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Finance Corporation (CFC) recommended that every elec-
tric cooperative should have a policy for retiring capital
credits on an annual basis subject to the discretion of its
board of directors and its financial condition. The task force
also recommended that every cooperative should have an
equity management plan that included setting electric rates
to generate cash flows sufficient for retiring capital credits.
In a 2008 article critical of electric cooperatives, Jim Cooper,
U.S. representative from Tennessee, argued that the cooper-
atives were overcapitalized by 10 to 30 percent and had un-
used borrowing capacity that would allow them to retire $3
billion to $9 billion of capital credits on a one-time basis
without threatening their financial stability.

A recent UNL Department of Agricultural Economics study
assessed the ability of the average distribution cooperative to
retire capital credits.! That study examined the financial im-
pacts on the cooperative of three equity retirement strate-
gies:

1. Replacing equity with term debt—Acquiring addi-
tional long-term debt to replace equity capital so the
cooperative can undertake an immediate one-time
retirement of capital credits.

2. Reducing the rate of equity accumulation—Lowering
the rate at which equity is accumulated and relying
more on long-term debt to finance asset growth so
the cooperative’s margins can be used to accelerate
the retirement of capital credits.

3. Adjusting the electric rate—Raising the electric rate
so the cooperative can generate additional margins
for retiring capital credits and shift a greater share of
financing to those members who currently benefit
most from its use.

The impacts of these strategies were analyzed by tracking
several key financial indicators, including the cooperative’s
equity share and its times-interest-earned ratio (TIER). The
equity share is represented by equity divided by total assets.
The TIER is a measure of interest coverage, or the ability of
a business to make interest payments. It is calculated by di-
viding the sum of net income and total interest expense by
total interest expense. Financial advisors generally recom-
mend that distribution cooperatives maintain an equity
share of at least 30 percent and a TIER of at least 1.5.

According to the study, the average distribution cooperative
could replace up to 25 percent of its equity with term debt
without reducing its equity share or TIER below recom-

! Jeffrey S. Royer, “Assessing the Ability of Rural Electric Cooper-
atives to Retire Capital Credits,” Journal of Cooperatives 31
(2016):  32-50. Download available at  http:/
digitalcommons.unl.edu/ageconfacpub/132/.

mended levels. However, lenders suggest the coopera-
tive probably would be able to obtain unsecured financ-
ing for only about 5-15 percent of its equity. In addi-
tion to the immediate one-time benefit members would
receive from the retirement of capital credits, the re-
placement of equity with term debt would provide an
important secondary benefit by raising the rate of re-
turn on equity due to increased financial leverage. That
higher rate of return would improve the cooperative’s
ability to rotate capital credits in the future.

Under the second strategy, the cooperative would re-
duce the rate at which it accumulates equity so a larger
share of new assets is financed with borrowed capital.
In that way, more of current earnings can be used to
retire capital credits while the cooperative’s equity
share is gradually reduced. An advantage of this strate-
gy is that new assets may provide a source of collateral
for new loans, thus providing the cooperative greater
access to financing and at lower interest rates than with
unsecured debt. Simply by lowering the rate at which it
accumulates equity, a cooperative can shorten its rota-
tion cycle. In addition, as the equity share declines over
time, the rate of return will rise, further reducing the
length of the cycle. An analysis contained in the study
demonstrates that the average distribution cooperative
could substantially reduce its rotation cycle by halving
its rate of equity growth.

Cooperatives may have considerable flexibility in set-
ting the rates they charge members for electricity and
therefore may benefit from exploring higher electric
rates as a means for accelerating the retirement of capi-
tal credits. Another analysis included in the study
shows that the average distribution cooperative could
reduce its rotation cycle by more than three years with
only a minimal increase in its electric rate. Shorter rota-
tion cycles would require greater rate increases, but the
cooperative could shorten its rotation cycle substantial-
ly with less than a 5 percent increase.
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