








book cost of assets and retire the original cost of the debt in order to comply with existing mortgage 
covenants. The membership would refuse to raise the rates it pays the cooperative in order to "pay" 
for the mark up of the assets to fair value. Consequently, the cooperative would be required to write 
the assets down to original cost because that is the level of assets the members would be willing to 
pay for, consequently that is the level of asset recovery that the member's electric rates would 
support. 

The ultimate result would be the same as if the combination had been subject to the pooling of 
interest approach but the cooperative would incur additional costs associated with application of the 
acquisition method that provided no benefit to the member/owners or other cooperative 
stakeholders such as creditors. Of course, an electric cooperative must pay fair value for the 
acquisition of any physical asset in the market, but the members have implicitly agreed in advance 
to such action through the budget process and agreed to furnish the electric cooperative capital 
sufficient to recover the original cost of any physical asset. We doubt that any member would agree 
to pay for the marked up cost of assets "acquired" in a business combination simply to conform to 
the fact that external debt and equity investors of an investor-owned utility may have implicitly 
agreed to pay the marked up value for an asset that they expect will pay a return on and of their 
capital. 

Cooperatives urge F ASB to permit the use of book value!historical cost in valuing assets and 
liabilities. The use of fair value valuation for cooperatives creates the impression of the possibility 
of a return on capital as opposed to a return of capital for members and other users. This approach 
can be deceptive, misleading financial statement users into thinking that the cooperative �h�a�~� access 
to fair value amounts to settle liabilities when it does not. As long as the cooperative is paying its 
debt service, a cooperative lender is not primarily interested in the fair value of the assets. 

The use of the historical cost model retained by the pooling of interest approach is more appropriate 
for the cooperative business model. Since cooperatives typically invite their members to join their 
organizations and the addition of a new member is usually subject to the approval of the Board of 
Directors, therc is typically no "goodwill" that results from the combination of two cooperatives 
since the interests of the member/owners of both cooperatives pre-combination are the samc: to join 
together to obtain goods or services at cost and this interest continues post-combination. Members 
continue to do business with the cooperative because they are a member/owner. If they choose to 
go elsewhere they may cease to become a member/owner. Consequently the cooperative does not 
have the same relationship to the competitive marketplace as does an investor-owned enterprise. 

F ASB should develop an acceptable alternative to fair market value that recognizes the 
unique return of capital structure of cooperatives. Such valuation methods should not �a�~�c�r�i�b�e� to 
the assets and liabilities of cooperatives a value that implies a return on capital. For example, we 
suggest that the FASB might: 

• Permit exceptions to the requirement that business combinations be recorded at fair value 
(allow the pooling method) for those cooperatives, e.g., electric, that operate at cost and are 
under an obligation (regulatory or otherwise) to recover from their member/owners only the 
amount required to satisfy debt payments, meet mortgage covenants, and pay for cost of 
operations. 
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• Limit the application of fair value to instances in which cooperatives operate separate lines 
of business in an external, active market, where they may compete for customers -- where 
observable market data are available and the asset can be sold on the market at any time 
without major disruption or major change in the entity's operations. 

We request that cooperatives be excluded from the standard and be permitted to use the pooling 
method for cooperative business combinations. This approach would not only meet the needs of 
cooperatives, and, more importantly, the users of their financial statements, but would also advance 
the goals of FASB to enhance comparability and usefulness of financial reporting. 

Cooperatives worldwide are becoming increasingly concerned about the efforts of accounting 
standard setting bodies to force cooperatives to adapt accounting methods that are not appropriate 
for the cooperative form of organization and reflect the goals and interests of investor-owned 
enterprises. We believe the objective of financial reporting should be focused on the users of 
financial statements. The users and stakeholders of all of the world's cooperatives are not being 
served by the actions of the FASB or lASB when standards are promulgated that distort the 
financial relationship cooperatives have with their member/owners. We urge the FASB to 
reconsider this path that it has embarked upon starting with the applicability of the business 
combinations standard to cooperative and mutual organizations. We stand ready to work with you 
and the IASB in this endeavor. 

