the principles

of ooperation-that the members stand In a iutual relation with each other.

This concept is so bast to cooperatives and the law of cooperatives and Is so

Significant to the netting Issues, that It deserves special ooment.

The importance of this concept of mutuality is manifested in nerous

ways. Many laws governing cooperatives explicitly state they are to be

conducted for the mutual (not individual) benefit of the members. Members are

placed In a group-they are not treated as customers 3 independently of other

members. -In addition, where patronage marKeting contracts are used by a

cooperative, there Is a contractual obligation not only between the individual

member and the cooperative but among the members. This unique mutual

relationship among members magas it impossible to isolate any member's or a

group of members transactions to determine their "value,' as is contemplated

in the I13 concept of cooperation. Moreover, a majority of State statutes
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governing cooperatives provides that the detriment caused by an indLvidual

member's breach of a marketing agreement is spread across the entire

membership.

Statutory material and court decisions on mutuality of benefits and

responsibilities, and the interdependence of members, are numerous, extending

back to the turn of the century. We find it somewhat disturbing that this

concept has been neglected in the safe harbor memorandum's views of true

cooperative operation.

USDA views netting as a useful, necessary, entirely legitimate practice

among cooperatives that operate for the mutual benefit of patrons. We

describe below tle wide variety of practical, 'real world" juatifications for

netting as Comonly practiced by numerous cooperatives.

(1.) Agricultural production and distribution are subject to considerable

volatility and uncertainty. These, In fact, are among-the important economic

characteristics of agriculture. A major purpose of cooperation among farmers

has historically been to alleviate disastrous effects upon certain groups of

farmers. Diversification of risk by netting gains and losses among several

patron units may permit a cooperative to reduce significantly the effect of

catastrophic failure in any one of the, and avoid a complete failure of the

entire cooperative.

The multiunit cooperative has developed In some degree as a reaction to

repeated failures of single-unit cooperatives that were unable to survive a

period of lean years-in the limited sector of farming which they served. The

success of American cooperatives today is thus due, at least in part,'to

increased diversification, multiple activities and a wide variety of netting

practices.
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(2.) Different units of a cooperative may provide each other with

benefits not reflected In the gains and 1o3ses on a balance sheet. There may

well have been some reason that benefits of the "gain unit were derived from

operation and existence of the "loss unit.* Without the loss unit, the Lain

unit may not have been suoceasful. Examples would be availability of credit

based on total cooperative operation; enhancement of ooperatives" service to

users through full service lines; complementarity of market lines; efficiency

of plant, pickup, purchasing, distribution systems, information systems, and

other efficiencies based on optimal value of service lines; and countless

others.

(3.) M ebers of a unit that suffers a loss may have contributed

considerable capital to the organization over time, and the benefits of the

capital contribution of patrons of each unit can seldom be separated by

units. The cooperative is an entity. Its capital structure Is a unitary

structure. The benefits to the whole cooperative, and therefore to all of its

members, from the capital contribution of members of a losing unit oannot be

molured by simple accounting procedures. Thus, It could well be that the

true benefits attributable to members of gain units are overestimated by

simple patronage refund measures, and the benefits attributable to members of

losing units are underestimated, The oonoept of the cooperative as a mutual

effort of all members might well require netting across units to reflect the

true contribution of members of each units

M.) Many members and patrons contribute capital by retained patronage

refunds in proportion to business done with the cooperative. Where a member,

for example, does one-fiftieth of the cooperative's business, one-fiftieth of

the capital is contributed by that patron. f, however, netting is not

permitted, members of "loss units would receive no patronage refunds and
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would make no contribution to capital for the period of the loss. Thus the

system of capital contribution in proportion to business done with the

ooperative would be undermined. The loss unit sbers would bear no burden

in financing the cooperative while the gain unit members shouldered the entire

burden.

Capital retirement programs likewise may be adversely affected if netting

is not used. Under a revolving fund plan of financing (widely used by all

kinds of cooperatives) old capital is revolved out as new capital comes in.

It is usually revolved out based on date of contribution. As noted above, the

capital structure of a cooperative is a unified whole based on the legally

defined entity character of the cooperative. If netting is not permitted,

capital contributions by gain unit ne ers may be revolving out old capital

contributions by loss unit members. Were this occurs over a period of time,

several undsirable results may follow. First, the members of the loss unit

begin to lose a stake in their cooperative and do not bear their fair

responsibility of cooprative finance. Second, the capital structure becomes

fragmented, with nore and more gain unit member capital supporting all

cooperative operations. Finally, when the loss unit becoms a gain unit and

loss unit patrons make capital contributions, their capital will be used to

revolve out gain unit capital. Where netting is used, capital is contributed

and revolved in proportion to business done with the cooperative-a legitimate

and desirable goal of cooperative operation.

(5) It appears to us that the 1RS memorandum fails to recognize one of

the basic features of a farmer cooperative (and perhaps nonfarmr cooperatives

under appropriate oiroumstances). That principle is that the benefits of the
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cooperative accrue t? the members' own enterprises. In fact, farmer

cooperatives are often referred to as extensions of the farm enterprise

Beyond the farm gate.'

This fundamental concept Lnpes that there are two sources of benefits to

the member from cooperative operation. First, where better prices are

associated with supplies purchased or products marketed through the

cooperative, a cash saVing is made that benefits the farmer. Second, an

assured supply of quality inputs or an effective marketing system (or products

produced will make the farming operation more profitable and desirable.

A common statement in the State statutes will demonstrate this distinction

and show its common recognition in the law governing many cooperatives'

operations. It states that cooperatives 'shall be deemed 'non-proflt,'

Inasmuoh as they are not organized to make profit for themselves, as such, or

(or their members, as such, but only (or their members as producers." We

believe this statement o public policy in significant and mst be taken into

account when internal cooperatlve practices are analyzed.

The total benefit to a member from doing business with a cooperativee is

the sum of two figures-the net margin allocated to the member and the

increased profit to farming operations made possible by the presence of and

services provided by the cooperative.

Thus, to determine Itf the total benefit to members associated with loss

and gain units is greater or less with netting, the total

produotion-coperative system must be analyzed. What appears to be a

'subsidy" may in fact simply be a balancing of total benefits of cooperative

efforts when the true function of a cooperative-operation for the benefit of
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members as producer--is recognized. Cooperative members make the decisions

and are in a unique position to do so because they, as individual producers,

can analyze their own benefits from the cooperative. We as outsiders would

rind it impossible, even with sophisticated economic data and analytical

techniques, to substitute our estimate of benefits to members for estimates

made by tne members themselves. Consequently. a conclusion that members of a

gain unit are "subsidizing" members of a loss unit because one aspect of

cooperative benefits-patronage refunds--are shared among the members would be

very suspect. Further, a conclusion that member control has failed, that some

principles of fairness have been violated or that such sharing is somehow an

abuse of tax laws would be unjustified,

To summarize, there are numerous reasons why cooperative members may wish

to net across units. Members of a cooperative have a coamon obligation to

finance their cooperative, common ownership of assets through the corporate

entity, common voting control, common directors, common management, common

planning horizons, coon liabilities for debts and damages, eto.

We do not wish to suggest that there is never a "subsidy" effect among

units. We do believe that there is nothing inherently undesirable with such a

subsidy where It in fact exists. Members might simply want common rights to

share net mrgins. The reasons for netting listed above are by no means the

only ones. The list IS only a suggestion of the range.

2. Interunit netting is permissible under cooperative principles. None

of the three major principles of cooperation--member ownership and control,

limited returns on investment, and return of net margins to patrons in

proportion to their use of the cooperative-prohibits interunit netting.
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Equitability and operation at cost considerations must guide cooperative

members as they conduct their affairs, but interunit netting may be the best

way to achieve true cooperative equity. The member ownership and control

requirement means that members themselves must mske equitability deoc1ons

according to the nature of their cooperative, the members" own individual

enterprises and the members' goals of cooperation.

3. Restrictions on interunit netting are not necessary to facilitate the

revenue collection function of IRS. An organization must be operated on a

cooperative basis to meet Code requirements for single tax treatment, and IRS

must apply that criterion to cooperatives asking for such treatment. However,

interunLt netting Is permissible under cooperative principles, and it is

therefore inappropriate to use the practice as a definitional criterion in

assessing cooperative status. General equLtability principles do not preclude

interunit netting. By the sam token, they provide no other readily

measurable standard for determining whether a legal entity Is truly a

cooperative. Nevertheless, in making such determinations, IRS need not probe

the internal affairs of the cooperative. IR3 *an look to owner use and

control, overall operation at cost and limited returns on Investment as

hallmarks of operation on a cooperative basis. Interunit netting is an

internal cooperative pratioe with no Impact on tax revenues. It Is not a

method to reduce or avoid payment of taxes.

4. New interunit netting restrictions would unneceosarily restrict

farmers' cooperation amonlg themselves. Though diffioult to measure, impacts

on cooperatives resulting from the proposed restrictions on netting would

include the following:
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-Farmermemaers Would lose the autonomy they now have to make decisions

about equitable sharing of cooperative benefits and burdens. Federal

government standards would be substituted.

-Farmer-embers would not be able to share benefits and risks according

to wtual benefit principles.

--4embership would become fragmented because the mutual interests of

separate meber groups w6uld be minimized.

- 4eambership financing methods would be considerably more difficult in a

number of circumstances, such as start up of new services to farmers by

addition of a new unit or support of a risky unit that provides a needed

service. The safe harbor memorandum recognized these problems, but reached no

conclusion about the extent of exceptions to the general position against

netting that would be necessary to resolve the problems.

-Aaaess to financing that a larger pool of income generating units has

would be limited it the pool were fragmented by restrictive tax rules.

--further burdens to cooperative accounting would be added to already

detailed record keeping requirements.

-The most serious iinediate threat of applying theoretically based strict

rules to cooperatives would be loss of Subonapter T status. Data are scares

on the prevalence of netting and losses, but we believe it to be common.

Strict application of the ideas expressed by 3s0 In IRS would subject the

internal activities of every cooperative that could not or would not meet the

safe harbor standards to IRS agents' scrutiny and possible loss of cooperative

tax status.

5. Restrictive interunit netting rules would single out cooperatives and

would apply to them requirements not imposed on ordinary corporations.
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Nonoooperative corporations are taxed as entities after all internal gains and

losses from all profit centers have been combined. Indiyidual departments

cannot be taxed separately and the gain or lose position of each department is

Irrelevant for tax purposes. This same rule should apply to cooperative

corporations. The clear purpose of Code provisions pertaining to cooperative

corporations was to establish a single tax principle for net margins returned

to patrons, not to require or permit tax officials to look into all of the

organization's Internal operating methods to determine Subchapter T

eligibility. The enti%,y concept of corporations should pot be disregarded for

cooperative corporations.

N, Cooperative Netting Example

We think, finally, that it would be useful to take a simple example of a

oooperative with two different units, that permits netting, and that gives the

board of directors the discretion to make the netting decision after the

beginning of the year, This example sems to contain the sltuations thought

to be sources of tax abuse in the safe harbor memorandum.

The example is given sod the elementary rules of Subohapter T are applied

to see If there are any characteristics or the example that do not meet

3ubchapter T requirements.

The cooperative in the example is aide up of six members, A through F.

esbers A, S, and C patronize one unit, and members D, t, and F patronize the

other unit. Unit 1, patronized by members A, S, and C, markets the grain of

members A, 8, and C. Unit 2, patronized by mmbrs D, E, and F, markets

broilers for members D, E, and F. The amount of business done with the

cooperative by members A through F is measured In dollar terms.



The proportion of business done by each member, measured In dollar

amounts, is as follows:

Member Percent

A ............... 10

B ............... 10

C ............... 15

D .............. 15

E ............... 20

F ............... 30

Unit I has a net loss in the current year of $40. Unit 2 has a net gain

of $100. The net margin of the entire organization Is $60.

The board of directors decides to net all incom and all expenses of the

organization across the two units. Further, the directors deolde to pay all

amounts In oash, as follows, aooording to the business done with the

organization.

Member Refund

A .............. $6

B .............. $6

C .............. $9

D .............. $9

E .............. $12

F .............. $18

We now look at Section 1388(s) to) see if such amounts meet the definition

of a "patronage dividend."
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The first bentenpe reads, wFor purposes of this subahapter, the term

"patronage dividend' means an amount paid to a patron by an orqanLzation to

wnich pert I of this subchapter applies ". The cooperative is a corporation

operating on a cooperative basis, Incorporated under the State statute which

defines what a cooperative is. It meets all State laws and regulations

concerning cooperatives, and, in addition, meets the qualifications set out

for a cooperative In the Feemrdl statutes, namely, the Capper-Volateed Act of

1922. It meets all qualifications to borrow from the bank for cooper-tves in

the Farm Credit System. It would be qualified to accept loans under the *

program as defined in regulations by the USDA. Under the statute, it votes (on

a patronage basis in proportion to percentages shown in the tables.

Section 1388(a) further provides the amount is to be paid "(1) on the

basis of quantity or value of business done with or for such patron." The

mounts are paid on the basis of the value of business done with each patron

as shown in the tables.

Section 1388(a) further requires that the payments be made "under an

obligation of such organization to pay such amount, which obligation existed

before the organization reneived the amount so paid." The amount patd ($60)

was paid according to an existing obligation under the bylaws of the

organization and under the State statutes which required the cooperative to

pay its net margins to its patrons. Under no circumstances In our example

could the cooperative retain for Itself any amount whatsoever for its own use

as income. Such obligation existed from the beginning of the organization and

the adoption of its initial bylaws far in advance of the beginning of the

current year.
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SeatLon 1388(a) provides that patronage refunds be determinedd by

reference to the net earnings or the organization from business done with or

for its patrons.* Its patrons are A, B, C, D, E, and F. The net earnings of

tne organization ($60) were determined by reference to the net earnings of the

cooperative from the business done with patrons A, 8, C, D, E, and F.

Section 1388 further provides that the ter patronaqe dividend "does not

include any amount paid to a patron to the extent that (A) auch amount is out

of earnings other than from business done with or for patrons.0 The amounts

paid to eaoh member in the cooperative are paid out of earnings (*60) only

from business done with or for its patrons.*

Section 1388 further provides that patronage dividends do not include any

amounts paid to a patron to the extent that "(B) ouch amount is out of

earnLngs from business done with or for other patrons to whom no amounts are

paid, or to whom smaller amounts are paid, with respect to substantially

Identical transactions. The purpose of this provision in the statute Is to

ensure that each patron receive the sam proportionate patronage refund as all

other patrons slailarly situated. In this example, the patrons of Unit I

have endaged in substantially identical transactions (the marketing of grain)

and are treated alike. The sane is true of the patrons of Unit 2 (who market

broilers). The practice of netting one unit's 108e against the other unit's

gains preserves the principle of treating all patrons engaged In substantially

Identical transactions In similar fashion. The statute does not require that

patrons of Unit 1 be paid the same amounts as the patrons of Unit 2, because

the two units perform transactions that are not substantially identical.

We do not see ainy alternative possibilities for netting In our example

that do not oconfor in all respeQts to the requirements of Subchapter T.
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Neither do we see any tax advantage to our hypothetical cooperative by any

decisions that the board of directors could make concerning the netting of the

amrgla within the ooperative,

T*e single tax principle applies. Xnoom tax Is paid upon the net margin

of the cooperative that Is passed back by patronage refunds to

patrons ($60). No net margin is retained by the cooperative under any form

whataoever that comarea in any way to profits to the oooperative. We believe

that a straightforward, literal reading of Subchapter T rules yields a fair

.result, does not permit t4x abuse, and achieves all of the purposes of the

single tax principle outlined in Subahapter T.

1. The Farm Service Case

The decision of the 8th Circuit Court of Appeals In Farm Service

Cooperative, 619 F.2d 718 (Sth Cir. 1980), is the moat recent decision on

netting. We analysed that case to see if our views on interunit netting are

in agreement. Although the ease does not deal directly with the question of

whether interunit netting of margins and losses attributable to patronage

business is consistent with cooperative principles, the court's opinion does

describe an approach to the problem entirely consistent with our position on

this Issue.

Farm Service divided its operations into four activities for accounting

purposes: a broiler pool, a turkey pool, a regular pool and taxable activity.

Members of the broiler pool or turkey pool had to be members of Farm Service.

Members of one pool, however, did not have to be embers of another.

emership in each pool, as well as membership in the cooperative, changed

from year to year.
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the regular pool was not limited to cooperative members and obtained some

income from nonmemoer patronage. The taxable activity represented the

cooperative's miscellaneous Inoome. Net margins were paid to members based on

their patronage activity.

In 1971 and 1972 the broiler pool expenditures exceeded broiler pool

Income. Farm Servlee first distributed or credited patronae refunds to the

turkey pool and regular pool members based o turkey or regular pool

patronage. Then the regular pool Income derived from nonmember business was

offset with the broiler pool loss, as was asoellansous Income from the

taxable activity. The remaining loss was carrted back to reduce the

ouoperative taxable income in the 3 oarry-back years to zero. Finally, the

remaining broiler pool loss was allocated to the broiler pool reserve

accounts, reducing the broiler pool reserves.

The Circuit Court held that income from nonpatronage sources could not be

netted against patronage losses to eliminate corporate tax on the nonpatronage

sourced income.

The Court stated:

Because of Ethel restriction on the scope of allowable
deductions, nonezempt cooperatives must separate patronage
from nonpatronage-aourced Income. A nonexeapt cooperative
is a hybrid business organization, taxed lie any ordinary
corporation with respect to nonpatronage-sourced Income,
but liKe a partnership with respect to patronage-souroed
Income. That Is to say, nonpatronage-sourced income Ls
fully taxable to the cooperative, and, it paid out in
dividends to the patron, to him as well. Patronase-sourced
income is taxed only once, usually to the patron.
We hold that Subchapter T requires a noneieapt cooperative
to segregate Its patronage end nonpatronage accounts In
calculating Its gross income, at least In those *aes where
grower payments or per unit retain allocations contribute
to net operating losses In patronage activities. Likewise,
Subohapter T forbids a nonexempt cooperative to aggregate
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patronage losses with its income from taxable activities,
if the two are separately calculated. A nonexempt
cooperative simply may not use patronage losses to reduce
its tax liability on nonpatronage-souroed income.

The Court of Appeals In Farm Service held only that a non-exempt

cooperative miy not net patronage losses with nonpatronage gains in

calculating its gross income, thereby avoiding taxation at the corporate level

of margins attributable to the cooperative's transactions with nonmembers. In

the Case of exempt cooperatives, however, Section 521 and section 1382(c)

expressly permit deduction of nonpatronage souroed earnings. Congress thus

evidenced Its Intention to permit cooperatives meting the requirements of

these sections to pay only a single tax on such earnings. The court's

reasoning in Farm Service explicitly focused on the distinction between exempt

and nonexempt cooperatives, and Implicitly recognized the appropriateness Of

netting patronage losses with nonpatronage margins by exempt cooperatives.

One other point about the Fars Service case is important for our present

purposes. None of the Court's reasons for prohibiting netting between

patronage and nonpetronage accounts is relevant to the practice of netting

among units doing exclusively patronage business. Subchapter T extends single

tax treatment to inoom from a oooperatives patronage business to the extent

that such Income Is paid or allocated to the patrons. When netting occurs

between units doing exclusively patronage business there is simply no

opportunity for the kind of tax avoidance that the Court identified in Farm

Service.
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III. COMMENTS ON SPECIFIC ITEMS

The memorandum to which we respond requested USDA comments on specific

Items identified in the memorandum. In this section we address those specific

items and comment on several other issue as well. We trust that our comments

will be of som assistance as the Department of Treasury makes major decisions

that will affect .he more than 6,800 former oooperatives in the United

states.

A. Preexistint obligation

The safe harbor memorandum disOusss the significance of the preexlsting

obligation requirement In Subchapter T for netting decision proedurea (pp.

1-4 and Appendix A). It concludes that th* requirement that refunds must be

paid *nder an obligation of such organization to pay such amount, which

obligation existed before the organization received the amount so paid"

governs not only when the obligation to pay or allocate refunds mast arise but

also exactly how such refunds should be paid. That is, a preexisting legal

obligation to pay patronage refunds does not exist if the cooperative members

give the board of

directors discretion as to how Internal netting will take place at the end of

the year.

We outline here our disagreement with that conclusion. We address first

the principle of single taxation for cooperative patronage refunds, then the

statutory, case and commentary material on the subject.

i. Single Tax Principle and Preexisting Obligation. A survey of tax
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cases, both old and pew, or the legislative history of tax laws, and of the

statutes and their interpretation, leads us to the conclusion (universally

held among cooperative scholars and aooountantb)'that the purpose of the

single tax principle Is to relieve the cooperative entity of corporate tax on

net margins that it cannot, by legally binding obligation, retain for Its own

use.

On the other hand, It the cooperative is able to retain for its own use,

as corporate profit, any net margins, they are subject to corporate taxes.

The fundamental purpose of the preexisting legal obligation statement in

section 1388 is to eliminate the single tax treatment for any net margins

which may be retained as profit by the cooperative.

Toe straightforward purpose and application of the preexisting legal

obligation requirement does not seen to suggest or require-by logic, by

extension or by-analogy-that internal allocation decisions may not be made

after the orgaqization receveas the amounts to be paid.

The cooperative, as a taxable entity, is obligated to pay out net margins

to users-it cannot keep any. That requirement I' the essence of

the single tax treatment.

2. Preexisting Obligation Does Not Restrict Internal Allocations. We

have carefully considered the information contained in the safe harbor

memorandum that is relied upon to show that disoretionary allocation fails to

meet the preexisting legal obligation rule. The Department disagrees With

this position for the reasons given below.

The theory is set forth on page 2 of the safe harbor memorandum that the

"deduotibility of patronage dividends is based upon the theory that the net
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margins of a cooperative belong to the particular patrons whose trahsactions

produced the net margins, not to the cooperative. This theory applies as long

as there exists a contractual obligation of the cooperative to return those

margins to those patrons.* This theory that net margins are only identified

with the specific patron and transaction giving rise to them finds no support

in cooperative principles, In the more than 80 State incorporation statutes

that describe cooperative operation, in the tax statutes or Cases, or In court

decisions that define cooperative operations.

We have no difficulty with the statements in the memorandum, particularly

in Appendix A where authority is cited, that the preexisting legal obligation

is important. (See our previous section.) However, the memorandum cites

only one tax court decision as authority for the novel and critical

proposition that preexiAting legal obligations ar* separated internally within

tne cooperative entity. The Dr. P. Phillips case, cited as authority that

"this legal obligation must attach to the particular transactions in respect

of which the deductible patronage refund is claimed," dealt with a cooperative

that had a function to which no obligation existed to mae refunds at a11.

The cooperative could have retained net margins from that function as profits

to itself. The Tax Court made no reference whatever to any requirement that

cooperatIves must be obligated to refund net margins only to those patrons

whose transactions gave rise to the net margins.

Based upon this single case and the general rule that the cooperative be

obligated, before net margins are received, to return net margins to its

patrons, the memorandum concludes that a cooperative may not determine its

internal allocation of net margins at the end of the year. We find no

sufficient basis for that conclusion.
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3. The Department's Position. The underlying reason for the preexisting

legal obligation requirement does not compel further restriction on discretion

by the cooperative as to internal allocation. The single tax principle and

the preexisting obligation requirement are designed to prevent profit

retention by the cooperative, a result not negated in any way by

intracooperative allocation and discretionary procedures.

The words of the statute itself make no reference to intermember netting

decisions; it requires only that patronage refunds be paid on the basis of

Business done with or for such patrons" and that the amount be determined by

reference to the net margins of the organization. A further discussion of the

statute is presented below in the section on netting. We only note here that

a simple rewording of the statute would have made clear any restriction on

internal allocation choices, and if the preexisting obligation requirement

were 1s restrictive as suggested in the IRS memorandum, there would be no need

for the Subchapter T limitation on unequal or disproportionate payments

patrons engaged In substantially identical transactions.

B. End-of-season director discretion

Aside from the implication running throughout the IRS memorandum that

netting, in and of itself, is an abuse of the tax laws applied to the

cooperative form of business enterprise, the writers seem to be troubled by

the discretion granted to the board of directors to make netting decisions

during or at the end of the year rather than prior to the time at which net

margins are received. Me first concern seems to be that the directors

themselves make the decision. The second concern, the one most directly

related to the preexisting obligation problem, is that the decision is made

during or at the end of the year.

51-770 0 - 86 - 3
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It might be well to point out some reasons that the directors would be

given the discretion to make the decision at the end of the year. These

Justlfications, as those outlined earlier for the practice.of netting itself,

are based upon operational, structural, economic, and control principles that

are unrelated to the misuse of the cooperative form of business enterprise for

tax avoidance purposes.

Most decisions in cooperatives that concern the payment of patronage

refunds, as well as the related decisions that concern the capital structure

of the cooperative, are made by the board of directors. The memorandum does

not make clear whether the mere fact that directors, rather than the members

in a referendum forum, make the decisions is of concern to the IRS. It would

appear, however, from the concerns expressed elsewhere in the memorandum about

member control, that director-based decisions are in fact a concern.

The principles of the corporate form of business enterprise, the specific

statutes under which cooperatives are incorporated, the common law of

corporations, and the documents and agreements within the organization itself

all Assign duties to the board of directors. Boards of directors of a

cooperative are required, as they are in any other organization, to act in

good faith as they carry out the duties vested in them by the members. They

have the highest fiduciary duty toward the members, and may be held

acoQuntable by the members for any deviation and abuse of discretion with

respect to those duties. We see no Justification for artificially separating

directors from their own membership for tax purposes.

The members control the cooperative not only through their votes, but

through the bylaws. The bylaws further define the parameters of directors"
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discretion to make decisions about the finances and the patronage refunds of

the cooperative. Members adopt the bylaws and sist approve any changes in

them. When the bylaws assign certain discretionary duties to the board of

directors, there is no reason to doubt that such provisions express the will

of the members or that the bylaws constitute an effective mechanism for

cooperative control.

The IRS memorandum presents no evidence, nor are we aware of any, that

would indicate that members of cooperatives are unhappy about existing netting

practices or that they feel that they lack sufficient power to control netting

deCisions by cooperative management. We would further emphasize the duties of

the members to oversee the affairs of the cooperative. The final decisions,

as will be pointed out in our discussion of the memorandum's view of voting,

rest with members.

The most serious objection raised in the IRS memorandum with regard to the

preexisting legal obligation to return patronage refunds to members appears to

be with the timing of the discretionary decision.

We would like to point out a few, but by no means all, reasons that a

discretionary decision would not be made before the beginning of the fiscal

year.

(I.) One of the central characteristics of farming enterprise is the

Instability of both production and markets from year to year. The seasonal

variations that occur cannot be predicted \ It is, in fact, the purpose of the

cooperative to respond to these seasonal variations. But a response follows

the event.

