












Financial Reporting by Co-operatives: a draft accounting standard. 

Introduction 

In the legal and commercial environment co-operatives frequently have a low 
profile, despite their significance as contributors to the economy. 

An unintended consequence is that changes in law and accounting standards 
may be made which adversely affect co-operatives. Law-makers and standard 
setters at times appear to act in ignorance of co-operatives; at other times being 
driven by a belief that the investor-owned company (IOC) model is applicable to 
all types of organisations. 

Two examples will illustrate this problem. 

In 1993 New Zealand updated its Companies Act. Among other changes, the 
new act prohibited par values or nominal values of shares. This posed no 
problems for IOCs. In fact it simplified the accounting for their formation. It was 
no longer necessary to separate the amount contributed into par value and share 
premium. It simplified the redemption of capital by allowing share buy-backs. 

At the same time the Co-operative Companies Act 1955 was repealed. This was 
not because of the unimportance of co-operatives in New Zealand. They 
contribute an estimated 22% of New Zealand's gross domestic product.1 The 
change was made in ignorance of the difference between co-operatives and 
investor-owned companies. 

The Companies Act 1993 inadvertently made life impossible for co-operatives: 

The abolition of par values meant that it would no longer be possible to 
form a co-operative which recognised the principle of 'a dollar in; a dollar 
oul.' 

Redeeming the shares of inactive members would become costly and 
cumbersome. The share redemption clauses in the new act effectively 
prohibited buy-backs that were available only to one sub-section of the 
shareholders unless disclosure documents had been sent to all 
shareholders. 

The pressure of other parliamentary business meant that the Crown Law Office 
was unable to prepare any amending or supplementary legislation to 
accommodate the needs of the co-operative sector. Consequently the New 
Zealand Co-operatives Association with the assistance of its legal advisors 

I NZ Co-opera tives Association, Submission on lAS 32 and IFRIC Dra ft DB Interpretation. 
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drafted the Co-operative Companies Bill, which was duly passed by parliament in 
1996. 

The cost to the co-operative sector was not only the direct costs of legal counsel; 
it also included the time given by senior executives working with the 
Association's counsel to prepare a workable bill. 

The primary benefit is now the presence of relevant legislation that is tailored to 
the needs of the co-operative sector. A secondary benefit is that the presence of 
the act raises the profile of co-operatives in commercial and other circles. 

The second example of co-operatives being adversely affected by external 
changes has arisen with the development of international financial reporting 
standards. 

The Problem 

In 2004 the International Accounting Standards Board issued a draft standard 
lAS 32 - Financial Instruments: Disclosure & Presentation . It sought to prevent 
window dressing of balance sheets which had been occurring by issuing (short 
term) financial instruments that were legally shares but were in substance debt. 

It was proposed that any shares which entitled the holder to demand repayment 
would have to be reported as a liability. In order to be treated as equity shares 
would have to confer a right to participate in the net assets on a winding up. 

These proposals and the draft interpretation 08 Members Shares in Co-operative 
Entities met with widespread opposition from co-operatives in member countries 
around the world. Almost 100 comment letters were received2

. The common 
thread was that, in co-operatives, members' contributions were equity. The 
submission from the Institute of Chartered Accountants in Australia (ICAA) even 
used 'substance over form' to argue that 08 was inconsistent with lAS 32 and 
that 'the SUbstance of the transaction is equity at the time of the members' 
contribution'. 

Dissatisfaction with the inappropriateness of applying IOC standards to co­
operatives was also expressed in the USA, which is not a member of the IASB 
but whose equivalent is the Financial Accounting Standards Board (FASB). The 
FASB had issued FAS 150 in May 2003. Like lAS 32, it required mandatorily­
redeemable shares to be treated as liabilities. Widespread opposition from 
American co-operatives, and others, resulted in an announcement by the FASB 
on 7 November 2003 that FAS 150 was being deferred indefinitely for 'non-public 
companies' including co-operatives. 