Sincerely, 

Paul Hazen 

• 
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The National Cooperative Business Association appreciates the opportunity to submit testimony 
about cooperatives and their tax treatment. This is a critical issue for cooperatives, their members 
and the communities in which they operate. NCBA is the nation's only national organization 
representing cooperatives across all sectors of our economy-including agriculture, child care, 
electricity, finance, food retailing and distribution, healthcare, housing, insurance, purchasing 
and shared services, telecommunications and many others. 

Cooperative taxation principles and specific prOVisions of the Internal Revenue Code reflect the 
member-owned and governed structure of cooperatives. Generally, cooperatives themselves do 
not have taxable income because they pass through that income to their members in the form of 
patronage refunds. Members pay tax on the patronage refunds they receive. Though 
cooperatives may not be taxed on income and business derived from their patrons, they typically 
do pay taxes on non-patron income. 

Co-ops operate as not-for-profit businesses in that they return any profits they earn to their 
members based on the amount of business the members do with the co-op. Some cooperatives 
are organized under section 50l(c) of the Internal Revenue Code and are entitled to a tax­
exemption if they meet certain criteria, e.g., operate on an at-cost basis. While these exemptions 
address different types of cooperatives, they are based on the same tax principles applied to other 
types of cooperatives. Cooperatives that file under section 501 (c), however, are subject to 
restrictions not applied to other cooperatives. 

How successful a cooperative is either in terms of size or meeting the needs of its members 
should not be a measure of whether and how it is taxed. Cooperatives may be Fortune 500 
companies or they may be small, community-based businesses. But regardless of the size or the 
success of the cooperative, the structure remains the same. They are member-owned and 
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member-controlled. And the tax principles and provisions that apply to them appropriately 
reflect that structure. 

Cooperatives - A Business Structure that Promotes Ownership and Accountability 

Cooperatives are a vital part of the economy. An estimated more than 40,000 co-ops in this 
country are, by definition, businesses that are owned and democratically controlled by their 
members. These are the people who buy the goods or services the cooperative provides, rather 
than outside investors. Cooperatives serve some 120 million members by providing them with 
agricultural processing and marketing services, chiIdcare, education, healthcare, affordable 
housing, financial services, group purchasing, food and other consumer goods, electricity and 
telecommunications services, among many others. Cooperatives and their members generate 
millions of dollars in economic activity, creating jobs, wealth, and opportunity. 

Cooperatives return surplus revenues-that is, income over expenses and investment--to 
members proportionate to their use of the cooperative, not proportionate to their "investment" or 
ownership share. Co-ops are motivated, not by profit, but by service to their members. Their goal 
is to meet their members' needs for affordable and high-quality goods or services. For this reason, 
outside capital investment is often hard to attract. Co-op equity consists largely or solely of 
member equity. 

Cooperatives' member-owned and member-governed structure also promotes accountability and 
trust among consumers. A national survey commissioned by cooperative organizations together 
with the Consumer Federation of America found that consumers trust the cooperative structure 
more than the investor-owned structure. 

Cooperatives fall into four categories: 

• Producer-owned cooperatives-These cooperatives are owned by farmers or craftsmen who 
form a co-op to jointly market, process or produce a similar product. There are 1,600 farmer­
or rancher-owned m arketing or processing cooperatives in the United States. New generation 
cooperatives--small co-ops that specialize in value-added agricultural processing--are 
becoming more popular. 

• Consumer-owned cooperatives-The largest co-op category, these cooperatives are owned 
by the consumers who buy the businesses' goods or services. They include food co-ops, rural 
electric and telecommunica tions cooperatives, credit unions, housing co-ops, parent-owned 
ch.i1dcare co-ops, and consumer-owned HMOs. 