The results of a seasonal operation are known only at the end of the

season. The variations in planting, production, and yield are determined only
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at the end of the season. The financial status of the individual farmers who

make up the various units of the cooperative and who have contributed various

amounts of product and capital to the cooperative during the season is

determined only at the end of the season. Price fluctuations that have

occurred during the season because of the variations in supply and demand can

be netted only at the end of the season. The performance and the consequences

of the pricing practices of a cooperative during the season can be determined

only at the end of the season. Market prices (which can only be estimated at

the beginning of the year) and the deliveries of the members into various

units can only be determined at the end of the year.

End-of-year discretion to make netting decisions permits the cooperative

to exercise flexibility in pricing practices during the season in order to

participate effectively in markets. For example, where a market associated

with one unit collapse, the cooperative may be able to market effectively only

by taking a severe loss, but the extent of such a loss may be very difficult

to predict at the time when pricing decisions must be made. Knowledge that •

netting may be available at the end of the year could permit moh more

competitive pricing methods during the year.

(2.) The ability to make netting decisions at the end of the year is als3

important to cooperatives that perform a supply function for their members.

Unexpected price changes may make a change in allocation units the only fair

way to apportion costs. For example, a cooperative may normally have separate

allocation units for purchases of heating oil and dVjsel fuel. In a time of

diesel fuel shortages, however, the two fuels may be used interchangeably as

diesel tractor fuel. If the cooperative purchased large quantities of heating

oil at inflated prices for use by both groups of patrons, it would only be
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fair to combine the two allocation units for the period of the shortage.

(3.) Since decisions on netting depend In part upon predictions for the

following years, a requirement that netting decisions be made at the beginning

of the year would force cooperatives to base their decisions on even more

speculative information than that on which they presently rely. These

decisions, which Must take into account not only the condition of the

cooperative and Its members but 81so that of the industry 0a a whole, are

difficult at best when made at the end of the prior season and quite

Lpossible when made two years in advance of their final effect.

Thus, it 1 important for the cooperative to leave some of these major

decisions as open as possible so that they may be made with as WCh

information available as can be expected from the previous season, and when

intelligent forecasts about the co.iing season, as well as the coming years,

can be mde.

These are only suggestions of legitimate, nontax reasons that a

cooperative would (1) wish to make netting decisions discretionary, (2) assign

these decisions to the board of directors, and (3) make these decisions as

close to the end of the year as possible. We find that the complicated

decisions that rest with farmers themselves about how they run their

organization cannot be made by anyone else. The desire to preserve the

maximum flexibility for farmers (and for those acting on their behalf) in

making netting decisions arises not from a desire to avoid taxation but rather

from the need to permit farmers to respond to the volatile natural and

economic conditions which so greatly affect the business of agriculture. Such

flexibility simply puts cooperatives on an equal footing with other,

non-,cooperative business entities.
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C. Statement of Potential Abuses

We have previously outlined our concern with the disc, sslon of potential

abuses In the IRS memorandum (pp. 4, 5, 6). W! note ,ere only a few specific

comments to emphasize our dual concern that (I) the memorandum indentifies as

tax abuses practices which we believe are entirely consistent with cooperative

principles and unrelated to tax avoidance, and (2) to the extent that the

memorandum identifies genuine abuses, the rules it proposes are an

unnecessarily broad deterrent.

At page 5 in the first full paragraph, the memorandum identifies as an

abuse the practice of a cooperative that would run its patronage activities at

a loss, knowing that It could earn Income from nonpatronage activities. It is

our understanding that such a practice cannot now under any circumstances be

used to avoid payment of income tax. The Farm Service case explicitly

prohibits this practice by non-exempt cooperatives. Exempt cooperatives are

entitled to single tax treatment for nonpatronage earnings refunded to

patrons. There is no need for further restrictions on cooperative conduct in

order to prevent this practice.

We agree that the IR5 mus t continue to exercise oversight over

cooperatives to avoid potential abuses of the cooperative form. We do not

believe, however, that netting among groups of patrons in a cooperative

automatically falls within this class of abuses as characterized on page 6 of

the memorandum. Our coments on specific Issues discussed in the IRS

memorandum follow.

1. Organizational Structure and Abuses - Voting. The IRS memorandum

suggests that voting on any basis other than oni member, one vote may lead to

abuses of the tax status of oooperative enterprise. Comments on voting



67

39

methods are solicited.

Our view Is that members themselves should determine the voting method

that suits them best, and that a method other than one member, one vote Is not

a departure from cooperative principles.

We address three topics: 1. Principles upon which voting is based; 2.

Authority and use of various voting methods; 3. Cooperative control and

perceived abuses.

(M.) Intereatingly, a logical extension of the idea of economica

democracy* would suggest voting by patronage rather than on a one member, one

vote rule. Economic democracy reflects the business aspects of cooperation.

The purpose of a profit-oriented corporation is to generate benefits for

itself. The profit is generated by use of the capital. Profit Is returned to

stockholders on the basis of their investment contribution to the

corporation. The application of economlo democratLa principles leads to the

logical conclusion that the organization should be controlled bY those whose

participation makes the generation of benefits possible. They should control

the organization and receive returns proportionally. That is, the

stockholders should vote on a stock basis.

The purpose of a cooperative corporation, on the other hand, is to

generate benefits not for Itself as an entity, but for Its users as patrons,

either by direct savings returned to members or by enabling members to

generate profits for themselves In their own enterprise. The benefits are

generated based on use of the organization. Those benefits are returned on

the basis of the use of the cooperative. Application of the economic

democracy principle in this case leads to the conclusion that the organization
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should be controlled by those whose participation makes the generation of

benefits possible. They should control the organization and receive returns

proportionally. That is, the members should vote on a patronage basis.

It wouid appear then that from the economic and business approach to

ooperatives some reason Must be found for voting on the one member, one vote

basis rather than voting by patronage, not vice versa. The reasons for the

one member, one vote rule are historical and philosophical.

Historically, cooperation was not limited to mere business practices--it

was not simply a *fourth way of doing business." Cooperation, growing as a

reaction to and corrective device for the social and economic evils of the

Industrial revolutiLon, had social purposes. Cooperation on a grand scale was

supposed to alleviate the burden of the victims of industrialization and

Ocpitallst-oriented societies. (We suggest a revLaw of the life and ideas of

Robert Owen and following sool reformers In their quest for cooperative

sooietics.)

There is a "social" as well as an "economic" philosophy of cooperation.

Economic democracy flows from the economic philosophy while the one membr,

one vote idea is part of the "socl"1 philosophy of cooperation. Most

cooperatives today contain elements of both philosophies, and there Is a

balance between fundamental concepts.

The variety of views on cooperative voting as a reflection of cooperative

principles is noted by Ward, et al, in Voting Sy3stems in Agricultural

Cooperatives where it is stated at page 1:

In a recent textbook on cooperatives, Martin Abrahamsen stated,
"Rochdale principles are accepted by many people as the
distinguishing trademark of cooperative business. One of the
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cooperative principles credited to the Rochdale Society, a group of
persons who pioneered cooperatives In England In 1844, spsoies One
member, one vQte government of the cooperative. Since then, and
particularly In the modern economic system setting, national and
international cooperative leaders have debated the relevancy of the
one member, one vote principle to cooperatives.
The International Cooperative Alliance's Commission on Cooperative
PrinOples considered the Rochdale principles as they pertain to
cooperatives today. The comission stressed the Importance of
democratic control by members. But the commission also recognized
that voting systems may have to be adapted to account for size and
complexity of cooperatives and for current economic environment.
Thus, the commission recognized importance of one member, one vote
governing of cooperatives under certain conditions but acknowledged
the possibility-and even desirability-of other voting methods for
cooperatives having other conditions.

Contrary to the suggestion that voting on the basis of patronage rather

than on a one member, one vote basis may be a way to misuse cooperative

enterprise for tax purposes, both methods have their roots In the fundamental

principles of cooperative enterprise. The choice between the two must be made

by the cooperative members themselves. We are greatly concerned that in an

effort to enforce tax laws the Federal government will destroy legitimate

variations In cooperative operation.

(2.) The State statutes under which cooperatives incorporate define tne

methods of voting to be used. In an analysis of State statutes under which

farmers can form cooperatives, now being completed by USDA, the provision for

member voting power will be addressed specifically.

About 80 statutes are available for use by farmers, some of which are

limited to farmer cooperatives, while others are not. Of course, general

corporation statutes and other statutes ma be used by various cooperatives,
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farm and nonfarm alike.

Our preliminary results show that of the 80 statutes analyzed, a total of

51 limit the voting power of individual members to one vote per member or

holder of common stocx.

Sixteen of these 51 statutes follow closely the terminology of an act

developed in 1919 and adopted by a majority of States. It says, "no member or

stockholder shall be entitled to more than one vote, regardless of the number

of shares of common stocic owned by him." The other 35 statutes In this

category use somewhat different terminology to apply the one member, one vote

rule to Individual members.

Three additional statutes permit the cooperative to limit Its vote to one

vote per member. Six other statutes say that if voting power is not equal.

the method used OJst be stated In the bylaws.

Voting based on the amount of business done with the association is

specifically noted in ten statutes. Two of the ten state that voting power

way be based on actual, estimated or potential patronage, or a combination of

methods. One statute notes that the relevant patronage measure Is that of the

previous year. The remaining statutes do not detail plans. In only one

st atute out of the 80 is there a limit on total voting power of a member if

voting 1 by patronage.

In sumry, about 38 percent of the statutes under which farmer

cooperatives may incorporate do not limit voting to a one member, one vote

principle. Given the use of general corporation statutes and the use of

special statutes for certain other nonfarmer cooperatives, It would stem that

patronage voting Is available for most farmers who wish to use It.
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It should also bf noted that major Federal legislation governing

agricultural cooperatives, such as the Capper-Volsteed Aot of 1922 (T U.S.C.

291o 292), permits voting on other than a one member, one vote basis.

In practice, the one member, one vote rule is the most common approach to

voting by farmer cooperatives. The USDA recently conducted a study of voting

methods used oy cooperatives. The study showed that, In the sample taken,

about 72.4 percent of ;he top 120 cooperatives used a one member, one vote

rule, 13.3 percent used proportional (patronage) voting, 7.1 percent used

equity voting, and 7.1 percent used some other method.

Though the one member, one vote rule was adopted by the Rochdale pioneers,

28 flannel weavers, In 1844 for their consumer cooperative shop on Toad Lane

in London, it Is not a universally required or universally adopted rule.

(3.) We have not found that cooperatives that use a patronage voting

system are any more susceptible to loss of member control than a cooperative

that uses one member, one vote. Neither would we expect a cooperative that

uses a patronage system of voting more likely to "use" its cooperative form to

abuse the tax laws. (As noted elsewhere we do not agree with the IRS

characterization of practices described in the memorandum as "abuses of the

tax laws.) In fact, there my be a number of self-correcting forces at work

where patronage voting is established In cooperatives with a disparity of size

of membership, the usual situation where patronage voting is found more

acceptable than one member, one vote. We, therefore, believe it would a

mistake to look with any Suspicion upon any cooperative that uses a voting

method other than one member, one vote.

2. Allocation of Net KargIns. We find the Jiscussion on page 9 of the

IRS memorandum called "Allocation of Profits" quite confusing. We would first
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like to correct a asinterpretation of one of our publications, Legal Phases

of Farmer Cooperatives, which was interpreted to the effect that a cooperative

was required to attribute "profits' to particular patrons in respect to whose

patronage the "profits" were earned. Legal Phases states simply that farmer

cooperatlves differ from other commercial enterprises because, Win a

cooperative, the financial benefits flow to the patrons on the basis of their

patronage"_(p. 357). It nowhere states that patronage refunds must be

allocated to a particular patron on the basis of business attributable to that

particular patron, as the IRS suggests.

The footnote at page 9 of the IRS safe harbor memorandum notes that under

no circumstances my tax deductions be allowed for distribution of net margins

if there is no allocation. The text seem to Imply that tax abuse would be

more likely It the "profits" of som4e patrons are not allocated to those

patrons. This is simply not a problem. Under tax rules too well established

to need restatement, no income to the cooperative can escape taxation at the

cooperative level if It is not allocated to patrons.

The memorandum requests USDA to indicate whether there are any

circumstances under which a cooperative would choose merely to apportion its

cooperative *profits" to its members on the books rather than notify the

members of the amounts so apportioned. Again, the tax laws are clear that
single tax treatment is achieved onl: if&he member is noticed in writing of

any allocations made to the member. Therefore. such a decision by a

cooperative could not result in avoidance of taxation, as the Income would be

taxed to the cooperative.

The last three sentences of the section on "Allocation or P.ofits" seem to

show a lack of understanding or the basic financing of a cooperative, along
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with its tax consequences. The memorandum assumes that members are able to

"Cash in" on apportioned or allocated "profits" within a reasonable time after

those "profits" are earned. As the tax laws have always recognized, the

fundamental basis for allocation (as opposed to cash payment) is that retained

patronage refunds are capital contributions to the cooperative. They ara not

"profits" to be "cashed in." This money is part of the capital structure of

the cooperative.

We are particularly concerned that the memorandum offers the protections

of the safe harbor only to those cooperatives that redeem all allocated

earnings within a fixed period of time. The cafe harbor memorandum proposes a

redemption period of five years. The Department opposes using a mandatory

revolvement period as a tool of tax administration, for the following

reasons.

(1.) A 5-year mandatory revolvement period is financially unsound.

First, it has the offeot,of converting equity into debt. This conflicts with

cooperatives' needs for permanent capital, reduces their ability to borrow

funds and violates other prinolples of sound financial management. Second.

provisional results of an in-house study show that a cooperative could

maintain a 5-year revolving plan only by increasing its long term debt,

decreasing its growth rate below the average for all cooperatives from

1970-1976, or decreasing the proportion of patronage refunds it pays in cash.

(2.) Zn 1969 Cong3ess considered and rejected a proposal to require

cooperatives to revolve all equities within 15 years. See. 531, Tax Reform

Act of 1969, HR 13270, as passed by the House of Representatives on August 7,

1969; see also discussion in Legal Phases of Farmer Cooperatives (USDA. 1976)
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at p. 355. We question the wisdom ot 1R3 offering the proteotio-s or Its safe

harbor only to cooperatives that comply with a standard specifically

considered and rejected by Congress.

(3.) The standard Is Inapplicable to cooperatives that do not use a

first-in first-out revolving plan. A 1977 USDA study showed that 10 percent

of all cooperatives and 27 percent of federated cooperatives that had

systematic programs of equity redemption did not use a revolving fund. The

two most common alternative plans were (a) the base capital plan, which sets

each patron's equity share on a moving average patronage basis over a fairly

short period (usually 3 to 5 years). and (b) the percentage of all equities

system, which redeems all equities on a declining balance basis, re' ardles5 of

age. See Equity Redemotion Practices o Agricultural Cooperatives, FCS

Research Report 41 (USDA, 1977).

(M.) The 5-year redemption period Is unreasonably short, Very few

cooperatives that use the revolving fund method have such a short revolvement

period. The same study cited above showed that the average revolving period

for all *ooperatives was 10.5 years. Amon cooperatives that used the

revolving plan In conjunction with other programs, the period was 11.4 years.

The safe harbor proposal would sake the safe harbor unavailable to the

majority of cooperatives.

(5.) Equity redemption practices era currently under study In USDA. In

addition, the General Accounting Of fice has recommended that USDA encourage

changes in farmer cooperative equity redemption practices, and if voluntary

motion is not forthcoming, that USDA oonsider proposing possible mandatory

revolvement or payment of Interest on equities. In view of the legislative

character of those recommendations, end the ongoing study in-house. USDA

thinks it Is Inappropriate tar the sate harbor to Include such a requirement.
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We see no prospect (or abuse of tax laws through the use of retained net

margins. Such net margins that are capital contributions are taxed only

once. If retained net margins do not meet the qualifications set out In

present cooperative tax statutes, they are taxed to the cooperative at the

corporate level and there is no opportunity to avoid paying taxes.

3. "True" Cooperative Ownership. The safe harbor memorandum states (at

p. 6) that tax enforcement officials "could not easily avoid the conclusion

that the (loss] patrons are the true owners of E cooperative that

consistently nets one department's gain against another's loss] and are simply

operating a profitable (gain) operation In the cooperative fora.3 In such a.

case, the IRS concludes that "it would not be appropriate for tax purposes"

for the cooperative to net.

The characterization of the gain patrons as nonowners is unclear.

Subohapter T provides ingle tax treatment for all patronage-sourced earnings

refunded to patrons on a patronage basis, whether or not they are members.

The IRS seem to Imply that earnings from such patrons are really

nonpatronage-souroed, and, therefore, netting is prohibited; c.f. Farm Service

Cooperative, supra. This conclusion is not supported by any statutory or case

authority of which we are aware.

The issue Is whether member-owners who patronize different departments can

agree to net gains and losses between departments, and this should form the

basis of the analysis. As we indicate elsewhere In the paper, we believe that

decisions concerning whether and when to net are appropriately those of

cooperative members and that they reflect members" conclusions about how their

interest can best be served. The decision of a cooperative to net losses
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against gains is not an Indication that the members of any particular unit are

somehow not "true patrons." 4/

4. Operating on a Cooperative Basis. The memorandum sems to question

whether a cooperative that nets, except In a few exceptional Cases, is

operating on a cooperative basis. It notes that Subchapter T applies to

corporations "operating on a cooperative basis" and that tax enforcement

officials Must therefore exercise oversight to determine "which corporations

will qualify for these benefits.* The memorandum states that "we believe any

wide ranging use of profits belonging to one group of patrons to subsidize the

losses of another group must inevitably raise serious questions as to whether

the organization is a cooperative."

If a cooperative were to lose its Subchapter T status as a result of it3

netting practices, it would be taxed as an ordinary corporation. The

'subsidization' would continue because corporations can net gains and losses

without restriction. The earnings that are apparently escaping taxation would

not be taxed In a corporation that nets Its gains and losses. However, the

patronage refunds (properly deducted because they are paid to the patrons of

the gain department) would probably be treated as nondeductible dividends.

This would penalize the patrons of the gain department that IRS believed to be

exploited already, yet would have no effect on the patrons whose losses were

"subsidized.*

4/ For a discussion of criteria defining the patronage relationship, see
M7IssasLppI Valley Portland Cement, 480 P.2d 827 (5th Cir. 1969).
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It appears incongruous for an organization Incorporated as a cooperative

under its State's laws, paying patronage refunds to its patrons, operating on

a one member, one vote basis, obligated by legally binding documents to return

its net margins to its users, prohibited by those same documents from

retaining margins for itself as corporate Income, and conforming with all

generally held cooperative principles, to be labelled a noncooperative by IRS

Just because it nets patronage gains and losses. To interpret the tax laws so

as to disqualify from cooperative status entities that are commonly regarded

by experts, by the public, and by their members as cooperatives would serve no

useful purpose.

The Tax Code does not contain a definition of a cooperative or of

"operating on a cooperative basis." One reasonable conclusion is that

Congress was willing to extend the benefits of 34bhapter T to those

organizations operating under the authority of their State's cooperative

statutes or that followed generally accepted cooperative principles. It seems

unusual, however, to conclude that Congress, by its silence, granted the IRS

power to create criteria not supported by common law, State statutes, Federal

law, or generally accepted cooperative principles.

IV. Comments on Safe Harbor Provisions

A. General Coaments

The memorandum to which we respond requested comments by USDA on the safe

harbor provisions that are outlined and discussed in the memorandum. In this

action, we have included our comments on the discussion of safe harbor

provisions that begins at page 10 of the IRS memorandum as well as our

comments on the rules themselves as outlined In Appendix B.
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At the outset, we should point out again that we disagree with the IRS

view that the practices which the safe harbor proposal is designed to limit

and control are abuses of the tax laws. In our view, any safe harbor proposal

must be directly related to an abuse of tax laws; that is, application of a

safe harbor requirement must prevent a tax abuse. In addition, any such

proposal should be designed so as to minimize its impact on a cooperative's

structure and functions which are not tax related. Our comments on specific

aspects of the IRS safe harbor proposal are made In light of these general

principles.

S. Analysis or specific Provisions

. One member. one vote. The desirability of a one member, one vote rule

is noted as item IV of Appendix B and again on page 10. The memorandum states

(as] a general rule, voting in the cooperative must be done on a *one member,

one vote' basis, although the Service [11] Is willing to recognize exceptions

to the rule it no one member can exercise directly or indirectly more than 5

percent of the total vote."

As we pointed out earlier, use of a voting method other than one member,

one vote is not an abuse of the tax laws. Voting methods of a cooperative are

the meana by which the members control the organization. We have noted the

variety of voting methods permitted and used by *ooperatives. We have also

noted our vied that the voting methods used are not related to perceived

abuses of the tax law as suggested in an early part of tne IRS memorandum. If

a cooperative engages in a course of conduct wht.'h is held to be an abuse of

the tax laws, It is of little relevance how the wabers voted to so proceed.

No one method of voting is more or less likely to lead to tax abuse than any

other method.
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Restrictions on how cooperative members will control their cooperative

strike at the heart of the idea of cooperation itself. We have pointed out

the numerous reasons why cooperative member may not wish to adhere to the one

mmoer, one vote rule. We believe it would be impossible to scrutinize the

motivations of the members and find a tax related reason for the voting

procedures. Although most cooperatives, according to our studies, do use the

one member, one vote rule, a restriction on voting methods would have

far-reaching effects on a significant number of cooperatives. Those that

deviate from the one member, one vote rule believe they have good reasons to

do so. In our view, no tax-related Justification exists for a restriction on

permissible methods of voting by members of cooperatives.

2. Unit Voting. The safe harbor provisions on page 15 of the IRS

memorandum under I.B. would require that "(a] majority of the members of each

group that comprises a given allocation unit votes every two years to have the

result of its transactions combined with the result of the other groups within

the unit." (Emphasis In original.)

As with the one member, one vote provision, there is no abuse of the tax

laws inherent In the voting procedures of the various members of the

organization. Likewise, we find little evidence that there is a relationship

between the abuae of tax laws and combined voting by groups within an

organization.

As we have noted previously, one of the essential features of a

cooperative is that the organization is operated for the mutual benefit of all

members. There is an essential link among all members, whether they

participate in the same function or different ones. The vote of the entire
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membership, Just as the vote of all citizens of the United States, determines

the policies of the organization. This is the essence of democratic control.

We believe that the consequences of the voting method designed to offer a safe

harbor would be divisive. It would impose a considerable burden on every

cooperative. The results or the application of such an unusual and invasive

regulation would be extremely counterproductive.

3. Member Information. Several provisions in the safe harbor proposal

refer to the information made available to the members. We agree that the

more information made available to the members the better. While we are not

convinced that is the mandate of a tax collection agency to so enforce

desirable principles of operation upon a coopertative, we have no objection to

such information exchange.

Many of the concerns expressed In the memorandum over potential tax abuses

may, in tact, be alleviated by notification to patrons that the refunds they

received were the result of netting separate net margins and losses to arrive

at a final refund. Perhaps a written notice of this fact, either accompanying

the written notice ot allocation or accompanying the cash refund itself, would

be helpful to members.

4. Interfunctional Metting. Item III of the safe harbor proposal (p. 17)

would bar netting between marketing and purchasing functions of a

cooperative. It would not appear to us to be an abuse of the tax laws to net

across marketing and purchasing functions simply because they are so

different. As we have outlined In the example presented in this document and

In our discussion in the 1978 USDA paper on cooperative interunit netting, we

question the adverse tax policy consequences of such interfunotional netting.
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We would also note that in some oases the two functions complement each

other. Examples are numerous where an operation to supply feed to a group of

members also facilities the marketing of grain for a different group of

members. No aspect of the decision-makin proOess on netting, dioussed In

our introductory material i this paper, would Justify a blanket prohibition

on interfunctional netting.

In a very recent case, the Tax Court rejected the IRS position that a

cooperative may not net across functional lines. In .Ford-Iroquot 3, Inc.,

74 T.C. No. 88, (Sept. 9. 1980), the cooperative had netted patronage losses

during 1971 and 1972 from its grain department against 1973 department Income.

The court stated:

Here petitioner is applying grain patrona3e loses against
farm supply patronage Income where there Is a substantial
overlap of member business between the two operations, and
where the members themselves appear to find such an
allocation fair. We find no Impediment in the statute or
the regulations to this action.

A blanket prohibition on netting across functional lines would cause a

hardship to a nufer of operatives. This is true not only where one

function, such as a supply function, Is a-*inor part of the overall

organization, but also where both functions are of major Importance to the

organization and the membership is substantially the same for each. It is our

understanding that many cooperatives net across functions as a matter of

course.

5. Interunit Netting. The memorandum is somewhat unclear as to the

circumstances under which netting generally would and would not be permitted.

We have discussed the netting issue in some detail and concluded that netting



82

54

is not a means to abuse tax laws. In our view, interunit neting of margins

attributable to patronage business should be pereLitted under the tax laws as

they now apply to cooperatives.

Item 11.8. of the safe harbor provision in Appendix B plso outlines

restrictions on the treatment of losses by units of a cooperative. We have

discussed this problem in some detail In this reply and in the previous USDA

memorandum on Coopersative Interunit Netting. We believe that many of our

arguments with respect to interunit netting apply to the treatment of losses

as well. Ls we pointed out, ordinary treatment of losses by units of

aooperatiVes is consistent with the economic interests of the members of the

cooperative and with the requirements of the tax laiis. A requirement that a

unit's losses be currently recouped would interfere with the internal

deoision-making of the cooperative with no consequent benefit to the tax

system.

6. Netting Discretion. Several of the safe harbor rules are directed to

prevent any flexibility during the year In the netting decision. Item I.A. of

Appendix B, for example, would require that Othe cooperative's articles of

incorporation, bylaws, or marketing or purchasing agreements specifically

detail the composition of all allocation units and how earnings and losses are

to be allocated within eacn allocation unit.0 Item II.A. on page 17 states

that fthe net earnings or losses of an allocation unit must be allocated to

the patrons of that unit pursuant to a preexisting legal obligation and not in

I manner dependent upon a discretionary decision of the board of directors of

the aooperative.0

As we have discussed at some length, flexibility In the netting decision

of a cooperative Is not by itself 4n abuse. The decision on netting is not
I
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related to taxation.) If there are tax consequences of certain netting

decisions, (e g., the consequences of netting patronage and nonpatronage

accountS as discussed by the court in Farm Service), those consequences can be

specifically addressed. The IRS has presented no evidence to Justify rules

that would strictly control the deoision-making process of cooperatives with

respect to netting.

We have outlined previously some of the numerous reasons cooperative

members sight wish to assign their board of directors the power to make.

netting decisions after the beginning of the year. To prevent exercise of

this discretion by the board of directors would cause considerable hers to

many cooperatives.

