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Choosing a Workers’
Cooperative—Another Way of

Doing Business in California

by NEIL A. HELFMAN

In recent years, there has been an increasing interest
in employee-owned businesses, especially as accom-
plished through Employee Stock Ownership Plans
(ESOPs) and leveraged buy-outs involving large com-
panies such as Avis and Allied Plywood. This article
examines another form of employee-owned business,
the workers’ cooperative, which may be appropriate
for smaller ventures, including prolessional service
groups, that generally have not operated under the
cooperative form of doing business.

Traditionally, income-producing entitics have been
created to pursuc the economic interest of either the or-
ganization or the individuals comprising the organiza-
tion. This is illustrated by corporations, on one hand,
which maintain an existence independent and apart
from their sharcholders, and partnerships, on the other
hand, which are aggregates of two Or more persons car-
rying on a business for profit as co-owners. Coopera-
tives offer another approach, which combines attrib-
utes of corporations and partnerships in a manner that
may provide benefits not found in either.

Cooperatives are favored by law and reccive privi-
leges not granted to other forms of business. Coopera-
tives can offer, among other benefits, limited liability

“for members, exemption from securities laws, and a
single level of taxation that can be apportioned be-
tween the entity and its individual members.

The purpose of this article is to explore the benefits
cooperatives can offer, and to provide guidance and
Robert C. Estes, C.PA., of Deloitte & Touche, San Francisco, and David

Gumick, of Kindel & Anderson, Woodland Hills, served as consultants for
this article.
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suggestions to the legal practitioner in the largely un-
developed arca of law dealing with workers’ coopera-
tives. The following hypothetical, and additional ex-
amples based on the hypothetical, will be used to
illustrate some of the issues discussed in this article.

HYPOTHETICAL

Consulting Engineers Cooperative, Inc., a newly
formed California cooperative, is engaged in the busi-
ness of rendering consulting engineering services to ar-
chitects, developers, general contractors, engineers, in-
dustrial plants, and public institutions. Most of the

company’s work will be done on a fixed-price basis;
some work will be charged at an hourly rate. Contracts -
generally include a 20-percent profit margin, based on :
total expenses, including salary for the ‘company’s -

principals and employees.

Initial cooperative members consist of eight engi-
neers with varying specialties, three junior drafisper-
sons, and three experienced engineering support staff, -
for a total of 14 initial members. Four of the engineers :
have known each other professionally for several :

years. The other ten members were previously known -

to one or more members of the founding group. Two
additional engineers are working as paid employees.
After one year of employment, they can become mem-

bers of the cooperative on two-thirds’ vote of existing

members.

~ Members will receive a salary based on their educa- -
tional and skill levels, the desirability or undesirability
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of particular tasks, seniority, and prevailing wage and
other market factors.

The cooperative has determined that it requires
$100,000 in start-up capital, mostly for computers and
general office machinery. Each member will make an
initial cash contribution of $7500, which will be re-
corded in a capital account for the member. The coop-
erative’s bylaws state that all member contributions to
capital made after the initial contribution must be re-
tumed to members within five years, together with in-
terest if the cooperative has sufficient funds available
for interest payments. The bylaws do not provide for
mandatory return of initial capital contributions.

The cooperative expects revenues of approximately
$1 million in each of its first three years. It is expected
that around 20 percent of this sum will represent profit
(over and above members’ salaries), although start-up
expenses will result in lower profits in the first year.

COMMENT: Suitability of Cooperative Form of Busi-
ness. Because the initial members generally share simi-
lar professional experience and are at least 1o some de-
gree known to cach other, they will likely have the
collegiality and willingness to cooperate that are the
hallmarks of a small workers’ cooperative. Hopefully,
the members also share a philosophy of cconomic de-
mocracy and active participation in decisionmaking,
which are also key features of a workers’ cooperative.
As with any other new business venture, the members’
experience and ability to provide adequate capitaliza-
tion arc important factors in the ultimate success of the
business.

Corporate Form. The California Consumer Coop-
crative Corporation Law (Corp C §§12200-12704) ex-
pressly provides for the formation of consumer coop-
crative corporations. As discussed below, however, a
cooperative nced not necessarily be a corporation, al-
though the corporate form is recommended.

Equity; Debt. The initial capital contribution should
be characterized as equity, rather than debt, to avoid
thin-capitalization issucs. To avoid possible dividend
trcatment when the cooperative returns subscquent
capital contributions to members, such contributions
can be recast as loans to the corporation, with suitable
documentation. :

DEFINING A COOPERATIVE

Business entitics operating on a cooperative basis
have existed throughout this country’s history. As of
1983, there werc 41,000 agricultural and nonagricul-
tural cooperatives operating in the United States, con-
sisting of 89.3 million members generating revenues in

— —

excess of 3163 billion. U.S. Dep’t of Commerce, Bu-
reau of the Census, Statistical Abstract of the United
States: 1984, pp 551, 667 (104th ed 1983), cited by
Note, Cotrer & Co. v. United States: The Federal Cir-
cuit Finds the Meaning of Subchapter T to be Less than
Cooperative, 47 Ohio St L J 565 (1986). Among this
group are several household names such as Sunkist, the
Associated Press, Land o’ Lakes, and the Califomia
State Automobile Association.

A Starting Place for Research

Readers can obtain information and assistance
generally from the Industrial Cooperative Associ-
ation, Inc. (ICA), a nonprofit consulting organi-
zation that assisted in drafting Massachusetts’
Employee Cooperative Corporations Act. The
ICA has model bylaws and other documents and
resources available for review. Write to the Indus-
trial Cooperative Association, Inc. (ICA), 58 Day
Street, Suite 203, Somerville, MA 02144. The
telephone number is (617) 629-2700.

Further information is available from:

® Cooperative Resources & Services Project,

Los Angeles, CA (213) 233-2667,

e National Center for Employce Ownership
(NCEO), 2201 Broadway, Suite 807, Oak-
land, CA 94612 (415) 272-9461:

e National Cooperative Business Ass’n
{(NCBA), 1401 New York Ave. N.W., Suite
1100, Washington, D.C. 20005 (202)
638-6222; Davis, CA (916) 757-2233.

e National Economic and Development Law
Center, 1950 Addison St., Berkeley, CA
94704 (415) 548-2600.