• Purchasing and shared services-These cooperatives are owned by individuals or small 
businesses that buy goods or services as a group to lower costs. As more and more small 
businesses see purchasing co-ops as the key to their survival, this segment of the co-op 
community is growing. NCBA estimates that, nationwide, more than 50,000 independent 
businesses are members of purchaSing co-ops. The nation' s 1,600 farm supply and service co-

3 



ops fall into this category, since they are effectively purchasing co-ops for farmers and 
ranchers. 

• Worker-owned cooperatives-These cooperatives are owned and controlled by their 
employees. They are similar to companies with Employee Stock Ownership Plans, known as 
ESOPs. However, in a worker cooperative, the employees benefit from the profitability of the 
company earlier than ESOP employees. Members of worker-owned co-ops receive annual 
taxable dividends on the company's earnings, rather than waiting for retirement to cash in 
their stock. 

The cooperative structure lends itself to addressing economic challenges facing America today, 
especially in rural areas. Municipalities are using cooperatives to provide needed services at 
lower costs. Communities are using the cooperative model to provide affordable housing that 
allows seniors to age in place. Cooperatives are also addressing soaring health care costs and 
other services for seniors. 

Cooperatives also help retain the wealth and purchasing power of communities. Instead of being 
drained away from communities by outside interests, money is put back into local economies by 
co-op member-owners. Studies show that the patronage refunds playa significant role in the 
economy of the communities in which they operate. These refunds can be critical to maintaining 
the vitality or revitalizing communities, particularly in rural America. 

Cooperative Taxation Reflects Unique Structure of Co-ops 

Cooperative taxation, though addressed under different provisions of the Internal Revenue Code, 
generally follows the same basic tax principles regardless of the type of cooperative. The 
principles reflect the common member-owned and member-governed cooperative structure. 

Unlike investors, members join a cooperative to benefit from the goods and services it offers, not 
to make a substantial return on their investment. Farmers join an agricultural co-op to benefit 
from the leverage the group has in negotiating a price for their crop or the premium enjoyed 
through the co-op's product branding. Small businesses join a purchasing co-op to reduce their 
costs or to reach otherwise inaccessible markets, such as international markets. 

Following is a general description of the tax principles common to all types of cooperatives. 

Single Tax Principle: Surplus Member Revenues Not Taxable: Cooperatives do not pay income 
tax for surplus revenues generated by member business and distributed to or used in the service 
of members. For some cooperatives, surplus revenues from member business are returned to 
members as patronage refunds at the end of the year. Refunds can be either cash or equity held 
by the co-op and allocated to individual members. The co-op deducts these refunds from its tax 
liability, creating a single tax treatment of those revenues at the patron level. Patronage refunds 
effectively constitute patron "overcharges" or "underpayments" returned to members at the end 
of the year. 
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Treatment of Non-Member Revenues: Cooperatives pay corporate income tax on non-member 
surplus revenues. 1his is the same tax treatment as any other type of corporation. Some co-ops, 
such as credit unions, serve only members. As a result, they have insignificant or no non-member 
income. IRS rulings and case law have upheld interpretations of "member business" that allow 
some non-member revenue to be treated as member revenue and therefore not taxable at the 
cooperative level. Generally, any income derived from activities for which the principle purpose 
is serving members is not taxable. 

Some cooperatives have no surplus revenues from member business to return to their members. 
Essentially these cooperatives attempt to operate as close to cost as possible. That is, they offer 
"refunds" in advance, discounts at the point of purchase, discounts negotiated in advance from 
suppliers, lower fees, better interest rates on savings, or lower interest rates on loans. 

Tax Treatment of Patronage Refunds: Co-ops with surplus member revenue may return those 
surpluses to patrons in the form of cash or retained equity in the cooperative, or both. In some 
cases, patrons pay tax on the refund they receive. Patronage refunds arising from personal 
expenses, such as electricity for the home, groceries and other consumer goods, and interest 
refunds, are not taxable at the individual level. 