We have previously discussed our concern that the preexisting legal

obligation requirement of SeotLon 1388(s) is misapplied in the IRS memorandum

with respect to discretion exercised by cooperatives" boards of directors.

7. Allocation. As noted previously, we are somewhat confused by the safe

harbor requirement that a cooperative must allocate all net earnings to the

patrons. Item V of Appendix I states that 'all net earnings of the

cooperative mist be allocated (through patronage dividends or qualified or

nonqualLfied written notices of allocation) to the patrons to whoa they belong

rather than merely apportioned on the books of the cooperative.'

Single tax treatment is available only whe net margins are so allocated.

Where net earnings are not allocated, as where they are placed in unallocated

reserves, the double tax applies. Failure to allocate all margins to patrons

thus has no tax Iapct.
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V. Conclusion

We have carefully considered the safe harbor memorandum, and we appreciate

the difficulties attendant on tax law enforcement. We must conclude, however,

that the views on enforcement policies suggested in the memorandum ore not in

keeping with cooperative principles as commonly understood and applied.

We believe that interunit netting is not an abuas of the tax laws. It is

instead a necessary management option that enables cooperatives to deal

successfully with the sometImes uncertain economic environment In which

Aaerican agriculture operates.

Netting is not a recent innovation. We are not aware of any trends in

netting In the cooperative community. We believe that netting Is as common

today, and as accepted by cooperative Scholars, advisors, and members, as it

was in 1951 and 1962.

We find no evidence that Congross intended to exclude from cooperative tax

treatment organizations that satisfy generally accepted cooperative

principles, that meet the requirements of State cooperative Incorporation

statutes and Federal statutes defining cooperatives (e.g., the Capper-Yolstead

Act of 1922 and the Agricultural Marketing Act of 1929), or that historically

and commonly have operated as bona fide farmer cooperatives.

We believe that a departure from existing tax rules which would disqualify

cooperatives recognized as bona fide cooperatives for all other legislative,

judicial, and operational purposes must be scrutinized carefully. The

proposed rules to which we have responded are such departures. We believe

them to be unnecessary and burdensome to cooperatives that engage In a variety

of netting, voting, and other preatices for legitimate, nontax-wotivated

reasons.
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Senator CHAFFEE. Senator Nunn, we are glad to have you with
us, and we look forward to hearing your statement.

STATEMENT OF HON. SAM NUNN, A U.S. SENATOR FROM THE
STATE OF GEORGIA

Senator NUNN. Thank you, Mr. Chairman. I am pleased to join
Senator Mattingly, and I strongly support his legislation which I
have cosponsored. I would refer to the National Council of Farmer
Cooperatives' testimony. I assume they will be giving their testimo-
ny later on this morning, but it is a very thorough portrayal of
both the background and the court decisions in this area. And I
strongly support the thorough brief that they have submitted here.
Since the passage of the Revenue Act of 1951, which contained pro-
visions regarding the taxation of farmer-owned cooperatives, net-
ting of profits and losses from different services provided by a coop-
erative has been a standard practice of most diversified coopera-
tives. This practice is similar to a farmer who totals his profits and
losses from production of different commodities before calculating
his net earnings and taxable income. Netting is absolutely essential
to the ability of farmer cooperatives to survive in today's volatile
farm economy. The fundamental purpose of cooperatives is to pool
resources and share the risk of loss and would be fundamentally
altered if cooperatives were not allowed to utilize netting. Mr.
Chairman, in our part of the country, the farmers who, over the
last 20 or 25 years, have not specialized, many of them have gone
completely broke. Some, of course, that have diversified have gone
broke, but the diversity in agriculture in the Southeast United
States has been absolutely essential to survivability. I can speak to
that from personal experience. I have been a member of a coopera-
tive for many years, and my father before me; and most farmers in
the State of Georgia have been. One of the reasons the cooperatives
were formed was that, during the Depression, they wanted to
spread the risk. Not only to spread the risk in terms of, let's say,
cotton farmers and pooling resources in that area, but having
cotton and pecans and peanuts and tobacco and other commodities
offset risks of having all of the eggs in one basket. That was the
purpose, for instance, of Gold Kist when they formed in the 1930's.
So, if you take away netting, it is not just a tax Ruestion; it is a
question of whether cooperatives can survive, and it alters funda-
mentally the basic precepts of sound agricultural practices in our
region. So, speaking from personal experience, I think it would be
an absolute disaster if the Internal Revenue Service is allowed to
prevail on this. They have got somebody, I guess, with a visor and
eyeshades that sits over there and looks at this in a theoretical
fashion, and there may be some legalistic argument they make.
But from a practical point of view, this is contrary to the intent of
the original law. It is contrary to the intent of the formation of the
cooperatives. It is contrary to the intent of the court decisions. It is
contrary to the intent of Congress. It. is contrary to everything
about the background of this act. It is really not understandable to
me how the Internal Revenue Service continues to move in this di-
rection. Each time the cooperatives have felt that they have con-
vinced the IRS and the people up above, somebody has come in
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later on-a year or two later-and renewed the whole issue again.
So, I hope we can put it to rest. It seems to me the law itself is
absolutely clear; but if the law is not clear, and it must not be clear-
enough for the Internal Revenue Service, then I think we have a
duty in Congress to set it straight once and for all. If we are not
allowed to have diversity in cooperatives, and the no netting rule
would preclude that, then in my opinion cooperatives cannot con-
tinue to exist in a vital way. People may argue one way or the
other on cooperatives, but I think if you look at the history of agri-
culture in our part of the country-and I believe it is true in many
other parts of the country-without cooperatives, the state we are
in today would be even worse. So, Mr. Chairman, I appreciate your
having this hearing. I know you have many important matters. I
would ask that the balance of my statement be put in the record,
but I think that it is enormously important that this matter be
straightened out at the earliest possible opportunity.

Senator CHAFEE. Thank you very much, Senator.
[The prepared written statement of Senator Nunn follows:]



87

STATEMENT OF SENATOR SAM NUNN
Subcommittee on Taxation and Debt Management

July 15, 1985

I would like to thank Chairman Chafee for conducting this

hearing today on the issue of netting of losses and gains by

farmur coiwrativcs. This issue is of vital importance to the

future of American agriculture and the thousands of farm families

who are members of farmer cooperatives. I appreciate the

opportunity to testify today in their behalf.

Mr. Ch,,irman, I strongly support the position of the National

Council of Farmer Cooperatives that the netting of profits and

Losses citnort the various departments of a farmer cooperative is

proper and intended by the Internal Revenue Code. Since the

passage of the Revenue Act of 1951, which contained provisions

regarding the taxation of farmer-owned cooperatives, netting of

profits and losses from different services provided by a

cooperative has been a standard practice of most diversified

cooperatives. This practice is similar to a farmer who totals

his profits and losses from the production of different

commodities before calculating his net earnings and taxable

income. Netting is essential to the ability of farmer

cooperatives to survive in today's volatile farm economy. The

fundamental purpose of cooperatives, to pool resources and share

the risk of loss, would be altered if cooperatives were not

allowed to utilize netting.
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,.ILing. For lifter-n years, since 1970, the IRS Manual has

:.t.ctod tLhat the qu.stion of whether a cooperative can net profits

and ose 3s titween departments has been under study. This

uncertainty has existed even though several court cases have been

litigated on this subject and the court decisions have clearly

,iL-aLcd thil ,-,itpLruLives do nave the right to net under current

tax laws. Despite these court rulings, and what I believe is the

.i|ar Cunjressional intent that cooperatives should be allowed to

•it, the IRS has continued to pursue an ill-advised notion

i'(JainsL notti * J.

Earlier this year, the Internal Revenue Service issued a

technical advice memorandum against netting. Since that time,

Senator Mattingly and I and over thirty of our colleagues have

attempted to show the IRS and the Treasury Department the error

of their ways on this issue. Secretary of Agriculture John Block

has also opposed the IRS action and has requested Secretary Baker

to review this matter in the hope that corrective action would be

taken by the Treasury Department. The Department of Agriculture

recognizes the critical importance of netting to the existence of

farmer cooperatives.

Mr. Chairman, despite our efforts to address this problem

administratively, it appears that it will be necessary for

Congress Lo reconfirm th&t farmer cooperatives should be allowed

to net. I believe this hearing will indicate the validity of the

cooperatives arguments and the fallacy of the IRS position.
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I will not take any more of the Subcommittee's time at this

point. iprosentativus of the National Council of Farmer

Cooperatives will present in detail the views of the agricultural

community on this important subject. Let me just reiterate my

agreement with the position of the Council. I urge the Finance

Committee to find a legislative vehicle at the earliest

opportunity on which an amendment can be added which will clearly

.I.,iLo tht etLinj is approved. Mr. Chairman, I appreciate this

,Jij)ortunity to appear before you today. I would also ask that a

jtetomunL 1)y SonaLor Heflin which I will provide be included in

tLhe hearing record.
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Senator CHAFEE. I have a couple of questions here. First, both of
you gentlemen are from Georgia. Senator Thurmond is from South
Carolina. Is this something that is rather peculiar to Southeast
United States? Are they stronger there, or is this a matter that im-
pacts you more than other areas? Is there something to that, or is
it these co-ops nationally?

Senator MATTINGLY. No, I think it is a national problem.
Senator NUNN. I would say I would agree that it is a national

matter, but some of the big cooperatives in our area have for years
and years had the policy of diversification, and they have distribut-
ed patronage refunds on that basis. And if this is applied to them
retroactively, which is what the IRS is saying, then they are out of
business. It is not going to be. any simple inconvenience because the
cumulative total of tax liabilities over the years would just put
them completely out of business. So, to that extent, it may be more
damaging in our part than in other parts, although each coopera-
tive would be individual and it would be based on practices. But
there is no way they can go back and correct this kind of retroac-
tive legislating in my view by the IRS because, for one thing, cer-
tain divisions have been dismantled. They have had various parts
of their overall operation that have completely gone out of business
because they weren't able to ever make a profit in them. And in
those divisions, there would be no way you could go back and
recoup anything there. The other thing is that patronage dividends
that have been paid out on a netting basis could not be recouped.
And the other provision is, in a period of great agricultural stress,
if they all of a sudden had to pay taxes on individual operations
retroactively over 20 to 25 years, and then have carryover losses
that would have offset those if you didn't have a netting rule, then
those carryover losses could only be recouped against earnings in
the future. And, frankly, for the next 5 years it doesn't look to me
like you are going to have any earnings. They will be lucky to sur-
vive under the agricultural climate we have today. So, those losses
would virtually be of no use; and even if a 20 year prospect looked
like they could use them, you couldn't survive in the short run. So,
this is a matter of short-term survival for some of our cooperatives,
and on others it is a matter of preventing the kind of diversifica-
tion that I think sound agricultural practices in some sections abso-
lutely requires.

Senator CHAFEE. As both of you gentlemen know, we are spend-
ing a lot of time on this committee and in the Senate as a whole
and the Congress as a whole talking about deficit spending and tax
reform. Senator Mattingly, suppose we made this prospective and
wiped out and forgot the past, and the IRS should prevail prospec-
tively? What is your view on this on the harm to the co-ops?

Senator MATrINGLY. First, I think what you need to be looking at
is whether netting is allowed or should it not be allowed. You
know, the netting issue is something that even General Motors
uses between Chevrolet and Pontiac and their other divisions. So, itk
is really just a decision to clarify the law that has already been
tried three times in the tax courts and in the eighth circuit, which
have ruled that netting is legal. It is just that there has been a
debate within the IRS itself. So, I think what needs to be clarified
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is not whether it be prospective or not, but whether the law should
be reaffirmed as it has already been interpreted by the tax courts.

Senator CHAFER. I certainly have the feeling that, as both of you
gentlemen have stated, farmers are in a lot of trouble, anyway, and
I am not sure this is the time to put any more burdens on them.

Senator MATTINGLY. Right. Let me add one other thing. I think
the IRS may come forth and say that your question may have been
directed at whether there could be any loss of revenue. There is no
revenue loss in this.

Senator CHAFEE. Since it is not happening already anyway?
Senator MATTINGLY. That is correct.
Senator CHAFEE. All right. Are there any other points you want

to make, gentlemen?
Senator NUNN. I was just going to say that, even prospectively, it

to me would be basically unfair as Senator Mattingly has said be-
cause if you have-let's say you have six different commodities
being handled by a big cooperative, and the peanut division makes
a profit and the cotton division loses money. Then you are basically
saying you can't take the profit and offset it with the cotton losses.
;hat you are saying then is that the only way those cotton losses
can ever be recouped is, if at some point in the next few years, that
division makes a profit. Now, if that division isn't going to make a
profit and it looks like they are not going to make it, that division
is going to have to go out of business because, unless you can take
those losses and offset those gains over here, the co-op has no alter-
native except to just cut it off. Now, sometimes they have to do
that anyway, but i don't think the IRS should preclude business de-
cisions; and certainly in a period of agricultural downturn which
we are in now, they should not be in a position of forcing the only
help that some farmers have in terms of cooperative effort to go
out of business because they can't utilize those losses against prof-
its elsewhere. This is not a tax flimflam or any kind of, it seems to
me, loophole or any kind of abuse at all. It is just simply a question
of how much net profit that an individual entity made in a year,
and they are perfectly willing to pay taxes on that.

Senator CHAFEE. I think one of the arguments from IRS is that
when the farmer comes in with, say, he is strictly a cotton farmer,
and he deals with the cotton side of the co-op, that his risk is limit-
ed to the cotton side. Yet, he is becoming the beneficiary of an or-
ganization that is stronger than just the cotton.

Senator NUNN. Is that a business decision for cooperatives, or
should the IRS be making that business decision? I mean, it seems
to me that IRS has the duty to make tax policy but not to use tax
policy to force business decisions, and that pecan farmer who
comes in knows what the rules are and what the flexibility is. And
he knows what the board of directors has done in the past, and he
elects the board of directors. So, it seems to me the IRS, under that
argument, is basically using tax policy to try to have an equity
kind of decision in their eyes that is basically a business decision,
not a tax decision.

Senator MATINGLY. I would say that that is actually what your
question is. That is the purpose of the cooperative also. And that is
also what subchapter (t) already permits. That is what the Federal
Tax Courts have already decided in each and every case that comes
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before it in reference to netting. So, it has been confirmed by all
those actions taken previously.

Senator NUNN. That argument by IRS basically says that they
don't like risk sharing. They don't like spreading the risk as
widely, and they want to make it a much narrower sharing of risk.
They want cotton farmers to stand on their own, pecan farmers,
peanuts, tobacco; and I think that goes to the heart of what sound
business people in agriculture for years have felt was the necessity
for diversification, to hedge against calamity in one commodity or
the other in one year. And we have had it time after time.

Senator CHAFEE. All right, gentlemen. Thank you very much. We
appreciate your coming. You make a convincing case.

Senator MATrINGLY. Thank you very much. I have another state-
ment from Senator Abdnor for the record and also Senator Kasten,
and I would ask for you to leave the record open so that we can put
the rest of them in.

[The prepared written statements of Senators Abdnor and
Kasten follow:]
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Statement of Senator James Abdnor
Before the Committee on Finance
July 15, 1985
Agricultural Cooperative Taxation

Kr. Chairman and distinguished members of the committee: I
appreciate having this opportunity to share my views on a subject
of serious importance to me, agricultural cooperatives in South
Dakota and across the nation, and the farmers and ranchers which
cooperatives serve.

It is my hope that the Finance Committee will take action to stop
the Internal Revenue Service's (IRS) unfair attack on
agricultural cooperaLives. It is my hope that the Finance
Committee's action will clarify the right of agricultural
cooperatives to net gains and losses in determining taxable
income.

Let me point out that agricultural cooperatives are the backbone
of economic activity in rural America. These farmer-owned
cooperatives provide a host of services to their farmer-members.
Producer-owned cooperatives have contributed greatly to
agricultural efficiency, farmer education, farm and ranch
mechanization, successful marketing and processing of
agricultural ,uiamodittes, and technological research L the field
of agriculture.

Unfortunately, the Internal Revenue Service (IRS) has attempted
to deny farmer-owned agricultural cooperatives the right to
offset losses in one area of business activity against gains from
other areas of activity. This practice -- referred to as netting
-- is allowed routinely for all other proprietary business
enterprises. However, in 1965, the IRS started to question the
right of cooperatives to net gains and losses.

Again in January of this year, IRS issued a ruling holding tiat
cooperatives may not net gains and losses.

Let me point out to my colleagues that IRS is attempting to
discriminate against agricultural cooperatives. Cooperatives are
not asking for special treatment; they are asking only for fair
treatment. Every other proprietary business enterprise is
allowed to net gains and losses. Any other business can offset
losses in one area of that business's activity against gains in
another area. It is my hope that action will be taken to
reaffirm the right of farmer-owned cooperatives to do this very
same thing.

If a private businessman who owns a hardware and appliance store
loses money selling hardware but makes money selling appliances,
he can offset the losses against the gains or "net" his income.
Conversely, IRS Is attempting to prohibit agricultural
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cooperatives from "netting" their incomes. If IRS had its way, a
feed and fertilizer cooperative which lost money selling feed but
yet made money selling fertilizer would not be about to offset
tihe losses against the gains. Clearly, this isn't fair, right,
or equitable. In my opinion, it is an attempt by IRS to
undermine the co-op system.

This issue has been itigated on three diftereut occasions, anid
in each instance Tax Court rulings against IRS clearly reaffirmed
the right of agricultural cooperatives to net gains and losses
amung their various divisions.

in each occasion the Tax Court ruled strongly in favor of
agricultural cooperatives. In the case of the Absociated Milk
Producers, Inc. v. the Commissioner of Internal Revenue, the rax
Cojrt forcefully held the following:

"We consider (the Commissioner's) position herein not only
contrary to the express provisions of section 172, but
conceptually strained and lacking any fundamental policy
support; in short, an unwarranted tinkering with the tax
structure applicable to cooperatives."

Mr. Chairman, it is clear to the courts that agricultural
cooperatives have the right to net gains and losses. IRS is
waging an unwarranted, and, according to the courts, illegal
JLtack ui farmer-ownud cooperatives. I thank you and the
otherdistinguished members of the Finance Committee for agreeing
to examine IRS's attack on cooperatives and i pledge my total
support for legislation which would reaffirm the right of
cooperatives to net gains and losses.
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.JuLI,.Y 15, 198$

MR. CHAIRMAN, I APPRECIAIE TIHE OPPORTUNITY YOU HAVE

GRACIOUSLY PROVIDED FOR ME To EXPRESS MY CONCERN ABOUT THE

ISSUE rilE- SUBCOMMIT'IEL IS DISCUSSING IODAY. I W ISH TO

STAIE IN IHE MOST FORCEFUL TERMS, MY VIEW THAT AGRICULTURAL

COOPERATIVES SIIOJLI) CONTINUE TO BE PERMITTED TO "NET" THE

GAINS AND LOSSES TlIY DERIVE FROM THEIR VARIOUS DEPARTMENTS

AND FUNCTIONS FOR THE PURPOSE OF DETERMINING THEIR TAXABLE

I NCOME.

IN TRUTH, MR. CIiAIR1AN, I AM DISAPPOINTED THAT TIiE SUB-

COMMITTEE NEEDS TO CONSIDER TIlS ISSUE AT ALL. "NETTING"

IS A LONG-USED PRACTICE, CLEARLY CONSISTENT WITH THE LAWS

PERMITTING THE ESTABLISHMENT OF AGRICULTURAL COOPERATIVES.

TO MY KNOWLEDGE, CONGRESS HAS NEVER SEEN FIT TO CHALLENGE

IT.

MOREOVER, THE UNITED STATES TAX COURT HAS DECISIVELY

RULED ON THREE OCCASIONS THAT COOPERATIVES HAS TIlE RlGIIT

TO NET GAINS AND LOSSES. IN ADDITION, SECRETARY OF AGRICUL-

TURE -JOHN BLOCK HAS REITERATED HIS DEPARTMENT'S SUPPORT OF

THIS PRACTICE.

DESPITE tHESE FAC TS, IF INTERNAL. REVINlF SERVICE HAS
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FITS IN ONI: LI NE 0F BUiSINISS AGAINST LOSSES INCIJRRED IN AN-

OrilL R. IHILLRI: IS NO COOl) REASON WHY COOPERATIVES SlOULD NOT

ALSO BI ALLOWED) 10 )Oli'1 11S. INI)!:Efl), AS SECRETARY BLOCK AS

STAIT 1), 'IR. ' 1IITIR1 INA'I I )N 1 NMIJT:S VA LU[S AN1) PRI NC I PLES

10 TIlE NITRN.\I. (0).ST ACCOINFIINC MtTt!O).S OF COOPERATIVES

THAT APPEAR 1O BE INAPPROPRIATE UNI)ER TIlIE LAWS GOVERNING

CO'P EF RAT I V 1: ,S.

T1i1S AR LA OF ItIF TAX COlYE REQIIIRIS NO CHlANCE. IN VIEW

OF '11!: IRS' OISTINANCL: ON THll ISSUES: OF NETTINC, HOWEVER,

I IIIINK IT APPROPlAIAlf I0 AMENI S:CIION 521 AND SECTION 1388

OF 1THE INTERNAl. REVI-NUL COL 10 MAM': CLIAR THAT COOPERATIVES

MAY NET GAINS S AND lOSSES.

MR. CIILAIMAN, HIt1 PtAL'IICT OF" NF IFINC IS ESSENTIAL, IF

AGR1CULTURAL COOPlIRATtVIfS ARE TO Bi ABIE To MANAGE RISK

tFFI.CIVIVILY. 1 lC!'ILt SlIBCOMNI 111't 10 ACT To 1.NSURF TIIAT

TIS PRACLIT WII I. CONiINIIl 10 BI AVAII.BIl 10 OUR FARIER-

OWNE 1) 4OOpITRA I VI:S.
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Senator CHAFEE. All .right. Thank you both for coming. Senator
Thurmond is not here, so we will proceed with Mr. Mentz from the
Treasury Department. Why don't you proceed? Now, wait a
minute, we have a statement from you. Oh, yes, I have it. All right.
Why don't you proceed, Mr. Mentz?

STATEMENT OF J. ROGER MENTZ, DEPUTY ASSISTANT SECRE-
TARY FOR TAX POLICY, DEPARTMENT OF THE TREASURY,
WASHINGTON, DC
Mr. MENTZ. Good morning, Mr. Chairman. It is a pleasure to be

here to represent the Treasury Department. Mr. Pearlman, the As-
sistant Secretary, is out of the country and could not be here today,
so I am representing the Treasury in his place. As you know, this
hearing is in response to the floor amendment to the supplemental
appropriations bill that directed the Treasury Department to study
cooperative netting issues. We are in the process of conducting that
study, Mr. Chairman, and I would be glad to share with you today
some of the issues and some of the tax policy considerations that
we have identified. We have not completed the study. We are work-
ing with the Department of Agriculture, and we have input from
the industry as well. I would like to say at the outset that it is very
much my view that this matter can be worked out administrative-
ly; and while our study is not complete, and as you will hear in a
minute, there are some difficult and interesting tax policy consider-
ations, I think that we can work them out satisfactorily without
resort to legislation. What we have here is a special set of tax rules
that are designed to accommodate uniquely situated taxpayers. As
with any set of unique or different rules, there is sometimes ten-
sion put on the rules. Taxpayers test the limit of how far those
rules are intended to go, and resolving that tension requires careful
balancing. It is that kind of balancing that the Treasury Depart-
ment is now engaged in. I want to say to you that, before this
week, I had never done any work on farm cooperatives. So, I cer-
tainly come to this with a totally open mind, Senator.

Senator CHAFEE. I think that it is an arcane area that not every-
body is deeply involved in.

Mr. MENTZ. That is for sure. The tension that we have is the dif-
ference between taxation of cooperatives and taxation of corpora-
tions generally. And you, of course, are well familiar with the two-
tier system of taxation that we have between corporations and indi-
vidual shareholders, where you have ordinary profits taxed to the
corporation and then taxed again when distributed as dividends to
the shareholders. Now, the taxation of cooperatives-and I might
say that farm cooperatives are not the only kind of cooperatives;
there are other forms of cooperatives-but we are talking mostly
this morning about farm co-ops. They are subject to a different
regime of taxation that can result in only one level of taxation.
And just outlining it very briefly, a farm cooperative is a vehicle
through which farmers can combine to benefit from efficiencies of
scale, increased market power, and enhanced capital formation op-
portunities. They can band together and sell their produce to the
cooperative, which then goes and markets the products; or going
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the other way, they can get together and use the cooperative as a
purchasing vehicle to acquire--

Senator CHAFEE. Excuse me, Mr. Mentz. What we are going to do
right here-if you could just step back and let Senator Thurmond,
who is extremely busy, come forward-we will let you pick up right
where you are. You won't miss a beat.

Mr. MENTZ. All right.
Senator CHAFEE. That would be fine. Senator Thurmond, we wel-

come you. I know you have a busy schedule, and we look forward
to hearing your remarks.

STATEMENT OF HON. STROM THURMOND, A U.S. SENATOR FROM
THE STATE OF SOUTH CAROLINA

Senator THURMOND. Mr. Chairman, that is very gracious of you,
as you are always gracious, and I appreciate your courtesy. I am
very pleased to be here. I want to thank you and the other mem-
bers of the Senate Finance Committee and the Subcommittee on
Taxation and Debt Management for holding this hearing on the
important issue of farm cooperative taxation. Farmer cooperatives
are a critical component of the agriculture industry of this nation.
Through these cooperatives, farmers work together in a concerted
effort to market their goods more effectively. The ability to effec-
tively market agricultural commodities and products is especially
important during the difficult economic times farmers are current-
ly facing. Mr. Chairman, over the last 20 years, the Internal Reve-
nue Service has tried again and again to prevent agriculture coop-
eratives from netting gains and losses of their various cooperative
divisions. For other similar business entities, netting gains and
losses between divisions is a normal business practice, unchal-
lenged by the IRS. Not allowing farm cooperatives to net their
gains and losses restricts their growth and prevents them from
competing effectively in the existing difficult agricultural climate-.
This situation could lead to a dismantling of this important compo-
nent of the economic structure of our agricultural industry, possi-
bly endangering the long-term future of farming in this country.
The Tax Court has repeatedly ruled against the IRS on this issue,
but nevertheless, IRS officials continue to bring these futile cases.
This is a waste of both the taxpayers' and the farmers' time and
money. We need to clarify this issue once and for all so that agri-
cultural cooperatives may get on with the business of marketing
their products without further interference from the IRS. I urge
the members of this committee to act expeditiously to resolve this
matter. Mr. Chairman, again I want to thank you for your kind-
ness and consideration

Senator CHAFEE. Thank you very much, Senator Thurmond. As
you know, Senator Mattingly and Senator Nunn are deeply in-
volved in this, and they testified before. Your testimony is a fur-
ther evidence of the deep concern that you all have in this matter,
and we certainly will give it rapid consideration.