The law goveming cooperatives is not comprehen-
sively set forth in any single body of law. As with most
forms of busincss, state law govems the organization,
operation, and dissolution of cooperatives. Federal law
applies to at least some aspects of a cooperative’s orga-
nization and operation, especially to the extent that a
cooperative sceks application of the favorable tax pro-
visions of Subchapter T of the Internal Revenue Code
(JRC §§1381-1388). '

No particular plan of business organization sets the
standard for what constitutes a cooperative. A coopera-
tive does not necessarily require incorporation, or in-
corporation under a particular statute, although the reg-
ulatory aspects of a cooperative’s operation may be
different for different forms of entity status. California
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law does not specifically define the term “cooperative”

(see California State Auto. Ass’n v Franchise Tax Bd.
(1987) 191 CA3d 1253, 1257, 237 CR 44, 47), al-
. though the significant attributes of a cooperative, for
purposes of the Consumer Cooperative Corporation
Law, can be gleaned from Corp C §12201, and addi-
tional conceptual guidance is provided by similar pre-
visions covering agricultural cooperatives (Food & Ag
C §§54401-54462), fishing cooperatives (Fish & G C
§§1200-1206), and by federal law goveming tax-ex-
empt farmers’ cooperatives (IRC §521). (In California
State Auto. Ass’ n, the court held that the state automo-
bile association was a cooperative for purposes of the
favorable tax provisions of Rev & T C §24405, even
though the association was not organized under the
Consumer Cooperative Corporation Law.)

“A collective of professionals—e.g.,
engineers—inclined to form a part-
nership may find that it is more ad-
vantageous to operate instead as a
cooperative.”

One legal commentator has observed that coopera-
tives exhibit the following operational characteristics:

e There is substantially equal control and ownership
by each member;

® Members have a functional role in the cooperative;

e Transfer of ownership interest is prohibited or lim-
ited;

e There is an absence or limitation of retum on capital
investment;

» Economic benefits pass to the members on the basis
of their patronage with the cooperative;

* Members generally are not liable for the coopera-
tive’s obligations;

¢ Death, bankruptcy, or withdrawal of one or more
members does not terminate the cooperative;

e The cooperative’s services are furnished primarily
for use by its members.

Packel, Organization and Operation of Cooperatives 4
(4th ed 1970), cited in California State Auto. Ass’n v
Franchise Tax Bd. (1987) 191 CA3d 1253, 1259 nS,
237 CR 44, 48 n5. However, presence or absence of
any one of these factors usually is not in itself determi-

native of cooperative status. 191 CA3d at 1258, 236
CR at 48. In particular, the equal-control requirement
is the subject of much debate. As discussed below, al-
though the Consumer Cooperative Corporation Law
generally requires equal voting among members, the
Internal Revenue Service apparently does not impose
this requirement for favorable tax treatment under Sub-
chapter T of the Internal Revenue Code.

According to one leading case, a cooperative gener-
ally is an entity that (1) is created to provide its mem-
bers with benefits brought about through members’
collective participation in the cooperative’s income-
producing activities, beyond merely making a capital
contribution; and (2) distributes these benefits in direct
proportion to members’ participation. See Puger Sound
Plywood, Inc. (1965) 44 TC 305, 309, acq 1966-1 Cum
Bull 3.

Workers” Cooperatives

Although cooperatives can be formed for a variety
of purposes, they generally are categorized as consum-
er cooperatives or producer cooperatives. The Corpo-
rations Code docs not use this terminology, but implic-
itly acknowledges the distinction (see Corp C §§12201,
12243) and presumably includes both kinds of coop-
cratives within the definition of “consumer coopera-
tive.” See Corp C §12200. However, in Puger Sound
Plywood, the Tax Court noted that a consumer coop-
crative operates to benefit its members in their capacity
as individual consumers, and a produccr cooperative
benefits its members in their capacity as producers, and
markets or processes the entity’s, or the members’
goods or services. 44 TC at 306. Sce also Gumick,
Business Opportunities Under California’s Unknown
Consumer Cooperative Corporation Law, 8 LA Law-
yer 22 (July/Aug. 1985). Producer cooperatives in-
clude marketing cooperatives (commonly found in the
agricultural sector) and workers’ cooperatives that
market members’ services. Under this terminology,
based on the facts stated in the hypothetical, Consult-
ing Engineers Cooperative, Inc. is a worker’s coopera-
tive that will market its members’ professional engi-
neering services.

The term “workers’ cooperative” can be somewhat
of a misnomer, because this type of cooperative is not
restricted to production by physical toil. In fact, a col-
lective of professionals—e.g., engincers—inclined to
form a partnership may find that it is more advanta-
geous to operate instead as a cooperative. Further,
workers’ cooperative members are not mercly workers
or employees; rather, they arc both employces and pro-
prictors simultaneously.

In statutory language, the term “patronage” is used
to signify a member’s participation in the rcvenue-pro-

e
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ducing activities of the cooperative. See Corp C
§12243; IRC §1388(a). In a workers’ cooperative, pa-
tronage is work performed by members. “In a worker’s
cooperative . . . the ‘business’ which the patrons . . . do
with the cooperative is work. Workers ‘sell’ their ser-
vices to the cooperative.” Linnton Plywood Ass’n v
U.S. (1976) 410 F Supp 1100, 1105. Further, the work-
ers, themselves, benefit from their labors. “Thus, the
basic and distinguishing feature of a workers coopéra-
tive association, as compared with a corporation-for-
profit, is that in the case of a workers cooperative asso-
ciation the fruits and increases which the
worker-members produce through their joint efforts
are vested in and rerained by the workers themselves,
rather than in and by the association.” Puget Sound
Plywood, Inc. (1965) 44 TC 305, 309.

The much more commonly found agricultural coop-
erative is distinct from the workers’ cooperative in that,
in the former, goods are produced individually and then
marketed collectively. In a workers’ cooperative, the
cooperative performs both production and marketing
functions. (Agricultural cooperatives are govemed by
Food & Ag C §§54401-54462 and Subchapter T, and
may qualify for exemption from taxation under IRC
§521 and Rev & T C §24404. This article deals only
with nonexempt cooperatives.)

