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Throughout the legislative history of federal in-
come taxation, the unique characteristics of farmer
cooperatives have been recognized by United States
lawmakers. There are special regulations governing
the income taxation of farmer cooperatives, just as
there are special regulations that govern the income
taxation of individuals, general corporations and
partnerships.

It is only with respect to federal income taxes,
however, that a distinction is made between coopera-
tives and other types of businesses. Farmer coopera-
tives are subject to all other taxes in the same way
as other forms of business.

Above all, it must be remembered that farmer
cooperatives are subject to corporate income taxes.
This has been the case since 1951 when complete ex-
emption from taxation was terminated.

The following pages contain a review of the
income tax regulations affecting farmer cooperatives
today. Footnotes, citing references on specific areas
of concern, are included for those wishing to ex-
plore a certain topic in more detail.

IMPORTANT SECTIONS OF THE CODE

Three sections of the Internal Revenue Code are
most important to farmer cooperatives; Sections
501, 521 and Subchapter T (Sections 1381-1388).
In addition, some cooperatives are affected by special
tax legislation.

Section 501 exempts several types of cooperatives
from income taxation. Discussion of these coopera-
tives is included with those cooperatives affected by
special legislation in a later section.

Section 521 sets forth the requirements farmer
cooperatives must meet in order to obtain and main-
tain exempt status. These requirements are elabor-
ated in the section on “The Exempt Cooperative.”

Subchapter T, which was added to the Internal
Revenue Code by the Revenue Act of 1962 and
amended by Public Law 89-809 in 1966, governs the
income taxation of “any organization exempt from
tax under section 521”7 and ‘“‘any corporation operat-
ing on a cooperative basis” other than those subject
to special legislation.* Basic knowledge about Sub-
chapter T is essential for proper understanding of
how farmer cooperatives are taxed.

SUBCHAPTER T

All organizations qualifying under Subchapter T
are permitted to deduct, for purposes of income taxa-
tion, amounts paid out as patronage dividends (re-
funds) and per-unit retain allocations, provided
these payments meet the definition of such in the
law. Further, in order to be deductible, these pay-
ments must be made in either (1) money, *(2) pro-
perty or (8) “qualified written notices of allocation.”
Amounts paid in money or property to redeem “non-
qualified” allocations are also deductible in the year
such redemption is made.?



Form of Payment

A “qualified” notice of allocation or per-unit re-
tain certificate is a document which the distributee
has consented to accept as income at its stated dollar
amount. In the case of a “qualified” notice of patron-
age dividend, at least 20 percent of the total amount
must be paid in cash or with a qualified check.?

Payments made in a “nonqualified” form are not
deductible from the cooperative’s taxable income.
“Qualified” allocations are taxable to the patron
while “nonqualified” allocations are taxable to the
cooperative. A deduction for “nonqualified” alloca-
tions may be taken by the cooperative when the allo-
cations are redeemed in cash or property.

Time of Payment

Cooperatives are permitted 814 months, after the
close of their fiscal year, to distribute allocations
attributable to that year’s business. If allocated after
this date, the payments are not deductible from their
taxable income.*

Reporting Requirements

Every cooperative subject to Subchapter T that
makes payments of $10 or more to any person during
any calendar year must file a return with the In-
ternal Revenue Service setting forth the amount of
such payments and the name and address of the per-
son to whom payments are made. A statement of the
information on this return must also be sent to each
person for whom a return is filed.?

Additional Provisions

A cooperative exempt under Section 521 of the
Internal Revenue Code is allowed two additional
deductions under Subchapter T. These are for
amounts paid as dividends on capital stock and non-
patronage income allocated on a patronage basis.
These amounts are subject to the same requirements,
concerning form of payment, as are patronage divi-
dends.®

THE EXEMPT COOPERATIVE

Farmer cooperatives complying with Section 521
of the Internal Revenue Code of 1954 are known as
“tax exempt” or exempt” cooperatives. Such associa-
tions are taxed in accordance with the provisions of
Subchapter T of the Internal Revenue Code.

Three Deductions

By qualifying for exempt status, a farmer co-
operative is entitled to three deductions under Sub-
chapter T: (1) Patronage refunds and per-unit
retain allocations, (2) Dividends paid on capital
stock and (8) Nonpatronage income which is allo-
cated to patrons on a patronage basis.” Thus, an ex-
empt cooperative could conceivably have no taxable
income after the three allowed deductions, provided
all such amounts are paid or allocated in the proper
form and within the proper time.

Filing Period

Exempt status farmer cooperatives have 814
months following the close of their fiscal year to file
their income tax returns. They must also satisfy the
reporting requirement concerning payments of $10
or more to any person in any calendar year.

Five Requirements for Exempt Status

Section 521 of the Code is reproduced on page 4
for reference. This section contains five requirements
that must be satisfied for exempt status.??