Senator THURMOND. Thank you very much.
Senator CHAFEE. Thank you for coming.
[The prepared written statement of Senator Thurmond follows:]
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STATEMENT BY SENATOR THURMOND (R-S.C.) BEFORE THE SENATE FINANCE
SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION REFERENCE
TAXATION OF FARMER COOPERATIVES, ROOM 215, DIRKSEN SENATE OFFICE
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MR. CHAIRMAN:

I would like to thank you and the other members of the

Senate Finance Subcommittee on Energy and Agricultural Taxation

for holding this hearing on the Important issue of farm

cooperative taxation.

Farmer cooperatives are a critical component of the

agricultural industry in this Nation. Through these

cooperatives, farmers work together in a concerted effort to

market their goods more effectively. The ability to effectively

market agricultural commodities and products is especially

important during the difficult economic times farmers are

currently facing.

Mr. Chairman, over the last 20 years, the Internal Revenue

Service (IRS) has tried again and again to prevent agricultural

cooperatives from nettingu gains and losses of their various

cooperative divisions. For other similar business entities,

netting gains and losses between divisions is a normal business

practice, unchallenged by the IRS. Not allowing farm

cooperatives to net their gains and losses restricts their

growth and prevents them from competing effectively in the

existing difficult agricultural climate. This situation could

lead to a dismantling of this important component of the

economic structure of our agricultural industry, possibly

endangering the long-term future of farming in this Country.
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The Tax Court has repeatedly ruled against the IRS on this

Issue. Nevertheless, IRS officials continue to bring these

futile cases. This is a waste of both the taxpayers' and the

farmers' time and money.

We need to clarify this issue once and for all so that

agricultural cooperatives may get on with the business of

marketing their products without further interference from the

IRS. I urge the members of this Committee to act expeditiously

to resolve this matter.
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Senator CHAFEE. All right. Mr. Mentz, why don't you just slide
over once again and continue you statement?

Mr. MENTZ. All right. As you said, not missing a beat, here we
go. I was just getting into the basic concept of cooperative taxation.
And I think it is easy to understand if you look at a cooperative
that only deals in one product. I realize that is not the issue before
us, but to understand how it is different from the general corporate
taxation model, it is useful to consider a cooperative that only
deals in wheat, for example. Farmers gather their wheat; they sell
the wheat to the cooperative. The cooperative then markets the
wheat, and if it makes a profit on the wheat and is obligated,
either through its bylaws or through other mechanism that create
a legal obligation, to rebate the profit to the producers, to the farm-
ers, it gets a deduction for that-what is called a patronage divi-
dend--a refund of the profit to the patrons. As a result of that pa-
tronage dividend, there is no taxation-no corporate taxation-to
that cooperative. There is no tax because of the deduction: not be-
cause the general corporate tax doesn't apply, but because the pa-
tronage dividend is deductible, and therefore there is no net
income to be taxed. That is the way that a cooperative works, and
that is the way that two-tier taxation of income earned by coopera-
tives is avoided.

Senator CHAFEE. Now, suppose the market fell precipitously and
the co-op had a loss? Are its members then required to make up
the loss?

Mr. MENTZ. It depends on what the provisions of the co-op's char-
ter and bylaws but are, usually, what would happen in the case of
an established co-op would be that the loss would be held by the co-
op and then next year, when there are sales, if there is a profit, the
profit would be offset by the loss before the patronage dividend
would be paid. The loss or profit is, of course, directly related to
the price the co-op pays the farmers for the wheat or for whatever
the commodity is. So, it is within the control of the cooperative, to
some extent, to determine how the profits or losses work out, and
that, as you will see when we get a little bit further along, is a rel-
evant point in focusing in on some of these tax issues. As long as
there is a binding obligation of the cooperative to pay out the prof-
its as patronage dividends, there really are no tax issues in this
regard for a one-product cooperative. But once you get into more
than one product, it gets a little more complicated. And of course,
that is the subject of our hearing this morning. Let me try and give
you a couple of examples that illustrate the problems, Mr. Chair-
man, and then we can talk about what the solutions might be. One
example would be a case where a cooperative buys wheat from its
patrons and markets the wheat but also is engaged in nonpatron-
age activities, let's say, selling shirts or something that has nothing
to do with its patrons. In that situation, if a cooperative is deliber-
ately intending to take advantage of its cooperative status-and I
am not suggesting that we have any particular cooperative in mind
that is doing this-but just for purposes of illustration, the coopera-
tive could arrange for the purchase of wheat from its farmers at a
high enough price so that it would have a loss on its wheat. Let's
assume it is buying a thousand units of wheat, and it loses $1,000
on that wheat and then the selling of it to third parties. And in its
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nonpatronage activities, its shirt business which has nothing to do
with its patrons, it has a profit of $1,000. Now, if you just leave
that situation alone and allow the loss to offset the profit so that
there is no income to the cooperative, the economics of that. situa-
tion are that, by design, $1,000 of profit earned on nonpatronage
activities that has been transferred to the patrons. It has been
transferred to the patrons by reason of a purchase price for the
wheat that is higher than would ordinarily be the market price.
And the effect of netting in that case is a transfer of earnings from
the nonpatronage activity to patrons with only one level of tax.

Senator CHAFEE. We have got to move along here.
Mr. MENTZ. All right.
Senator CHAFEE. I don't think it does much good to take kind of

bizarre illustrations because those who are involved certainly don't
do that. As I understand it, there have been three Tax Court cases
where Treasury -has tried to enforce this tax, and failed every time.

Mr. MENTZ. The purpose of that example, Mr. Chairman, is to il-
lustrate one basic point, which is that nonpatronage activities
should not be subject to netting with patronage activities because
there is a possibility of abuse there. And I think that point has
been upheld by a Tax Court case, and I don't think there is going
to be much argument on that from the coops themselves.

Senator CHAFEE. That is right.
Mr. MENTZ. But let's get a little bit closer to home with a case

where you have two commodities, let's say, wheat and corn. On the
wheat transactions, the cooperative makes $1,000; and on the corn
transactions, the cooperative loses $600. Now, the cooperative can
be organized in one of two ways. It can provide for netting. It can
provide that it is going to pay patronage dividends only after losses
from another activity are netted, in which case the cooperative
would be obligated to pay $400 of patronage dividends to the wheat
farmers that sold the wheat at a profit. While the IRS has had
some problems with that and has sort of been up hill and down
dale on that issue, I think that, at least preliminarily, there ap-
pears to be a good chance that we can come out with regulations
that will basically sanction that approach, provided that the wheat
farmers and the corn farmers know in advance that that is the way
it is going to work; that you are going to have a netting; that if you
sell your product at a profit, you might not get all the profit be-
cause the cooperative may be selling some other commodity at a
loss. If that is up front and understood by both sets of farmers and
you have the obligation-the cooperative has the absolute obliga-
tion-to pay out the net amount, I believe that we ought to be able
to come out with regulations that say that is a permissible netting.

Senator CHAFEE. Isn't that the case we have here?
Mr. MENTZ. I am not prepared to discuss a particular case, Mr.

Chairman. That would be improper.
Senator CHAFEE. I don't mean the cases of wheat and corn, but I

mean, as I understand the problem before us, it is the exact one
you have stated that you think you can solve.

Mr. MENTZ. That is a very large part of it, and that is why I said
initially I think we can solve this problem by administrative
action. I would point out to you that there isn't just one problem
here; there are lots of them. One problem that can come up in that
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situation is if the board of directors of the cooperative has discre-
tion as to how much patronage dividends to pay out and makes in-
dependent judgments each year. For example, it has $60 of profit,
but it decides to pay out only $30 or only $20. That is a problem
the statute that provides for deduction for patronage dividends says
the deduction is allowable only if there is a preexisting legal obliga-
tion to distribute the profits. So, if there is no preexisting obliga-
tion-in other words, if there is total discretion-then there isn't
going to be a deduction allowed for that distribution. That is the
same as a corporation whose board of directors decides how much
dividends to pay on a purely discretionary basis. This concept of
legal liability is the sine qua non to deductibility of patronage divi-
dends, even if you otherwise allow netting. And where I think we
are heading, and where the IRS is heading, with our gentle guid-
ance, is to come up with a netting approach that would permit net-
ting as long as you have all of the participants in the coop fully
aware, fully apprised, that there is going to be this netting mecha-
nism. But there must be a very clear understanding that deduction
of the patronage dividends would only be allowed if there is the
legal obligation to distribute the dividend, which is only in accord-
ance with the statute.

Senator CHAFEE. What you are saying is that, in order for Treas-
ury to permit this netting, there has to be a total payout after you
net. Is that right?

Mr. MENTZ. Well, I suppose you could have it any way that the
cooperative decided. If they passed the bylaw that said only 50 per-
cent of the total profit would be paid out, that would be OK with
us, but the deduction would be allowed only to the extent of the 50
percent. What problem we have is where the board of directors de-
cides on a purely discretionary basis how much to pay out and then
claims a deduction for the full amount of payout. And that is
simply a violation of the present statute. It really doesn't have any-
thing to do with netting. And it is something that, in the context of
promulgating regulations, we would seek to fix, or I would say clar-
ify, not fix.

Senator CHAFEE. Yes, I was going to say that, because you are
saying that is the current law?

Mr. MENTZ. That is current law.
Senator CHAFEE. In other words, a co-op isn't entitled to the

privileges of a coop if it doesn't pay out 100 percent or whatever
percent of the patronage dividend that it has previously agreed to
pay, that is written into its bylaws?

Mr. MENTZ. That is right. If the co-op can decide whatever it
wants to pay, then it is really no different from General Motors. It
is an entity that is engaged in business. It is making profits, and it
is deciding how much to distribute to its shareholders. If it has this
legal liability, then, if it is a cooperative, we would allow the deduc-
tion for the patronage dividend. I might come back to the point
about--

Senator CHAFEE. We had better wind this up now. Why don't you
take a couple of minutes and finish it up?

Mr. MENTZ. All right, fine. The main thrust of our proposed posi-
tion on netting-and it really is proposed because we are not fin-
ished with the study-but the main point is that it is possible for
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the wheat farmer not to know that he is going to have his profits
offset by losses of the corn farmer. And that is basically unfair as a
matter of-forget taxation-it is unfair as a matter of just practice.
However if it is the intention of the cooperative and it is under-
stood by all parties, that there will be netting and only the net
profits will be paid out to the patrons, we don't think we have any
objection to that. And as I said, we will seek to get regulations that
would work this out.

Senator CHAFEE. All right. Let's see how you do then. I suspect
the problem isn't going to be in the notification of the members
that there is netting. I suspect that the co-op people who are going
to testify will testify that, sure, we are perfectly willing to have
that happen. We are not trying to pull the wool over the corn fel-
low's eyes by making him think that he might not suffer some dim-
inution of patronage dividends by the fact that some of his money
is being used to help out the wheat farmer. But the other part that
you have that they must distribute the patronage dividends on
some predetermined formula, instead of the directors having that
discretion, which I presume they presently have-are you saying
that under the present law, under the present tax laws, if there is
this discretion on the part of the board of directors, it is no longer
a co-op?

Mr. MENTZ. I would say that that is certainly the position that
the IRS has taken. Whether it is--

Senator CHAFEE. Has it taken it successfully at any time? I
mean, has that been challenged?

Mr. MENTZ. I don't know whether they have ever gotten it by
successfully, but I do know that whether it is a co-op or not, the
amount distributed, if not pursuant to a legal obligation, is not de-
ductible. There is a very clear statute, and we just seek to have
that statute enforced.

Senator CHAFEE. By the way, how many co-ops are there in other
than agricultural matters? I-don't mean in numbers, but percen-
taewise, roughly. Who else uses co-ops?

Mr. MENTZ. There are rural electric co-ops, of which some are
very large. I don't know.

Senator CHAFEE. How about fishermen co-ops?
Mr. MENTZ. Yes, that is right. There are also consumer co-ops.

This is an aspect of the Treasury study that we really haven't
gotten that far along on, Mr. Chairman. Co-ops are, as you said, a
rather arcane feature of the tax law and one that we need a little
bit more time to work on. But I think I have given you the outlines
of where we are heading, and I think it is something that we can
work out administratively.

Senator CHAFEE. We will see, as we hear from the others.
Mr. MENTZ. That is right.
Senator CHAFEE. How they feel about the lack of discretion in

the board of directors. All right, fine. Thank you very much, Mr.
Mentz, for coming.

Mr. MENTZ. Thank you, Mr. Chairman.
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Senator CHAFEE. We appreciate it. The next panel will consist of
Mr. Delaney, president of the National Tax Equality Association;
Mr. Randall, executive vice president and general counsel, Nation-
al Independent Dairy-Foods Association, accompanied by Mr.
Shupe. If you gentlemen would come up? All right. Mr. Delaney,
why don't you go first?

[The prepared written statement of Mr. Mentz follows:]
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Mr. Chairman and Members of the Subcommittee:

I am pleased to have the opportunity to present the views of
the Treasury Department on the netting of income and losses by
farm cooperatives. This hearing is in response to a floor
amendment to the supplemental appropriations bill for fiscal year
1985, as reported recently by the Senate Committee on
Appropriations. That amendment directed the Treasury Department
to study cooperative netting issues. While our study has just
commenced, I will share with you today the issues and tax policy
considerations that have been identified. The Department of
Agriculture, while not testifying here today, also may submit to
this Subcommittee further information regarding the importance of
netting to farm cooperatives. I would like to note at the outset
that, while farm cooperatives are undoubtedly the largest and
most prominent cooperatives in existence today, the issues under
examination at this hearing are germane to numerous activities
conducted by cooperatives, not just farm activities.

It is frequently the case that when special rules are
incorporated in the tax code to accommodate uniquely situated
taxpayers, such as farm cooperatives, taxpayers have a tendency
to expand those rules beyond the bounds of their intended task.
As a consequence, responsible administrators must restrain the
freedom with which taxpayers interpret the boundaries of such
rules. This, in turn, typically involves a careful balancing of
competing concerns.
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The issue under study today, the practice of netting by farm
cooperatives, requires just such a balancing. The practice is in
some circumstances inextricably linked with the fundamental
purposes of legitimate cooperatives, but in other circumstances
netting may not be in the interest of the cooperative patrons and
may indirectly contribute to the goals of those who would
undermine the integrity of our system of corporate taxation. In
order to establish a framework for understanding Treasury's
attempt to strike an appropriate balance between these competing
considerations, I will outline our normal system of corporate
taxation, summarize the reasons for which farm cooperatives have
received special treatment, and describe the history of the
special statutory treatment of cooperatives. Finally, I will
illustrate the tension between cooperative taxation and regular
corporate taxation and describe why we feel it is appropriate for
some constraints to be placed on the manner in which cooperatives
are permitted to net income and loss from different activities.

Taxation of Corporations

In general, corporations are taxed on their earnings and
owners of corporations are taxed when corporate earnings are
distributed to them. Since distributions of corporate earnings
are not deductible, distributed earnings are in effect taxed
twice. This regime of "two-tiered* taxation applies to the great
majority of corporations in America. Some closely held
corporations with very simple capital structures may elect to be
treated similarly to partnerships, and certain kinds of
investment companies may avoid the corporate level tax by
regularly distributing their earnings. But, as a general rule,
business corporations and their owners are subject to a two-tier
tax.

Throughout the history of our tax system, corporations have
attempted to avoid one tier of tax by shifting corporate income
to their shareholders. The Congress, the Internal Revenue
Service, and the courts have acted to thwart those attempts where
the income was actually earned by the corporation. Thus, if a
corporation manufactures goods and distributes those goods to its
shareholders, who then sell the goods at a profit, the profit
will be taxed at the corporate level and the shareholders will be
treated as receiving a taxable dividend.

&ecial Status of Farm Cooperatives

Before describing the special treatment of farm
cooperatives under the Internal Revenue Code, I would like to
outline briefly the role of farm cooperatives as it has been
described to the Treasury Department by representatives of the
agricultural community.

First, a farn cooperative provides a vehicle through which
small farmers can combine to benefit from efficiencies of scale,



108

-3-

increased market power, and enhanced capital formation
opportunities. Second, a diversified farm cooperative can enable
its members to insulate themselves to some extent from the
volatility and uncertainty of agricultural production and
distribution. Third, the cooperative form enables farmers to
obtain these benefits without relinquishing control or profits to
equity investors whose interests might not coincide with those of
the farmers.

In order to accomplish these objectives, farm cooperatives
usually are organized so that shares of capital stock or other
equity interests are owned by patrons in amounts roughly
proportional to patronage with each equity owner being limited to
a single vote. Net earnings also typically are allocated in
accordance with patronage. With such a structure, a farm
cooperative is more likely than an ordinary investor-owned
corporation to serve the interests of its patrons.

The current Internal Revenue Code encourages farmers, and
others, to utilize the cooperative form to obtain these benefits.
It permits the corporate level tax to be eliminated where the
cooperative's profits are attributable to activities conducted
for the mutual benefit of all of its patrons, provided those
profits are in fact distributed or allocated equitably to the
patrons.

History of Tax Rules Governing Cooperatives

Subchapter T of the Internal Revenue Code contains the rules
providing relief to certain cooperatives from the two-tier tax.
Those rules govern the taxation of most cooperatives, including
farm cooperatives. By its terms, Subchapter T applies to farm
cooperatives described in section 521 and, in general, other
corporations "operating on a cooperative basis." According to
section 521, farm cooperatives also must be "organized and
operated on a cooperative basis." Although section 521 states
generally that a farm cooperative meeting the requirements of
that section is exempt from taxation, the apparent exemption is
explicitly qualified by a reference to Subchapter T, which
provides that farm cooperatives are subject to the regular
corporate tax. Thus, Subchapter T applies only to organizations
that operate on a cooperative basis, and, subject to certain
special deductions allowed under Subchapter T, those
organizations are all subject to the corporate tax.*/

*/ The "exemption" from tax provided farm cooperatives described
in section 521 is not a true exemption. Rather, section 521
cooperatives are entitled to deduct (1) dividends paid on
capital stock and (2) amounts paid to patrons on a patronage
basis from earnings derived from business done for the United
States or from other nonpatronage sources. Non-exempt
cooperatives are not entitled to these deductions.



109

-4-

Subchapter T was enacted in 1961 because of Congress's
concern that cooperative patronage income was escaping taxation
entirely. This concern arose because of the liberal treatment of
non-exempt cooperatives by the Internal Revenue Service. For
many years, despite the absence of any specific statutory
provisions, the Service had permitted a non-exempt corporation
operated on a cooperative basis to deduct from its income certain
qualifying amounts of patronage earnings that were retained by
the corporation, provided they were allocated to patrons pursuant
to a pre-existing obligation. However, some courts held that a
non-interest-bearing certificate representing the patron's
conditional right to receive retained amounts allocated to his
account had contingent value only and therefore was not taxable
when distributed to the patron. As a result, patronage income
allocated to patrons by means of non-interest-bearing
certificates escaped current taxation at both the corporate and
patron levels.

In order to ensure that all patronage income would be taxed
currently, Congress enacted Subchapter T. The provisions of
Subchapter T generally codified the prior administrative practice
with respect to the requirements for deductible distributions of
patronage earnings. They made it clear, however, that all
patronage income must be includable in the taxable income of
either the cooperative or the patrons, and established rules for
determining the circumstances in which the tax incidence of
patronage income has been shifted from the cooperative to its
patrons, as well as the time for reporting that income. If an
organization either is not operated on a cooperative basis or
does not comply with the specific requirements regarding the
payment of patronage earnings to patrons, the organization cannot
avail itself of the special Subchapter T deductions for
distributions to patrons. .

An important condition on the deductibility of patronage
earnings, both under Subchapter T and under prior administrative
practice, is that the allocation of the earnings be made pursuant
to a pre-existing obligation to the patron. Section 1388
expressly provides that a "patronage dividend" means:

an amount paid to a patron by [a cooperative] under an
obligation of such [cooperative] to pay such amount, which
obligation existed before the [cooperative) received the
amount so paid.

Thus, if a cooperative distributes patronage earnings to its
patrons, but had the discretion to use those earnings for
purposes other than making that distribution, the distribution is
not a deductible patronage dividend.

Use of the Cooperative Form to Avoid the Corporate Tax

It does not follow, of course, that a corporation should be
permitted to escape the corporate tax on its profits simply by
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calling itself a cooperative, if the activities from which it
derives its profits are not conducted for the mutual benefit of
all of its patrons. Indeed, it has been held that a cooperative
may not offset nonpatronage earnings with patronage losses and
thereby avoid the corporate tax on the earnings derived from
nonpatronage activities. Farm Service Coop. v. Commissioner, 619
F.2d 718 (8th Cir. 1980). The Farm Service case makes it clear
that nonpatronage income is to be taxed at the corporate level.
Similarly, there are instances in which patronage income should
be taxed at the corporate level. The mere fact that all of a
corporation's profits are distributed on the basis-of patronage
should not negate the corporate tax.

It is not difficult to see how patronage of a corporation
ostensibly organized as a cooperative may be used in an attempt
to eliminate the corporate tax in situations where that tax
unquestionably should be imposed. Assume, for example, that a
corporation is owned by shareholder/patrons. The corporation
sells $10,000 worth of widgets to 1,000 of its
shareholder/patrons and earns a $1,000 profit on those sales.
Assume also that the corporation markets $20,000 worth of shirts
produced by five of its shareholder/patrons and pays those
patrons $21,000 for those shirts, creating an offsetting $1,000
loss. If the five patrons who produce shirts effectively control
the corporation (because voting is on a patronage basis or
because no widget patron has enough of a stake in the corporation
to make voting worthwhile), and no distribution of the profit on
the widgets is made to the widget patrons, it appears that the
shirt patrons have used their patronage of the corporation as a
device for distributing to themselves the $1,000 profit earned by
the corporation from widget sales.

If the corporation in this example is taxed as an ordinary
corporation, the artificial loss created by the excessive
payments for shirts will be recharacterized as a nondeductible
dividend and the corporation will be taxed on its $1,000 profit
from the sale of widgets. However, if the corporation can
successfully maintain that it is a cooperative, some would argue
that those shareholders in control of the corporation may decide
that the corporation has no profit -- by netting the $1,000
"loss" from shirt sales against the $1,000 profit from widget
sales -- and that the government has no right or power to
question that decision. Moreover, some would argue that the -
corporation is a cooperative as long as the persons controlling
the use of the corporation's profits are patrons of the
corporation (which the five shirt producers are) and the
corporation is contractually obligated to distribute its profits
(if any) to its patrons in proportion to their patronage. In the
example above, if the *loss" from shirt sales is respected as a
loss, as opposed to a Oisguised dividend, the corporation has no
profits to distribute. While it may appear that the widget
patrons should be entitled to the $1,000 profit that arose from
their patronage, the corporation will assert that it satisfies
the requirement that profits are distributed in proportion to
patronage.
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The targeted distribution of profits to particular patrons
can, in many cases, be accomplished with equal facility even if
all patrons exercise equal voting rights. Assume, for example,
that a cooperative corporation has 100 patrons, each of whom has
a single vote. Sixty of the patrons market wheat through the
cooperative, and forty of the patrons market corn. During the
year, the cooperative loses $1,000 from its transactions with
wheat patrons (by virtue of excessive advances) and earns $1,000
from its transactions with corn patrons. The cooperative's
bylaws give the board of directors the discretion either to pay a
$1,000 patronage refund to the corn patrons (and charge the
$1,000 loss to the wheat farmers' capital accounts) or to "net"
the profits and losses and determine that the cooperative has no
net earnings to distribute. The wheat patrons, who hold 60
percent of the votes, can cause the board to take the latter
action. In fact, in some circumstances it appears that the corn
patrons may not even be informed that this has been done.
Operation of a cooperative corporation in this manner serves to
transfer corporate profits to the controlling wheat patrons.
Since a $1,000 dividend distribution to the wheat patrons would
not be deductible by the corporation, the corporation should have
taxable income of $1,000.

I do not mean to suggest that farm cooperatives avoid
corporate tax by operating in the manner of the hypothetical
widget seller or the hypothetical wheat and corn cooperative. I
simply want to point out that there must be some limits on the
operation of cooperatives in order to prevent inappropriate
avoidance of the corporate tax. The difficulty is in identifying
cases where abuse has occurred, and in developing fair,
administrable rules that can be applied in all cases.

The Netting Issue

Although the term "netting" generally refers to the
offsetting of losses against profits, as a technical matter we
have identified four separate netting issues. The first issue is
whether and in what situations a cooperative may, without losing
its cooperative status, shift wealth from one group of patrons to
another by using profits from the former's patronage to subsidize
patronage losses from the latter. The second issue is whether a
cooperative that sustains losses from one category of patronage
and earns profits from another category of patronage may deduct
the losses from the profits in computing its corporate taxable
income. The third issue is whether a cooperative may be said to
have a *pre-existing obligation" to pay patronage dividends to
the patrons of a profitable activity if it has the discretion
either to distribute those profits to the patrons whose patronage
generated the profits or to net the profits against losses from
another activity, thereby using the profits to subsidize those
losses. The fourth issue is whether a farm cooperative that
operates both purchasing and marketing activities, and nets
losses from one against profits from the other, may qualify as an
"exempt' farm cooperative described in section 521.
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In attempting to resolve these issues administratively, the
Treasury Department must weigh the legitimate needs of
cooperatives against the government's responsibility to apply the
corporate tax to business organizations that are not the intended
beneficiaries of Subchapter T.

The Importance of Netting to Farm Cooperatives

Since diversification of risk is a significant function of
farm cooperatives, it is axiomatic that, to some extent, profits
from some patronage activities wil be used to offset losses from
other patronage activities. In general, no abuse will exist
where a cooperative's members agree in advance that patrons of an
activity that produces unanticipated losses will not be required
to repay those losses but instead will be cushioned by profits
from other patronage activities. In such cases, both of the
first two netting issues mentioned above come into play; wealth
is transferred fkom the profitable patrons to the loss patrons,
and patronage profits and losses will be netted for tax purposes.

Similarly, there may be numerous legitimate reasons why a
cooperative's members may agree in advance that the cooperative's
directors have the discretion to subsidize losses from some
patronage activities with profits from other activities. The
shifting of wealth from profit-generating patrons to
loss-generating patrons that occurs through discretionary netting
may be fully consistent with the purposes for which cooperatives
are encouraged, particularly if the patrons are fully aware that
the discretion exists and are periodically given information
describing in adequate detail the netting that has been effected.
Nonetheless, under the provisions of the present tax code, one of
the consequences of giving the directors this discretion is that
the deduction for patronage dividends may be limited or even
eliminated as a result of the cooperative failing to meet the
pre-existing obligation requirement.