THE CALIFORNIA CONSUMER
COOPERATIVE CORPORATION LAW

The California Consumer Cooperative Corporation
Law (Corp C §12200-12704) became operative on Jan-
uary 1, 1984, The faw is intended to apply primarily, but
not exclusively, to consumer cooperatives organized
and operated for the mutual benefit of members as pa-
trons of the corporation. Corp C §§12200, 12201. If the
corporation is organized to provide goods or scrvices to
its members, patrons arc persons who buy or use those
goods or services. If the corporation is organized to
market or handle its members’ goods or services, pa-
trons are the persons whose goods or services are mar-
keted or handled by the corporation. Corp C §12243. A
consumer cooperative has the power to carry on a busi-
ness at a profit (Corp C §12320(7)), but not for itself,
as such, or for its members, as such, “but primarily for
[its] members as patrons” (Corp C §12201).

Formation of Cooperative Corporation

Onc or more persons may form a cooperative corpo-
ration under the Consumer Cooperative Corporation
Law by executing and filing articles of incorporation.
Corp C §12300(a). Any person may be admitted as a
member, with the exception of a cooperative’s subsid-
iary. Corp C §12403. The term “member” is synony-

mous with *shareholder.” Corp C §12247. A member
is any person who has the right to vote for directors, or
has a proprietary interest in the cooperative. Corp C
§12238(a). In a workers’ cooperative, participants are
both members and patrons.

Capital Accounts

A system of capital accounts can be used to maintain
the records of a member’s proprietary interest in a
workers’ cooperative. Although the term “capital ac-
count” is not defined in the Corporations Code, such
accounts are commonly used by cooperatives. In Mas-
sachusetts, which enacted a comprehensive Employee
Cooperative Corporations Law in 1982, an “intemnal
capital account cooperative is an employee cooperative
whose entire net book value is reflected in internal cap-
ital accounts, one for each member, and a collective re-
serve account, and in which no persons other than
members own capital stock.” Mass Gen L ch 157A,
§10(a). Under the Massachusetts law, a member’s “in-
ternal™ capital account is credited with the member’s
initial and subsequent capital contributions, and is
credited or debited with the member’s share of retained
net eamnings or losses, determined according to patron-
age. Mass Gen L ch 157A, §10(b). Connecticut, Maine,
New York, and Vermont also have cnacted employee
cooperative laws.

Legal Existence; Officers and Directors

The legal existence of a cooperative begins when its
articles of incorporation are duly certified by the Secre-
tary of State. Sec Corp C §12313. An entity formed as
a coopcrative corporation must include within its name
the word “cooperative™ and some word or abbreviation
signifying its corporate status. Corp C §12311(a). As
with other corporations, a cooperative is a distinct legal
entity. See California Employment Comm’n v Butte
County Rice Growers Ass'n (1944) 25 C2d 624, 636,
154 P2d 892, 898.

The activities and affairs of a cooperative corpora-
tion are conducted by a board of directors (Corp C
§12350). As with other corporations, officers generally
are designated to run the cooperative’s daily affairs
(sec Corp C §12331(c)(5)). There is no restriction
against employing nonmembers as officers.

Liabilities; Operational Requirements;
Dissolution

A cooperative member is not personally liable as
such for the dcbts, liabilities, or obligations of the
cooperative, Corp C §12440(a). Although an individu-
al may be liable for his or her own malpractice, the lim-
ited liability feature of Corp C §12440(a) should serve
to limit a member’s vicarious liability for acts of other
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members. This liability protection could be a signifi-
cant reason in itself for choosing a cooperative form of
business for individuals otherwise inclined to form a
partnership. For some professionals, such as engineers,
who are not prohibited from limiting their malpractice
liability, this can be an especially attractive benefit.
(The cooperative also must comply with rules that ap-
ply to professional corporations within the coopera-
tive’s profession.)

A cooperative corporation must meet specified op-
erational requirements. Generally, a cooperative must
be organized and must conduct its business for the mu-
tual benefit of its members as patrons of the corpora-
tion. Corp C §12201. Benefits resulting from coopera-
tive undertakings must be used for the general welfare
of the members or distributed in proportion 1o mem-
bers’ patronage. Corp C §12201. In the abscnce of a
contrary provision in the articles of incorporation or
bylaws, a cooperative is empowered to apply its profits
to any activity in which it may lawfully engage. Corp
C §12320()). However, the cooperative must be demo-
cratically controlled and must be organized not to eam
a profit for itself or its members as such, but for its
members as.patrons. Corp C §12201.

The Consumer Cooperative Corporation Law cov-
ers in detail such matters as sales of assets, mergers,
reorganizations, and dissolution of a cooperative cor-
poration. See generally Corp C §§123530-12560,
12620-12663. In many respects, these provisions are
parallel to their counterparts in the General Corpora-
tion Law. Distribution of assets on dissoclution is to be
made in accordance with the articles or bylaws, or, in
the absence of such provisions, in accordance with the
members’ respective rights in the asscts. Corp C
§12656. The articles or bylaws of a workers’ coopera-
tive should generally provide for distributions to mem-
bers in accordance with their capital accounts on disso-
lution, or within a specified period of ycars, or on
cessation of membership. The cooperative should also
determine how it will deal with unrealized appreciation
and unallocated nonpatronage-source income, if any,
in the forcgoing circumstances.

A member may resign from a cooperative at any
time, although the articles or bylaws may state a rea-
sonable notice requirement. Corp C §12430(a).. Be-
cause a cooperative corporation is a distinct legal enti-
ty, the resignation of a cooperative member will not
dissolve the cooperative, as might be the case with a
partnership (sce Corp C §15031(d)(7)). Mcmberships
are redeemable only if so provided in Lhe articles or by-
laws. Corp C §12422(a). A cooperative corporation
may create a sinking fund or other method to redeem
memberships. Corp C §12422(b). (There may be limi-
tations, independent of the Corporations Code, on the

right to redeem “memberships,” as opposed to evi-
dences of capital contributions.)

Other states have enacted statutes tailored to the cre-
ation and maintenance of workers’ cooperatives. The
most notable example is Massachusetts’ Employee
Cooperative Corporations Act (Mass Gen L ch 157A),
which defines basic cooperative terms (e.g., patronage)
with specific reference to the activities of workers’
cooperatives, and which provides statutory guidelines
for members’ internal capital accounts. The Massachu-
setts law is also coordinated with the terminology and
concepts of Subchapter T. However, the absence of
such a starutory structure in the California Consumer
Cooperative Corporation Law is not a serious impedi-
ment, because tailored provisions can be included in a
cooperative’s articles of incorporation or bylaws as
long as they do not conflict with the law or with each
other. Corp C §§12313(c)(4), 12331(c).