First, exemption applies only to “farmers, fruit
growers or like associations organized and operated
on a cooperative basis.” The association must be
marketing and/or purchasing cooperative, ultimately
turning back all net proceeds to member and non-
member patrons on the basis of quantity or value of
business conducted by each with the association.®

Second, although exempt cooperatives are allowed
to be organized with capital stock, the dividend rate
on such stock must not exceed the legal rate in the
state where incorporated or & percent per annum,
whichever is greater. In addition, substantially all
such stock (other than nonvoting preferred) must
be owned by producers who market their products or
purchase their supplies through the association.?

Third, reserves accumulated and maintained by
an exempt association must either be required by
state law or for a necessary purpose.*°

Fourth, the value of products marketed by an
exempt cooperative for nonmembers must not exceed
the value of products marketed for members. Like-
wise, the value of supplies purchased for persons
who are neither members nor producers must not
exceed 15 percent of the value of all the cooperative’s
purchases.™

Fifth, business done by a cooperative for the
United States government or any of its agencies is
disregarded in determining an association’s right to
exempt status.?

Application

Exempt status is granted by the Internal Rev-
enue Service after application and is not automatic.
An association applying for exempt status must file
a Form 1028 (exemption application). After being
granted exempt status an organization uses a Form
990-C to file its income tax return.

Exempt cooperatives are not permitted to file
a consolidated tax return. Therefore, exempt status
farmer cooperatives that own subsidiary corpora-
tions must file separate returns for each business
enterprise. Nonexempt cooperatives may file a con-
solidated return if they so elect.’®

Equal Treatment

Exempt status associations must afford equality
of treatment to all patrons.** This requirement ap-
plies not only to patronage dividend distributions,®
but to other activities as well®* Thus, an exempt



status association is not permitted to diseriminate
between member and nonmember patrons in any
way.

THE NONEXEMPT COOPERATIVE

A nonexempt status cooperative is a cooperative
which does not satisfy the requirements set forth in
Section 521 of the Internal Revenue Code of 1954.
In general, any organization not complying with
Section 521 of the Code holds nonexempt status. For
purposes of federal income taxation, a nonexempt or-
ganization need not be agriculturally oriented, nor is
it even required to be legally organized as a farmer
cooperative.

One Deduction

Nonexempt status farmer cooperatives are sub-
ject to regular corporate income taxes with one ex-
ception. If they qualify under Subchapter T of the
Internal Revenue Code of 1954, their “patronage
refunds” and “per-unit retain’ allocations are de-
ductible from taxable income. In order to be de-
ductible, these amounts must be allocated in the
proper form and within the proper time.

To qualify for Subchapter T, a nonexempt associ-
ation must “be operating on a cooperative basis and
allocate amounts to patrons on the basis of the busi-
ness done with or for such patrons.”:”2¢ Subchapter
T clearly recognizes nonexempt associations.*® Prior
to enactment to Subchapter T in 1962 the only statu-
tory reference to nonexempt organization was
oblique.

Requirements for Nonexempt Status

For purposes of federal income taxation, non-
exempt organizations, unlike those maintaining ex-
empt status, are under no limitations concerning
stock ownership, dividend rates, membership or busi-
ness transactions with nonmembers. The only re-
quirements a nonexempt cooperative must satisfy
are those imposed by the statutes under which it is
incorporated. Since corporate statutes are under
state jurisdiction, these statutes are not necessarily
uniform throughout the United States.

Unequal Treatment

Since a nonexempt cooperative is not required to
treat all patrons equally, a nonexempt cooperative
can make patronage refund distributions to members
only. This practice is recognized by the Internal
Revenue Service. Any income from business with
nonmembers is taxable to the nonexempt cooperative
unless properly allocated to the nonmembers.*®

Filing Period

Nonexempt cooperatives are required to file
their income tax returns (Form 1120) within 814
months following the end of their fiscal year. They
are permitted 814 months for this purpose only if
they are under obligation to allocate or pay at least
50 percent of their net patronage earnings in patron-

age dividends, or if they have actually allocated or
paid at least that percentage of their earnings in
patronage dividends during the last year in which
they had such earnings.20

STATUS OF OTHER FARMER COOPERATIVES

Section 501

Section 501 (c)** of the Internal Revenue Code of
1954 contains a list of organizations which are ex-
empted from federal income taxation. Paragraphs
12, 15 and 16 of Section 501 (¢) are important to
farmer cooperatives.

Paragraph 12 of Section 501 exempts “benevolent
life insurance associations of a purely local char-
acter, mutual ditch or irrigation companies, mutual
or cooperative telephone companies or like organiza-
tion . ..” In order to comply with this paragraph, at
least 85 percent of an organization’s income must
come from members for the sole purpose of meeting
losses and expenses.

Rural electric cooperatives are not specifically
mentioned in Section 501 (c¢) as they were not yet in
existence when this section of the Internal Revenue
Code was written. By administrative interpretation,
however, rural electric cooperatives have been
granted exemption under this paragraph provided
they are “like” a mutual telephone company in char-
acter and meet the other requirements of this para-
graph.