Unbridled and unreported discretion, on the other hand, can
lead to the abuses described above. For example, if a
cooperative is controlled by patrons of one of its activities,
management may choose to net profits and losses in years in which
that activity generates a loss, but not in other years. If the
patrons of the cooperative's other activities are not informed of
management's netting practices, they will not know that a portion
of the profits generated by their patronage has been
appropriated systematically by the controlling patrons.

Judicial Decisions

On several occasions, the courts have addressed the. tax
consequences of the allocation by cooperatives of profit and loss
among their patrons. Some have asserted that these cases resolve
the netting issues discussed abcve, and thus that these issues
are inappropriately raised by the Service. Whila these judicial
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decisions have a bearing on the netting issues that are the
subject of this Subcommittee hearing, we are strongly of the view
that they do not resolve these issues.

In Associated Milk Producers, 68 T.C. 729 (1977), the Tax
Court rejected the Service's contention that a cooperative must
always recoup an economic loss from the particular patron whose
patronage created the loss. In the Associated Milk Producers
case, the court found that the loss had been caused by bad
management and it would have been injudicious for the cooperative
to attempt to recoup the entire loss from those persons who were
patrons in the loss years. Under those circumstances the court
held that it was a reasonable management decision to charge the
losses against patronage income from subsequent years.

In Ford-Iroquois FS, Inc., 74 T.C. 1213 (1980), the Tax
Court held that the taxpayer, a hon-exempt farm cooperative, was
entitled to apply losses incurred in 1971 and 1972 in its grain
marketing and storage operations against income earned in 1973
from its farm supply operations. In reaching this conclusion,
the court stressed that there was substantial overlap between the
patrons of the loss operations and the patrons of the profitable
operation, and also that the cooperative's members had frequent
contact with the board of directors, received annual financial
reports from the cooperative, and appeared to find the
allocations fair.

In Lamesa Cooperative Gin, 78 T.C. 894 (1982), the Tax Court
rejected the Service's contention that a cooperative's recapture
income from the sale of depreciated equipment must be allocated
to patrons in accordance with patronage during the years in which
depreciation deductions were claimed. The court also held that
it was not inequitable for the cooperative to allocate a small
amount of net income from its purchasing activities in accordance
with patronage of its marketing activities. In the case of the
allocation of recapture income, the court found that it would
have been impossible to match the income precisely with prior
patronage and that the cooperative's decision to allocate the
income in accordance with patronage in the year of sale was
reasonable and equitable. Similarly, in connection with the
allocation of purchasing income, the court found that the patrons
of the purchasing and marketing activities were not significantly
different and that the small size of the purchasing activity made
it reasonable not to account for the activity separately.

Some may assert that the Ford-Iroquois and Lamesa cases
preclude the Service from asserting that marketing an4 purchasing
operations must be accounted for separately by an exempt
cooperative. It should be noted, however, that the Ford-Iroquois
case did not involve an interpretation of section 521 of the
Code, which reasonably can be read to require such separate
accounting. Moreover, in reaching its decision in Lamesa, the
Tax Court stated that the exempt cooperative's purchas-i-ng
activity was so small relative to its marketing activity that
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maintaining separate accounting records with respect to the
separate activities might have cost the cooperative almost as
much as its entire profit from the purchasing activity. The
court also stated:

Boards of directors of cooperatives do not have carte
blanche to make whatever allocations they choose, but we
believe respondent should recognize that directors have
some discretion, some flexibility, in the exercise of
business judgment. Only when unreasonable exercise of
that discretion appears should the board's weighing of
the equities be overturned by this Court. (78 T.C. at
906).

The Position of the Treasury Department

The Treasury Department is not, as a matter of tax policy,
opposed to farm cooperatives conducting their business through
flexible and adaptable management policies, nor is the Treasury
opposed to the netting inherent in risk diversification.
However, Treasury does have concerns with proposals to give
cooperatives and, indirectly, their boards of directors, carte
blanche netting powers.

Treasury believes that the Internal Revenue Service should
have the authority to examine the activities of any cooperative
-corporation and take appropriate action where abuse is uncovered.
As pointed out, it is possible for patrons who are in control of
a cooperative corporation to use that control to extract
dividends in the guise of patronage losses. Abuse of the
cooperative form of operation in this way must not be insulated
from the scrutiny of the Internal Revenue Service. Any
legislative or administrative clarification of the cooperative
netting issues will have to recognize that disguised dividends of
this type cannot under any circumstances be availed of to avoid
the corporate tax.

In addition, as I have also illustrated, without adequate
safeguards requiring advance consent from patrons or at least
regular reports to patrons regarding how profits and losses from
various patronage activities are to be netted, it is possible,
through their discretionary netting powers, for those persons who
control a cooperative corporation to shift wealth systematically
to themselves or favored patrons from other uninformed patrons.
Such activity is inconsistent with the intent of Subchapter T to
provide limited relief from the corporate tax to cooperatives
operated for the mutual benefit of all of their patrons. The
Internal Revenue Service should not be powerless to act if it
uncovers such abuses.

The present statutory scheme for taxing cooperative
corporations places some limitations on discretionary netting.
Because abuses can arise from discretionary netting, we do not
believe that the Service is in error when it interprets these
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limitations strictly. Thus, we do not believe the Service's
interpretation of the pre-existing obligation imitation is
unreasonable. That is, when discretion is granted to a
cooperative's management to net losses of one activity against
profits from a second, to the extent of the loss from the second
activity the cooperative does not have the required pre-existing
obligation to distribute profits to the patrons of the first
activity, and, therefore, cannot treat the entire distribution as
a deductible patronage dividend if it chooses not to net.

Finally, I wish to point out that some of our concerns
regarding the cooperative netting issues would be diminished if
there were legislative or administrative rules that insured that
all patrons were adequately informed about the netting decisions
of the cooperative.

Treasury believes, however, that the netting issues that are
the subject of this hearing can and should be resolved
administratively, through the regulations and rulings process.
If no such administrative guidelines are promulgated, abuses of
the type we have described surely will spread and new abuses will
develop. Accordingly, Treasury will continue to explore, in
cooperation with the Department of Agriculture and the
cooperative industry, the feasibility of establishing these
administrative guidelines. If the Congress, however, decides
that these issues should be resolved legislatively, we believe it
should simultaneously clarify some of the other major unresolved
issues involving the taxation of cooperatives that are unrelated
to the netting issue.

That concludes my prepared remarks. I would be pleased to
respond to any questions.
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STATEMENT OF EDWARD N. DELANEY, PRESIDENT, NATIONAL
TAX EQUALITY ASSOCIATION, WASHINGTON, DC

Mr. DELANEY. Thank you, Mr. Chairman.
Senator CHAFEE. You have your full statement submitted for the

record. Why don't you each take 4 minutes? If there is additional
time needed, we will Work on that.

Mr. DELANEY. All right. Thank you. Mr. Chairman, we have in
our statement an analysis of current law on cooperative taxation
and some points that we feel are important for the committee to
consider. Rather than go into that lengthy explanation, I am going
to summarize our statement and restrict comments to two issues.
We have some general tax policy concerns about allowing netting
for cooperative corporations, and we also have some specific con-
cerns about the competitive impact in agribusiness of allowing ad-
ditional tax benefits for cooperatives. The National Tax Equality
Association is a tax reform and deficit reduction group with about
1,500 business members. We have about 300 firm involved in agri-
business, and for many years, we have expressed a concern about
special tax treatment or favored tax treatment, as we view it, for
cooperative corporations. Most of the companies are involved in
grain, feed, and seed and fertilizer sales and similar agricultural
products. For a number of years, these proprietary businesses have
been concerned about their cooperative competition for a couple of
reasons. They feel the competition is unfair due to various benefits
provided by the Government. And the growth of this competition
has been significant. In March 1983, Purdue University issued a
study outlining growth of cooperative firms as compared to proprie-
tary firms. The annual growth rate from 1970 to 1980 of total sales
in grain and farm supplies equalled 17 percent for cooperative
firms, compared to about 11.5 percent for other firms. During the
period from 1950 to 1977, the total co-op market shares of various
commodities and farm supplies grew from 20 to 29 percent. Now,
this type of growth, of course, is the primary goal of any business
firm, but we have a problem with it because we feel our firms are
at a competitive disadvantage because of the number of benefits
provided cooperatives by Federal Government. The special dividend
deduction is one benefit. Exemption from the minimum tax on
preference items for corporations is a benefit. The below market
rate financing of the banks for cooperatives, which is generally
available to farm cooperatives and some limited antitrust exemp-
tions.

Senator CHAFEE. I will bet the third one you mentioned, the
below market rate financing, is probably as significant as any. Isn't
it?

Mr. DELANEY. Yes; it is vcry significant.
Senator CHAFEE. In other words, are we talking de minimus here,

when we are talking the special dividend deduction, compared to
the others?

Mr. DELANEY. I would put the dividend deduction as a very im-
portant benefit for cooperatives. The Joint Tax Committee estimat-
ed the dividend deduction to be about $1 billion revenue loss item.
So, it is a significant tax reduction item. The banks for coopera-
tives provided about, I believe, $50 billion in financing last year.
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Because of the competitive inequality, as we view it, and general
tax policy considerations, we oppose providing additional tax bene-
fits to cooperatives through the netting procedure. We feel that
considering a new tax break for corporations at this time under-
mines tax reform discussion and really undermines the opportunity
for this Congress to restore faith in our tax system. One of the pri-
mary concerns that surveys have shown of individuals across the
country is that they feel there are many corporations with low or
negative tax rates, and they are disturbed about that. And that is
one of the primary motivations to support sweeping tax reform. We
feel that Congress should strive to ensure that vital components of
fair tax reform are advanced. Similar incomes should be taxed in a
similar manner. Special interest provisions should be scrutinized to
ensure that the benefits of these provisions are limited to those
groups and not that we have lost track of where the benefits are
going. Probably a continual monitoring of tax benefits would be in
order. A successful push for special tax deduction legislation at this
time, we feel, will spur other interest groups to request similar
benefits. Senator Mattingly expressed concern on the floor in his
statement on this issue- about the economic conditions faced by
farmers and raised the issue that many cooperatives would go out
of business and would be a total disaster if netting was not allowed
cooperative corporations. Now, Treasury doesn't have revenue esti-
mates for the netting issue or for what impact it would have, but
we feel that it is doubtful that the absence of this additional corpo-
rate tax mechanism could make that kind of staggering difference
in the agricultural economy. Congress is going to pass a bill soon
that will distribute about $14 billion in 1986 to farmers in various
price support programs. Perhaps this tax break money that the co-
operatives are interested in would be better used if distributed to
individual farmers through a farm credit relief program or one of
the other programs. If our primary concern is the family farm, why
don't we direct the aid to that farm? We have had some discussions
with Senator Symms on this issue, and he has stated that our agri-
business should probably pursue similar tax reductions, some type
of dividend deduction for agribusiness firms or other mechanisms
to bring their tax rates down to a level where the cooperative effec-
tive tax rate is. Perhaps that is an idea that the committee should
consider. It is very difficult in these times of deficit reduction. So,
rather than going that route, we would recommend not providing
the additional tax benefits of netting. The issue of netting involves
many concerns in addition to general tax policy. IRS has opposed
the use of netting because of the impact on members of coopera-
tives. NTEA has long argued that the special benefits of coopera-
tives should be questioned because the characteristics of many co-
operative firms appear to be similar to that of any corporation,
rather than a cooperative type structure. This is fundamentally the
point the IRS has taken. Are the co-ops serving their own coopera-
tive interests or operating only for the benefit of members? The use
of netting, I believe, would indicate an interest in serving the cor-
porate's own interests, rather than the members; if they cannot de-
termine or identify the individual members who should receive the
benefits of netting the loss against the income. The IRS has raised
a valid point in examining the equity of netting losses of one divi-
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sion of a co-op against the income of a different division or func-
tion. For a co-op to operate in a cooperative manner, it must allo-
cate benefits and losses in an equitable manner, according to the
rules outlined in subchapter (t) of the code. Failure tc uphold this
basic service to members on behalf of any co-op demonstrates a
lack of regard for the welfare of the individual farmer member.
This committee must carefully consider the technical aspects of
this issue and not disregard the impact of its action on tax policy
and the future of tax reform. The remainder of my statement for
the record, Mr. Chairman, details our views on current law and the
impact on agribusiness firms.

Senator CHAFEE. All right, fine. Thank you very much, Mr. De-
laney. And the next witness will be Mr. Randall.

[The prepared written statement of Mr. Delaney follows:]
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STATMENT OF EDWARD N. DELANEY II

ON BEHALF OF THE NATIONAL TAX EQUALITY ASSOCIATION

BEFORE THE SENATE FINANCE COMMITTEE

BOB PACKWOOD, CHAIRMAN

MONDAY JULY 15, 1985

STATEMENT HIGHLIGHTS

Mr. Chairman, Members of the Senate Finance Committee,

my name is Edward Delaney, and I represent the National

Tax Equality Association, a tax reform and deficit reduction

policy group. NTEA commends Chairman Packwood for scheduling

these hearings on a difficult subject during such a hectic

period for the committee. We appreciate the opportunity

to present testimony.

Out of our 1500 business members we have about 300"

firms involved in agribusiness. Most of the companies

are involved in grain, feed and sced, implement sales,

fertilizer sales and similar agricultural products.

For a number of years these proprietary businesses have

been concerned about growing competition from cooperative

corporations, and the growth has been significant.

In March of 1983, Purdue University's Dept. of Agricultural

Economics issued an interesting study outlining growth

of cooperative firms as compared to proprietary firms.

The annual growth rate from 1970-1980 of total sales

in grain and farm supplies equaled 17 percent for co-op
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firms compared to 11.5 percent for other firms. During

the period from 1950 to 1977, total co-op market share

for various commodities and farm supplies moved from

20 to 29 percent. Although growth should be the goal

of all business operations, our firms are at a distinct

competitive disadvantage because cooperatives have lower

effective tax rates due to a special dividend deduction

and an exemption from the minimum tax on preference items;

below market-rate financing through the Banks for Cooperatives;

and limited anti-trust exemptions.

This government-favored competition is especially

troublesome when generated by the largest 50 or so co-ops

with hundreds of millions of dollars in sales annually.

Because of competitive inequality and general tax

policy considerations, we strongly oppose providing additional

tax benefits to cooperatives through the "netting" procedure.

Considering a new tax break for corporations mocks any

serious tax reform effort and undermines the opportunity

for this Congress to restore faith in our tax system.

Instead, Congress should strive to ensure that vital

components of fair tax reform are advanced. Similar

income should be taxed in a similar manner. Special

interest provisions should be 3crutLnzed to guarantee

that the benefits intended for certain groups are limited

to those groups or individuals. Also, a successful push

for special tax reduction legislation will spur other

industries to request similar benefits.

- 2 -
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How many corporations can we accommodate without

adding billions of dollars to the deficit and continuing

to complicate the tax code with layers of -special exemptions?

Senator Mattingly (R-GA) expressed his concern about

the difficult economic conditions faced by farmers and

raised the specter of great disaster for cooperatives

and the farm economy if this special tax provision is

not allowed. It is doubtful that the absence of this

corporate tax practice could make that kind of difference.

Soon the Congress may pass a farm bill which will distribute

approximately $14 billion to farmers in cash payments

to support their income. I suggest that we take the

tax break money the cooperatives are asking for today

and help the farmer by adding that money to the price

support program or to a credit relief program.

What about the thousands of non-cooperative farm suppliers

facing similar economic difficulties? Perhaps we should

recommend some method of tax reduction for all agribusiness

firms.

Of course, the prospect of allowing "netting" for

cooperatives involves many concerns in addition to general

tax policy. The IRS has opposed the use of "netting"

because )f the impact on members, of cooperatives. NTEA

has long argued that the special benefits of large cooperatives

should be questioned, because the characteristics of

many cooperatives appear to be similar to that of any

corporation. Large co-ops are servinq their own corporate

interests rather than operating only for the benefit

- 3 -
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of members. This is clear in the attempt to use "netting"

of losses and income from different divisions or functions

when members can not be clearly identified to receive

the benefits because they deal in different comniodities,

or are in different geographic regions. We believe that

the IRS has raised a valid point in examining the equity

of "netting" losses from one division of a co-op against

the income of a different division or function. For

a co-op to operate in a "cooperative manner" it must

allocate benefits and losses in an equitable manner according

to rules outlined in Subchaptez T of the IRC. A number

of court cases including Ford-Iroquis FS, Inc. Commissioner,74

T.C. 1213, 1218-1219 (1980), Lamesa Cooperative Gin v.

Commissioner, 78 T.C. 894,990 (1982),and Pomeroy Cooperative

Grain Co.v.Commissioner, 288 F. 2d. 326 (Sth,Cir. 1961)

affirm the concept of equitable distribution among membership.

Failure to uphold this basic servic.¢. to members

on behalf of any co-op using "netting" demonstrates a

lack of regard for the welfare of the farmer/member in

lieu of the corporate interest.

This committee must carefully consider the technical

aspects of this issue and must not disregard the impact

of its actions on tax policy and the future of tax reform.

Obviously, we have strong views about the taxation of

cooperatives and feel that Secticn 521 and Subchapter

T should be reviewed by the committee. The remainder

of our statement serves to initiate such review with

an examination of current tax law, impact of the law

on agribusiness firms and farmers, and possibilities

for reform.

-4-
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fITRODUCTION

The National Tax Equality Association supports a reform of

Federal tax policy regarding the establishment of a more neutral

corporate tax system. Disparities in tax rates from business to

business within industry sectors and also from industry to

industry creates competitive inequality resulting in economic -

inefficiency. An area of tax inequality of particular concern to

this association involves special tax benefits and exemptions for

commercial non-profits who compete with tax-paying businesses.

In a November 1983 report entitled "Unfair Competition By

Nonprofit Organizations with Small Business: An Issue for the

1980's,' the Small Business Administration examined the impact of

providing regulatory and tax advantages to non-profits actively

pursuing commercial business. The report found that the non-

profits *represent a source of significant and frequently

unexpected competition for small businesses operating in the same

industry.' The report went on to suggest some specific remedies

for the problem in legislative changes in Federal tax laws and

procurement law. The NTEA generally endorses the report and

finds the investigation a worthwhile contribution to the dialogue

on this very specific and highly important problem. We do,

however, urge the SBA to continue to examine the entire small

business community to broaden the scope of information available

on non-profit competition with for-profit business.

- 5 -
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To assist in'this effort, we are providing an analysis of

the growing problem of competitive equity between non-profit

cooperative corporations and small businesses in the following

report.

Cooperatives are business enterprises in which the customer

or 'patron" of the firm 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

establishes a legal entity with an existence independent and

apart from its owners. Individuals who form cooperatives

constitute a group wishing to consolidate their buying power in

order to increase the financial benefits of the marketplace.

Traditionally, the co-op has had the reputation as a mself-helpo

organization for groups of individuals perceived to be at some

economic disadvantage. This is no longer a common trait for

cooperatives, as hardware co-ops, office supply co-ops, energy

related co-ops and many others accept all income groups as

participants for the purpose of maximizing financial benefits.

As a corporation, the co-op 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 retain corporate employees.

The legal relationship between the co-op and its owner-patrons is

essentially identical to that of any other corporation.
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The cooperative structure includes three basic tenets that

are absent in investor-owned businesses. First, the earnings of

the co-op are distributed to the owners on a basis of patronage.

Second, the return on capital is usually limited to a maximum of

8 percent. Third, the amount of stock ownership which any one

individual stockholder may possess is limited, and that,

regardless of the amount owned, each stockholder has only one

vote at the stockholder's meeting.

Cooperative businesses are usually associated with agri-

business, and most of the total revenue dollars of co-ops are in

the agribusiness sector, but the cooperative business format also

has developed or is developing in a number of business sectors

including furniture retailing, grocery retailing, financial con-

sulting, energy related businesses and auto parts supply and

repair and hardware supply. 1 As of 1983, eight co-ops were

listed on the Fortune 500 list of largest industrial corporations

and nine on the Fortune Service 100 list.

Cooperative growth continues, and, NTEA maintains that this

growth is due to individuals' desire to obtain the benefits of

favored government policy.

1 For 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 subsidiary, True
Value Hardware, had sales volume of $1.35 billion in 1981.

- 7 -
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This analysis will concentrate on the tax benefits available

to co-ops, and how such benefits provide' competitive advantages

and damage competing small businesses. Before we look at that

subject further, please take a moment to consult the following

table, which indicates the size of today's dominant cooperatives.

- 8 -
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Table I This chart shows cooperatives on the Fortune 500 and
Service 100 list along with total sales figures and
rankings.

SALES Fortune
(in thousands) 500 Service 100

COOPERATIVE 1983 Rank 1982 Rank

Agway 3,768,212 98

Land 0' Lakes 3,264,792 121

Gold Kist 1,461,424 238

Farmer's Union Central Exchange 1,409,085 243

Mid-America Dalryman 1,356,622 247

CF Industries 862,048 328

National Cooperative Refiner Assoc. 784,360 348

Michigan Milk Producers Association 562,038 430

Sun Diamond Growers of California 522,199 447

Wisoonsin Dairies Cooperative 447,555

Farmland Industries 5,614,439 6

Associated Milk Producers 2,634,778 15

ARI Industries 2,317,988 20

Grain Terminal Association 2,309,463 21

Dairymen 1,152,430 50

Southern States Cooperative 684,834 - 76

Sunkist Growers 688,834 77

Landmark 644,723 81

Union Equity Exchange 639,355 83

- 9-



128

I. INTRODUCTION

Corporations operating on a cooperative basis fall into

several categories insofar as their federal income tax treatment

is concerned.

This section summarizes the tax situation respecting coop-

eratives in the ordinarily understood sense. The tax treatment

of such organizations is covered by IRC S521 and Subchapter T of

the Internal Revenue Code which is entitled "Cooperatives and

their Patrons.' Subchapter T specifically excludes from its

coverage a group of specialized institutions, such as mutual

savings banks, rural electric and telephone cooperatives, and

certain charitable organizations, each of which is especially

provided for either in other parts of the Internal Revenue Code

or in the substantive law governing the institution.

The cooperatives with which NTEA is concerned may be divided

into three major categories: tax-exempt farm cooperatives; non-

exempt farm cooperatives and nonfarm cooperatives. These cate-

gories are treated alike in at least one major respect. Specifi-

cally, patronage dividends which cooperative corporations allo-

cate 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.

- 10 -
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II. CURRENT FEDERAL INCOME TAX TREATMENT OF COOPERATIVES

Cooperatives generally, whether farm or nonfarm, whether

exempt or nonexempt, may deduct 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 allowed to exclude from their income the face amount of

noncash patronage dividends while the patrons, although required

to include the fair market value of these patronage dividends,

valued them at zero. Since only the fair market value of the

distributions was subject to individual income taxation, the

patron also avoided federal income tax. The Internal Revenue Act

of 1962 attempted to close this loophole under which neither the

coopeLative nor the patron paid any tax on non-cash patronage

dividends. The theory of the 1962 act was to assure that these

distributions would be taxable to either the cooperative or 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--even if there was no fair market

value.

- 11 -
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The present state of cooperative taxation, and the main area

of concern to the National Tax Equality Association, is the

continued ability of co-ops to deduct from their taxable income

allocations known as patronage dividends or, in the case of

marketing cooperatives, per-unit retains. After taking the

deductions for patronage dividends and/or per-unit retains, the

cooperative is subject to the regular corporate income tax rates.

All of the federal income tax law applicable to cooper-

atives, enacted since 1962, has related to patronage dividends or

per-unit retains.

Patronage dividends are distributed by a cooperative to its

patrons out of the earnings of the cooperative. Patronage divi-

dends may be paid in money, property or certificates of alloca-

tion. Patronage dividends are defined as amounts: (a) distri-

buted under an obligation existing before the paid amount was

earned by the organization,- (b) determined on the basis of

business done with or for the patron, and (c) determined by

reference to net earnings from business, done with or for patrons.

IRC S1388(a). These amounts, patronage dividends, may be de-

ducted from gross income of the cooperative under certain condi-

tions. The principle condition is the previous consent of the

patron to include the same amount in his individual income. To

be deducted by the cooperative for a particular taxable year, the

patronage dividend must relate to patronage during that year and

- 12 -
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must be paid or allocated to the patron within 8-1/2 months after

the end of the year. If a noncash notice of allocation is de-

clared then 20% or more must be in the form of money, or quali-

fied check. IRC S1388(c). This provision effectively allows the

cooperative corporation to retain 80% of the declared dividend as

tax-free at the corporate level. While considering the Tax

Reform Act of 1969, the House of Representatives enacted a provi-

sion to increase the 20% cash payout to 50%; but this provision

was not adopted by the Senate and did not become law.

2. 2-Untetana

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 Reform Act of 1969, 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 allo-

cated to his account in his gross individual taxable income.

Se_-gen£Ially IRC S1385.

- 13 -
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SUMMARY

Cooperatives are nominally subject to corporate 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 per-unit retain.

Patronage dividends and per-unit retains do not need to be

cash payouts to qualify the co-op for the deduction. The tax

code only requires that 20% of the dividend be in cash. The

balance may be returned to the patron in certificate form--

bearing no interest. The patron pays individual income tax on

the entire allocation, whether cash or certificates. This

creates cash flow difficulties for many farmers who are already

experiencing income problems. Some have suggested that the co-

ops be required to pay cash dividends of at least 50% rather than

20% if they are to benefit from special deductions. NTEA agrees

that would be a reasonable policy. Currently, the co-op may

retain--in corporate control--80% of the declared patronage

dividend as untaxed capital to be used for expansion, merger and

market competit-ion.

This system of taxation is obviously much different from

that of nio i-cooperative corporations. The income of non-co-op

corporations is subject to federal taxation at two levels--

corporate and individual (when distributed as dividend income)--

while cooperative earnings are virtually tax-free at the

- 14 -
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corporate level. The different tax treatment clearly places the

co-op at an advantage when competing with non-cooperative

enterprises.

The following table 2 of this report outlines the effective

tax rates for large cooperative companies for the years 1982 and

1983. Co-ops examined include those listed on the Fortune 500

and Service 100 that responded to request for annual reports.

Table 2 Tax Rates for Cooperatives listed
List •

Part 1 Effective corporate taxation of

Farmers Union Central Exchange

Dairymen

Goldkist

Sun-Diamiond

Sunkist

Southern States Co-op

Wisconsin Dairies

AVERAGE TAX RATE

2 Effective corporate taxation of

Agway

Dai rmen

Lark~mark

Sun-Diamond

.d on Fortune 500 and Service 100

cooperatives for 1982.