DEFINING A COOPERATIVE UNDER
SUBCHAPTER T

In addition to farmers’ cooperatives exempt from
tax under IRC §521 (see IRC §1381(a)(1)), Subchapter
T applies to any corporation “‘operating on a coopera-
tive basis.” IRC §1381(a)(2). Because neither the Code
nor regulations define “operating on a cooperative ba-
sis,” guidance must be sought from case law and reve-
nue rulings. The Tax Court and other federal courts
have set forth the following operational requirements
that a cooperative must satisfy to receive Subchapter
T trcatment:

® Subordination of capital;

» Dcmocratic control of the cooperative by its mem-
bers; and

e Patronage distribution, i.e., vesting and allocating of
patronage-source net carnings on a patronage basis.

See Puget Sound Plywood, Inc. (1965) 44 TC 305, 308;
Updegraft, Operating as a Nonexempt Subchapter T
Cooperative (Part I), 29 Prac Law 29, 33 (June 1983).

PRACTICE NOTE

Because, with the exception of farmers’ cooperatives -

exempt from tax under IRC §521, Subchapter T applies .°
only to corporations, it is highly recommended thata’ ;

workers’ cooperative organize as a corporation in orde
to qualify for favorable tax treatment under Subchap
T. &
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Subordination of Capital

An important distinction between a cooperative and
other forms of business entities is that, in a cooperative,
invested capital does not determine either economic or
participatory rights. Brault, Equity Financing of Coop-
eratives: Advantageous Federal Securities Law and
Tax Treatment, 21 Willamette L Rev 225, 227 (1985).
Unlike a for-profit corporation, members’ rights to dis-
tributions with respect to capital (i.e., dividends) and
1o exercise control of the entity are not directly propor-
tional to the members’ relative capital contributions. In
this sense, the role of capital is “subordinated.”

“A cooperative’s bylaws generally

- should not allow return of a mem-
ber’s initial contribution, so that
members will always have a ‘*stake’
in the cooperative.”

In a cooperative, economic or participatory rights
are personal rights derived from a member’s functional
role in the cooperative. Seec Corp C §12201 (coopera-
tive corporations arc “democratically controlled™);
Corp C §12404 (members’ voting rights must be
equal); Ellcrman, Workers’ Cooperatives: The Ques-
tion of Legal Structure (unpublished manuscript avail-
able from ICA). Cooperative members receive a returm
on labor, not capital. Any distributions paid with re-
spect 10 a member’s capital contribution to a coopera-
tive should cither be forbidden entircly or expressly
limited, e.g., to state usury rates. See Puget Sound Ply-
wood, Inc., supra. Updegraft, 29 Prac Law at 35. In
Califomia, distributions on contributed capital may not
exceed 15 percent annually. Corp C §12451. (Although
state usury rates can be used as a guide, such distribu-
tions are more in nature dividends than intcrest. See
Corp C §12235.)

Unlike holders of an equity interest in a corporation
or partnership, members in a cooperative must directly
participate in the entity’s revenue-producing activities
to obtain rights to the benefits achieved through coop-
erative efforts. See Corp C §12201; B. Rosenberg &
Sons v St. James Sugar Cooperative, Inc. (ED La 1976)
447 F Supp 1, 4.

In “stock™ cooperatives, members must purchase
stock as a condition of membership. (Under Califor-
nia’s cooperative law, the terms “sharcholder” and
“member’” are synonymous (Corp C §12247) and the
term “share certificate” is synonymous with “member-
ship certificate” (Corp C §12248).) In some of these,

most notably the plywood workers’ cooperatives in the
Pacific Northwest, the stock reflects the net worth of
the cooperative. Some courts, however, after examin-
ing the bylaws, have ruled that cooperative shares were
not growth stocks and did not have any intrinsic value
other than the participatory rights that inured to mem-
bers by virtue of such stock ownership. See Lambert
v Fisherman’s Dock Cooperative, Inc. (NJ Super Ct
1971) 280 A2d 193, 196; B. Rosenberg & Sons v St.
James Sugar Cooperative, Inc. (ED La 1976) 447 F
Supp 1, 3.

The following scenarios illustrate the process by
which capital contributions can be obtained from and
returned to Consulting Engineers Cooperative, Inc.’s
members:

Scenario 1: In 1991, each of Consulting Engineers
Cooperative, Inc.’s original 14 members makes an ad-
ditional $5000 contribution for capital improvements.
Shordy thereafter, the two nonmember salaried engi-
neers are voted in as full members. The new members
are required to make membership contributions of
$8400. This represents a 12-percent increase over the
original members” $7500 contributions and is required
10 cover increased operational costs.

Scenario 2: In 1995, six new members join the
cooperative and are required to pay $8700, plus an ad-
ditional $300. The $8700 f{igure results from a 16-per-
cent increase in operational expenses, as compared
with original projections. The additional $300 reflects
the member’s share of a balloon payment duc on aloan
the cooperative took out in its first year of operation.
All other members arc required to make a $300 contri-
bution at this time.

Scenario 3: In 1998, the cooperative votes to retum
to the 14 original members all their noninitial capital
contributions, totaling $5300 per member (35000 con-
tribution in 1991 + $300 contribution in 1993).

Scenario 4: In 1999, the cooperative pays back the
additional $300 contribution provided by the two
members who joined in 1991. Because the members
who joined in 1995 made their entire contribution in
the form of an initial contribution, the bylaws do not
allow them to recover their contributions until termina-
tion of their memberships.

COMMENT: (1) Distributions. If the cooperative
gencrates sufficient revenue, it may be able to pay
members distributions on all contributed capital, at a
ratc of up to 15 percent annually. See Corp C §12451.
Such distributions are taxable as dividends, i.e., they
arc not deductible by the cooperative and are treated by -
members as ordinary income. See Updegraft, 29 Prac
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Law at p 35. If the cooperative has patronage- and non-
patronage-source income, dividends are deemed made
pro rata from both kinds of income, thereby reducing
the amount of patronage income that will qualify for
Subchapter T treatment. See Des Moines County Farm
Serv. Co. v U.S. (SD lowa 1971) 324 F Supp 1216.

(2) Seed Money. In the author’s opinion, a coopera-
tive’s bylaws generally should not allow retum of a
member’s initial contribution, so that members will al-
ways have a “stake” in the cooperative.

(3) Patronage. As discussed above, the amount of
capital contributed by a member will have no bearing
on the member’s salary or patronage dividends.