2 IFRIC Draft Interpretation Comment Leiters http://'M¥W.iascfoundation.org/currenVcomment letters ifric accessed 31 

Dec 2004. 
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Other proposed international standards have also been criticised as 
inappropriate for, or detrimental to, co-operatives. They have led to the 
recommendation from the International Co-operative Alliance (ICA) that there 
should be specific accounting standards for co-operatives3

. 

The ICA suggested that such standards should be formulated 'after thorough 
study and analysis of national accounting standards.' Desirable as this process 
is, it could take some years to complete. 

It is clear that action is needed now to rectify the problem of inappropriate 
standards being imposed because they fail to recognise the fundamental 
differences between IOCs and co-operatives. For New Zealand co-operatives 
the situation has become pressing following the announcement by the 
Accounting Standards Review Board that international financial reporting 
standards will be mandatory after 1 January 2007. 

A Solution 

It has been acknowledged by the Chairman of the IASB that a structured 
approach is need to resolving the problem illustrated by lAS 324 

One possible approach could involve a review by the co-operative sector of all 
existing standards leading to a schedule of authorised departures, i.e. a form of 
differential reporting. Such a practice is an accepted means of accommodating 
the needs of small and medium sized companies. Underlying it, though, is the 
presumption that the standards are appropriate; the exemption is merely being 
granted because compliance would impose a disproportionate cost on the 
company. 

Such is not the case here. The co-operative sector has certain fundamental 
differences which are not catered for by the standards prepared for the majority 
of entities. Therefore an industry-specific standard may be more appropriate. 

A parallel may be drawn with the agriculture and banking industries; standard 
setters have recognised the need for specific standards in these industries5 

, 
Intemational Co-operative Alliance, Comments on lASS's Exposure Draft of proposed Amendments to IFRS-3 

Business Combinations. 30 July 2004. http://www.iascfoundation.org/currenUcommenl letters ifric accessed 31 Dec 

2004. 

4 NZ Co-operatives Associa tion, Submission on lAS 32 and IFRIC Draft 08 Interpretation. 

http://WvVW.iascfoundation.org/currenUcomment letters ifric accessed 31 Dec 2004. 

5 lAS 40 Agriculture; lAS 30 Disclosure in the Financia l Statements of Banks and Similar Financial Institutions. 
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A structural solution involving the adoption of a basic financial reporting standard 
for co-operatives has a number of attractions. Such a standard would: 

(a) deal with the issues that have arisen from lAS 32. It would address 
the immediate issues at least as satisfactorily as amending lAS 32; 

(b) make clear the fundamental differences between IOCs and co­
operatives. This would assist standard setters in the future and 
improve the educative process of accountants. It would also raise the 
public profile of co-operatives; 

(c) be able to be approved by the ASRB within a short timeframe, 
especially where there is evidence from the NZ Co-operatives 
Association that it meets the needs of local co-operatives; 

(d) be subject to the normal standard setting revision and updating 
process. It could therefore incorporate additional reporting 
requirements arising from periodic studies, such as the ICA 
suggested, or from further developments in the co-operative sector; 

(e) be an appropriate base for the development of an international 
financial reporting standard. 

In the following section a draft of such a standard is presented. It follows the 
convention of presenting in bold those paragraphs which set out the formal 
sections with explanatory paragraphs in italics. 

------------------------------ -------

Draft Financial Reporting Standard 

Financial Reporting by Co-operatives 

1. Application 

1.1. This standard applies to businesses which operate on the principles 
of user-ownership, user-control, and proportional distribution. 

1.2. Such businesses are commonly called co-operatives or mutua Is. It is not 
necessary that they are formed under specific legislation incorporating 
these terms; for example 'industrial & provident societies' or 'friendly 
societies' usually operate on such principles. 

2. Statement of Purpose 

2.1. This standard is designed to clarify what are appropriate reporting 
practices for co-operative and mutual businesses especially where 
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they differ from financial reporting standards of investor-owned 
• companies. 

2.2. To the extent that they are not inconsistent with this standard or 
with legislation or constitutional rules, all other financial reporting 
standards apply to co-operatives. 