Tax Rate

4.8%

2.7%

24.0%

0.2%

1.0%

18.6%

2.0%

7.6%

cooperatives for 1983

23.3%

1.7%

32.4%

0.2%

Incomre

$15,927,967

$14,755,000

$ 7,181,000

$278,354,000

$493,160,000

$ 11,257,630

$ 7,145,438

$20,695,000

S 6,234,000

216,000

$279,111,000

- 15 -
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5) Southern States Co-op 23.9% $ 3,992,259

6) Wisconsin Dairies 2.0% $ 8,711,712

7) Goldkist 2.0% $ 3,883,000

AVERAGE TAX RATE 12.2

A number of cooperatives had negative tax rates. While the

special dividend deductions available to these co-ops help to

reduce their tax obligations, they also had extensive investment

tax credit, rapid amortization, or carryovers. These were not

included in the analysis. Also, co-ops that showed a loss for

either tax years were not included.

- 16 -
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SuggesedSolutions

This suggestion ta~res all business corporations including

cooperatives in the same manner and on the same basis. It makes

cooperative corporations bear their fair share of the tax burden,

and is the only solution that achieves total tax justice.

(2) Inea 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 patron.age dividend distributions. This

would result in greater competitive equality through a reduction

in the cooperative pool of tax-free capital. Note this solution

was suggested, and agreed to by the U.S. House of Representatives

in 1969, but did not pass the Senate.

(3) e

distrib".e~d"sareholders Although this proposal would be a

step towards co-op -- private investor corporate tax equality, it

has several disadvantages, mainly political.

(4) c It would not be unconstitu-

tional to levy on cooperatives an excise tax measured by their

net income. For those who insist that cooperative 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

- 17
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(suggestion #2), we believe that any of the above suggestions

(suggestions 12-5) represent a step towards tax equality and

certainly warrant Congressional consideration and investigation.

- 18 -
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STATEMENT OF DONALD A. RANDALL, EXECUTIVE VICE PRESI-
DENT AND GENERAL COUNSEL, NATIONAL INDEPENDENT
DAIRY-FOODS ASSOCIATION, WASHINGTON, DC
Mr. RANDALL. Mr. Chairman, thank you for the opportunity to

be here this morning. NIDA respectfully submits that this commit-
tee ought to consider the current substantial benefits that the coop-
eratives currently enjoy, their limited exemptions from taxes, and
antitrust laws, and also through federally subsidized servicing and
financing, and that no further tax exemptions are necessary or
wise. We subscribe to the NTEA position almost totally. We would
point out to the committee and urge that there is no evidence to
this point that the farmer cooperatives are in such financial dis-
tress and that this one act alone would be a saving grace to restore
them to a financially solvent position.

There are certainly some cooperatives that are in trouble.
NEDCO and AGWAY and many others in the Northeast in your
area are having some difficulties which we feel were brought upon
themselves through very unwise management decisions, and we
have suffered along with them. Our position is that we are seeking
equity, equity between the cooperatives and the small independent
dairy processors that we represent. Currently, the law provides for
benefits and limitations when a business entity assumes the char-
acter of a corporation. Likewise, the law provides cooperative asso-
ciations with specific benefits and specific limitations. In either
case, benefits and limitations are inexorably linked. In asking that
netting be permitted, the cooperative is in effect asking for the best
of both possible worlds. At the same time, the coierative wants to
be permitted to offset income in one division with losses in another
division; that is, utilizing the benefits of netting which is permitted
for corporate entities. Yet, the cooperative intends to maintain its
co-op dividend deductions. If a cooperative is to receive the benefits
of this form of legal organization, it must concurrently exist within
the limits of the cooperative. Co-ops should not be permitted to con-
currently enjoy the benefits provided to 'corporations and the bene-
fits of the cooperatives organizations. They, in effect, are already
overbalanced with benefits that injure competition from the small
dairy processors, and we have declined from over 7,000 in 1970 to
about 1,000 today. If you look at the size of AGWAY, for instance,
$3.7 billion last year, Land 0 'Lakes, $3.2 billion, and others that
are set forth in our statement, Farmland Indtistries with $4.6 bil-
lion in sales, airlines, insurance companies, refineries, oil pipelines,
and other activities, which are used in competition with the tax-
paying proprietary entities that we represent. We think that it is
time for the Congress to take a careful look at the unbridled
growth of these cooperatives and the incentives that they have and
the lack of discipline that is upon them in making their marketing
decisions. In the dairy industry, these cooperatives have been so fa-
vored with tax and other benefits, that they have gone out and
built multimillion dollar and billion dollar facilities for processing
milk, solely for the purpose of selling to the U.S. Government and
not for the purpose of selling to a genuine market. Without the
market disciplines, they are there filling a need that is not a true
need and one that we feel needs to be carefully looked at by this

51-770 0 - 86 - 6



138

Congress and by this committee. In this particular case, with the
netting issue being an opening shot, we hope a careful review of
their total tax structure will be an outcome of these hearings. We
thank you very much, Mr. Chairman, for our opportunity to be
here and ask that my complete statement with attachments be in-
cluded in the record.

Senator CHAFEE. Thank you.
[The prepared written statement of Mr. Randall follows:]
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STATEMENT OF

NATIONAL INDEPENDENT DAIRY-FOODS ASSOCIATION (NIDA)

BEFORE THE

U.S. SENATE COMMITTEE ON FINANCE

CONCERNING

AMENDMENT OF INTERNAL REVENUE CODE

July 15, 1985
Washington, DC

National Independent Dairy-Foods Association (NIDA) is a

not-for-profit trade association of independent proprietary dairy

processors, manufacturers and distributors. It is incorporated

in the State of Delaware, and located at 321 D. Street, NE,

Washington, D.C. NIDA has no national corporate members. Most

members are small businesses.

All members of NIDA purchase fluid milk from independent

dairy farmers and/or farmer-owned cooperatives. All of NIDA

members compete with the processing, manufacturing or distri-

buting divisions of large regional dairy cooperatives. Many NIDA

members are supplied 50% or more of their fluid milk by the

marketing divisions of dairy cooperatives and then our members

compete with the processing units of the same-associations for

wholesale and/or retail accounts. These multimillion dollar
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cooperatives may have members and do business across many

counties and states. They span whole regions of the country and

entire federal market areas.

These supplier-competitors may be organized as a single

cooperative with incorporated or unincorporated divisions or

subsidiaries. They may be federations of autonomous cooperatives

which can be totally involved in dairy or a conglomerate organi-

zation of marketing, service and supply units. Membership is

often overlapping.

Dairy cooperatives dominate the supplies of fluid milk in

the United States. Federal market order statistics for the 45

federal order areas show consistently over the years that

cooperatives control between 75% and 85% of the fluid milk. In

certain market areas, the control is a monopoly of 90 to 100% and

in some places, large percentage shares are held by a single

cooperative. (See attached copies of USDA Cooperative Service

Statistics.)

The Congress has encouraged the growth of cooperatives

through protective laws, exemptions and special priviledges

beginning more than 70 years ago. The development of various

cooperatives, in particular agricultural cooperatives, has been

subsidized by various proqrams such as financial services. There

are special banks to finance their activities. There is no doubt

that this is a deep-rooted national policy. This policy has

often collided with and damaged small and moderate-sized

businesses which traditionally formed the backbone of our free
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enterprise system of proprietary companies providing services,

handling and manufacturing in agriculture. The once considerable

number of small independent dairies has been reduced ten-fold to

probably less than 1,000 viable companies. Part of this reduc-

tion has been due to changing technology, marketing trends and

economies of scale. But part of the loss of these free competi-

tive, taxpaying businesses has been due to the federal govern-

ment's cooperative policies.

Congress, through broad and generous grants of authority and

funds, has encouraged agricultural cooperatives to expand from

their more traditional role of assembling, marketing and pro-

cessing commodities into a full range of services, supplies,

manufacturing, wholesaling and retailing. It is reasonable t-

say that each time this expansion occurs, it does so at the loss

of proprietary full taxpaying businesses.

NIDA RESPECTFULLY SUBMITS TO THIS COMMITTEE THAT COOPERA-

TIVES CURRENTLY ENJOY SUBSTANTIAL BENEFITS FROM LIMITED

EXEMPTIONS FROM rAXES AND ANTITRUST LAWS, AND ALSO THROUGH

FEDERALLY SUBSIDIZED SERVICES AND FINANCING, AND NO FURTHER TAX

EXEMPTIONS ARE NECESSARY OR WISE.

NIDA opposes the amendment of the Internal Revenue code as

proposed to this Committee. The reasons are relatively simple

and can be summarized as follows:

1. Farmer-owned cooperatives are not all in financial

distress and there is no evidence that without this amendment,

either large numbers of cooperatives or their farmer members face
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financial distress. (See Fortune 500 lists of Manufacturing and

Service Cooperatives.)

2. Farmer-owned cooperatives currently enjoy substantial

advantages over taxpaying proprietary companies. (See (1981)

Dialog of one independent dairy company which lists fifteen

advantages from its perspective.)

3. The Capper-Volstead Act (7 U.S.C 291-2) confers

substantial advantages of partial exemption from antitrust, such

as unlimited price fixing among members and possibly even

federations of cooperatives, and enrollment of 100% of all

farmers in a single supply controlling and price fixing monopoly

(according to the U. S. Attorney General).

4. Cooperatives operate within federal and state coopera-

tive enabling or qualifying statutes such as the dapper-Volstead

Act. They are legal entities with special priviledges and

obligations which separates them from ordinary state chartered

business corporations. The tax treatment and equity considera-

tion among patrons and members requires distinct treatment for

netting gains and losses under the Internal Revenue Code.

5. Patrons and members of cooperatives are different from

stockholders in ordinary business corporations and receive

special tax consideration.

6. There is no equitable method by which losses and gains

can or should be netted between federated cooperatives or even

cooperative divisions where membership differs and changes

regularly, and where such cooperatives are engaged in diverse
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functions of supply (non-Capper-Volstead exempt) and marketing

(Capper-Volstead qualified).

The amendment is unnecessary, and would be detrimental to

proprietary full taxpaying independent dairies. The Congress

should examine and repeal or modify all laws, including the

Capper-Volstead Act, and other special advantage statutes before

making additional changes to the Internal Revenue Code. If

cooperatives were treated as ordinary business corporations in

all respects, including antitrust, then there would be no need

for this amendment.

Thank you for your time and consideration.



Figure 3: Cooperatives share of milk marketed based on farmlocation and grade, and total milk marketed, by re-
gions, 1980.'
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Figure 2: Total milk sold to plants and dealersand cooperative's
share of totsl by geographic regions, 1g80.
(Billion pounds)
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dairy coopefatives came directly from farmers, up from 84 percent in 1971
(table 5) Most of the remainder came from other operatives%
Cooperatives in the Central Region received more than 91 pertcnt of thc.r
milk directly from producers, whereas in the Western Regiom troperati es
received only 14 percent oftheir milk directly from ptotuce r Ice Fit 4tir
mekeupofr nms). In lt0,3 32cnoperative received q4.9 hlnn ttundis
ofgatde A milk from all sources There were 230otreralivet that ri eietl

I ~II

Essbarn
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Co-ops UnFortuneately Lose Ground on '500' List
A, special report in the April Fortune
magazine is titled -Ten Years that Shook
the Fortune 500 " The hesldhne state-
ment comes ss no surprise to the biggest
coopertives On that list. They were Still
feeling the shock in 1983.

Ten cooperatives are on the list, the most
ia its history (table 1). Some bigger ones
aren't there by definition or other les-
sons. But indications that agriculture lnd
consequently cooperatives are lagging the
business turnaround is that seven ofntne
cooperatives on itarher lists lost ground
with their 1913 sales In fact. sis ofthe
cooperatives reglslered lower sales in
1953 than in 1932.

Michigan Mdlk Producers' Asisniation
was the newcomer to the list Coopera.
uves increasing sales were Mid-Amenca
Dairymen, Inc. Sun-Diamond Growers
o(Caifomia. and Wisconsin Dairies
Cooperatives continued to make the

Table 1 -Cooperatives on 1964 Fortune '500° list of industrial corporations

Cooperative Sales 1061 1962 1063

Thious De Ranking on Liat

Agway 3768.212 100 97 go

Land O'Llks 3,264.792 115 100 121
-Gold Xil InC 1.461.424 212 230 2
CENEX 1.400065 26 234 243
Md-Americs Oairymen 1 356 522 263 253 247
CF irdustries 662.,11 303 311 326
National Coopefrt,ve
Refinery Asan 704,360 374 331 343
Michigan Milk Producers' Asan 562,036 430
Sun.Omiamono Growers of California 522.10 443 447
Wisconsin Dares 447,65 4 490

Tow'0 14.573.978

Nol I Iid i iem. Iown

"Ten Best" lists in three categories Na-
tional Cooperative Refinery Asocation
was second in sales per employee with
$1,431372 and fifth in assets per em-

ployne with $722,376 Michigan Milk
Producers Association was fourth in sues
per dollar of stockholders' equity with
$22 31

14 FarneCoop.ra&oICsJ1eA 1984

Nine Co-ops Make Fortune 'Service 100'
Fortune magAzine's 1934 list of the larg.
est 100 diversilfied service compLmies in-
dudes 9 cooperatives, one more than the
previous year's list. The list is baned on
financial data (or liscaJl years that ended
in 1923. (The ranking or nine additional
agricultural cooperatives in the traditional
Fortrue 500 listing of top industrial and
manufactunng corporations was corned in
June 19$4 issue of Farmer Cooperaoti)

Generally, ooperati-es ranked higher on
the lost according to sales Cooperatives
were near the bottom of the Lst in inseLs
and stockholders' equity, except for
Farmland Industries, which ranked 19th
and 25th, respectively.

However. cooperatives as a group were
operating with fewer employees The

20 Faimirr Cooperatives/ July 1984

highest ranking ofany cooperative was
also Farmland, which ranked 44th The
other eight were near the bottom sA the

top 100 Following are the cooperatives'
ranking in the 1904 list compared wi.th
the previous year's list.

Table 1 -Cooperatives in Fortune Service 100' List

Cooperative Sal4e 1963 1964

1.000 D Ainkino on hUt

Farmland lI6ustri&s. Ine
Aaaociated Milk Producers. Inc.
Marvest Statie Cooparalrv. Inc
AGRI Induslres. Inc
Gairyrnn Inc.
ndiana Fairm Bureau Cooperatlse Astn

Landmark, Inc
Southern States Cooperative, Inc
Sink.il Growers. rnc

"Nut instai

4 GUS 81113
2.699.730
2, 35,443
1,414,768

1 073.433
655 579
642 251
632.631

6
Is
21
20
so

ci

76
7?

17
to

40
47
54
0
82
85
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an exchange of information and ideas

Special Dialog
July 21, 1981

Question: Recen:ly it was announced :hat _ iriec loss a Zarge nrlk
customer to Lehigh Vazey Fa-i becoce :he price was lower. Over
tke years we have -aurcrro- 'z 5 ettr xa inoncia- problems.
I f L e h i ch i s i n s u c h a f ! rz i a r r c b r , h w can it su c h

hourly wages and still bid so lw for business?

Response. Federal-and state laws Znd regulations give dairy cooperatives in
Pennsylvania numerous advantages in the areas of taxation, loan agreements-
etc., whichc h proprieta.-y co-panies !Lke c,=rs do not hau'. As a result, private
companies have been going out of business while milk farmers' cooperatives
have been expanding into the processing area.

Let's compare a private company with a cooperative: *

Federal income taxes

Pcr.na. income tax

Pa. capital stock tax

Sales and use tax:
Vehicles
All other

Unemployment Compen-
sation

PA Farmers' Security
Fund

Loans from banks

Payment of interest

Amount of 1ar.i

Federal Mil' Markezinq
adv'ertls:ng fur pald
by fan-ers

Cc-tn t or raze 2)

Exempt (Pqrtq4t)

4% of profit

None

6%
Exempt

Exempt

Not required

Banks for Co-cps--
lower interest rates

Can be forgiven

Banks for Co-ops less
restrictive

Ma'. request refunds
for nrxers to ad-
vertise its products

PRIVATE COMPAiY

48% of profits

10 % of profit

1%

6%
Exempt on dairy processing
equipment only

3.55% on first 56,300 (PA)
1.6% on first $6,000 (Federal)

14 per cwt. of milk, or a bona

Commercial banks--prime rates

Must pay

Limited to strength of fin-
ancial statements and profit
record

Fays own advertising

a4-O -Al~ar--_ ic 4Z
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Financial losses

Price of milk paid
farmers

Penalty for late
payment of milk
receipts

Antitrust laws

Dividends to stock-
holders

So you See, more than lust
competition to sell it.

Assesses members through
deductions fror. mik
checks

By averaginc all ur-
chases, can pay less
than full classified
prices

Nc oenalt

Exenpt from restrict-
!Cns c;, ieiaers, :J4
permitted to fix prices
as well as charge pren-
luns

None

PRIVATE CON:PANY

Sustains losses, ir coes
out of business

Must pay fu:1 classified
prices

1% cf balance due per
month

Strict enforcement of
aTtitrusL laws

Must pay return on invest-
cent or lose investors

wages are involved in the cost of a product and the

If any of our employees are interested in reading more about the comparison of
private companies with operations by a cooperative, a series of articles pub-
lished by the Lou:.svilie, Kentucky, Courier is available in our Public Relations
Office.

President

kse
Posted: All Locations
Remove: July 28, 1981

bc: Pull Management Roster
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Senator CHAFEE. I must say that I looked at that chart that was
attached to Mr. Delaney's statement about the size of these co-ops.
Farmland industries, $5.6 billion; AGWAY, $3.7; Land 0' Lakes,
$3.2 billion; Gold Kist, $1.4 billion; Farmers Union Central Ex-
change, $1.4 billion; Grain Terminal Association, $2.3 billion; Asso-
ciated Milk Producers, $2.6 billion. These aren't exactly little out-
fits, are they?

Mr. RANDALL. No, sir; they are not, and they are devastating in
the sense that, in dairy, they control in many markets over 90 per-
cent of the available milk and then compete against us as a market
competitor in selling that same product after they have assessed
overorder premiums and engaged in other activities which are
supply-restricting activities, in order to enhance the price of the
product and to put us at a competitive disadvantage. We are crying
out for equity and for some relief; and that is to put the coopera-
tives on an equal footing with the corporations.

Senator CHAFE. What is the principal advantage you think they
get? One you mentioned was the financing. OK. Where they re-
ceive their financing from. Right?

Mr. RANDALL. Yes, sir.
Senator CHAFEE. Two, that they are not in effect taxed twice on

dividends.
Mr. RANDALL. That is correct, too.
Mr. DELANEY. And one of the things that we think is an inherent

evil in this system is that they tend to give the farmer producer
chits rather than paying cash dividends back to him, and I think
that that, in some of the cases where corporate decisions are made
by the cooperatives, they pass back these chits that are never going
to be honored or don't appear to be honored until you reach 80, if
you do, in many cases.

Senator CHAFEE. Now, wait, that is a separate thing. Now, you
are saying that the farmer who belongs to these things is duped.
Well, I think people are pretty smart. When it comes to people's
money, they are usually pretty smart. I doubt if they think they
are duped.

Mr. RANDALL. Well, there is a large group--
Senator CHAFEE. I think if you are going to make your case, I

wouldn't make it on the fact that you are here before us in order to
give justice to the members of the co-ops. I think they feel they are
getting justice. They don't need you at bat for them in there. You
are really trying to make your own case. Your own case is that it is
unfair?

Mr. RANDALL. Yes, sir.
Senator CHAFEE. I would stick to that line of argument, more

than coming in as the protector of the poor farmer.
Mr. RANDALL. I would say that we have been meeting with farm-

ers in the Northeast, and there are about 7,000 who are not in the
cooperatives up there who are very interested in having a voice in
Congress. We have been asking them to organize themselves, and
we are helping them to get organized so that they can have some
spokesmen here, other than just the cooperatives. And in fact,
USDA has just this year for the first time gone out with polls and
asked to hear from the independent farmers. We think it is high
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time that that large group be heard from, and I hope that we can
speak for them. We can't survive without them.

Mr. DELANEY. Mr. Chairman.
Senator CHAFEE. Yes?
Mr. DELANEY. If I may, I have one additional point on the issue

of the patronage dividends that are distributed as allocated certfi-
cates. I think there is a point to be made about the Government
encouraging the use of a certificate dividend rather than a cash
dividend by allowing a tax deduction for the certificate allocation. I
realize redemption policies of the cooperative are run through the
board of the cooperative, but is it in the interest of the individual
farmer to receive a certificate dividend with some date in the
future for redemption? And is that something that should be en-
couraged by Government tax policy?

Senator CHAFEE. What do they do with that certificate?
Mr. DELANEY. The farmer or the cooperative?
Senator CHAFEE. The farmer when he gets it.
Mr. DELANEY. He holds the certificate until such time as it can

be redeemed by the cooperative, whatever the--
Senator CHAFEE. Can you use it to get credit from the bank?
Mr. DELANEY. I believe so. I am not sure.
Senator CHAFEE. All right. Can he use it at the co-op to purchase

supplies?
Mr. DELANEY. I don't believe so.
Senator CHAFEE. All right. Thank you very much, gentlemen. I

appreciate your coming. Next, we have Mr. James Krzyminski, vice
president and general counsel of the National Council of Farmer
Cooperatives; and Mr. Fulton, general counsel and secretary of
Welch Foods, Inc.

STATEMENT OF JAMES KRZYMINSKI, VICE PRESIDENT AND GEN-
ERAL COUNSEL, NATIONAL COUNCIL OF FARMER COOPERA-
TIVES, WASHINGTON, DC
Mr. KRZYMINSKI. Thank you, Mr. Chairman. We very much ap-

preciate your efforts in scheduling this hearing to consider the co-
operative netting of losses issue.

Senator CHAFEE. Did I pronounce your name right?
Mr. KRZYMINSKI. Yes, sir.
Senator CHAFEE. Do you have any trouble with that over the

telephone?
Mr. KRZYMINSKI. Always.
Senator CHAFEE. I think I have trouble with Chafee. Go Ahead.
Mr. KRZYMINSKI. Mr. Chairman, I will be very brief in summariz-

ing my written testimony. I have Mr. Thomas Mulligan on my left,
and Mr. Clifford Fulton on my right to assist me in answering any
questions you may have. Mr. Mulligan is vice president for finance
for Growmark, Inc., headquartered in Bloomington, IL; and Mr.
Fulton is the general counsel for Welch Foods, Inc., headquartered
in Concord, MA.

We support Senator Mattingly's efforts to seek a legislative reaf-
firmation of cooperatives' right to offset gains and losses among
their purchasing and marketing departments for purposes of com-
puting net earnings available for distribution to patrons. Both Mr.
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Delaney and Mr. Randall characterized Senator Mattingly's
amendment as a new tax benefit for cooperatives, but we don't be-
lieve that to be the case. We think it is merely a reaffirmation of
what the code already says and what the courts, including the Tax
Court, have already affirmed. As you have seen from the cases that
have been cited so far, the courts have consistently confirmed this
right. In addition, the U.S. Department of Agriculture has strongly
advocated the need for cooperatives to net gains and losses. They
need to do this for- their economic survival, and nothing in sub-
chapter (t) prohibits them from doing so. Indeed, section 1888(a)-
specifically refers to the net earnings of the organization in defin-
ing amounts that may be paid to patrons as patronage dividends. It
does not refer to net earnings of separate departments or divisions.

No tax avoidance results from netting gains and losses because
such decisions are merely matters involving allocations among the
members of the cooperative. A single tax is paid, as intended by
subchapter (t), regardless of which patrons receive the allocations.

Although the netting issue has been under administrative consid-
eration for nearly 20 years, the Technical Advice Memorandum
issued last January by the National Office of IRS stimulated the
board of directors of the National Council of Farmer Cooperatives
to unanimously adopt a resolution calling for a legislative solution
to the problem. The concern they expressed was the cost and the
business uncertainty with continuing litigation. We believe the
Service, with its unlimited resources, may keep litigating the net-
ting issue even if cooperatives continue to win in court, as we fully
expect they will. However, cooperatives do not have unlimited re-
sources, particularly when we are talking about money that would
otherwise be going to their farmer patrons.

Considering all the factors; namely, first that netting is contem-
plated under section 1388(a) of subchapter (t); second, that netting
is revenue neutral; third, that the U.S Department of Agriculture
has consistently advised the IRS that its view of netting is incor-
rect; fourth, that the courts, including the Tax Court, have done
likewise; and fifth, that it would be unfair to require cooperatives
to continue to litigate, we believe this subcommittee should favor-
ably report out language along the lines proposed by Senator Mat-
tingly.

One comment I would like to make before concluding, Mr. Chair-
man, is in response to a statement that Mr. Mentz made concern-
ing the fact that Treasury will continue to explore, in cooperation
with the USDA and the cooperative industry, the feasibility of es-
tablishing administrative guidelines in this area. The fact is that
Treasury and the Internal Revenue Service have had this issue
under review for nearly 20 years. And even though the courts have
consistently held that cooperatives may net their gains and losses
for the purpose of determining their net earnings, Treasury and
the IRS have continued to ignore these findings or to reflect those
decisions in promulgating any administrative guidelines. For these
reasons, legislation is necessary to clarify once and for all the tax
treatment of cooperatives with regard to netting. Again, Mr. Chair-
man, we appreciate very much this opportunity to appear before
you today, and we will be pleased to try to answer any questions
that you may have.

[The prepared written statement of Mr. Krzyminski follows:]
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The National Council of Farmer Cooperatives has a vital interest in the

cooperative netting of losses issue.

Netting of gains and losses within and among various departments is

critical to the economic survival of many cooperatives, and is a common

practice engaged in by cooperatives over a period of many years.

The Internal Revenue Service has challenged cooperatives' right to net on

the basis that netting results in an inequitable allocation of earnings among

cooperative members. Cooperatives believe that netting decisions should be

left to the members and their duly elected representatives, the board of

directors, and that netting Is entirely consistent with the tax treatment

afforded cooperatives under Subchapter T of the Internal Revenue Code. The

U.S. Department of Agriculture strongly concurs in these views.

The courts have consistently disagreed with the IRS on the netting issue.

The Tax Court, in particular, has used unusually harsh language in rebuking

the IRS challenge of a cooperative's right to a net operating loss carryover,

calling it "...conceptually strained and lacking any fundamental policy

support; in short, as unwarranted tinkering with the tax structure applicable

to cooperatives." Associated Milk Producers, Inc. v. Commissioner, 68 T.C.

729 (1977). Later Tax Court cases have reaffirmed that the allocation of

losses among a cooperative's present, continuing, and future members is

properly the concern of the members and the board of directors.

Unless Congress reaffirms cooperatives' right to net the gains and losses

of their various departments, needless and expensive litigation will continue.