(4) Equity versus Debt. To avoid possible character-
ization of returns of capital as dividends, the parties
should consider recasting and suitably documenting
subsequent capital contributions as loans to the corpo-
ration.

Democratic Control by Worker Members

It is sometimes believed that a cooperative must fol-
low the traditional practice of allowing each member
one vote and onc vote only. See Puger Sound Plywood,
Inc. (1965) 44 TC 305, 308. The plywood cooperatives
adhere to this principle, and the ICA advocates this po-
sition, under the rationale that a member’s personal
rights should not be determined by his or her net worth
in the cooperative.

In California, a cooperative that is organized under
the Consumer Cooperative Corporation Law and that
is a “central organization” of cooperatives (Corp C
§12256) may provide in its articles of incorporation
that constituent members have uncqual voting, iLe.,
voting on a basis of other than one vote per member.
If so, the articles or bylaws must specify the rules for
determining voting power. Corp C §12310(d). These
rules would gencraily reflect the relative size of con-
stituents’ memberships. However, a constituent mem-
ber may not have less than one vote. Corp C §12314.
For all other cooperatives, all voting rights must be
equal (Corp C §12404), although a cooperative may
provide in its articles or bylaws for the issuance of
memberships having different rights, preferences, re-
strictions, or conditions (Corp C §12420).

The bylaws can provide that a delegate may have
some or all of the authority of a member, as long as the
delegate acts personally at a meeting or by written bal-
lot. A delegate may not act by proxy. Corp C §12332.
The bylaws may also provide for voting by members
or delegates on the basis of chapter or other organiza-
tional unit, or by region or other geographical group-
ing. Corp C §12333. It is unclecar whether a coopera-
tive’s bylaws, in defining “other organizational units,”
could provide for a voting agrcement by members who

do not necessarily share the same operational function
in the cooperative, or who are not associated with a par-
ticular cooperative department.

“A cooperative’s net earnings from
business done with or for patrons
are distributed to cooperative mem-
bers in proportion to the ‘quantity
or value’ of their participation.”

The one-person, one-vote position advocated by the
ICA is motivated in part by a concemn that a great dis-
parity in voting rights would discourage some mem-
bers from participating in the decision-making pro-
cessces of the cooperative and would conflict with the
democratic principles underlying the cooperative form.
On the other hand, it scems fair that those members
whose participation is significantly greater than others
should have a greater say in corporate affairs. See Up-
degraft, 29 Prac Law at 34. One way to resolve this di-
lemma is to allow unequal voting rights within limits
that would not nullify the participation of any member.
However, this would not be permitted for a cooperative
organized under the Consumer Cooperative Corpora-
tion Law.

Federal courts have not addressed the issue of
whether uncqual voting rights affect an entity’s claim
for cooperative status. One commentator belicves that
the absence of judicial authority on this subject ex-
plains why the IRS, as of 1983, instructed its field
agents not to raise this issuec when examining coopera-
tives. Updegralt, 29 Prac Law at 34. It is likely that the
IRS does not require onc-person, one-volte as a prereg-
uisite for cooperative status.

Proportionate Returns

Generally, a cooperative’s net eamings from busi-
ness done with or for patrons are distributed to coop-
crative members in proportion to the “quantity or val-
ue” of their participation. Sce IRC §1388(a)(1), (3):
Reg §1.1388-1(a)(1)(1), (iii). The IRS has accepted
“hours worked’” as a basis for computing a proportion-
ate distribution. Rev Rul 71439, 1971-2 Cum Bull
321. But statutory language refers to “value™ as an al-
tcrnative to “quantity” and suggests that factors other
than hours workced may be considered in determining
apportionment of distributions. (It is likely that less
stringent rules apply with respect to allocation of non-
patronage-source income, inasmuch as such income is
not subject to Subchapter T. As discussed below, the
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dispute in many cases is distinguishing between pa-
tronage- and nonpatronage-source income.)

The Corporations Code is more c¢xplicit in this re-
gard, specifying that camings are to be distributed
equitably on the basis of patronage (Corp C §12201),
and providing that “patronage of a patron is measured
by the volume or value, or both, of . . . products and
services provided by the patron to the corporation for
marketing.” (Corp C §12243).

For Consulting Engineers Cooperative, Inc., com-
pensation can be in the form of a patronage distribu-
tion, or a combination of salary plus a patronage distri-
bution from patronage eamings. Because a cooperative
must make distributions of patronage-source eamings
on the basis of patronage to qualify for Subchapter T
treatment, compensation must be based on an hourly
rate or other measure of patronage, rather than a set
salary. If an hourly based salary is used, the hourly rate
can be determined in the same manner as for noncoop-
erative forms of business, e.g.. on a comparable wage
or rate basis. Eamings remaining aftcr payment of sala-
rics would be distributable ratably in accordance with
the percentage of total cooperative patronage income
generated by each member. Thus, (1) if Consulting En-
gineers gooperative, Inc. pays $500,000 in salary in a
fiscal yvear and has a surplus of $200,000 remaining af-
ter payment of salaries; (2) members and nonmembers
produce cooperative eamings in direct proportion to
their salaries; (3) the cooperative’s bylaws provide that
patronage- and nonpatronage-source income will be
distributed according to members’ relative percentage
of generated patronage income; (4) 3450,000 of the
$300,000 (i.e., 90 percent) in salary was paid to coop-
crative members and the balance (i.e., 10 percent) was
paid to the cooperative’s two prospective members; (5)
Mcmber A reccived a salary of $50,000, or 1/9 of total
members’ salary; then (6) Mcember A is entitled to a
total additiggal distribution of $22,222 (1/9 of
$200.000), 9F percent of which would qualify as a pa-
tronage distribution and 10 percent of which would be
treated as a distribution of nonpatronage-source in-
come.

Alternatively, instcad of paying salaries, the coop-
erative can keep track of members’ hours worked and
respective hourly rates, and divide patronage income
in accordance with the relative cumulative value of
members’ work. Note that, in the foregoing example,
it is the member’s total output, not his or her hourly
rate, which determines patronage dividends. An office
clerk earning half the hourly rate of an engineer can re-
ccive an identical patronage dividend by working twice
as many hours.