2.3. Financial reports of co-operatives should present faithfully information 
that is factual and reliably measured in contemporary terms. Care should 
be taken to avoid over- or under-stating amounts. 

3. Definitions 

3.1. Dry shareholders: shareholders who have ceased to transact with 
the co-operative and whose shares are thereby liable to be 
redeemed. 

3.2. Fair value: the net realisable value, in the ordinary course of 
business. 

3.3. Investor shares: shares issued by the co-operative on which 
dividends are paid as a return on investment and not as a patronage 
rebate. 

3.4. Patronage rebate: a distribution made to a transacting shareholder 
in relation to that person's transactions with the co-operative over a 
period. It may be made partly in cash and partly in redeemable 
shares or other financial instruments as part of a capital redemption 
plan. 

3.5. Proportional distribution: the process whereby surpluses are 
distributed as patronage rebates. 

3.6. Transactor shares: shares issued by a co-operative which entitle 
the holder to a patronage rebate. 

4. Members' Equity 

4.1. Shares held by transacting shareholders should be reported as 
members' equity; shares held by dry shareholders should be 
reported as a liability. Investment shares should be reported as 
members' equity. 

4.1.1. Shares held by transacting shareholders are treated as equity 
notwithstanding the right of redemption when the shareholder ceases 
to be a member of the co-operative. lAS 32 does not apply to co­
operatives. 
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4.1.2. Co-operatives may sometimes issue patronage rebates in the form 
of redeemable preference shares. These shares should be reported 
as members' equity or as a liability consistent with the members' 
status under para 4. 1. 

4.2. Unallocated profits should be separately reported as a part of 
members' equity. 

4.2.1. Subject to applicable local laws the governing board of a co­
operative may decide to retain some level of profits (possibly arising 
from trading with non-members or from revaluations}. 

4.3. Members' deposits or current accounts may be shown with 
members' equity appropriately described. 

4.3.1. Where members' deposits are an incidental part of the co­
operative 's activities it may be helpful to report such amounts 
following members' equity rather than as part of current (or term) 
liabilities. The total of members' equity should be reported; the 
combined total should be reported as 'Members' Equity and 
Deposits'. 

5. Asset Revaluations 

5.1. Assets should be revalued regularly, preferably annually, to fair 
value. 

5.1.1. Knowledge of the fair value of assets is part of the information 
required to establish whether the co-operative is solvent. 

5.1.2. It is also relevant for calculating the fair value of shares in the co­
operative. 

5.1.3. The constitutions of co-operatives may specify that revaluations be 
allocated to members when recognised, or retained as unallocated 
profits, or be distributed only to a designated type of charity on a 
winding up. The latter provision is designed to safeguard the co­
operative against demutualisation by individuals seeking windfall 
gains. The principle of disposal of net assets without profit to 
members was a constitutional requirement of the Rochdale Pioneers 
from 1854 and in some countries, such as France, it is currently a 
legal requirement6

. 

6 Birchall, J. Co-op: the people's business. Manchester University Press, 1994, p63. 
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6. Disclosures 

6.1. Shares 

6.1.1. Share qualifications required to be held by transacting 
shareholders should be clearly disclosed, together with 
conditions under which the holder becomes classified as a dry 
shareholder. 

6.1.1.1. Because of the diversity of practice, co-operatives should 
clearly disclose the number of shares required for membership, 
whether shares may be paid for by instalments, when excess 
shares may be surrendered, and when a member will be paid out 
after ceasing to be an active member of the co-operative. 

6.1.2. The rights of different classes of shares should be clearly 
disclosed. 

6.1.2.1. Where there are both transactor shares and investor shares 
the co-operative should disclose the voting rights applicable to 
each class of share, its distribution policies, and any limitations 
on transfers. 

6.2. Patronage Rebates 

6.2.1 A Statement of Member Benefits should be presented annually 
as an integral part of the annual report. 

6.2.2 The basis for determining rebates should be clearly disclosed, 
together with the policy on the manner in which rebates are 
distributed to members. 