Accordingly, the National Council strongly supports the amendment proposed by

Senator Mattingly to confirm the right of cooperatives, already contained in

Subchapter T, to combine gains and losses of their various departments for

purposes of determining net earnings from business done with or for patrons.
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Introduction And Background

Mr. Chairman and members of the Subcommittee, my name is James

Krzyminski. I am Vice President and General Counsel of the National Council

of Farmer Cooperatives. The National Council is a nationwide association of

cooperative businesses which are owned and controlled by farmers. Its

membership includes 104 major marketing and farm supply cooperatives, the 37

banks of the cooperative Farm Credit System, and 33 state councils of farmer

cooperatives. National Council members handle practically every type of

agricultural commodity produced in the United States, market these commodities

domestically and around the world, and furnish production supplies and credit

to their farmer members and patrons. Five out of six U.S. farmers are

affiliated with one or more cooperatives. The National Council represents

about 90 percent of the nearly 6,000 local farmer cooperatives in the nation,

with a combined membership of nearly two million farmers.

With me today are Thomas E. Mulligan, Senior Vice President - Finance,

GROWMARK, Inc., Bloomington, Illinois and Clifford R. Fulton, Vice President,

General Counsel and Secretary of Welch Foods, Inc., Concord, Massachusetts.

These gentlemen are members of the National Council's ad hoc subcommittee on

netting. In addition, Mr. Mulligan serves as subcommittee chairman. The ad

hoc subcommittee consists of 35 professional advisors to cooperatives. It was

formed many years ago as a result of indications by the Internal Revenue

Service that it did not believe cooperatives should be allowed to net gains

and losses within or among their various divisions or departments.

The ability to net is essential to the economic survival of many

cooperatives. Indeed, netting has been utilized by farmer cooperatives for

more than 80 years in an effort to spread the risks of production for the

mutual benefit of their members. This sharing of risk is fundamental to the,

very nature of cooperation.

-I-
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For nearly 20 years the National Office of IRS has had the netting of

losses issue under consideration. During that time the National Council has

met with Treasury and IRS officials on several occasions and submitted

memoranda to the Treasury Department and the Internal Revenue Service in

support of cooperatives' right to net. The U.S. Department of Agriculture has

strongly supported cooperatives on this issue. In 1980, the Department

prepared a 56-page analysis of the netting issue firmly supporting

cooperatives right to net across departmental lines. The analysis was in

response to an IRS Memorandum challenging this right. Ironically, the IRS had

earlier proposed a rule in 1968 that would have required cooperatives to

offset losses against gains in calculating net margins allocated to patrons.

USDA opposed that proposal as well on the grounds that the law permits

cooperatives and their patrons to determine their own patronage refund

policies,

In January of this year the National Office of IRS issued a technical

advice memorandum stating that netting is not permitted except in certain

limited circumstances. The memorandum also held that the pre-existing legal

obligation requirement, which is essential for the issuance of patronage

dividends, is not met where the cooperative's board of directors has

discretion to net the gains and loses of various departments or divisions.

Following the issuance of tne technical advice memorandum, the ad hoc

subcommittee on netting unanimously approved a resolution calling for a

legislative solution to the netting issue. The resolution later was

unanimously adopted by the National Council's board of directors.

Accordingly, the National Council supports Senator Mattingly's amendment,

which we believe simply reaffirms the existing right of cooperative's to net.
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Requirements Of Subchapter T

Subchapter T applies with certain exceptions to any corporation

operating on a cooperative basis. The deduction for payment of patronage

dividends is an essential part of the tax treatment intended by Subchapter T,

that Is, a single tax on net patronage earnings to be paid either by the

cooperative or by its pa i. Organizations that qualify under Subchapter T

must pay ordinary corpo Le tax on any income that is not based on patronage

or which is not returned or allocated to patrons. However, Subchapter T

permits cooperatives to deduct patronage refunds from their net earnings on

patronage business before paying taxes. To the extent that patronage refunds

are deductible by the cooperative, they are treated as income to its patrons.

Thus, Subchapter T assures that a single tax will be paid on all patronage-

sourced net margins. Of course, margins attributable to non-patronage

business fall outside the scope of Subchapter T, and are taxed as ordinary

corporate profits.

The term "operating on a cooperative basis" is not defined In Subchapter

T. The crux of the disagreement between the cooperative industry and the IRS

centers on the question of whether netting destroys the requirement of

"operating on a cooperative basis."

For many years, organizations which have been organized and operated to

conduct business with patrons without entrepeneurial profit to themselves, and

which have had an obligation to distribute their net earnings from patronage

business on the basis of the quantity or value of business done with or for

patrons, have been recognized as operating on a cooperative basis and allowed

to deduct their patronage dividend distributions. Under the IRS theory, the

cooperative would be broken up into multiple entities for tax purposes. For

example, a cooperative with six departments or divisions would be required to

-3-
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treat each as a separate entity for tax purposes. Subchapter T does not

require this result.

Reasons Why Cooperatives Net

Netting decisions are not motivated by tax considerStions. Regardless of

which patrons receive them, Subchapter T affords single tax treatment to

qualified patronage refunds. Netting is simply an allocation decision made by

the members through their duly elected board of directors for non-tax business

reasons. The board of directors is responsible to the members. Whether or

not to net is an internal decision for the board and the members, not the IRS.

Where a cooperative performs more than one service for its members, such

as marketing more than one product, or engaging in both marketing and supply

activities, it nevertheless functions as one entity for tax purposes.

Section 1388(a) defines a patronage dividend as an amount paid by an

organization to a patron (1) on the basis of quantity or value of business

done with or for such patron, (2) under an obligation to pay such amount,

which obligation existed before the organization received the amount so paid,

and (3) which is determined by reference to the net earnings of the

organization from business done with or for its patrons.

Thus, where a cooperative has a pre-existing obligation to pay its net

earnings to patrons on the basis of the quantity or value of business done

with or for such patrons, the requirements of Section 1388(a) are met. The

IRS should not be permitted to further define Section 1388(a) by reading into

the law a theory requiring a multi-faceted cooperative to become multiple

entities for tax purposes.

Furthermore, under the IRS multiple entity theory, a cooperative could

have an overall net loss in a given year on its patronage business and yet

still ,iave a tax liability merely because some of its patronage departments or

-4-
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divisions were profitable. Such a result is contrary to the intent of the

Internal Revenue Code.

Why Does The IRS Object To Netting

The IRS takes the position that netting of gains and losses among -

divisions or departments within a cooperative results In "inequitable

allocation" of patronage refunds, and that where the board of directors has

discretion in netting decisions the pre-existing obligation under Section

1388(a) to return patronage refunds is destroyed.

The industry's position is that netting does not result in "inequitable

allocation, and that rigid IRS rules are not a proper substitute for the

members' own decisions concerning what is equitable. Indeed, decisions

regarding netting are not conducive to rigid rules. They vary among

cooperatives under a wide range of circumstances. Netting decisions are

normally made at the end of the year when all of the results of the various

activities within the cooperative are known. The IRS has expressed concern

that some patrons may not be treated fairly or equitably if the cooperative is

allowed to net at year end.

It must be remembered that cooperatives are subject to the control of

their members and that the directors have fiduciary duties to act in good

faith in carrying out their responsibilities on behalf of the membership. If

these duties are somehow breached because of netting (the IRS has never

identified a breach of duty situation during all the years of discussion on

the issue), the members have the right to mount a legal challenge.

Furthermore, the members adopt and amend the bylaws. If the members choose to

delegate discretionary duties to the board, there is no reason to presume that

they lack sufficient power to control netting decisions.

-5-
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The timing aspect of netting decisions also seems to concern the IRS. At

pasZ meetings with industry representatives it has been suggested that netting

might be permissible provided aVl decisions regarding netting-be made before

the start of the cooperative's fiscal year. This view ignores the

unpredictability of agriculture.

When the farmer plants his crop he has the hope but not the assurance of

a profitable harvest. In any given year he may make money in one commodity

and lose it in another. The reverse may be true the following year.

As an extension of the farmer's marketing operation, his cooperative

faces the same economic uncertainty. The results are known only at the end of

the year. It is unrealistic to expect the board to make netting decisions in

a vacuum at the beginning of the year when none of the facts are known.

The IRS also argues that netting somehow creates the potential for tax

abuse. However, throughout all the years of meetings and discussions between

the industry and the IRS, no concrete examples of tax abuse resulting from

netting have been alleged.

A hypothetical situation often raised by the Service deals with the

concern that normal corporate profits of a cooperative might be Improperly

converted to deductible patronage dividends by netting patronage losses and

non-patronage income through the netting process. However, an Eighth Circuit

decision1 handed down in 1980 explicitly prohibits such netting by non-exempt

cooperatives . Tne IRS does not need a rigid no-netting rule to prevent such

practices.

I Farm Service Cooperative v. Commissioner, 719 F.2d 718

-6-
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Another hypothetical situation raised by the Service questions whether an

organization can ever be said to be "operating on a cooperative basis" if the

profits from one group of patrons are used to subsidize losses of another

group of patrons, beyond mere start-up losses. (Which the Service seems to

concede might be appropriate for netting purposes.)

As long as a profit motive exists, the members of the cooperative should

retain the right to determine the extent to which they will net gains and

losses among themselves. One of the major reasons for cooperation is economic

survival through sharing of risk. A department that sustains losses

nevertheless contributes to the cooperative's overhead, and may, In the eyes

of the board of directors, hold the potential for future profits.

Cooperative business practices having a legitimate purpose should not be

prohibited where no tax abuse results. Somewhere in Its consideration of the

netting issue the IRS has lost sight of the business purpose of cooperatives,

namely to enhance returns to their members, not to create losses. There Is

simply no incentive to do so.

The Courts Have Consistently Disagreed With The IRS On The "Equitable

Allocation' Issue

The "equitable allocation" issue has been litigated in numerous cases,

and the courts have consistently rebuffed the IRS intrusion into cooperatives'

internal allocations of net earnings among patrons of various departments.

For example, in Pomeroy Cooperative Gin Company v. Comm'r, 288 F.2d 326, (8th

Cir. 1961), a case decided before enactment of Subchapter T, the court found

that patronage dividends, to be deductible, must be distributed equitably.

However, the court also noted that the question of equity was within the sound

discretion of the directors of the cooperative. The court questioned the

Commissioner's legal standing to attack the distribution method of the

cooperative.

-7-
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*From a revenue standpoint, the Commissioner
should be more concerned with theta a] exclusions
allowable on me bership business profits rather than
the means Uy'which suc rofits are divided amon9 the
gualitled members* AS stAted in the Biringham case
at page 213 of 86 F.Supp., 'the cruciaT question
involved in determining the taxability of patronage
dividends is whether they constitute income to the
cooperative, or to the patro.. or to both.'" (288 F.2d
at 333. Emphasis added).

Congress elected not to enact into law as part of Subchapter T any requirement

of equitable distribution other than that expressly contained In the Section

1388(a) definition of a patronage dividend.

The Court of Appeals for the 9th Circuit also rejected a similar attempt

by the Commissioner to determine the tax status of a mutual organization by

reference to his concept of fairness among its members. In Peninsula Light Co.,

Inc. v. U.S., 552 F.2d 878 (9th Cir., 1977), the Commissioner attempted to

revoke the taxpayer's determination of exemption under Section 501(c)(12), as a

mutual or cooperative electric company, because certain-members thereof received

distributions in exchange for their memberships in amounts less then they would

have received had the distributions been made on a patronage basis. The court

held that while the Code requires Section 501(c)(12) organizations to operate

-without a profit motive, it does not require any particular system of

distribution of profits to members. The court noted:

"We, as an appellate court, are not here to decide
what Is most 'fair' for the members of Peninsula and we
seriously question whether that is properly within the'
province of the IRS either. We sit only to decide
whether Peninsula is a tax-exempt mutual organization.
Even assuming that Peninsula's system is unfair to some
members, it is the members themselves, using their equal
voting power, who should change It, if that is their
wish and if they can muster the strength." (552 F2d at
881-2.)

Another example of the Service's undue concern with cooperatives'

internal allocations among members is Associated Milk Producers, Inc., 68 T.C.

-8-
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729 (1977). That case involved a challenge to the cooperative's right to a

net operating loss carryover. In rejecting the challenge, the court stated.

"We consider respondent's position herein not only
contrary to the express provisions of Section 172, but
conceptually strained and lacking any fundamental policy
support; in short, an unwarranted tinkering with tne tax
structure applicable to cooperatives."

"We fail to see any legitimate interest of
respondent in the mechanics of petitioner's allocation
of losses among its past, current, or future member-
patrons. (Citations omitted)

In Lamesa Cooperative Gin v. Commissioner, 78 T.C. 894 (1982) the

cooperative sold equipment in 1974 on which it had deducted depreciation in

prior years. The gain from the sale of the equipment was reported on the

cooperative's taxable year 1974 return as ordinary income. In determining the

amount to be paid as patronage dividends, the cooperative allocated all the gain

to its taxable year 1974 patrons in proportion to their patronage during that

year.

The cooperative based its allocation of patronage dividends for taxable

year 1974 solely on the patronage of its marketing operation even though it also

conducted a small purchasing function. In considering the Commissioner's claim

that the patronage dividend deduction should be disallowed the Tax Court held:

"Boards of directors of cooperatives do not have carte blanche to
make whatever allocations they choose, but we believe (the
Commissioner) should recognize that directors have some
discretion, some flexibility, in the exercise of business
judgment. Only when unreasonable exercise of that discretion
appears should the board's weighing of the equities be overturned
by this Court.'

"In determining whether (the Commnissioner) erred by disallowing
the patronage dividend deduction that it attributed to gains
from the purchasing function, our inquiry should simply be
whether the allocation was inequitable in view of the board of
director's consideration discretion."

-9-
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"In summary, we find that the patronage dividend allocations made
by (taxpayer) with respect to both the gain from the sale of the
equipment in taxable year 1974 and with respect to any gain it
might have derived from its supplies purchasing function were not
inequitable. This is not to say that the particular method of
allocation employed by (taxpayer) would have been the only proper
way of allocating these gains. We hold merely that petitioner's
board of directors did not unjustly discriminate against one
group of patrons at the expense of another group, given the
practicalities of the allocation, the substantial similarity in
the identity of patrons over the years, the absence of any
indication that any of the patrons complained about such
allocations, and, with respect to the profit from the purchase
and resale of supplies, the de minimus nature of the item."

In 1980 the Tax Court decided Ford-Iroquois FS, Inc. v. Commissioner, 74

T.C. 1213. There the cooperative incurred net operating losses during 1971 and

1972. Its board of directors elected to carry the losses forward, effectively

offsetting losses from the grain and supply departments against 1973 supply

department income. Some of the losses were attributable to members who

terminated their membership in the cooperative prior to 1973. The bylaws were

silent on the treatment of losses but granted the board broad management

discretion. The Tax Court held:

"Given the relevant articles of incorporation and bylaws, the
considered business judgment of the board of-directors, the apparent
approval of the members, the actual allocations, and the language of
the state law concerning cooperative member-debt liability, we hold
that (taxpayer) is entitled to carry forward that part of its grain
and farm supply losses allocable to terminated members."

"The allocation of losses among a cooperative's present, continuing
and future members is properly the concern of the membership and its
board of directors."

'(Taxpayer) chose to carry forward the net operating losses rather
than attempt to recover such amounts from terminated members. This
was a business judgment."

The most recent court decision dealing with the Issue of "equitable

allocation" is Kingfisher Cooperative Elevator Association v. Co nmissioner, 84

10-
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T.C. No. 39, filed April 2, 1985. In that case the taxpayer, a local farmer

cooperative, included patronage dividends received from regional cooperatives of

which it was a member in its gross income in the year of receipt. In computing

its patronage dividends, the cooperative allocated net income according to the

patronage of its member-patrons during that year. This allocation method was

adopted by the cooperative's board of directors and ratified annually by the

members. The Tax Court held that the allocation method was equitable

considering the stability of the cooperative's membership, the practicalities of

the allocation, and the apparent approval of the method by the members. The

Court cited extensively from its prior decisions in Associated Milk Producers,

Lamesa, and Ford-Iroquois FS.

The Courts Do Not Agree With The IRS On The Pre-exlsting Obligation Issue

Inherent in the IRS view of netting is the belief that the pre-existing

legal obligation requirement is not satisfied if the board of directors has

discretion at year end to make business judgments concerning the allocation and

payment of patronage dividends.

Although Subchapter T requires that a patronage dividend must be

distributed under a valid legal obligation to do so, it has long been recognized

that the board of directors may exercise certain discretion In allocating

patronage once-this requirement is met. In the Ford-iroquois and Lamesa cases,

cited above, the Tax Court found that the board of directors of a cooperative

could, in its discretion, net losses from one function against gains from

another and exercise its business judgment in allocating the A" .zngs to the

patrons of one year rather than the patrons of earlier years. The exercise of

this type of business judgment by the board of directors clearly can be and has

been exercised within the cooperative's general obligation to distribute its

patronage earnings to members, and it should not affect a cooperative's ability

to deduct its patronage dividends payments.

-11-
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The discretion exercised by the board in the Ford-Iroquois and Lamesa

casc: is typical of business judgments in the payment of patronage that must be

made by a cooperative's board of directors as a matter of business practice.

For example, the board may often determine whether to distribute patronage

earnings or to hold all or a portion of these amounts In a reasonable reserve,

whether to issue patronage in cash or In allocations, whether to issue qualified

or non-qualified allocations, and when such allocations should be redeemed.

The members have chosen to give the board this discretion just as they

have given the cooperative the discretion to buy and sell agricultural

commodities for its various units and functions and to determine by such actions

whether these parts of its operations will be profitable in the first instance.

We believe that cooperatives do have the discretion to net losses from their

allocation units and functions with gains from other allocation units and

functions and that this action is perfectly consistent with their overall pre-

2existing legal obligation to distribute net earnings to patrons

2 The cases often referred to by the Internal Revenue Service to support their
argument that no valid legal obligation exists where the board has discretion to
net losses from one department against another, United Cooperative, Inc. v.
Commissioner, 4 T.C. 93 (1944); Union Equity Cooperative Exchange v.
Cofnissioner, 58 T.C. 397 (1972), afr'd, 481 F.2d 812 (19th Cir. 1973); United
States v. Mississippi Chemical Co.,-T- F.2d 569 (5th Cir. 1964). do not--dea-
with losses or with netting or with the allocation of earnings to one group of
patrons versus another. Those cases hold that where the board has no overall
legal obligation to pay patronage, and particularly where the earnings may be
used to pay dividends on common stock, the pre-existing obligation requirement
may not be satisfied, but that is not this situation.

-12-
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Congress Should Reaffirm Cooeratlves' Right To Net

Differences between the cooperative industry and the IRS over the netting

issue have continued for a period of more than twenty years. During that time

cooperatives have won a number of significant court decisions dealing with

netting of losses, equitable allocation principles, and the right of directors

to exercise sound business discretion in making allocation decisions.

Nevertheless, the IRS has refused to acquiesce despite strong judicial language

that the IRS' intrusion into the internal affairs of cooperatives is

unwarranted. The technical advice memorandum issued in January of this year is

evidence of the IRS' intent to press ahead on the netting issue in spite of what

the courts have said.

The IRS' intransigence with regard to netting could not come at a worse

time for agriculture. A no-netting rule would cduse economic hardship for

cooperatives and their members at a time when they can Ill-afford additional

financial setbacks. Furthermore, because cooperatives are under an obligation

to return net margins to patrons, the patrons necessarily bear the costs of

litigation.

Farmer cooperatives should not be required to continue to expend funds to

litigate Lne IRS's views regarding netting. Even if cooperatives continue to

win In court as expected, the IRS has shown no intention of modifying its

position. Therefore, the National Council respectfully urges this Subcommittee

to favorably report language along the lines of Senator Mattingly's amendment to

reaffirm and clarify the right of cooperatives to net gains and losses within

and among their allocation units.

Respectfully submitted,

ZTs .Krzmski
Vice President &
General Counsel

-13-
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Senator CHAFEE. Mr. Fulton, do you have anything to add?
Mr. FULTON. Just to give a little breadth of opinion, I am from a

relatively small cooperative. We only have 1,600 members. We are
not a billion-dollar cooperative. Looking at competition from the
other side, we compete with some fairly large companies.

Senator CHAFEE. What does your co-op do?
Mr. FULTON. We grow the Concord grape in the States of Wash-

ington, Arkansas, Missouri, Michigan, Ohio, Pennsylvania, and
New York.

Senator CHAFEE. I thought you were in Massachusetts.
Mr. FULTON. That is where our headquarters is located. That is

where the Concord grape was developed. The village of Concord,
MA, gave its name to the grape. Grape growing, although it is still
done on a very small scale in eastern Massachusetts, has become so
unprofitable and land values have risen so much that it is just not
an economically viable function in that area any more.

Senator CHAFEE. But is that where your headquarters are?
Mr. FULTON. That is where our headquarters is located.
Senator CHAFEE. And you grow them in Washington and Arkan-

sas?
Mr. FULTON. Washington, Arkansas, Missouri, Michigan, Ohio,

Pennsylvania, and New York.
Senator CHAFEE. You must do a lot of traveling.
Mr. FULTON. Yes, sir, I do. [Laughter.]
Senator CHAFEE. Go ahead.
Mr. FULTON. I do not have a prepared statement, but I would be

delighted to respond to any inquiries you might have.
Senator CHAFEE. Let me ask you about the point that Mr. Mentz

was making. On these co-ops, he was agreeable that they keep the
ability to do what they have been doing, but as long as there
wasn t this discretion in the board of directors. I think you were all
here when he brought up that point. What do you say to that?

Mr. FULTON. As a practical matter, it won't work. It doesn't
work. Business developments move too fast. There are too many
unpredictable effects on all farmer businesses. It is not a U.S.
market any more. It is not a regional market. Most of us really
deal with the world market. We deal with problems which range
from-disease to world market effects. Events which develop can't
always be identified in advance and anticipated. In fact, the rule is
that can't be anticipated and provided for in advance. Farmers
truly recognize this. This is a very difficult issue-this netting
issue-or at least the IRS position on it-for farmers. In my expe-
rience, it is one that has been very, very tough for farmers to un-
derstand. They understand what mutuality and a cooperative effort
are. And on their own farms, for the most part, they are diversi-
fied. They expect to lose money in operations and gain on others.
They understand that the benefits from a cooperative aren't only
on the balance sheet. The IRS for some reason wants to focus on
dollars and cents. There are many other benefits from cooperative
endeaver. Farmers understand that in a subsequent year they may
be on the losing side on a certain crop and they are willing none-
theless to participate. And they really don't understand why the
IRS is--
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Senator CHAFEE. He is not arguing that point. He is not arguing
the point of netting. He is arguing the point that if everything is to
be paid out on a patronage dividend, or if 50 percent is to be paid
out on a patronage dividend, then that is OK. But if you let the
board of directors have discretion-when things look pretty good
we will pay out 70 percent; next year we will pay out 30 percent;
and so forth and so on--

Mr. FULTON. My impression is, that is not the problem. I think
we all understand, in the industry, that if we don't pay out a pa-
tronage dividend, we pay tax on it. I think he was more concerned
about the discretion of how losses move between units. I know that
is what he said, but I think the Service and the Treasury position
is directed at the director discretion to move economic results be-
tween units within the co-op. You are right, Senator. He did say
that. I don't think that is what the Service position is. I think its
main concern is the movement of losses, not the decision to distrib-
ute patronage or not distribute patronage. When a cooperative does
not distribute its earnings, it pays tax on them just like any other
corporation.

Senator CHAFEE. So, he was really worrying about determining
how to move around between the different profits or losses of the
different crops?

Mr. FULTON. That is the Service's concern. That is not, in my ex-
perience, the farmer's concern. The farmer understands when he
goes into the cooperative, whether he is a wheat or a cotton
grower, how the cooperative operates. He is there for the long
term, and he is there for the mutuality provided.

Senator CHAFEE. I gathered that when the farmer goes there, he
is not innocent. He must know that if he is strictly a corn farmer,
he may not pocket everything that comes from the sale of his corn.

Mr. FULTON. And at the same time, he may be receiving other
less tangible benefits from his membership. For some reason the
Service wants to focus on this one, balance sheet, dollars and cents
element as the sole focus of the farmer's concern.

Mr. MULLIGAN. Senator, if I may respond to your point? I think
we all understand that to have a deduction for patronage refunds,
we must have a preexisting obligation. One of the questions gets to
be: Does the board of directors have any discretion relating to
trying to provide equitability as a result of some unusual events?
Because of the cyclical nature of agriculture, whether that be a
crop failure, an act of God, or whether that be an embargo or other
actions that might change the profitability of individual depart-
ments, we believe that the board of directors needs some discretion
to be able to come to grips with the unusual that do happen in our
business during the year.

Senator CHAFEE. All right, fine. Thank you very much, gentle-
men. I guess that completes it. Thank you for coming.

[Whereupon, at 10:46 a.m., the hearing was adjourned.]
[By direction of the chairman the following communications were

made a part of the hearing record:]

51-770 0 - 86 - 7
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EXTENSION Society
OF THE UNTED STATES OF AMERCA
as Seat Or Dr4VOI e0 ChO 3ca "w ' (312) 236-7240

July 29, 1985

%MW MV V*AJNM 5.LU~

" AM O OQAL
.I 0

%1M Mv.

P" a 
%4" .WV M . %my~

4M PE

W..~d SANOW

OW WMWA mYWOM
"C9VANe

P44A 1%Mm"Ov

Betty Scott-oom
Committee on Finance
Ploom DS-219
Dirksen Office Building
U. a. Senste
Washington, D.C. 20510

Re, July 9, 1985 Senate Finance
Comittee Hearing on the
impact of tax reform proposals
on charitable contributions

Gentlemen.

The Catholic Church Extension Society is
a Not For" Profit, Illinois Corporation. For So
years, we have been the home mission organization
which brings the Catholic Faith to the poorest
adults and children in the remote and impoverished
areas of America.

Our funds come solely from our benefactors,
mny of whom do not itemise on their federal income
tax returns.

. Under consideration is a tax reform proposal,
which would repeal the charitable deduction for the
80 percent of American taxpayers, who do not itemize.
This would greatly jeopardize The Catholic Church
Extension Society', ability to continue our work in
Mrica because it would have a negative effect on

many of our donors.

I urge you to ske the charitable deduction
available to itemisers and non-itemisers alike*--making
it an ALL-AMERICAN charitable deduction.

matter.

N

thank you for your consideration in this

Sincerely yours,

Very Reverend ward J. Slattery
President

OW ea Ame oafer4s Meeane inci 9MO
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STAT CEEN

The Cooperative League of the USA is a national membership and trade

association representing America's cooperative business community. The

League serves as a chamber of commerce for cooperative businesses,

representing the unique and mutual needs of the various industries.