Tax Code Provisions Embody Cooperative Taxation Principles 

Cooperatives are covered under several sections of the Internal Revenue Code. Subchapter T, 
section 1381-1388, provides single tax treatment of surplus member revenue, or pass-through 
treatment, for businesses that operate on a "cooperative basis." Members are taxed on any 
surplus returned in the form of patronage refunds. Cooperatives filing under Subchapter T 
include agricultural and other producer cooperatives, purchasing cooperatives, some banks 
within the Farm Credit System, worker cooperatives, and some types of consumer cooperatives, 
such as housing and food co-ops. 

Under section 521, certain types of farmer cooperatives are allowed to pass through earnings 
from non-patron income sources to their patrons. Refunds are taxable at the patron level. To 
qualify for filing under this section, these co-ops must meet thresholds for member versus non­
member business and other criteria. 

Some cooperatives file under Section 501(c), which provides six different types of exemptions. 
These include service cooperatives serving non-profit hospitals, credit unions and educational 
service cooperatives. While each exemption has its own history, all are based on member 
ownership and a purpose of serving their members. For example, public law states that "credit 
unions ... are exempt from federal and most state taxes because they are member-owned, 
democratically operated, not-for-profit organizations ... " PL 105-219, August 7,1998. 
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Under section 501, member revenue is generally exempt from taxation if the conditions of the 
exemption are met. These requirements are in addition to those imposed on other cooperative 
businesses. 

o Section (50l)(c)(1) provides tax exemption for "federal instrumentalities" that are cooperative 
organizations, such as banks for cooperatives. Some Farm Credit Associations receive tax 
treatment under this section. 

o Section 501(c)(3) provides tax exemption for co-ops, such as student housing cooperatives, 
that operate for charitable or educational purposes. 

o Section 501(c)(12) provides tax exemption for rural utility cooperatives-providing electricity, 
telecommunications, or water-so long as 85 percent of the income comes from members and 
is for the sole purpose of meeting losses and expenses (i.e., operation at-cost). This is a 
requirement Subchapter T cooperatives do not face. 

o Section SOl(c)(14) provides tax exemption for credit unions. It requires them to operate 
"without profit" and "without capital stock," requirements Subchapter T cooperatives do not 
face. Credit unions generally cannot serve non-members, a restriction not imposed on 
Subchapter T co-ops. 

o Section 501(e) provides tax exemption for service cooperatives serving non-profit hospitals. 
Like othe r tax-exempt cooperatives, these cooperatives face additional operational 
restrictions. 

o Section SOI(£) provides tax exemption for educational service cooperatives. 

Some cooperatives covered by SOl (c) are exempt from federal income tax on non-member 
revenue under certain thresholds, generally related to whether most of the co-op's income is for 
its exempt purpose. This results from the additional statutory or regulatory requirements specific 
to these cooperatives and does not consti tute preferential treatment. Generally, this is consistent 
with the concept of a "purpose" tes t applied to non-member revenue for non-50l (c) 
cooperatives -that is, the non-member income that is not taxable meets the primary member 
service purpose of the cooperative. 

Conclusion 

Co-ops are member-owned and member-run businesses that return any profits they earn to their 
members based on their patronage with the co-op. This model of business is more accountable 
and ins tills more confidence than companies owned by shareholders in search of unrealistic 
returns. At a time of rising deficits, cooperatives are poised to meet economic challenges such as 
rugh health care costs, a growing aging population and senior housing in rural America. 

From large agricultural co-op s to the local food co-op, all cooperatives are owned and governed 
by their members. The tax treatment cooperatives receive reflects their member-owned and 
member-controlled structure. NCBA urges the committee to retain that treatment. 

Thank you for opportunity to provide testimony. We would be pleased to discuss the tax 
treatment of cooperatives further with the committee. 
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