The IRS requires that distribution of proportionate
patronage-source earnings be made pursuant to a preex-

isting writtcn agreement. Reg §1.1388-1(a)(1)(ii). The
agreement to pay or allocate eamings on a patronage
basis can be created under a cooperative’s bylaws.
United Cooperatives, Inc. (1944) 4 TC 93, 107, acq
1945 Cum Bull 6; see Rev Rul 83-135, 1983-2 Cum
Bull 149,

FEDERAL INCOME TAXATION OF
WORKERS’ COOPERATIVES

As between cooperative members and a cooperative
that makes distributions on a patronage basis, there is
but one level of taxation. The cooperative pavs no tax
on patronage eamings properly paid or allocated to
members. The members pay tax on such eamings.

Although taxpayers can use parmerships and S cor-
porations to achieve a single level of taxation, unlike
either of these other entities, a cooperative has flexibil-
ity to structure the amount of tax to be paid either by
the entity or the individual.

Under Subchapter T, a cooperative can deduct the en-
tirc amount of patronage dividends paid to patrons (i.e.,
members) in money or specified other property. IRC
§1382(b)(1). A patron is “any person with whom or for
whom the cooperative association does business on a
cooperative basis.” Reg §1.1388-1(e). A patronage
dividend is an amount paid by a cooperative 1o a patron
(1) on the basis of quantity or value of patronage (2) un-
der a preexisting obligation, and (3) from net eamings
of business done with or for its patrons. IRC §1388(a);
Reg $1.1388-1(a). Net carnings are amounts retained in
excess of expenses. Reg §1.1388-1(a)(1)(1ii); Rev §ul
68-228. 19681 Cum Bull 385.

As previously discussed, a patronage dividend in a
workers™ cooperative is a retum on labor and services
only. To the extent that distributions arc not derived
from net camings gencrated by members (e.g., distri-
butions of eamings generated by Consulting Engi-
neers, Inc.’s two prospective members), or distribu-
tions of patronage-source carnings are not paid ratably
in accordance with patronage, a cooperative will not
receive a deduction. See IRC §1388(a); Rev Rul
68-228. 1968-1 Cum Bull 385; Rev Rul 74-20,
1974~1 Cum Bull 242.

Sources of Income

As a prerequisite for Subchapter T treatment, the
IRS requires that at least 50 percent of a cooperative’s
business be produced by its members. Rev Rul 72602,
1972-2 Cum Bull 510. Some courts have not followed
this stricture, and in one case, a court conferred coop-
erative status on an entity that derived over 60 percent
of its income from nonmembers. Conway County
Farmers Ass’nv U.S. (8th Cir 1978) 558 F2d 592, 600.
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See also Corp C §12201 (cooperative corporation must
be organized and conduct its business “primarily” for
members).

Federal courts have taken a liberal approach in de-
termining what constitutes patronage-source income.
The regulations provide that “income derived from
sources other than patronage” means “incidental in-
come derived from sources not directdy related to the
marketing, purchasing, or service activities of the
cooperative association.” Reg §1.1382-3(c)(2). The
IRS, presumably in an attempt to give the “directly re-
lated” rule practical application, devised the following
test: Income produced by transactions that facilitate a
cooperative’s income-producing activities is patron-
age-source income; income derived from transactions
engaged in merely to enhance the overall profitability
of a cooperative is nonpatronage-source income. See
Rev Rul 69-576, 19692 Cum Bull 166.

Federal courts, apparently disagreeing with the IRS
on the scope of Rev Rul 69-576, have expanded on the
“directly related” rule by making this determination in
light of the “totality of the circumstances.” In St. Louis
Bank for Cooperatives v U.S. (Ct Cl 1980) 624 F2d
1041, the court held that income produced by a coop-
erative bank from the investment of surplus borrowed
money met the “directly related™ test. The court found
that the bank’s management of occasional surplus
funds allowed it to lower the cost of credit to its pa-
trons, thus making this activity “intcgrally intertwined”
with the service it provided to its members. 624 F2d at
1052.

In the leading case of Cotrer & Co. v U.S. (Fed
Cir 1985) 763 F2d 1102, the court allowcd a coopera-
tive of independent hardware retailers 1o dedyct in-
come derived from short term CDs and rental of
warchouse space as “business done with or for pa-
trons.” The court viewed these transactions as bypro-
ducts of the cooperative’s fluctuating need for storage
space and capital, and when placed “in the context
of the totality of the business environment,” they
met the “integrally related rule” propounded in St.
Louis Bank. This decision extended the holding of
St. Louis Bank by providing a patronage deduction
for income-producing activities that were distinct
from the cooperative’s primary business.

Some legal commentators have criticized Cotrer, ar-
guing that it ignores the restrictions that Congress in-
tended to place on the tax benefits allowed under Sub-
chapter T. See, e.g., Note, Cotter & Co. v. United
States: The Federal Circuit Court Finds the Meaning
of Subchapter T to be Less than Cooperative, 47 Ohio
State L J 565, 581 (1986). The Tax Court and federal
courts, nevertheless, have chosen to follow Cotter. See,
e.g., Certified Grocers, Ltd. (1987) 88 TC 235; [llinois

Grain Corp. (1986) 87 TC 435; Caldwell Sugars Co-
Op., Inc. v U.S. (ED La 1588) 692 F Supp 659.

Notices of Allocation

A cooperative may deduct patronage distributions
paid “during the payment period” in cash or property,
or by “qualified written notice of allocation” accompa-
nied by 20 percent cash. IRC §1382(b). The “payment
period” ends eight months and 15 days after the close
of the tax year in which the income was eamed. IRC
§1382(d).

Stated more technically, a deduction is allowed to a
cooperative for the tax year with respect to which it
makes patronage distributions of (1) money; (2) quali-
ficd written notices of allocation; (3) money or proper-
ty paid in redemption of nonqualified written notices
of allocation; and (4) property other than nonqualified
written notices of allocation. IRC §1382(b).