Membership includes all types of cooperatives including farm supply and

agricultural marketing cooperatives.

Over the years, the Internal Revenue Service (IRS) has challenged

cooperatives that have practiced netting of losses from one function

against gains from another. In January of this year, the IRS issued a

technical advice memorandum holding that cooperatives could not net losses

from one department against gains of another department. Essentially, this

would force each department of a cooperative to operate as a separate

entity for tax Furposes. The IRS has stared for at least 15 years that

their position on the practice of cooperative netting is under review and

study.

The Cooperative League supports Senator Mack Mattingly's amendment to

make clear and reaffirm to the IRS that cooperatives are allowed to net

losses against gains in its various allocation tlts in determining its

taxable income. The Cooperative League also supports the views presented

in detailed testimony by the National Council of Farmer Cooperatives.
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Cooperatives wtre first organized to market goods more efficiently,

pool resources and spread the risk and benefits of production among its

member-owners. From the beginning cooperatives have diversified not only

in order to better serve the needs of their member-owners but to prevent

bankruptcy if in a particular year a specific function or division suffers

major losses. Every sound business organization recognizes the need to be

able to survive a bad year financially. Having more than one division

within a cooperative is a logical step to this end goal of being

financially sound. If a cooperative is unable to net, the cooperative

loses a significant reason for its existence: that of sharing risk among

members.

Over the past years, the IRS has tried to restrict the ability of

cooperatives to deal with losses and make allocations among its patrons,

but the courts have upheld the ability of cooperatives to take these

actions.

In Associated Milk Producers, Inc. v. Commissioner, 68 T.C. 729

(1977), the Tax Court allowed the cooperative to carry an operating loss

forward from one year to another. In that case, the court found that the

IRS's position was "...in short, as unwarranted tinkering with the tax

structure applicable to cooperatives."



174

-3-

In another case, Ford-Iroquois FS Inc. v. Commissioner, 24 T.C. 1213

(1980), the Tax Court found that a board of directors could carry losses

frm one year forward to the following yer. The court stated that, "*..the

allocation of losses among a cooperative's past, continuing and future

members is properly the concern of the mmbership and its board of

directors." The court also found that the cooperative could net losses of

its grain function against earnings from its supply function. In that

case, IRS did not even challenge the cooperative's netting of losses within

the supply function.

Cooperative members democratically elect their board representatives.

Each member of the board of director has an obligation to act in a fiscally

responsible manner in carrying out the business of the cooperative on

behalf of the-membership. The members also adopt and amend bylaws which

determine the business rules of the cooperative. These rules may Include

giving the board discretionary authority to net and to determine the

guidelines for such procedure. The Ford-Iroquois decision clearly shows

that boards should and do have leeway in conducting a cooperative's

business for the benefit of its members.

In Lamesa Cooperative Gin v. Commissioner, 78 T.C. 894 (1982), the IRS

tried to prevent a cooperative from claiming a patronage dividend deduction

on a gain from a sale of equipment depreciated before 1974 because the IRS

found that the cooperative had improperly allocated this gain to its

patrons -- it allocated the gain on the basis of patronage in the year of

sale (1974), rather than the years over which the property was depreciated.

However, the Tax Court found the board of directors had discretion to make
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a practical and equitable allocation of earnings among the cooperative's

patrons.

As shown In these cases, the Tax Court has clearly stated that

cooperatives have the authority to net within the framework of their

overall pre-existing legal obligation to distribute net earnings to

patrons.

The Cooperative League supports the enactment of language reaffirming

that cooperatives may net losses of one or more allocation units against

gains from otter allocation units to determine patronage dividends for tax

purposes.
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As Chair of the Board of Directorp'of the Council on Foundations, I

would like to submit this statement t4 be printed as part of the official

record for the hearing on tax reform noted above.

Representing over 980 foundations making annual contributions to

charitable organizations in excess of $2.1 billion, the Council is vitally

concerned about the potential effects of the President's tax reform package

on the private sector. Dramatic cutbacks in Federal spending have occurred

in the past four years and even deeper cuts seem inevitable in the wake of

continued Federal deficits. Clearly, an increase in private charitable

giving would help counteract this severe drop in Federal funding.

Unfortunately, we believe that the President's proposal will discourage

increased private giving, and will result in a significant drop in total

charitable contributions.

Specifically, economic studies indicate that simply reducing the top

marginal tax rate from the present 50 percent to 35 percent will result in

a national decline in giving of over $4 billion annually. The Council on

Foundations joins with the Independent Sector and others in accepting the

effects of this rate reduction as the necessary by-product of establishing

a fairer and more simplified tax system. But the President's proposals go

farther, and it is with respect to these additional deterrents to chari-

table giving that we must voice our concerns.
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on-Itmizer Deductions

Except in rare circumstances, members of the Council on Foundations

are not directly affected by charitable contributions trom non-itemizers.

We do not voice our concerns, therefore, as a special interest. Most of

our members do not depend upon annual contributions but rather have income

from endowments from which they make their-grants. Those members

that do seek contributions annually -- especially our community founda--

tions -- are unlikely to receive them from non-itemizers. Nevertheless,

everyone of our members is directly concerned with the economic stability

of each of its grantees. Most charities receiving grants from foundations

are vitally concerned about contributions from supporters who do not

itemize. Foundations, therefore have a vital interest in the ability of

non-itemizers to contribute to their grantees, and the Council on Founda-

tions firmly supports retention of the non-itemizer deduction.

Gifts of Appreciated Property

In the vast majority of cases, foundations are formed by significant

gifts of appreciated property. For several years now the Council on

Foundations has reported to Congress our growing concern about the precip-

itous decline in the formation of new foundations. Since the Tax Reform

Act of 1969, we have witnessed a 60 percent drop in the creation of new

foundations. in an effort to help remedy this decline, Congress made a

significant change in the law as part of the Deficit Reduction Act of 1984.

Specifically, living donors may now make gifts of publicly traded stock to

private foundations and obtain a full, fair market value deduction for the

gift.
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Despite this encouraging improvement, we now face on the immediate

horizon the President's tax proposal which would create a new tax prefer-

ence item for purposes of calculating the alternative minimum tax. As

proposed, taxpayers would be required to add back in to taxable income the

long-term gain portion of any charitable gift of appreciated property.

While we understand the concern for "fairness" which motivates this

proposal, we are convinced that its effect will be to discourage signifi-

cantly the gifts of appreciated property to all charities -- not just to

foundations. It is estimated that nearly two-thirds of all gifts of

appreciated property would be subject to a substantially higher price of

giving compared with present law. In short, the progress we achieved in

1984 would be undermined, and our ability to encourage the formation of a

new generation of private foundations and the continued growth of community

foundations would be seriously weakened.

While we support the notion of fairness in the tax code, and we agree

that taxpayers should not be able to avoid paying taxes entirely, we are

convinced it can be done without creating this damaging disincentive to

making gifts of appreciated property. First', it is important to remember

that -- under current law -- no taxpayer may deduct more than 20 percent

of adjusted gross income for gifts of appreciated property to a private

foundation. This limitation alone provides a built-in mechanism to

preserve fairness in the calcuation of a taxpayer's account. Second, the
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proposed crackdown on tax shelter schemes -- which have no similar built-in

protection against abuse -- should deal effectively with the defects of the

present tax system for which the minimum tax was devised and for which it

continues to be used.

County Foundations

Over 160 community foundations are members of the Council on

Foundations and they are particularly concerned over this new restriction

on gifts of appreciated property. Like universities and museums, they

receive a substantial portion of their contributions in this form.

Community foundations are not private foundations, and as a result must

annually meet a public support test. Ironically, the more successful a

community foundation is in gaining public support and building its endow-

ments, the more it must raise each year to satisfy the support test.

Endowment income cannot be counted in meeting this test. In short, the

proposed change in the treatment of gifts of appreciated property would

leave community foundations in a particularly vulnerable position. They

would face the very real threat of losing their public charity status for

failure to meet the support test if gifts of appreciated property are

significantly discouraged.

For these reasons, the Council on Foundations opposes the suggested

change in the treatment of gifts of appreciated property. True fairness in

the tax code can be achieved without damaging this most important incentive

to charitable giving and its significant effect on the ability of the

private sector to respond to human needs.
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pARAL.AD I1V -USTRIES. IN/C.

post office box 
7

:351kameasg city, nisiu~i 64i16

July 17, 1985

Senator John H. Chaffee
Chairman
Subcommittee on Taxation
Senate Finance Committee
Washington, D.C. 20510

and Management

Dear Senator Chaffee:

This is to request that the attached statement by Farmland Industries be
made a part of the hearing record on proposed legislation to clarify the
right of agriculture cooperatives to net earnings and losses in different
lines of businesses when computing taxable income.

On behalf of the Farmland System I want to express our appreciation for
your willingness to conduct hearings on this matter even though we know
that the schedule of business before the finance committee is very heavy.
We believe this issue is of extreme importance to agricultural cooper-
atives and urge congress to act on this legislation at the earliest
possible date.

We thank you for your consideration.

Sincerely,

enth A. Niel sen
President

k4L. -'O
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STATEMENT OF FARMLAND INDUSTRIES

FILED WITH THE SUBCOMMITTEE ON

TAXATION AND DEBT MANAGEMENT

OF THE SENATE FINANCE COMMITTEE

FOR INCLUSION IN THE RECORD OF THE PUBLIC HEARING

ON TAXATION OF NET INCOME OF COOPERATIVES

BY

KENNETH NIELSEN

PRESIDENT OF FARMLAND INDUSTRIES

Mr. Chairman, Farmland Industries urges the adoption of legislation to clarify
the right of agriculture cooperatives to net earnings and losses of different
lines of business for determining patronage refunds and computing taxable
income. We have reached the conclusion that this matter cannot be resolved
administratively and that a satisfactory and early resolution of the problem
requires legislative action.

Mr. Chairman, Farmland Industries is a federated marketing and supply
cooperative, owned by 2,200 cooperative associations operating in 19 midwestern
states. These cooperative associations, in turn, are owned by approximately
500,000 farm families. The netting issue is of significance to each of the
2,200 local associations and to their 500,000 farm family owners.

The technical advisory opinion issued by the Internal Revenue Service on
January 25, 1985, would have the effect of denying the cooperatives the long
standing practice of netting gains and losses among their various operating
divisions. If this ruling is allowed to stand, it would have the effect of
requiring any cooperative which has more than one business activity or
allocation unit, and most do, to operate each as a separate entity for tax
purposes. In other words, if a cooperative makes money in one area (grain, for
example), and loses money in another area (fertilizer, for example), all the
earnings in grain would have to be allocated in the form of patronage dividends
to the grain patrons and all the losses would have to be absorbed as if the
cooperative were, in fact, two separate taxpayers. Forcing cooperatives to
operate in this mariner is completely contrary to the nature of cooperatives
which is to Join together in sharing risk for the mutual benefit of their
members and would deny to cooperatives a practice which all proprietory
businesses engage in. Furthermore, the approach that the IRS is recommending
could lead to the absurd situation where a cooperative could have an overall
net loss in a given year on its patronage business and yet still have a tax
liability, because some of its departments or divisions were profitable.

XESS20-15
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Netting gains and losses among various lines of activity is dictated by common
sense business practice. Moreover, it is clearly sanctioned, we believe, by
subchapter T of the Internal Revenue Code which affords single tax treatment to
qualified cooperatives.

In challenging the netting practice, the IRS in the past and in this current
ruling raises questions about the discretion of duly elected board of directors
to allocate gains and losses. -We believe this is a specious argument. Farmer
cooperative patrons are fully aware that their elected board of directors
allocate gains and losses among the cooperative's various lines of activities
and would not expect them to do otherwise as they decide how best to respond to
contingencies that may occur during an accounting year. Furthermore, this in
no way ignores or sets aside the prior commitment test to the obligation to
allocate to patrons net earnings that may have occurred.

Mr. Chairman, it is highly significant that the federal courts have ruled
against the IRS in three separate issues dealing with the netting issue. Those
cases are:

Associated Milk Producers, Inc., v. Commissioner 68 T.C. 729 (1977)
Ford-Iroquois FS, Inc., v. Commissioner 74 T.C. 1213 (1980)
Lamesa Cooperative Gin v. Commissioner 78 T.C. 894 (1982)

Mr. Chairman, the no-netting proposal of the IRS would affect any cooperative
regardless of size that engages in more than one line of activity and as a
result a great number of farmer cooperatives in this country could be adversely
affected. This could only serve to compound the already difficult economic
conditions In agriculture today.

The position of the IRS, we believe, Is legally unjustified and is economically
untenable. Given the fact that the IRS has persisted in pursuing this issue in
the face of critical court decisions, Farmland Industries concludes that
legislative relief Is necessary to provide a sense of certainty and to relieve
cooperatives of the risk of unnecessary and expensive litigation. We do not
have confidence that this matter can be resolved administratively, as the
spokesman for the Treasury Department argued when he appeared before your
committee on July 15. Therefore, we request that you give serious and careful
consideration to prompt action on this legislation.

XES520-15



184

- STATEMENT OF DEAN KLECKNER
ON BEHALF OF THE IOWA FARM BUREAU FEDERATION

BEFORE THE SENATE FINANCE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

RE: Tax Treatment of Cooperatives -- "Netting"

HEARING DATE: July 15, 1985

Mr. Chairman and Senators, my name is Dean Kleckner. I am president of the

Iowa Farm Bureau Federation and have served in this capacity since 1975. I farm

near the small Iowa community of Rudd, raising hogs and corn.

The Iowa Farm Bureau Federation is the state's largest general farm

organization with a membership of approximately 150,000 families, many of whom,

as am I, are members of their local cooperative. It is on their behalf that

this statement is presented.

It has become a tragic cliche that farmers are experiencing the most severe

period of financial stress since the great depression. This factor has

demonstrated the interdependence of the agricultural economy and main street

businesses, including the farmer-owned cooperative.

In recent weeks, three farmer-owned cooperatives have been dissolved by a

vote of their shareholders in southern and southwestern Iowa. These areas of

the state have been hit particularly hard by the agricultural crisis. It became

apparent to the cooperative members that the institutions were no longer able to

continue operating viably, thus the dissolution vote.

Cooperatives, however, have a long history of providing needed services and

products to American farmers. A January, 1985, IRS ruling that a farmer

cooperative does not have the right to net gains and losses among its various

functions or departments jeopardizes the ability of a cooperative to provide a

variety of services for its members. It further unfairly penalizes farmer

cooperatives and ignores a basic tenet of cooperatives -- that of risk sharing.
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Cooperatives are a risk management tool organized by and for farmers. The

decision to diversify, to provide new services to members, should be based upon

member needs and the current tax treatment of a cooperative as a single taxing

entity, notwithstanding the objections of the IRS.

A frustrating outgrowth of the position taken by the IRS in these matters is

the litigation expense incurred by cooperatives and their farmer members. The

Tax Court has consistently ruled against the IRS, upholding a cooperative's

patronage distribution scheme. The IRS seemingly wishes to make the business

decisions for the cooperatives, ignoring the cooperative's right of

self-determination.

The IkS further ignores the fact that cooperatives are voluntarily

established. They are maintained in a self-regulating manner, that is, if

members are dissatisfied with cooperative management or programs, they an free

to do business elsewhere.

One additional point needs to be brought to the attention of this committee.

Cooperatives have historically offset losses in one division from the profits in

another. Thus, a legislative or administrative remedy of the netting issue

would result in no revenue loss to the treasury. While it is our hope that the

IRS will administratively recognize the cooperative's right to offset losses, in

absence of this action we urge a prompt legislative resolution of this matter.

Respectfully submitted,

Dean Kleckner, President
Iowa Farm Bureau Federation
5400 University Avenue
West Des Moines, IA 50265

rg
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Statement of

Land O'Lakes, Inc.

to be filed with

The Subcommittee on

Taxation and Debt Management

of the Senate Committee

on Finance

July 26, 1985

By

Ralph Hofstad

President
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July 26, 1985

On behalf of Land O'Lakes, I am submitting this statement

in support of the proposed amendments relating to the netting

of losses and profits of cooperatives. We believe the ability

-or cooperatives to net losses to profits within a given year.

is essential for the successful operations of farmer

cooperatives.

Land O'Lakes, Inc. is a regional farmers cooperative

serving farmer members in a eight state area in the upper

midwest. The control is in ten thousand individual farmer

members with one vote per member and in approximately twelve

hundred local cooperative associations which are in turn

controlled by one member-one vote of approximately three

hundred forty thousand farmer members.

Land O'Lakes was organized by a few dairy producers in 1921

in order to market processed dairy products in the more

populated regions of the United States, most notably in the

East. Those dairy producers needed many agricultural supplies

in order to conduct their farming operations and thus expanded

the functions of their cooperative in succeeding years to

provide-feed, fertilizer, seed, milking equipment, petroleum

products and other farm supplies.

With the advent of hundreds of local creameries becu.ning no

longer economically viable because of modern technology being

introduced into dairy processing requiring heavy capital
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expenditures, efficient transportation facilities, modern

management techniques, and the need for expanded markets most

of those local creameries became members of Land O'Lakes, Inc.

or one of the other major dairy processing organizations.

Dairy and other commodity farmer members of Land O'Lakes,

Inc. and other cooperatives, through their democratically

elected Board of Directors, proposed mergers with other farmer

cocperatives located in the upper midwest. Those mergers over

the years were approved overwhelmingly by the members of each

of the affected cooperatives on a one member-one vote basis.

The objective was to combine with other farmer cooperatives

with similar purposes, i.e. to enhance the combined purchasing

power and marketing power of farmers in order to compete in

modern day agri-business both domestically and worldwide.

The result in 1985 is a multi-functional cooperative

composed of many economic centers providing for the marketing

of commodities, further processed dairy and other foods,

agricultural inputs of all kinds and a multitude of services

needed for efficient farming today.

The control is the same as it was in 1921: in farmer

members on the basis of one vote per member. They adopt the

instruments of control. They and they only can amend them.

They elect the Board of Directors through a system where they

and they only nominate them. They attend district, regional

and annual information meetings and make their wishes known.

They receive numerous reports and they understand the

cooperative way of doing business. If there are earnings they

share in them and they share in the risks. They understand

- 2 -
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that new ventures require capital investment and most often a

subsidy for a period of time. They most certainly know that

the vagaries of weather, both regionally and globally, affect

their production and their prices. They are intimately aware

of short term farm programs that make long term planning

impossible. They know that the personal economic interests of

dairy, beef and hog farmers and corn and bean producers may not

be the same. High corn and bean prices translate into higher

production costs for animals and vice versa. But they believe

in cooperation for their mutual benefit and the viability of

their cooperative association.

They are willing to share those risks through their

cooperative on a basis that they have approved, i.e. the

sharing of risks and of rewards. They understand that their

by-laws cannot deal with every possibility or combination of

profits and losses but that it gives the Board of Directors

reasonably clear guidelines as to how losses and profits are to

be distributed. They receive notice of their overall patronage

dividend and how it was computed and if they wait to change the

method of distribution they can by amending their by-laws.

They also understand that the single ta'x treatment applies

and are willing to ano do bear their fair share of taxes when

there are earnings distributed to them whether in a cash or

non-cash form.

I submit that Land O'Lakes, Inc. along with other farmer

cooperatives are among the most democratically controlled

institutions in the ocrld and that if we believe in democracy

we ought to let the farmer members decide how they want to

- 3 -
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share the risk and rewards of combining their economic entities

and that tax revenue is not lost as the single tax treatment

applies and is working.

On behalf of the three hundred fifty thousand farmer

members of Land O'Lakes, located in the eight states of the

midwest, we support the proposed amendments to the Internal

Revenue Code which clear up any ambiguities that might exist

relating to the subject of the netting of profits and losses

betwen functions of a cooperative.

Respectfully subnmi tA,

P e dent
6658f

- 4 -
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Written Statement Of

National Grape Co-operative Association, Inc.

For Submission And Inclusion

In The Printed Record

Of The Hearing Of

The Subcommittee On

Taxation And Debt Management Of The

Senate Comittee On Finance

*July 15, 1985*

Regarding The Legislative Proposal Of

Senator Mack Mattingly

To Reaffirm The Propriety Of The

Netting Of Income and Losses Of

Different Units Within Single Cooperatives

The essential effect of the Service's netting prohibitions is to

create separate taxable, financial, and-otherwise fragmented entities

within each cooperative. Should the Service be successful in imposing

this wholly unwarranted and unprecedented result, it would at a minimum

severely limit, and at a maximum terminate, the capacity of agricultural

cooperatives to achieve the benefits of legitimate diversification.

Business economists and financiers would view such a development with

alarm. Not only would agricultural cooperatives be thereby prevented

from efficiently and effectively serving their farmer members (conduct

which is legislatively mandated at both the state and federal levels),

many would be destined for precarious financial status and many more

condemned to financial disaster. The long-term impact on farmers and

the communities In which they live of this no netting or fragmentation

principle would be devastating.
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From a farmer cooperative perspective, no issue is more perplexing

from a sound business practice viewpoint, more threatening to the

smooth collection of the revenue and more damaging to respect for our

system of income taxation than the Service's espoused position regarding

the allocation or netting of losses. It is contrary to the long prevailing

attitude and philosophy of the Department of Agriculture, the consistent

theme and harmony manifested in judicial decisions, including those of

the Tax Court, and the need to foster predictability and efficiency in

the administration of the internal revenue laws and to reduce the

volume of litigation in our courts. The need for interpretive activity

by the Service to fill gaps in the revenue acts is not questioned by

this or other cooperatives. What we do question, and must object to,

is a persistent effort to shape rules which are beyond the succinct and

unambiguous boundaries established by our courts and which cannot be

imputed to our legislators.

No question of uncovering a new and previously untapped source of

revenue is involved. Whether the Service goes forward or is reined in

is without effect on the revenue. At issue rather is the matter of

whether the Service, contrary to the normal processes of government and

established judicial and legislative authority, may anoint itself as a

kind of super-regulatory agency for cooperatives to judge which internal

business structures and what business decisions, otherwise perfectly

proper and acceptable for every other type of business enterprise in

this country, are fit or not fit for farmer cooperatives. After

consulting an oracle whose prejudices and fallability are beyond the
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ken of our farmer members, the Service would first chisel in granite

the range of-business and operational decisions which are available to

farmers and their cooperative boards of directors and then sit in

Judgment on the matter of whether, under whatever circumstances may be

deemed relevant after the fact, the business and operational decisions

actually undertaken were correctly made.

The unknowing, inflexible hand of the Internal Revenue Service

must not be permitted to reach inside farmer cooperatives to impede and

stultify the genius and enterprise which is lauded and encouraged in

every other form of business organization. At stake is economic

viability and the capacity of farmer cooperatives to survive and change

in changing economic contexts. The confusion, uncertainty and litigation

which is being spawned must be stopped. To do so Is not to establish

any new rule. To do so is to restore in practice the structure and

integrity of Subchapter T of the Code. For these reasons the Mattingly

proposal should be enacted into law.
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STATEDIT ON THE NETTING OF INCOME
AND

LOSSES OF FANNER COOPERATIVES

This written statement is submitted for i-nclusion in the

printed record of the hearing held July 15, 1985, by the Comittee on

Finance of the Senate of the United States on a proposal by Senator

Mack Mattingly (R-Georgia) to alloy the netting of income and losses

of different administrative units within a single farm cooperative.
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This statement is submitted on behalf of the Nebraska

Counsel of Farmer Cooperatives. A recent Technical Advice Memorandum

(January 25, 1985) has again raised the question of the extent to

which the National Office of the Internal Revenue Service i to be

allowed to interfere in the business operations of a

farmer-cooperative.. At the outset, it mst be recognized that any

such interference is Just that, simple interference in business

management of a cooperative, because it has no tax consequences. A

farmer cooperative operates in such a fashion that it refunds to its

patrons substantially all amounts it receives in excess of cost of

operation, whether it is a marketing cooperative (that is, it sells

the crops raised by its patrons-for them) or a supply cooperative (it

buys for them the supplies, such as petroleum and fertilizer, that its

patrons need in their farming operation). It also should be

recognized that there Is nothing unique or extraordinary about these

refunds being excludable from the income of the business entity for

income tax purposes. For example, if General Motors entered into an

agreement with each of its customers for the year 1986 that it would

refund %o-them such customers' proportionate share of the amounts

received, throughout the year, in excess of the cost of operation

those refunds would-reduce General Motors' tax to zero.

Somehow, the Internal Revenue Service finds this business

procedure repugnant and has, for years, attempted to interfere in the

business operations of the cooperative. Your attention is

-2-
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respectfully drawn to a case decided by the Circuit Court of Appeal

for the Eighth Circuit in 1961, Pomeroy Cooperative Grain Co. v.

Comtissioner, 288 7.2d 326 (which is quoted in the Technical Advice

Memorandum which has occasioned this hearing). The Service has, since

1961, continued to Ignore the admonition by the Eighth Circuit

contained in a footnote at page 332, the second paragraph of which

reads as follows:

"There is some doubt whether the Comissioner has
sufficient standing to object to the taxpayer's
method of allocating what would normally be income
excludable to the taxpayer among its
member-patrons in a manner apparently acceptable
to such members as an equitable distribution of
profits."

And further ignores the holding of the case immediately preceding the

"Poneroy" case, Farmers Cooperative Company v. Commissioner, 288 F.2d

315 (1961) where the same Court stated, at page 326, as follows:

"When the Commissioner seeks to set up new and
different standards and requirements at a variance
with what was considered acceptable practice
before, fairness requires that the Comissioner
make information available to affected taxpayers
by regulation or in some other reasonable way."

Despite these clear sign posts by the Court, the Service has

repeatedly tried to interfere in the business management of farmer

cooperatives. This hearing merely represents a response to the most

recent such attempt at interference.

I know that you will receive from your Staff detailed legal

memoranda shoving the attempts, starting with the Rochester Dairy

case, by the Service to direct the tax procedures to be followed by a

-3-
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cooperative in the event it suffers a loss in a particular operation. -

Cooperative are owned and controlled by the uember-patrons. The

Service obviously believes that it, not the owners, should dictate the

business practices of the cooperative. Almost uniformly the Courts

have rejected this clain, no matter how urged.

Apparently, only Congressional action will terminate these

unwarranted activities. With alI the problems besetting agriculture

in this country today, the IRS should not be allowed to impose on the

farmer owned enterprises the additional expense burden of proving

through the Courts a position that the Courts have repeatedly

affirmed, that it is of little or no concern of the IRS how the

cooperatives handle losses, to long as they do it within the framework

of the existing Code.

Respectfully submitted,

NEBRASKA COOPERATIVE COUNCIL

BY:.. ". ,
Robert C. Guenzael
Its Attorney
1109 Lincoln Benefit Build1ng
Lincoln, Nebraska 68508

0
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