6.2.2.1 Rebates based on patronage may vary according to a 
number of factors such as the type and quality of goods 
bought/sold or the costs involved in handling the 
transactions. 

6.2.2.2 Rebates should be distributed to members in a timely 
manner. Some part of a rebate may be deferred to assist 
the co-operative's cash flows. This could take the form of 
interest bearing unsecured interest bearing notes or 
redeemable preference shares on which a dividend is paid. 

6.2.2.3 Patronage rebates should be shown on the face ofthe 
Statement of Financial Performance following the Operating 
Surplus before Taxation and Members' Rebates. This 
emphasises to members that rebates are a distribution of 
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profits and are not contractual expenses such as interest or 
other funding costs. 

6.3 Related party disclosures 

6.3.2 Disclosure should be made of all related party transactions 
involving directors, other than in their capacity as transacting 
members of the co-operative. 

6.3.2. 1 Directors who trade with the co-operative on the same terms 
and conditions as other members have no potential conflict 
of interest for which the related party disclosure standard 
was designed. Were disclosure of the level of their rebates 
required, they would be disclosing sensitive information 
about their business to competitors. 

6.4 Remuneration range 

6.4.2 Disclosure should be made of range of remuneration paid 
during the period. 

6.4.2.1 Co-operatives have traditionally sought to provide an 
equitable return to transactors and employees. The extent 
to which the latter have been fairly rewarded can be seen in 
the range of annual payments made. 

6.4.2.2 Some co-operatives believe that the range should not be 
greater than three times for employees in the same 
geographic and economic environment. The format in which 
this information is presented by very large co-operatives 
should recognise the differing locations in which the co­
operative operates. 

-------------------

Concluding reflections 

Co-operatives have always practiced accountability to members. Arguably, they 
have been at the forefront in terms of the quality of financial reporting and have 
shown a willingness to present information to members. Over 160 years ago, the 
directors of an investor-owned company in England made the following 
announcement to their shareholders: 

On more occasion than one, the question has been mooted at the general 
meetings as to the publication of the accounts of the company, and the 
opinion has been expressed by the board, that the period had not arrived 
when it would be expedient to do so, and at the same time the proprietors 
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have been informed that it was not in their interest that such a course 
should be pursued ... 

Proprietors at a distance, forming their opinion of the future position of the 
company from the published accounts of past transactions could scarcely 
avoid arriving at erroneous conclusions .. . but the directors entertain the 
hope that the proprietors will rest contented with the assurance that the 
establishment is carried on with every regard to economy consistent with 
efficiency. 7 

At about the same time, by contrast, the rules of the Rochdale Pioneers provided 
for credible and timely financial information to be available to members by means 
of audited quarterly financial reports.8 

It is ironic that today's pressure for improved financial reporting and better 
accounting standards, which has arisen from ethical breakdowns in investor­
owned companies, should result in financial reporting standards that are 
inappropriate for co-operatives. 

Co-operatives are fundamentally different from investor-owned companies. The 
pre-occupation by standard setters with applying the corporate model to all 
entities results in standards which, to date, fail to recognise the unique aspects of 
co-operatives. 

The publication of the Guidance Document Key Social and Co-operative 
Performance Indicators by the National Centre for Business and Sustainabilitl in 
July 2004 and Co-operative Capita/ 10in October 2004 show a dynamic and 
forward-looking co-operative sector that has relevance in the economic 
environment of the twenty-first century. 

The time has come for intemational financial reporting standards to recognise the 
co-operative difference. The relevance of financial reports of co-operatives 
should not be diminished by the distorting effects of standards designed for 
investor-owned companies. · 

7 From an 1847 Directors' Report , quoted by Naylor, G. Guide fo Shareholders' Rights. George Allen and Un""";n, 1969, 

p1 20. 

8 Birchall, J. Co-op: the people's business. Manchester University Press, 1994, pS4. 

9 Avaitable from www.cooperatives-uk.cOOD 

10 Brown. J . (ed) Co-opera/ive Capital. Co-operative Action. Manchester, 2004 
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