A “written notice of allocation” is a written notice
of a stated dollar amount allocated by the cooperative
to a member, which specifies the portion, if any, that
constitutes a patronage dividend. IRC §1388(b). A
mere credit to a patron’s account without written notifi-
cation to the patron does not satisfy this definition. Reg
§1.1388-1(b). A “qualificd written notice of alloca-
tion” is a written notice of allocation that can be re-
decmed incash at a stated dollar amount any time from
the date of notification until at least 90 days thereafter
(IRC §1388(c)1)(A). or which the distributee has
consented, in a specified manner, © take into account
at its stated dollar amount (IRC §1388(cH1)Y(B)). A
qualified written notice of allocation that is paid as part
of a patronage dividend is a qualified notice of alloca-
tion only if at least 20 percent of the patronage divi-
dend is paid in cash or qualified check. IRC
§1388(c)(1). (The 20-percent cash portion of the pa-
tronage dividend is designed to partially offset taxes
payable on the distribution.) A “nonqualified written
notice of allocation” is a written notice of allocation
that does not mect the requirements for a qualified no-
tice of allocation, as set forth in IRC §1388(c). Al-
though not immediately obvious from the language of
IRC §1388(d), it is possible for a written notice of allo-
cation to be neither qualified nor nonqualified, e.g.,
when a written notice of qualification is issued after the
payment period. IRC §1388(d).

Members must include in gross income the amount
of any patronage dividend paid in (1) money, (2) quali-
fied written notices of allocation, or (3) property other
than nonqualified written notices of allocation. IRC
§1385(a)(1). Because a cooperative’s payment period
cnds eight months and 15 days after the close of the tax
year in which the income was earned (IRC §1382(d)),
a member can recognize ordinary income in the mem-
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ber’s tax year that follows the year with respect to
which the cooperative takes a deduction for a patron-
age dividend.

EXAMPLE

Consulting Engineers Cooperative, Inc. is on a calen-
dar year for both fiscal and tax purposes. On January
1, 1991, the amount of patronage source income is cal-
culated for the year that ended December 31, 1990. On
February 1, 1991, the cooperative makes distributions
to each member, consisting of cash (at least 20 percent)
and qualified written notices of allocation. The coop-
erative can deduct these distributions from its 1990 tax-
able income. The members include the distributions in
their gross income for 1991.

COMMENT: In this author’s opinion, Subchapter T
should apply to the taxation of a workers’ cooperative
that renders professional services. Nothing in the law
or literature suggests that a professional service work-
ers’ cooperative would be treated differently from oth-
er forms of cooperatives that have qualified under Sub-
chapter T. However, to allay any doubts, counsel
should consider asking the IRS for a private letter rul-
ing on this issue.

Nonqualified written notices of allocation are not
included in a member’s gross income until redeemed
by the member. The cooperative, however, is subject
to tax at regular corporate rates for thc amount of
its camings corresponding to the nonqualificd written
notices of allocation. When redeemed by the member,
the member recognizes ordinary income in the
amount actually reccived (IRC §1385(c)(2)(A), (C)),
and the cooperative reccives a corresponding deduc-
tion (IRC §1382(b)(2)). A cooperative that redeems
a nonqualified written notice of allocation can take
a deduction for the ycar of redemption or the year
with respect to which the notice was issued. See IRC
§1383; Reg §1.1383-1. Any amount realized by the
member in excess of the amount stated in the written
notice is considercd ordinary income. IRC

§1385(c)(2)(C). ,

Compensation

The varied means of making distributions under
Subchapter T enable a cooperative to plan short and
long term financial objectives for both the entity and
its members. In contrast to a corporation, a cooperative
can distribute all of its net eamings (to the extent that
the earnings are patronage-source income) to members
without being subject to reasonable-compensation re-
strictions that otherwise might arise under IRC

§162(a)(1). See Linnton Plywood Ass’n v U.S. (D Or
1976) 410 F Supp 1100, 1105; Berman, Worker-
Owned Plywood Companies—An Economic Analysis
168 (1967).

A cooperative can also pay its members reasonable
wages and distribute remaining net earnings in the
form of patronage dividends. The wages portion of
members’ distributions will be subject to the reason-
able-compensation requirements of IRC §162(a)(1).
In some cases a cooperative can pay wages 10 its
members on the basis of “weighted hours” and still
withstand scrutiny under IRC §162. In Linnton Ply-
wood Ass’n v U.S. (D Or 1976) 410 F Supp 1100,
1107, the court determined that cooperative members’
wages, which were weighted 30 percent higher than
nonmembers’ wages, were reasonable, based on a
factual showing that members were more productive
than nonmembers, did better work, were more effi-
cient and experienced, and made many more on-line
management decisions. (The court also upheld a
weighting of 50 percent for another cooperative that
did not use a wages system of compensation. The
cooperative treated interim distributions to members
as advances on patronage distributions, rather than
as wages.)

Planning Opportunities

A cooperative’s various means of distributing eamn-
ings offer planning opportunities for the cooperative
and its members, at least in smaller organizations
whose members have similar tax situations. In a year
when the distribution of a ratable share of net eamings
would be taxed to members at a higher marginal tax
rate than the cooperative, the members can be paid in
a combination of cash, property, or qualified written
notices of allocation (as long as 20 percent of the pa-
tronage dividend is paid in cash) up to the point at
which members’ marginal rates exceed the coopera-
tive’s tax rate. (The cooperative will be taxed at C cor-
poration rates.) The balance of the distribution can be
made by way of nonqualified written notices of alloca-
tion. On the other hand, the cooperative should not dis-
tribute nonqualified written notices of allocation to the
extent that its marginal rate exceeds that of its mem-
bers.

Favorable Subchapter T treatment can also foster
the cooperative’s and its members’ long term financial
objectives. Although cooperatives may be at a disad-
vantage in raising outside investment capital, the tax
laws facilitate a cooperative’s self-financing of capital
expansion from retained earnings in a manner unavail-
able to other forms of business entities. By making dis-
tributions in the form of nonqualified written notices
of allocation instead of cash, a cooperative can retain
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and use capital, without being subject to the tax on ac-
cumulated eamings (see IRC §§531-537). Although
IRC §533(a) allows a corporation to retain eamings for
the reasonable needs of the business, when the earnings
are distributed to shareholders as dividends, the share-
holders will pay a second tax on the distribution. In a
cooperative, there will be only a single level of tax,
payable by shareholders when they redeem a nonquali-
fied notice of allocation. (In the latter case, the coop-
erative’s tax liability on issuance of the nonqualified
written notice of allocation is offset by a corresponding
deduction if the notice is later redeemed at face value
by the member.)

Qualified notices of allocation can also be used in
this manner by a cooperative. However, because such
notices are taxable on receipt by members and general-
ly are used by cooperatives as a short term financing
device designed to even out cash flow, they are not as
well suited for capital expansion needs as are nonquali-
fied notices of allocation.