Refunds received by consumer patrons from
rural electric cooperatives are not taxable as they
represent a reduction in electric rates. Farmers and
other businessmen are liable for tax on the portion
of their refund applicable to their farming operation
or business.

Rural electric cooperatives are not required to
comply with Subchapter T of the 1954 Code.

Farmer mutual insurance companies or associa-
tions may obtain exemption by qualifying under
paragraph 15 of Section 501. This paragraph pro-
vides exemption for “mutual insurance companies or
associations other than life or marine (including
interinsurers and reciprocal underwriters) if the
gross amount received during the taxable year from
. . . (interest, dividends, rents) . .. and premiums
does not exceed $150,000.”

Paragraph 16 of Section 501 provides exemption
for corporations organized for the purpose of financ-
ing crop operations and operated in conjunction with
organizations which qualify under Section 521. Such
a corporation must meet many of the requirements
applicable to Section 521, in order to obtain exemp-
tion.

Production Credit Association

Production credit associations were exempt from
federal income taxation while the federal govern-
ment owned any of their capital stock. Such exemp-
tion was granted them by the Farm Credit Act of
1933.



Because all government capital has been repaid,
all the associations are now taxable as regular cor-
porations. The associations are allowed to deduct the
savings they refund to their patrons, provided they
are under prior contractural obligation to do so.
Whenever patronage refunds are allocated in a non-
cash form, the association must comply with Sub-
chapter T of the Internal Revenue Code in order for
the refunds to be deductible from taxable income.

Banks for Cooperatives

Banks for cooperatives were also exempt from
income taxation as long as they had any government
capital. Now that all government capital is retired,
the banks are subject to income taxes. However,
interest refunds paid to cooperative borrows are
deductible from the banks’ taxable incomes. Member
borrowers of the banks include patronage refunds
as a reduction in interest costs.

Federal Land Bank Associations

The Federal Farm Loan Act of 1916 exempted
federal land bank associations from paying federal,
state, municipal and local income taxes. The language
of this act indicates that federal land bank associa-
tions are considered instrumentalities of the United
States even though they no longer contain any gov-
ernment capital. If complete exemption is ever
terminated, indications are that federal land bank
associations will become taxable in the same way
as are production credit associations.
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APPENDIX

Section 521 of the Internal Revenue Code of 1954 provides as
follows:

Sec. 521. Exemption of farmers’ cooperatives from tax;

(A) Exemption from tax.—A farmer’s cooperative de-
scribed in subsection (b) (1) shall be exempt from taxation
under this subtitle except as otherwise provided in Section
522. Notwithstanding Section 522, such an organization shall
be considered an organization exempt from income taxes.

(B) Applicable rules.

(1) Exempt farmer’s cooperatives. —The Farmers’
cooperatives exempt from taxation to the extent provided
in subsection. (A) are farmers’, fruit growers’ or like
associations organized and operated on a cooperative basis
(a) for the purpose of marketing the products of members
or other producers, and turning back to them the proceeds
of sales, less the necessary marketing expenses, on the
basis of either the quantity or the value of the produects
furnished by them, or (b) for the purpose of purchasing
supplies and equipment for the use of members or other
persons, and turning over such supplies and equipment to
them at actual cost, plus necessary expenses.

(2) Organizations having capital stock—Exemption
shall not be denied any such association because it has
capital stock, if the dividend rate of such stock is fixed at
not to exceed the legal rate of interest in the State of
incorporation or 8 percent per annum, whichever is
greater, on the value of the consideration for which the
stock was issued, and if substantially all such stock (other
than nonvoting preferred stock, the owners of which are
not entitled or permitted to participate, directly or in-
directly, in the profits of the association, upon dissolution
or otherwise, beyond the fixed dividends) is owned by
producers who market their products or purchase their
supplies and equipment through the association.

(8) Organizations maintaining reserve.—Exemption
shall not be denied any such association because there is
accumulated and maintained by it a reserve required by
State law or a reasonable reserve for any necessary pur-
pose.

(4) Transactions with nonmembers.—Exemptions shall
not be denied any such association which markets the pro-
ducts of nonmembers in an amount the value of which
does not exceed the value of the products, marketed for
members, or which purchases supplies and equipment for
nonmembers, in an amount the value of which does not
exceed the value of the supplies and equipment purchased
for members, provided the value of the purchases made for
persons who are neither members or producers does not
exceed 15 percent of the value of all its purchases.

(5) Business for the United States.—Business done for
the United States or any of its agencies shall be disre-
garded in determining the right to exemption under this
section.

Issued in furtherance of Cooperative Extension work, acts of May 8 and June 30, 1914, in cooperation with the U.S.
Department of Agriculture, Roy M. Kottman, Director of the Cooperative Extension Service, The Ohio State University.
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