One possible use of nonqualified notices of alloca-
tion—as yet unexplored by commentators—is to pro-
vide retirement-plan type benefits to members. Capi-
tal retained by a cooperative can be distributed to
members either on a prescribed redemption date or
on a member’s retirement or termination of member-
ship, to the extent of any posilive balance in the
member’s internal capital account. If distributions are
1o be made on a member’s retirement, the process
is akin to a nonqualificd plan, i.e., thc mcmber is
not taxed on “contributions” made in the form of
nonqualified notices of allocation, and is taxed only
when the nonqualified notices of allocation are re-
deemed. Although such “contributions” would not
be subject to annual retircment plan contribution limi-
tations, it should also be noted that, unlike the case
with qualified retirement plans (1) the employer, ie.,
the cooperative, does not receive a deduction for the
employer’s “contributions™; (2) eamings attributable
to contributions are taxable to the cooperative (al-
though these are later offset by a deduction on re-
demption, the effect of this process is to nullify the
tax-free compounding of earnings that characterizes
a qualified retircment plan); and (3) contributions
arc not held in trust.

CALIFORNIA TAXATION OF
COOPERATIVES

California law is considerably more sparse than fed-
eral law in the area of taxation of cooperatives. Only
one statute esscntially covers the taxation of a workers’
cooperative. Under Rev & T C §24405, a cooperative
may deduct patronage distributions from gross income.

There are no California statutes comparable to federal
laws dealing with a cooperative’s year of taxation,
qualified written notices of allocation, and nonquali-

fied written notices of allocation.

“For persons willing to assume the
responsibility of managing their
own affairs, and who can accept the
distribution of benefits on the basis
of what they do instead of what
they own, the cooperative form of
business is an alternative worth
considering.”

Although a farmers’ cooperative may deduct distri-
butions of nonpatronage-source income (Rev & T C
§24404), neither California’s legislature nor its cours
have been as liberal as federal courts (see, e.g.. Cotter
& Co.vU.S. (Fed Cir 1985) 765 F2d 1102) in allowing
deductions for distributions by workers’ cooperatives
from nonpatronage-source income. A cooperative may
deduct only income gencrated by business activities
with or for members, or for activities done on a non-
protit basis with or for nonmembers. Investment of un-
distributed reserves or surplus in interest-bearing secu-
ritics is not a business activity for purposes of Rev &
T C §24405, and is considercd income denived from
profit-making activitiecs of nonmembers. Woodland
Prod. Credit Ass’n v Franchise Tax Bd. (1964) 225
CA2d 293, 298, 37 CR 231, 234; Long Beach Fire-
man’s Credit Union v Franchise Tax Bd. (1982) 128
CA3d 50. 179 CR 869.

The differences in California and federal law should
be considered in the tax-planning strategy of any work-
er’s cooperative.

EXEMPTION FROM SECURITIES LAW

Federal courts have held that cooperative stocks is-
sued to members as part of the patronage relationship
are not securitics, and therefore are not subject to feder-
al sccurities laws. The leading federal case in this area
is United Housing Foundation, Inc. v Forman (1975)
421 US 837, which dealt with a housing cooperative.
Forman was followed in B. Rosenberg & Sons v St.
James Sugar Cooperative, Inc. (ED La 1976) 447 F
Supp 1, which held that shares in a marketing coopera-
tive did not constitute sccurities. In Rosenberg, the
court observed that when purchasers of stock are moti- -
vated to use what they have produced by their own la-
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bors, and are not motivated by the expectation of an in-
vestment return from the efforts of third persons, the
securities laws do not apply. Although reported case
law has not yet specifically addressed the status of
workers’ cooperatives, in particular, for purposes of the
federal securities laws, federal court decisions holding
that workers’ cooperatives should receive the same tax
treatment as marketing cooperatives (see, e.g., Linnton
Plywood Ass’n v U.S. (D Or 1964) 236 F Supp 227)
should fumnish precedent for holding that workers’
cooperatives should not be subject to the federal securi-
ties laws insofar as securities are issued to members as
part of the patronage relationship.

California Securities Laws

Under Corp C §25100(r), a consumer cooperative
corporation organized under Corp C §§12200-12704
is exempt from qualification of sale of securities, if the
aggregate investment of any sharcholder or member in
shares or memberships sold pursuant to the exemption
does not exceed $300. The practical effect of this re-
striction is to require exemption under some other stat-
ute (e.g, Corp C §25102(f) or §25102(h)) or qualifica-
tion of the issuance of the securities of any workers’
cooperative that requires significant seed money. In
this author’s opinion, the $300 limit unnecessarily re-
stricts the flexibility of cooperatives operating under
the Consumer Cooperative Corporation Law.

'REASONS FOR FORMING
COOPERATIVES

There are many practical reasons for choosing to do
business as a cooperative. A cooperative can offer par-
ticipanis liability protection, exemption from securities
laws, and a single level of taxation that can be adjusted
between the members and the entity. Some studies in-
dicate that employvee-owned firms can be more produc-
tive and more profitable than nonemployee-owned

firms. In addition, there is no reason to believe that a
cooperative, which does not have to pay a return on
capital, cannot be as competitive as other forms of
business entities in dealing with the open market.

But bottom-line considerations are not the only
benefits cooperatives have to offer. People enter into
business organizations for a number of reasons. Maxi-
mization of personal income obviously is an important
and essential goal. However, to adhere to a business
course of short term profits at the expense of all else
not only reflects a failure to plan for anything beyond
immediate financial gratification, but also limits the
benefits a business can provide to its participants.

Conflicting interests between those who contribute
capital and those who contribute labor and services,
found in other forms of business enterprise, are absent
in cooperatives. The cooperative’s adherence to the
principles of workplace democracy means that mem-
bers themselves decide such essential questions as
workplace environment, product development, re-
investment, business purpose, operational principles,
and accommodation of personal needs. Because coop-
erative members, in essence, invest in themselves,
these decisions, out of self-interest alone, should be
based on long term concerns.

For this reason. businesses that have traditionally
experienced high employee tumnover, or in which
there is a great disparity in the education and skills
required for different work functions, may be poor
candidates for cooperatives. Similarly, individuals
whose interest in participating in a business entity
is primarily to obtain appreciation on capital assets
or to receive a return on capital, would have little
reason for forming a cooperative. But for persons
willing to assume the responsibility of managing their
own affairs, and who can accept the distribution of
benefits on the basis of what they do instcad of what
they own, the cooperative form of business is an
alternative worth considering.




